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PREFACE
■

This eleventh edition of Fundamentals of Risk and
Insurance marks the 41st anniversary of the first edi-
tion, published in 1972. Over the years, the book
has undergone major changes as the field of risk
management and insurance has changed. Emmett
J. Vaughan, the original author and architect of the
text, guided the revisions over the years to main-
tain the text’s primary focus, that of a consumer-
oriented text. He was passionate about the field of
risk and insurance, and his passion was reflected in
the book through the decades. Professor Vaughan
saw risk and insurance implications everywhere,
from personal life events to the changing world
around him to the fairy tales he read to his chil-
dren (with commentary). His enthusiasm for the
field was infectious and influenced many students
to pursue careers in risk and insurance. I was fortu-
nate to have him as a teacher, advisor, role model,
and father.

Professor Vaughan died in October 2004, just as
we were beginning to discuss the tenth edition of the
book. This text had been a proud accomplishment
of his for over 30 years., and, in nearly all respects,
this is still his book. Though I have updated it to
reflect recent developments and tried to shorten it
in parts, the bulk of the text reflects his thoughts
over his forty-plus year career. I hope I have been
able to capture some of the enthusiasm with which
he approached the field.

At the time the first edition was published, the
field of insurance differed from what it is today.
Many of the current forms of insurance coverage
did not exist; the world seemed a simpler place.
Medicare was not yet ten years old, and had no
Parts C and D. Richard Nixon was president of the
United States. Automobile no-fault insurance was an
experiment that had been adopted by a single state
(Massachusetts), and only three states had com-
pulsory automobile insurance (New York, North
Carolina, and Massachusetts). The 1943 Standard
Fire Policy was the standard form of coverage for

most commercial entities, and the Family Auto
Policy was the standard for personal automobile
insurance. Universal life insurance was not yet on
the drawing board and endowment policies were
a staple for the life insurance agent. There was no
such thing as long-term care insurance, no indi-
vidual retirement accounts, and Employee Retire-
ment Income Security Act of 1974 (ERISA) was not
yet a gleam in a Congressperson’s eye. The Social
Security tax base was $9000, the Medicare Part B
premium was $5.60, and there was no such thing as
Obamacare.

Although the book has changed over the years,
its purpose, organization, and approach remain
essentially the same. The original goal was to create
a consumer-oriented text, and this orientation is
continued in the present edition. The first edition
of this book was written in response to a perceived
need for an insurance textbook that addressed the
principles of risk management without abandoning
the discussion of insurance. The reception to the
book over the past three and a half decades has
been gratifying. At least a part of the book’s success
is due to the fascinating subject matter with which
it deals. Experience shows that insurance can be an
exciting subject. This comes as no surprise to those
of us who find this field an exciting one. It is satis-
fying, however, to find that our excitement can be
shared by our students.

SCOPE OF THE SUBJECT

As the title indicates, Fundamentals of Risk and Insur-
ance is about risk and about insurance. Its objective
is to summarize the pervasive nature of pure risk on
the individual and on society, and to illustrate the
way in which insurance can be used to deal with
the problems posed by such risk. It is a book on
insurance theory as well as on how students can
use insurance personally.

ix
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The main emphasis is on the insurance product
and the use of insurance within the risk manage-
ment framework. The traditional fields of life insur-
ance, health insurance, property and liability insur-
ance, and social insurance are treated in terms of
their relationship to the wide range of insurance
risks to which the individual and the business firm
are exposed.

The text is designed for use in a college-level sur-
vey of the area of risk and insurance. As an intro-
duction to the subject, it is intended for students
who have had little or no prior education in insur-
ance. It may serve as the basis for more advanced
texts for those students who intend to specialize
in the field of insurance, and at the same time, it
constitutes a compendium of what an informed
citizen and consumer should know about the
subject.

WHY STUDY INSURANCE?

The reasons for studying insurance are varied. For
some, the study is undertaken in preparation for a ca-
reer in the field. Others study to improve their knowl-
edge of the subject to become more knowledgeable
consumers. The average individual will spend a sig-
nificant percentage of his or her disposable income
on insurance over a lifetime, and one of the logi-
cal reasons for studying insurance is to learn how
it can be used in personal financial planning. Still
others study insurance as a part of the discipline
of risk management, the managerial function that
aims at preserving the operating effectiveness of the
organization.

Although each of these reasons is adequate jus-
tification for the study of insurance, whether that
study should be considered essential for business
students depends on the approach and the specifics
of what is studied. Some have argued that the study
of insurance per se is a narrow specialty, yet the
broader discipline of risk management, of which in-
surance buying is a part, is a function that all future
managers should understand. A proper understand-
ing of the methods of dealing with exposures to loss
is essential for organizational leaders. Although in-
surance is only one of the techniques that can be
used to deal with pure risks, risk management deci-
sions presuppose a thorough understanding of the
nature and functions of insurance.

We believe that insurance and risk management
is a subject that needs to be taught in colleges and
universities. Far from being the narrow specialty it
is sometimes characterized as, the study of insur-
ance has a breadth that few disciplines equal. As
you progress through the book, you will encounter
applications from economics, statistics, finance,
accounting, law, decision theory, and ethics.

Because the study of risk management and insur-
ance draws on these different disciplines, it is some-
times considered a subset of one of them. Thus, in
many colleges and universities, insurance and risk
management are a part of the finance curriculum,
reflecting the financial nature of the risk manage-
ment function. In other schools, it is considered a
part of economics; in still others, it is located in
another department. This organizational ambiguity
reflects the confusion concerning what the study of
risk management and insurance entails.

In fact, risk management and insurance is a sep-
arate and distinct discipline, which draws on and
integrates the knowledge from other business fields.
In a micro sense, it is a discipline in which various
methodologies are brought to bear on a significant
problem.

Viewed from a macro perspective, the study of
insurance addresses important issues facing society
today: the high cost of medical care, crime, the
tort system, pollution and the environment, climate
change, and the broad subject of ethics. Indeed,
it is not an exaggeration to say that the debates
in the insurance arena address questions of what
kind of society we will have and who will pay for
what. Debates over the cost of insurance and the
way in which insurance prices should be deter-
mined have intensified over the past two decades.
Increasingly, the debates over insurance availability
and affordability have come to center stage as the
challenges of the cost of automobile insurance,
access to health care, responsibility for pollution,
damage from hurricanes, product liability, and med-
ical malpractice have become crises. As consumers,
we are all affected by the way in which insurance
operates.

Finally, the study of risk management and insur-
ance is a fertile field for considering the subject of
ethics in business and in society. Indeed, the ubiq-
uitous presence of ethical problems in the field of
insurance transactions raises an important ques-
tion: is ethics something to be studied and learned,
or is it something innate in the individual?
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ORGANIZATION OF THE BOOK

This book is divided into three major sections. The
first section examines the concept of risk, the na-
ture of the insurance device, and the principles
of risk management. This section also provides an
overview of the insurance industry and the manner
in which it operates.

The second section examines the traditional
fields of life and health insurance as solutions to
the risks connected with the loss of income. The
Social Security system, workers compensation, and
other social insurance coverages are discussed in
this section to permit students to integrate the cov-
erage under these programs in planning income
protection. The final section deals with the risks as-
sociated with the ownership of property and legal
liability. The coverages applicable to the individual
or family are treated in chapters that are separate
from those designed for the business firm, permit-
ting those instructors who prefer to concentrate on
insurance for the individual to give only slight treat-
ment to commercial coverages.

The book is designed to fit a one-semester or two-
quarter course, but it may be adapted to longer
and shorter sequences. We have composed what
we consider to be a logical sequence of subject mat-
ter, but the book can be used flexibly. Sections Two
and Three in particular may be taken in different
order.

CHANGES IN THE TENTH EDITION

The forty-one years that have passed since the
publication of the first edition of Fundamentals of
Risk and Insurance have been marked by signif-
icant change in the field of insurance. The sec-
ond through tenth editions are a chronology of that
change.

The insurance industry and its environment con-
tinue to change, and the authors have attempted
to capture the flavor of that change in each revi-
sion. Changes in the legal environment, revisions in
policy forms, the introduction of new types of in-
surance, and a myriad of new problems continue
to make insurance an exciting field of study but a
challenge to the authors of textbooks.

This edition has been updated to reflect new
policy forms (including ISO’s 2010 Commercial

Auto Policy, 2011 Homeowners Policy, 2012 Commer-
cial Property Policy, and 2013 Commercial Liability
Policy), cyber risk, recent laws affecting health insu-
rance and Medicare, changes in regulation stem-
ming from the financial crisis, and other changes
in the market. Where possible, I have eliminated
extensive discussion of old topics. Unfortunately, the
text continues to be lengthy, reflecting the breadth
of the subject matter with which it deals.

As in the last edition, there is a companion
website for individuals using the text. In prior
editions, sample policy forms were included as an
appendix to the book (from the first through sixth
editions), as a separate bound volume (the
seventh and eighth edition), or on a CD-ROM that
came with the book (the ninth edition). With this
edition, as in the last, sample policy forms will be
posted to the website, allowing more forms to be
provided (www.wiley.com/college/vaughan). In ad-
dition, Chapter 34, Insurance in the Future, which
deals with current events and trends, will be pub-
lished on the website.
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■

CHAPTER 1

THE PROBLEM OF RISK

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to do the following:

• Define and explain the meaning of the term risk

• Distinguish among the terms risk, peril, and hazard

• Identify and explain the classes of hazards

• Differentiate between pure risk and speculative risk

• Differentiate between fundamental and particular risk

• Describe the categories into which pure risk may be subdivided

• Identify and explain the principal methods of handling risk

You see the mangled metal of two cars that have
collided on an interstate highway. A fire engine
with its siren screaming roars down the street. A
building in your neighborhood burns, or you see an
ambulance racing to the hospital. Such tragic events
arouse your interest and emotions. After the noise
and excitement have died down, you are grateful
that the loss did not happen to you and you may
feel sorry for whoever suffered the loss. But you’re
glad that it wasn’t you. Losses like these happen
to some people, whereas others go along happily,
free from misfortune. The fact that these losses or
similar events could happen to you, and the fact
that you can’t tell for sure whether or not they will,
is a condition we call risk. Risk is a pervasive con-
dition of human existence. Although our instinctive

understanding of the concept of risk is clear enough,
terms that have a simple meaning in everyday
usage sometimes have a specialized connotation
when used in a particular field of study. In this
chapter, we will examine the concept of risk as
the fundamental problem with which insurance
deals. In addition, we will examine several related
concepts.

THE CONCEPT OF RISK

It would seem that the term risk is a simple
enough notion. When someone states there is risk
in a particular situation, the listener understands

1
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what is meant: In the given situation, there is
uncertainty about the outcome, and the possi-
bility exists that the outcome will be unfavor-
able. This loose, intuitive notion of risk, which
implies a lack of knowledge about the future
and the possibility of some adverse consequence,
is satisfactory for conversational usage, but for
our purpose, a somewhat more rigid definition is
desirable.

Economists, statisticians, decision theorists, and
insurance theorists have long discussed the con-
cepts of risk and uncertainty in an attempt to con-
struct a definition of risk that is useful for analysis
in each field of investigation. So far, they have not
been able to agree on a single definition that can
be used in each field. A definition of risk that is suit-
able for the economist or statistician may be worth-
less as an analytic tool for the insurance theorist.
Because each group treats a different body of sub-
ject matter, each requires a different concept of risk.
Although the statistician, the decision theorist, and
the insurance theorist use the term risk, each may
mean something different.

Insurance is in its infancy as a body of theory.
As a result, we find contradictory definitions of
risk throughout the literature dealing with this
phenomenon from an insurance point of view.
One reason for these contradictions is that insu-
rance theorists have attempted to borrow the def-
initions of risk used in other fields. Surprising
as it may seem, insurance text writers have not
been able to agree on a definition of this basic
concept.

To compound the problem, the term risk is used
by people in the insurance business to mean either
a peril insured against (e.g., fire is a risk to which
most property is exposed) or a person or property
protected by insurance (e.g., many insurance com-
panies believe young drivers are not good risks). In
this text, however, we will use the term in its general
meaning to indicate a situation in which an expo-
sure to loss exists.

Current Definitions of Risk

If we were to survey the best-known insurance text-
books used in colleges and universities today, we
would find a general lack of agreement concerning

the definition of risk.1 Although the insurance theo-
rists have not agreed on a universal definition, there
are common elements in all the definitions: indeter-
minacy and loss.

• The notion of an indeterminate outcome is
implicit in all definitions of risk: The outcome must
be in question. For risk to exist, there must be at
least two possible outcomes. If we know for cer-
tain that a loss will occur, there is no risk. Invest-
ment in a capital asset, for example, usually
involves a realization that the asset is subject to
physical depreciation and its value will decline.
Here, the outcome is certain, so there is no risk.

• At least one of the possible outcomes is undesir-
able. This may be a loss in the generally accepted
sense in which something the individual possesses
is lost, or it may be a gain smaller than the gain
that was possible. For example, the investor who
fails to take advantage of an opportunity “loses”
the gain that might have been made. The investor
faced with the choice between two stocks may
be said to lose if he or she chooses the one that
increases in value less than the alternative.

Our Definition of Risk

We define risk as a condition of the real world
in which there is an exposure to adversity. More
specifically,

Risk is a condition in which there is a possibility of
an adverse deviation from a desired outcome that
is expected or hoped for.

First, in this definition, risk is a condition of the
real world; it is a combination of circumstances in
the external environment. Second, in this combina-
tion of circumstances, there is a possibility of loss.
When we say that an event is possible, we mean
that it has a probability between zero and one; it
is neither impossible nor definite. Third, there is no
requirement that the possibility be measurable but
only that it must exist. We may or may not be able

1 The term risk is variously defined as (1) the chance of loss,
(2) the possibility of loss, (3) uncertainty, (4) the dispersion of
actual from expected results, or (5) the probability of any out-
come different from the one expected.
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to measure the degree of risk, but the probability
of the adverse outcome must be between zero and
one.2

The undesirable event is described as “an adverse
deviation from a desired outcome that is expected
or hoped for.” The reference to a desired outcome
that is either expected or hoped for contemplates
individual and aggregate loss exposures. The indi-
vidual hopes that adversity will not occur, and it is
the possibility that this hope will not be met that
constitutes risk. If you own a house, you hope that
it will not catch fire. When you make a wager, you
hope that the outcome will be favorable. That the
outcome in either event may be something other
than what you hope for constitutes the possibility of
loss or risk.

In the case of an insurer, actuaries predict some
specified number and amount of losses and charge
a premium based on this expectation. The amount
of predicted losses is the desired outcome that is
expected by the insurer. For the insurer, risk is the
possibility that losses will deviate adversely from
what is expected.

Uncertainty and Its Relationship to Risk

Because the term uncertainty is often used in
connection with the term risk (sometimes even
interchangeably), it seems appropriate to explain
the relationship between the two terms.

The most widely held meaning of uncertainty
refers to a state of mind characterized by doubt,
based on a lack of knowledge about what will or
will not happen in the future. It is the opposite of

2 We measure probability on an imaginary ruler, marked at one
end with a zero and unity at the other. The high end of the
scale, marked unity, represents absolute certainty. Any proposi-
tion about which there is no doubt whatsoever finds its place
at this point on the scale. For example, the probability that the
reader will eventually die is equal to 1 because we will all die.
Using the letter p to stand for probability, we would write p = 1.
The bottom end of the scale, marked zero, represents absolute
impossibility. The probability that the reader could run a mile in
30 seconds is zero because failure would be absolutely certain.
The statistician here would write p = 0. Events that are neither
certain nor impossible lie between the two ends of our imagi-
nary ruler and are assigned values that vary with the likelihood
of their occurrence. Thus, the probability of drawing the ace of
spades from a deck of cards is 1/52, or .019. The probability of
drawing any ace is 1/13; the probability of drawing a black card
is 1/2, or .5.

certainty, which is a conviction or certitude about
a particular situation. A student says “I am certain I
will get an A in this course,” which means the same
as “I am positive I will get an A in this course.” Both
statements reflect a conviction about the outcome.
Uncertainty, on the other hand, is the opposite
mental state. If one says “I am uncertain what grade
I am going to get in this course,” the statement
reflects a lack of knowledge about the outcome.
Uncertainty, then, is simply a psychological reaction
to the absence of knowledge about the future.3

The existence of risk—a condition or combination
of circumstances in which there is a possibility of
loss—creates uncertainty on the part of individuals
when that risk is recognized.

The individual’s conviction or lack thereof
(certainty or uncertainty) about a specific fact or
situation may or may not coincide with the condi-
tions of the real world. The student who says “I am
certain I will get an A in this course” may actually
get a B, a C, a D, or even an F. Uncertainty varies with
the knowledge and attitudes of the person. Different
attitudes are possible for different individuals under
identical conditions of the real world. It is possible,
for example, for a person to experience uncertainty
in a situation in which he or she imagines there is a
chance of loss but where no chance of loss exists.
Similarly, an individual may feel no uncertainty
regarding a particular risk when the exposure to
loss is not recognized. Whether or not a risk is recog-
nized, however, does not alter its existence. When
there is a possibility of loss, risk exists whether or
not the person exposed to loss is aware of the risk.4

3 In addition to its meaning as a psychological phenomenon, a
second possible meaning of the term uncertainty relates to prob-
ability and is contrasted with a second meaning of certainty: a
situation in which the probability of an event is 100 percent. An
event may be said to be impossible (probability = 0), certain
(probability = 1), or uncertain. Used in reference to the like-
lihood of an event, uncertain means that the probability is judged
to be between 0 and 1.
4 Some authors equate our notion of uncertainty with subjective
risk, which is a person’s perception of risk. An individual may
perceive risk where it does not exist. (Navigators in Columbus’s
day perceived a risk of falling off the edge of the world.) They
may fail to perceive risk when it does exist. The distinction
between objective risk and subjective risk (i.e., between risk
and uncertainty) is important because subjective risk affects the
decisions people make. Ideally, they should make decisions
based on actual risk (i.e., objective risk). Better information
reduces uncertainty (improves subjective risk estimates) and
leads to better decisions.
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The Degree of Risk

It is intuitively obvious that there are some situations
in which the risk is greater than in other situations.
Just as we should agree on what we mean when we
use the term risk, we should agree on the way(s)
in which risk can be measured. Precisely what is
meant when we say that one alternative involves
“more risk” or “less risk” than another?

It would seem that the most commonly accepted
meaning of degree of risk is related to the likelihood
of occurrence. We intuitively consider those events
with a high probability of loss to be riskier than those
with a low probability. This intuitive notion of the
degree of risk is consistent with our definition of risk.
When risk is defined as the possibility of an adverse
deviation from a desired outcome that is expected
or hoped for, the degree of risk is measured by the
probability of the adverse deviation. In the case of
the individual, the hope is that no loss will occur, so
the probability of a deviation from what is hoped for
(which is the measure of risk) varies directly with the
probability that a loss will occur. In the case of the
individual, we measure risk in terms of the probabil-
ity of an adverse deviation from what is hoped for.
Actuarial tables tell us, for example, that the proba-
bility of death at age 60 is approximately 1 percent,
and at age 83 it is about 10 percent. At age 96, the
probability of death increases to nearly 30 percent.
Using the probability of an adverse deviation from
the outcome that is hoped for, we view the risk of
death at age 83 as greater than that at age 60 but less
than that at age 96. The higher the probability that
an event will occur, the greater the likelihood of a
deviation from the outcome that is hoped for and
the greater the risk, as long as the probability of loss
is less than one.

If the probability of loss is 1.0, there is no chance
of an outcome other than that which is expected
and, therefore, no hope of a favorable result. Simi-
larly, when the probability of loss is zero, there is no
possibility of loss and, therefore, no risk.

In the case of a large number of exposure units,
estimates can be made about the likelihood that
a given number of losses will occur, and predic-
tions can be made on the basis of these estimates.
Here the expectation is that the predicted number
of losses will occur. In the case of aggregate expo-
sures, the degree of risk is not the probability of a
single occurrence or loss; it is the probability of
some outcome different from that predicted or

expected. Insurance companies make predictions
about losses that are expected to occur and charge
a premium based on this prediction. For the insur-
ance company, the risk is that its prediction will
be inaccurate. Suppose that based on past experi-
ence, an insurer estimates that 1 out of 1,000 houses
will burn. If the company insures 100,000 houses, it
might predict that 100 houses will burn out of the
100,000 insured, but it is highly unlikely that 100, and
only 100, houses will burn. The actual experience
will undoubtedly deviate from the expectation, and
insofar as this deviation is unfavorable, the insur-
ance company faces risk. Therefore, the insurance
company predicts the number of houses that will
burn, and it estimates the range of error. The pre-
diction might be that 100 losses will occur and that
the range of possible deviation will be plus or minus
10. Some number of houses between 90 and 110 are
expected to burn, and the possibility that the num-
ber will be more than 100 is the insurer’s risk.
Students who have studied statistics will note that
when one of the standard measures of dispersion
(such as the standard deviation) is used, risk is
measurable, and we can say that more risk or less
risk exists in a given situation, depending on the
standard deviation.

At times we use the terms more risk and less
risk to indicate a measure of the possible size of
the loss. Many people would say that there is more
risk involved in a possible loss of $1000 than in
that of $1 even though the probability of loss is the
same in both cases. The probability that a loss may
occur and the potential severity of the loss if it does
occur contribute to the intensity of one’s reaction
to risk. It seems, therefore, that a measurement of
risk should recognize the magnitude of the poten-
tial loss. Given two situations, one involving a $1,000
exposure and the other a $1 exposure and assuming
the same probability in each case, it seems appro-
priate to state that there is a greater risk in the case of
the possible loss of 1,000 dollars. This is consistent
with our definition of risk since the loss of $1,000
is a greater deviation from what is hoped for (i.e.,
no loss) than is the loss of 1 dollar. On the other
hand, given two situations in which the amount
exposed is the same (e.g., $1,000), there is more
risk in the situation with the greater probability of
loss.

While it may be difficult to relate the size of
the potential loss and the probability of that loss in
the measurement of risk, the concept of expected
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value may be used to relate these two facets of a
given risk situation. The expected value of a loss
in a given situation is the probability of that loss
multiplied by the amount of the potential loss. If
the amount at risk is $10 and the probability of loss
is 0.10, the expected value of the loss is $1. If the
amount at risk is $100 and the probability is 0.01,
the expected value is also $1. This is a very useful
concept, as we will see later.

Risk Distinguished from Peril and Hazard

The terms peril and hazard are commonly used in-
terchangeably with each other and with risk. How-
ever, to be precise, it is important to distinguish these
terms. A peril is a cause of a loss. We speak of the
peril of fire, windstorm, hail, or theft. Each of these
is the cause of the loss that occurs. A hazard, on
the other hand, is a condition that may create or
increase the chance of a loss arising from a given
peril. It is possible for something to be both a peril
and a hazard. For instance, sickness is a peril
causing economic loss, but it is also a hazard that
increases the chance of loss from the peril of pre-
mature death. Hazards are normally classified into
three categories:

1. Physical hazard consists of those physical prop-
erties that increase the chance of loss from the
various perils. Examples of physical hazards that
increase the possibility of loss from the peril
of fire are the type of construction, the loca-
tion of the property, and the occupancy of the
building.

2. Moral hazard refers to the increase in the prob-
ability of loss that results from dishonest tenden-
cies in the character of the insured person. More
simply, it is the dishonest tendencies on the part
of an insured that may induce that person to at-
tempt to defraud the insurance company. A dis-
honest person, in the hope of collecting from
the insurance company, may intentionally cause
a loss or may exaggerate the amount of a loss in
an attempt to collect more than the amount to
which he or she is entitled. Fraud is a significant
problem for insurance companies and increases
the cost of insurance.

3. Morale hazard, not to be confused with moral
hazard, acts to increase losses where insurance
exists, not necessarily because of dishonesty but

because of a different attitude toward losses that
will be paid by insurance. When people have pur-
chased insurance, they may have a more careless
attitude toward preventing losses or may have
a different attitude toward the cost of restoring
damage. Morale hazard is also reflected in the
attitude of persons who are not insureds. The
tendency of physicians to provide more expen-
sive levels of care when costs are covered by
insurance is a part of the morale hazard. Sim-
ilarly, the inclination of juries to make larger
awards when the loss is covered by insurance,
the so-called deep-pocket syndrome, is another
example of morale hazard. In short, morale haz-
ard acts to increase the frequency and sever-
ity of losses when such losses are covered by
insurance.

In addition to these three traditional types of
hazard, a fourth hazard—the legal hazard—should
be recognized. Legal hazard refers to the increase
in the frequency and severity of loss that arises
from legal doctrines enacted by legislatures and
created by the courts. Jurisdictions in which legal
doctrines favor a plaintiff represent a hazard to
persons or organizations who are sued at tort.
Although legal hazard is greatest in the field of
legal liability, it also exists in the case of property
exposures. In jurisdictions where building codes
require that new buildings conform to statutory
requirements, the destruction of a building that
does not meet the requirements may force an
owner to incur additional costs in reconstruction,
thereby increasing the exposure to loss.

Classifications of Risk

In its broadest context, the term risk includes all
situations in which there is an exposure to adver-
sity. Risks may be classified in many ways; however,
certain distinctions are particularly important for
our purposes. These include the following.

Static and Dynamic Risks An important distinc-
tion exists between static and dynamic risks.5

5 The dynamic–static distinction was made by Willett. See
Alan H. Willett, The Economic Theory of Risk and Insur-
ance (Philadelphia: University of Pennsylvania Press, 1951),
pp. 14–19.
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Dynamic risks are those resulting from changes
in the economy. Changes in the price level, con-
sumer tastes, income and output, and technology
may cause financial loss to members of the econ-
omy. These dynamic risks normally benefit society
over the long run since they are the result of adjust-
ments to misallocation of resources. Although these
dynamic risks may affect a large number of individ-
uals, they are generally considered less predictable
than static risks since the former do not occur with
any precise degree of regularity.

Static risks involve those losses that would occur
even if there were no changes in the economy. If
we could hold consumer tastes, output and income,
and the level of technology constant, some individu-
als would still suffer financial loss. These losses arise
from causes other than the changes in the economy,
such as the perils of nature and the dishonesty of
other individuals. Unlike dynamic risks, static risks
are not a source of gain to society. Static losses in-
volve the destruction of the asset or a change in
its possession as a result of dishonesty or human
failure. Static losses tend to occur with a degree
of regularity over time, and as a result, are gener-
ally predictable. Because they are predictable, static
risks are more suited to treatment by insurance than
are dynamic risks.

Fundamental and Particular Risks The distinc-
tion between fundamental and particular risks is
based on the difference in the origin and conse-
quences of the losses.6 Fundamental risks involve
losses that are impersonal in origin and conse-
quence. They are group risks caused, for the most
part, by economic, social, and political phenom-
ena although they may result from physical occur-
rences. They affect large segments or even all of the
population. Particular risks involve losses that arise
out of individual events and are felt by individuals
rather than by the entire group. They may be static
or dynamic. Unemployment, war, inflation, earth-
quakes, and floods are all fundamental risks. The
burning of a house and the robbery of a bank are
particular risks.

6 The distinction between fundamental and particular risks is
based on C. A. Kulp’s discussion of risk, which he referred to as
“hazard”. See C. A. Kulp, Casualty Insurance, 3rd ed. (New York:
Ronald Press, 1956), pp. 3, 4.

Since fundamental risks are caused by conditions
more or less beyond the control of the individuals
who suffer the losses and since they are not the fault
of anyone in particular, it is held that society rather
than the individual has a responsibility to deal with
them. Although some fundamental risks are dealt
with through private insurance,7 usually some form
of social insurance or government transfer program
is used to deal with fundamental risks. Unemploy-
ment and occupational disabilities are fundamental
risks treated through social insurance. Flood dam-
age or earthquakes make a district a disaster area
eligible for federal funds.

In the final analysis, whether a risk is considered
fundamental or particular depends on current
public opinion concerning the responsibility for
the causes and consequences of the risk. In the
aftermath of the terrorist attack on the World Trade
Center on September 11, 2001, Congress and the
insurance industry debated the question of whether
terrorist attacks are a fundamental or particular
risk. Reinsurers, the insurers that provide insurance
to insurance companies, announced their intent
to exclude acts of terrorism from the coverage they
provide to other insurers. Faced with the loss of
backup coverage, the insurers that deal with the
public developed an endorsement for their policies
excluding loss from terrorist acts. In response to
these developments, Congress established a fed-
eral terrorism reinsurance program in November
2002.

Particular risks are considered to be the individ-
ual’s own responsibility, inappropriate subjects for
action by society as a whole. They are dealt with
by the individual through the use of insurance, loss
prevention, or some other technique.

Pure and Speculative Risks One of the most use-
ful distinctions is that between pure risk and spec-
ulative risk.8 Speculative risk describes a situation

7 For example, earthquake insurance is available from private
insurers in most parts of the country, and flood insurance is fre-
quently included in contracts covering movable personal prop-
erty. Flood insurance on real property is available through private
insurers only on a limited basis.
8 Although the distinction between pure and speculative risk
had been introduced earlier, Albert H. Mowbray formalized the
distinction. See Albert H. Mowbray and Ralph H. Blanchard,
Insurance, Its Theory and Practice in the United States. 5th ed.
(New York: McGraw-Hill, 1961), pp. 6, 7.
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in which there is a possibility of loss but also a
possibility of gain. Gambling is a good example of
a speculative risk. In a gambling situation, risk is
deliberately created in the hope of gain. The student
wagering $10 on the outcome of Saturday’s game
faces the possibility of loss, but this is accompanied
by the possibility of gain. The entrepreneur or cap-
italist faces speculative risk in the quest for profit.
The investment made may be lost if the product is
not accepted by the market at a price sufficient to
cover costs, but this risk is borne in return for the
possibility of profit. The term pure risk, in contrast,
is used to designate those situations that involve only
the chance of loss or no loss. One of the best exam-
ples of pure risk is the possibility of loss surround-
ing the ownership of property. The person who buys
an automobile, for example, immediately faces the
possibility that something may happen to damage
or destroy the automobile. The possible outcomes
are loss or no loss.

The distinction between pure and speculative
risks is an important one because normally only
pure risks are insurable. Insurance is not concerned
with the protection of individuals against those
losses arising out of speculative risks. Speculative
risk is voluntarily accepted because of its two-
dimensional nature, which includes the possibility
of gain. Not all pure risks are insurable, and a further
distinction between insurable and uninsurable pure
risks may be made. A discussion of this difference
will be delayed until Chapter 2.

Systemic Risk The global financial crisis of 2008
to 2009 has increased attention on another category
of risk known as systemic risk. Generally, systemic
risk refers to a risk that can affect an entire system,
rather than just one entity. In economics, the term
is often used where a shock, such as the failure of
a single entity, could cause cascading effects and
severely disrupt the financial system. For example,
in March 2008, Bear Stearns, the fifth largest U.S.
investment bank, was threatened with failure. Con-
cerned about the potential for contagion and dis-
ruption in the financial markets, the Federal Reserve
and U.S. Treasury arranged for JP Morgan Chase to
acquire Bear Stearns with financial assistance from
the Federal Reserve Bank of New York (NY Fed). In
September 2008, the NY Fed agreed to lend up to $85
billion to prevent the bankruptcy of American Inter-
national Group (AIG). Over the next several years,

the U.S. Treasury and the Federal Reserve provided
additional support to financial institutions, primar-
ily banks. Public outrage has led to a number of
changes in regulation to address systemic risk, par-
ticularly the problem of institutions that are “too big
to fail” or TBTF.

Classifications of Pure Risk Although it would
be impossible in this book to list all the risks con-
fronting an individual or business, we can briefly
outline the nature of the various pure risks that we
face. For the most part, these are static risks. Pure
risks that exist for individuals and business firms can
be classified under one of the following:

1. Personal risks. These consist of the possibility of
loss of income or assets as a result of the loss
of the ability to earn income. In general, earn-
ing power is subject to four perils: (a) premature
death, (b) dependent old age, (c) sickness or
disability, and (d) unemployment.

2. Property risks. Anyone who owns property faces
property risks because such possessions can be
destroyed or stolen. Property risks embrace two
distinct types of loss: direct loss and indirect or
“consequential” loss. Direct loss is the simplest
to understand: If a house is destroyed by fire, the
owner loses the value of the house. This is a direct
loss. However, in addition to losing the value of
the building, the property owner no longer has a
place to live. During the time required to rebuild
the house, it is likely that the owner will incur
additional expenses living somewhere else. This
loss of use of the destroyed asset is an indirect,
or consequential, loss. An even better example
is the case of a business firm. When a firm’s
facilities are destroyed, it loses the value of
those facilities and the income that would have
been earned through their use. Property risks,
then, can involve two types of losses: (a) the
loss of the property and (b) loss of use of the
property resulting in lost income or additional
expenses.

3. Liability risks. The basic peril in the liability risk
is the unintentional injury of other persons or
damage to their property through negligence or
carelessness; however, liability may result from
intentional injuries or damage. Under our legal
system, the laws provide that one who has injured
another, or damaged another’s property through
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negligence or otherwise, can be held responsi-
ble for the harm caused. Liability risks, therefore,
involve the possibility of loss of present assets or
future income as a result of damages assessed
or legal liability arising out of either intentio-
nal or unintentional torts, or invasion of the rights
of others.

4. Risks arising from failure of others. When another
person agrees to perform a service for you, he or
she undertakes an obligation that you hope will
be met. When the person’s failure to meet this
obligation would result in your financial loss, risk
exists. Examples of risks in this category would
include failure of a contractor to complete a
construction project as scheduled, or failure of
debtors to make payments as expected. With
the development of the Internet, the rapid
evolution of e-commerce, and the increased
trend toward outsourcing by big businesses, a
variety of new risks relating to the failure of
others have emerged.

THE BURDEN OF RISK

Regardless of the manner in which risk is defined,
the greatest burden in connection with risk is that
some losses will occur. When a house is destroyed
by fire, money is stolen, or a wage earner dies, there
is a financial loss. When someone is negligent and
that negligence results in injury to a person or dam-
age to property, there is a financial loss. These losses
are the primary burden of risk and the primary rea-
son that individuals attempt to avoid risk or alleviate
its impact.

In addition to the losses, there are other detrimen-
tal aspects of risk. The uncertainty as to whether the
loss will occur requires the prudent individual to
prepare for its possible occurrence. In the absence
of insurance, one way this can be done is to accu-
mulate a reserve fund to meet the losses if they do
occur.9 Accumulation of such a reserve fund carries
an opportunity cost, for funds must be available at
the time of the loss and must, therefore, be held in
a highly liquid state. The return on such funds will

9 One great danger of this approach is the possibility that a loss
may occur before a sufficient fund has been accumulated.

presumably be less than if they were put to alterna-
tive uses. If each property owner accumulates his or
her own fund, the amount of funds held in such
reserves will be greater than if the funds are amassed
collectively.

Furthermore, the existence of risk may have a
deterrent effect on economic growth and capital
accumulation. Progress in the economy is deter-
mined to a large extent by the rate of capital
accumulation, but the investment of capital involves
risk that is distasteful. Investors as a class will incur
the risks of a new undertaking only if the return
on the investment is sufficiently high to compen-
sate for the dynamic and static risks. The cost of
capital is higher in those situations in which the risk
is greater, and the consumer must pay the resulting
higher cost of the goods and services or they will
not be forthcoming.

Finally, the uncertainty connected with risk
usually produces a feeling of frustration and men-
tal unrest. This is particularly true in the case of
pure risk. Speculative risk is attractive to many
individuals. The gambler obviously enjoys the un-
certainty connected with wagering more than the
certainty of not gambling otherwise he or she would
not gamble. But the possibility of gain or profit,
which exists only in the speculative risk category,
is attractive. In the case of pure risk, where there is
no compensating chance of gain, risk is distaste-
ful. Most people hope that misfortunes will not
befall them and that their present state of well-being
will continue. While they hope that no misfortune
will occur, people are nevertheless likely to worry
about possible mishaps. This worry, which induces
a feeling of diminished well-being, is an additional
burden of risk.

THE GROWING NUMBER AND
VARIETY OF PURE RISKS

From the dawn of civilization, humans have faced
the possibility of loss. Our ancestors confronted an
environment characterized by incredible perils and
hazards. The earliest perils giving rise to risk were
those of nature and predators (including savage
beasts and human predators). Humans learned to
anticipate and prepare for adversity, collectively and
individually. They built shelter and they saved for the
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future. This provided protection from the elements
and savage beasts, but it created new risks. Struc-
tures constructed for protection were vulnerable to
damage, and saving meant accumulation of wealth,
which inevitably created new risks. Those who
saved were exposed to the predatory inclinations of
those who did not (an exposure that continues to
the present day). Despite progress in learning how
to deal with risks, the challenge of dealing with
risk continued to grow. As new ways of addressing
risk are found, new risks appear, often as a result of
progress.

Harnessing energy has made life easier, but it has
created new risks. Until about 200 years ago, the
major sources of energy were muscle (from humans
and animals), wind, and water, and the risks asso-
ciated with energy sources were modest. Since the
early 1800s, advances in technology have increased
the sources of energy available to humankind, and
with each new source have come new risks. For
example, the Industrial Revolution witnessed the
application of steam to the production process, and
with steam came new risks. The early steam engines
were hazardous mechanisms and explosions were
common. Steam power produced the risk of ex-
plosion, and it created other risks as well. Steam
engines were far less likely to stop in an accident;
they continued to grind away, oblivious to the hands
and arms that got entangled in gears. As with the
application of steam, the introduction of electric
power, the internal combustion engine, and nuclear
power have created new risks.

One can argue that the invention of the legal
system was an effort to address risk. By defining
individual rights and responsibilities, the legal
system created a framework whose basic function
was to protect those rights. At the same time, the
legal system became a source of risk by creating a
system in which those who are injured or damaged
by others may seek compensation. As the concept
of rights and responsibilities has developed, new
causes of action have emerged. Many of the
current legal risks were unknown a generation ago.
These include potential liability for a profusion
of new transgressions: environmental damage,
discrimination in employment, sexual harassment,
and violence in the workplace.

The most recent expansion of risks we face, like
many previous expansions, is traceable to advances
in technology. The information age in which we are

immersed embodies a variety of new exposures.
Information has value, and as such, its exposure
to loss represents risk. Information has, of course,
always had value. What has changed is the way in-
formation is collected, sorted, and communicated
electronically. In an earlier era, when information
was recorded on hard media, it was easier to pro-
tect. Equally important, it was easy to detect when
the information security system had been breached.
The interconnectivity of the Internet and electronic
communication generally exposes valuable infor-
mation to loss in ways not previously imagined, and
businesses and individuals are increasingly worried
about this cyber risk.

One example of cyber risk is cyber crime. Pirates
and thieves have been a constant source of poten-
tial loss throughout history. Hackers who commit
vandalism and electronic larceny have replaced the
bandits and pirates who threatened early traders.10

Modern thieves steal not only assets but sometimes
one’s identity. According to the Federal Bureau of In-
vestigation (FBI), identity theft is the fastest growing
white-collar crime in the nation.11

With each advance in technology, new risks arise.
Because many of the old risks remain, the inventory
of risks that must be addressed increases geometri-
cally. Daily newspapers indicate the simultaneous
threat of new-age hazards and age-old perils of
nature. The hazards posed by the nuclear age were
demonstrated by the incident at the Three Mile
Island nuclear facility in Pennsylvania in 1979 and
the accident at the Soviet Union’s Chernobyl plant
in April 1987. The destruction that can be wreaked

10 In May 2013, the U.S. Department of Justice accused a global
cyber crime ring of stealing $45 million by hacking into credit
card processing firms and withdrawing funds from ATMs in
27 countries. Astonishingly, $40 million was stolen in a 10-hour
period, making it one of the largest bank heists ever.
11 In 2003, Congress enacted amendments to the Fair Credit Re-
porting Act to provide consumers with some protection against
indentity theft. Nonetheless, identity theft continues to be a
problem, and it is estimated that millions of Americans are vic-
tims each year. In early 2005, a number of firms reported their
data had been stolen or misplaced, heightening concerns about
possible identity theft. In February 2005, ChoicePoint disclosed
that it had sold sensitive information on at least 166,000 peo-
ple to a Nigerian con artist posing as a debt collector. The
Federal Trade Commission (FTC) fined ChoicePoint $10 million
and ordered it to set aside $5 million to aid the victims of its
error.
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by nature are evidenced by Hurricane Katrina and,
more recently, Hurricane Sandy, with estimated
losses of $80 billion and $65 billion, respectively,
by the 2013 floods in Central Europe, and by the
2011 Tohoku earthquake and tsunami in Japan. The
bombings of the World Trade Center and the Ok-
lahoma City Federal Building in 1993 and 1995,
respectively, and the terrorist attack on the World
Trade Center and the Pentagon on September 11,
2001, are stark reminders that nature and people
can cause death and destruction. Although other
losses are less momentous, it is only because they
affect a single individual or firm. For the party
suffering the loss, they are no less devastating.

INCREASING SEVERITY OF LOSSES

As might be expected, with the increasing array
of risks, the dollar amount of losses arising from
accidents has increased. Interestingly, however, the
increasing dollar amount of losses is not solely a
function of the increasing number of risks. Even
those losses that arise from the perils of nature,
such as windstorms, earthquakes and floods, have
exhibited an increasing severity. Nor is the increas-
ing severity merely a reflection of inflation; the
dollar total from these losses continues to increase
even when adjusted for inflation. Although earth-
quakes, floods, and windstorms occur at essentially
the same rate as in the past, each new catastrophe
seems to exceed previous losses. The reason, of
course, is that there is simply more wealth, invest-
ment, and assets exposed to loss. As businesses
become more capital intensive, and the technology
of production equipment becomes more costly,
capital investment increases. With the growth in

capital investment, the risk of financial loss also
increases.12

MANAGING RISK

There is no escape from the presence of risk, and
humanity must seek ways of dealing with it. Some
risks, generally of a fundamental nature, are met
through the collective efforts of society and gov-
ernment. Municipal police and fire departments
are good examples of the collectively financed
approaches to dealing with risk, but countless
others might be suggested. Although society and
government can help alleviate the burden of risks
in many areas, some risks are considered the
responsibility of the individual.

Given the vast array of risks faced by individuals
and businesses and the variety of possible ways to
deal with them, a systematic approach is needed in
dealing with risks. What can we do about the various
risks we face? Which risks require attention first and
how should they be addressed? In Chapter 2, we will
begin our discussion of risk management and con-
sider a systematic approach for dealing with pure
risks faced by individuals and firms.

12 The San Francisco earthquake of 1906 caused an estimated
$400 million in damage from earthquake and fire. The cost in
2012 dollars would have been about $10 billion. Damage from an
earthquake of the same intensity as the 1906 earthquake would
likely exceed $100 billion; San Francisco today is a dramatically
different place from the San Francisco of 1906. Buildings are taller
and more expensive to build and there are more of them. There
are more people, cars, and “stuff” today than in 1906. As popula-
tion and wealth increase, the exposure to loss is magnified. The
richer we become as a society, the more wealth that is exposed
to loss.

IMPORTANT CONCEPTS TO REMEMBER

risk
uncertainty
subjective risk
degree of risk
peril
hazard
physical hazard
moral hazard

morale hazard
deep-pocket syndrome
static risk
dynamic risk
fundamental risk
particular risk
pure risk
speculative risk

systemic risk
personal risk
property risk
direct loss
indirect loss
liability risk
probability of loss
expected value
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QUESTIONS FOR REVIEW

1. Define risk. In your definition, state the relationship
between risk and uncertainty.

2. Risk may be classified in several ways. List the
principal ways in which risk may be categorized,
and explain the distinguishing characteristics of each
class.

3. The distinction between “pure risk” and “speculative
risk” is important because only pure risks are normally
insurable. Why is the distinction between “fundamental
risk” and “particular risk” important?

4. Explain how pure risk has an adverse effect on eco-
nomic activity.

5. List the four types of pure risk facing an individual or
an organization and give an example of each.

6. The text discusses the “burden of risk.” What are the
two principal ways in which the impact of risk may be felt
by an individual or an organization?

7. Distinguish between “perils” and “hazards” and give
two specific examples of each.

8. Briefly distinguish among the three categories into
which hazards may be divided and give an example of
each.

9. Explain why the number of risks and the severity of
losses increase over time.

10. With respect to each of the following, indicate
whether you would classify the event or condition as a
peril or a hazard: an earthquake, sickness, worry, a care-
less act, and an economic depression.

QUESTIONS FOR DISCUSSION

1. Two 9-year-old boys are watching a television replay
of a boxing match between Muhammad Ali and Joe
Frazier on a program called “Great Fights of the Century.”
Since the fight took place before they were old enough
to remember the outcome, neither knows who won and
they bet on the outcome. Tom bets on Ali and Tim bets
on Frazier. Does risk exist in this situation? For Tim? For
Tom?

2. Mike says, “The possibility that my house may burn is
a pure risk for me, but if I buy insurance, it is a speculative
risk for the insurance company.” Do you agree? Why or
why not?

3. If risk is distasteful, how do you account for the ex-
istence of gambling, a pastime in which the participants
indicate they prefer the risk involved to the security of not
gambling?

4. What risks do you face as an individual? Which of
these risks have you elected to retain and which have you
transferred?

5. The probability of loss and its potential severity affect
the intensity with which risk is felt by an individual. Would
you find a 50 percent chance of losing $100 or a 5 percent
chance of losing $1000 more distasteful? Why?
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CHAPTER 2

INTRODUCTION TO
RISK MANAGEMENT

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Describe the evolution of modern risk management and identify the developments that led to
the transition from insurance management to risk management

• Define and explain what is meant by the term risk management

• Identify the various reporting relationships that the risk management function may assume in
an organization

• Identify the two broad approaches to dealing with risk that are recognized by modern risk
management theory

• Identify the four techniques that are used in managing risk

• Describe risk management’s contribution to the organization

• Distinguish risk management from insurance management and general management

Risk management is a scientific approach to the
problem of risk that has as its objective the reduction
and elimination of risks facing the business firm.
Risk management evolved from the field of corpo-
rate insurance buying and is recognized as a distinct
and important function for all businesses and orga-
nizations. Many business firms have highly trained
individuals who specialize in dealing with pure risk.
In some cases, this is a full-time job for one person
or for an entire department within the company.

Those who are responsible for the entire program
of pure risk management (of which insurance buy-
ing is only a part) are risk managers. Although the
term risk management is a recent phenomenon, the
practice of risk management is as old as civilization
itself. In the broad sense of the term, risk manage-
ment is the process of protecting one’s person and
assets. In the narrower sense, it is a managerial func-
tion of business that uses a scientific approach to
dealing with risks. As such, it is based on a specific

12
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philosophy and follows a well-defined sequence of
steps. In this chapter, we will examine the distin-
guishing features of risk management.

THE HISTORY OF MODERN RISK
MANAGEMENT

Although the term risk management may have been
used in the special sense in which it was used here
earlier, the general trend in its current usage began
in the early 1950s. One of the earliest references
to the concept of risk management in literature
appeared in the Harvard Business Review in 1956.1

In that article, the author proposed what, for the
time, seemed a revolutionary idea: that someone
within the organization should be responsible for
“managing” the organization’s pure risks. At the
time that the term risk manager was suggested,
many large corporations had a staff position
referred to as the “Insurance Manager.” This was an
apt title since, in most cases, the position entailed
procuring, maintaining, and paying for a portfolio
of insurance policies obtained for the benefit of the
company. The earliest insurance managers were
employed by the first of the giant corporations, the
railroads and steel companies, which hired them as
early as the turn of the century. As the capital invest-
ment in other industries grew, insurance came to
be a more and more significant item in the budget
of firms. Gradually, the insurance buying function
was assigned as a specific responsibility to in-house
specialists.

Although risk management has its roots in corpo-
rate insurance buying, the transition from insurance
buying to risk management was not an inevi-
table evolutionary process. The emergence of risk
management was a revolution that signaled a
dramatic shift in philosophy. It occurred when
the attitude toward insurance changed and in-
surance lost its traditional status as the standard
approach for dealing with a corporation’s risk.

1 See Russell B. Gallagher, “Risk Management: A New Phase of
Cost Control,” Harvard Business Review (September–October,
1956).

For the insurance manager, insurance had always
been the standard accepted approach to dealing
with risks. Although insurance management
included techniques other than insurance (such as
noninsurance or retention and loss prevention and
control), these techniques had always been consid-
ered primarily as supplements to insurance.

The preeminence of insurance as a method for
dealing with pure risks by corporate insurance
buyers is probably understandable. Many of the
earliest insurance buyers were skilled insurance
technicians, often hired from an insurance agency
or brokerage firm. They understood the principles
of insurance and applied their knowledge to
obtain the best coverage for the premium dollars
spent. Traditional insurance textbooks had always
preached against the dollar-trading practices that
characterized some lines of insurance, and most
insurance buyers knew economies could be
achieved through the judicial use of deductibles.
Despite these precursors of the risk management
philosophy, the notion persisted that insurance was
the preferred approach for dealing with risk. When
insurance was generally agreed to be the standard
approach to dealing with pure risks, the decision
not to insure was courageous indeed. If an unin-
sured loss occurred, the risk manager would surely
have been criticized for the decision not to insure.
The problem was that not much consideration was
given to whether insurance was the most appro-
priate solution to the organization’s risk. The insur-
ance managers’ function was to buy insurance and
they could hardly be criticized for doing so. After
all, that was their job.

What caused the change in attitude toward
insurance and the shift to the risk management
philosophy? Although there is room for disagree-
ment, it can be argued that the risk management
philosophy had to wait for the development and
growth of decision theory, with its emphasis on cost-
benefit analysis, expected value, and the other tools
of scientific decision making.

Whether it was an accident of timing or cause
and effect, the risk management movement in the
business community coincided with a revision of
curriculum in business colleges throughout the
United States. During the 1950s, two studies of the
curriculum of business colleges were published in
the United States: the Gordon and Howells Report
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and the Pierson Report.2 Both studies concluded
with stinging criticisms of the curriculum at U.S. busi-
ness colleges, arguing that it was outdated and did
not help prepare students for their future role as
decision makers. Although some business faculty
took issue with the conclusions of these reports,
business schools began to change their curricula,
adding new courses and changing the focus of
others. The most significant changes in the curricu-
lum were the introduction of operations research
and management science, with a shift in focus from
descriptive courses to normative decision theory.3

Whereas previous courses described how and why
people chose among options, prescriptive decision
theory was introduced to focus on how choices
should be made. Not surprisingly, insurance faculty
were among the first business academics to
embrace decision theory. Many were trained in
actuarial science, the mathematical underpinning
of insurance. As the earliest quantitative special-
ists in business schools, they were knowledgeable
in the methodologies of decision theory. Equally
important, they had an inventory of interesting
questions to which these tools could be applied in
business situations, questions involving the choices
among the techniques that could be used to ad-
dress risk. Academics not only began to question
the central role that had always been assigned
to insurance, they also developed the theoretical
justification for the challenge.

Simultaneously and independently, system en-
gineers in the military and in the aerospace
industry were developing new approaches to loss
prevention and control that came collectively to
be referred to as systems safety. Systems safety
evolved in response to increasingly complex prob-
lems that needed to be solved and for which
traditional approaches were inadequate. The initial
stimulus for systems safety was the creation of

2 Robert A. Gordon and James E. Howell, Higher Education for
Business (New York: Columbia University Press, 1959) and Franck
C. Pierson et al., The Education of American Businessmen (New
York: McGraw-Hill, 1959).
3 Decision theory is a branch of management science, a broad
discipline that includes all rational approaches to decision mak-
ing that are based on the application of scientific methodology.
Decision theory is applied to complex problems in which the out-
comes of the various choices are uncertain, including situations
in which the probabilities of outcomes are unknown.

the intercontinental ballistic missile (ICBM) system,
which served as the key element in the nation’s cold
war strategy of deterrence through the threat of nu-
clear retaliation. Later, systems safety was applied to
the U.S. space program.

As the title indicates, systems safety views a
process, a situation, a problem, a machine, or any
other entity as a system rather than as a process,
situation, problem, or machine. An accident occurs
when a human or a mechanical component of
a system fails to function when it should. The
objective of systems safety is to identify these fail-
ures and eliminate them or minimize their effects.
Systems safety rejects the notion that accidents are
a matter of chance, meaning something that simply
happens. Instead, accidents are created events,
enabled to happen by choices or decisions.
Viewed from this perspective, accidents are not an
inevitable part of the workplace, not acts of God, or
simply unlucky breaks. If the causes of accidents
can be identified, they can be eliminated, and
accidents can be prevented.4

As time passed, the influence of the changes
in business college curriculum and systems safety
began to spread through the insurance-buying
community. Some corporate insurance buyers
came to realize there might be more cost-efficient
ways of dealing with risk. It occurred to them that
perhaps the most effective approach would be to
prevent losses from happening in the first place and
to minimize the economic consequences of the
losses they were unable to prevent. Thus evolved
the notion that management, having identified and
evaluated the risks to which it is exposed, can plan
to avoid the occurrence of certain losses and mini-
mize the impact of others. This led to the conclusion
that the cost of risk can be managed and held to the
lowest levels possible.

The risk management philosophy made sense,
and it spread from organization to organization.

4 For an interesting perspective on the development of the sys-
tems approach to risk management, see Vernon L. Grose, Manag-
ing Risk: Systematic Loss Prevention for Executives (Englewood
Cliffs, N.J.: Prentice-Hall, 1987). Grose was a pioneer in the appli-
cation of systems methodology to controlling risk managed risks
in NASA’s Projects Mercury, Gemini, and Apollo. In 1969, he was
appointed to the NASA Safety Advisory Group for Space Flight.
He later served as a member of the National Transportation Safety
Board and the National Highway Safety Advisory Commission.
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When the insurance buyers’ professional associa-
tion decided to change its name to the Risk and
Insurance Management Society (RIMS) in 1975, the
change signaled a transition that was well under
way. The Risk and Insurance Management Soci-
ety publishes a magazine called Risk Management,
and the Insurance Division of the American Man-
agement Association publishes a wide range of re-
ports and studies to assist risk managers. In addi-
tion, the Insurance Institute of America developed
an education program in risk management with
a series of examinations leading to a diploma in
risk management. The curriculum for this program
was revised in 1973, and a professional designa-
tion, Associate in Risk Management (ARM), was
instituted.

As it exists today, risk management represents the
merging of three specialties: decision theory, risk
financing, and risk control. Decision theory has
its roots in operations research and management
science. The risk financing specialty came from
the disciplines of finance and insurance, and the
risk control specialty represents the merger of tra-
ditional safety management and loss prevention, as
developed by the insurance industry, and systems
safety emerged from the military and aerospace
industry.

ENTERPRISE RISK MANAGEMENT

Traditionally, the risk management function was
focused on the pure risks facing a business. More
recently, interest has grown in a concept known as
enterprise risk management, which attempts to in-
tegrate the management of all of the firm’s pure
and speculative risks. Each firm uses a slightly differ-
ent categorization scheme, reflecting the key risks
for its business, but the following risks are typi-
cally highlighted in an enterprise risk management
program.

Market risk is the risk arising from adverse move-
ments in market prices. Market risk includes
changes in the price of commodities (such as those
required for production) and changes in equity
prices, interest rates, and foreign exchange rates.

Credit risk is the risk arising from the potential that
a borrower will fail to pay a debt.

Liquidity risk is the risk that the business will have
insufficient liquid assets to meet obligations that
come due.

Operational risk has no universally accepted defi-
nition. It is most commonly defined as the risk of
loss from inadequate or failed internal processes,
people, or systems or from external events.5 The
operational risk category is intended to include
risks such as fraud, breaches in internal controls,
technology risks (e.g., programming errors or fail-
ures in IT systems), and external events such as
earthquakes, floods, and war. It encompasses the
pure risks identified in Chapter 1 (personal risks,
property risks, liability risks, and risk arising from
failure of others).6 However, operational risk is
broader, also encompassing failed internal controls
leading to credit, market, or other losses.7

Other risks frequently identified in an enterprise risk
management program include the following:

• Reputational risk: the potential that negative pub-
licity will cause a loss

• Strategic risk: the risk of failing to successfully
implement the firm’s strategies

• Compliance risk: the risk of failing to comply with
laws and regulations.

The term financial risk is often used to refer to
market risk, credit risk, and liquidity risk, because
these have traditionally been the responsibility of
the firm’s corporate financial officer or treasurer.
Similarly, the term financial risk management is

5 This definition was developed by the Basel Committee on Bank-
ing Supervision for the international bank capital standard. The
definition used by U.S. insurance regulators is: Operational prob-
lems such as inadequate information systems, breaches in inter-
nal controls, fraud or unforeseen catastrophes.
6 The term hazard risk, or accidental risk, is sometimes used to
refer to these pure risks.
7 A commonly cited example of a spectacular internal control
failure led to the collapse of Barings Bank in 1995. Barings was
Britain’s oldest merchant bank and had an illustrious history. Nick
Leesom, a single trader based in Singapore, caused the bank’s
demise by accumulating losses from unauthorized trading, pri-
marily in futures and options on Japanese stocks and bonds.
When his activity was discovered, the bank went from apparent
strength to bankruptcy nearly overnight. Over the past decade,
this and other operational risk problems have caused banking
regulators around the world to focus more on operational risk in
banks.
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often used to refer to the management of these
risks.

Much of the interest in enterprise risk manage-
ment is driven by a desire to better manage the ways
in which a firm’s capital is used. As firms seek to
enter new business lines or expand in a given busi-
ness line, it is not enough to know that the expected
return is high. The return must be sufficiently high
to compensate the firm for the risk. Enterprise risk
management, then, seeks to identify the risks facing
the firm, to quantify those risks, and to manage the
risks efficiently consistent with the firm’s strategic
objectives. The holy grail for enterprise risk man-
agement is a single firmwide measure of risk that
can be used to allocate capital and evaluate the
performance of business units.

To date, however, a single firmwide measure of
risk has largely been elusive. Much of risk manage-
ment continues to be done in “silos,” with financial
risk managers focusing on financial risks, and tra-
ditional risk managers focusing on pure risks. To
some extent, this is not surprising. While there is
some overlap, there remain differences in the tech-
niques used to deal with pure and speculative risks.
The expertise required to manage interest rate and
foreign exchange risks different from the expertise
required for managing pure risks. Although some
risk managers have the expertise to deal in the arena
of hedging, futures, options, and derivatives, others
feel sufficiently challenged by their existing respon-
sibilities.

While interest in enterprise risk management is
growing, its full potential has yet to be realized.8

The greatest progress in enterprise risk management
has been in financial institutions, particularly banks
and insurance companies. Given the nature of these
businesses, financial risk management is critical.
Regulators and rating agencies have encouraged

8 The move toward enterprise risk management received strong
encouragement when, in October 2004, the Committee of
Sponsoring Organizations of the Treadway Commission (COSO)
announced the release of the document Enterprise Risk
Management—Integrated Framework. The COSO Framework
aims to describe the essential components, principles, and
concepts of enterprise risk management for all organizations,
regardless of size. The Securities and Exchange Commission
(SEC) has recognized the COSO Framework as an acceptable
approach for meeting the Section 404 requirements of the
Sarbanes-Oxley Act, which require that publicly traded firms
report annually on the effectiveness of their internal
controls.

the development of enterprise risk management for
these businesses.

What remains unclear is who will have ulti-
mate responsibility for managing a company’s
enterprise risk portfolio. The disagreement is not
about whether financial risks should be managed
but whether they should be managed by the same
person who manages the risks of fire, explosions,
embezzlements, and legal liability. Nor is there
disagreement about the necessity of someone
managing the organization’s total risk portfolio.
The dispute is over whether this overall manage-
ment of enterprise risk should be done by the risk
manager (perhaps by creating the position of chief
risk officer, as some firms have done). Skeptics argue
that there is an authority with the overall responsibi-
lity for managing enterprise risk: the chief executive
officer (CEO).

The remainder of this text takes a narrower view
of risk management and focuses on traditional risk
management, which is the management of pure
risks, insurable and uninsurable. Many of the prin-
ciples of risk management discussed in this chapter
are equally applicable to traditional and enterprise
risk management.

RISK MANAGEMENT DEFINED

As a relatively new discipline, risk management has
been defined in a variety of ways by different writers
and users of the term. Although they vary in detail,
most definitions stress two points: risk management
is concerned with risk and it is a process or function
that involves managing those risks. We propose the
following definition of risk management.

Risk management is a scientific approach to deal-
ing with risks by anticipating possible losses and
designing and implementing procedures that mini-
mize the occurrence of loss or the financial impact
of the losses that do occur.

Note first that risk management is described as
a “scientific approach” to the problem of risk.
Although risk management seeks to proceed in a
scientific manner, it must be admitted that risk man-
agement is not a science in the same sense as the
physical sciences are, anymore than management
is a science. As the term is generally understood,
a science is a body of knowledge based on laws



CHAPTER 2 INTRODUCTION TO RISK MANAGEMENT 17

and principles that can be used to predict out-
comes. Scientists seek to discover and test these
laws through laboratory experiments aimed at
uncovering the principles that govern or control
the events being studied. The standard method of
physical sciences, for example, is the controlled
experiment, but risk managers cannot use this
method. Instead, risk management derives its rules
(laws) from the general knowledge of experi-
ence, through deduction, and from precepts drawn
from other disciplines, particularly decision theory.
Although risk management is not a science, it uses a
scientific approach to the problem of managing risk.
This scientific approach that distinguishes risk
management from earlier approaches to risk deci-
sions can be illustrated by contrasting it with those
earlier approaches.

Humans have always found ways to deal with
risks and have reacted to adversity in a variety of
ways. At the personal level, the natural instinct for
self-preservation dictates an instinctive reaction to
danger and hazards. Like most creatures, we react
automatically to danger, taking whatever measures
are available to avoid injury or loss. These instinc-
tive reactions to risk situations are not decisions but
the innate self-preservation instinct.

In addition to our instinctive reactions to dan-
ger, much of what one might classify as personal
risk management is a learned behavior. “Don’t play
with matches,” “Don’t tease the dog,” “Don’t run
with scissors” are all axioms of risk management
that are instilled in the individual from an early
age.

Individuals acquire a body of principles that dic-
tate patterns of action that are designed to protect
and preserve. They become innate standards for
behavior that, while sometimes violated, represent
rules for personal loss prevention and control.

Another part of human behavior in responding
to risk is institutionalized. Many insurance- buy-
ing decisions are dictated by legal, contractual, or
societal conventions. The youthful driver does not
really want to buy automobile insurance. He or
she wants to drive a car. Most states require that if
you drive, you must have insurance. Similarly, while
there are probably some consumers who must de-
cide whether to purchase homeowners insurance,
for the overwhelming majority, there is little choice.
Unless the individual can purchase the home for
cash, there will be a mortgage, and the lender will
insist on insurance. In short, many risk management

and insurance decisions at the personal level are
dictated by convention.

Often, the same institutional, legal, and societal
pressures dictate risk management and insurance
decisions in the business world. Business managers
have found themselves responsible for the manage-
ment of a firm’s risks without any notion of how to
go about the process. Bewildered by the confusing
array of insurance coverages available, many busi-
ness managers turn the problem of what to buy over
to an outside party, such as an insurance agent.
More often than not, the decision to delegate the
management of risk to an outside party is based on
the misperception that insurance buying involves
complicated decisions that the business manager
is incapable of making. And because the agent does
not want to be in a defensive position when a loss
occurs, he or she recommends more rather than
less insurance. The result is often dissatisfaction
on the part of the buyer over “the high cost of
insurance.” Risk management, which approaches
the decisions related to risk scientifically, is a solu-
tion to the challenges in dealing with risk. In
fact, the distinguishing feature of risk management
is the way in which it approaches the decision-
making process. Risk management seeks to make
the “best” decision about how to deal with a par-
ticular risk. In Chapter 4, we will see how this is
done.

RISK MANAGEMENT TOOLS

Our definition of risk management states that it deals
with risk by designing and implementing proce-
dures that minimize the occurrence of loss or the
financial impact of the losses that do occur. This
indicates the two broad techniques that are used
in risk management for dealing with risks. In the
terminology of modern risk management, the tech-
niques for dealing with risk are grouped into two
broad approaches: risk control and risk financing.
Risk control focuses on minimizing the risk of loss
to which the firm is exposed and includes the tech-
niques of avoidance and reduction. Risk financing
concentrates on arranging the availability of funds
to meet losses arising from the risks that remain
after the application of risk control techniques and
includes the tools of retention and transfer.
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Risk Control

Broadly defined, risk control consists of those tech-
niques that are designed to minimize, at the least
possible costs, those risks to which the organiza-
tion is exposed. Risk control methods include
risk avoidance and the various approaches at
reducing risk through loss prevention and control
efforts.

Risk Avoidance Technically, avoidance takes
place when decisions are made that prevent a risk
from even coming into existence. Risks are avoided
when the organization refuses to accept the risk,
even for an instant. The classic example of risk avoid-
ance by a business firm is a decision not to manu-
facture a particularly dangerous product because
of the inherent risk. Given the potential for liability
claims that may result if a consumer is injured by a
product, some firms judge that the risk is not worth
the potential gain.

Risk avoidance should be used in those instances
in which the exposure has catastrophic potential
and the risk cannot be reduced or transferred. Gen-
erally, these conditions will exist in the case of risks
for which the frequency and the severity are high
and neither can be reduced.

Although avoidance is the only alternative for
dealing with some risks, it is a negative rather than
a positive approach. Personal advancement of the
individual and progress in the economy require risk
taking. If avoidance is used extensively, the firm may
not be able to achieve its primary objectives. A
manufacturer cannot avoid the risk of product
liability by avoiding the risk and still stay in busi-
ness. For this reason, avoidance is, in a sense, the
last resort in dealing with risk. It is used when there
is no other alternative.

Risk Reduction Risk reduction consists of all tech-
niques that are designed to reduce the likelihood of
loss or the potential severity of those losses that do
occur. It is common to distinguish between those
efforts aimed at preventing losses from occurring
and those aimed at minimizing the severity of loss
if it should occur, referring to them respectively as
loss prevention and loss control. As the designation
implies, the emphasis of loss prevention is on pre-
venting the occurrence of loss; that is, on control-
ling the frequency. Prohibition against smoking in
areas where flammables are present is a loss preven-
tion measure. Similarly, measures to decrease the

number of employee injuries by installing protective
devices around machinery are aimed at reducing
the frequency of loss. Other risk reduction tech-
niques focus on lessening the severity of those
losses that occur, such as the installation of sprinkler
systems. These are loss control measures. Other
methods of controlling severity include segregation
or dispersion of assets and salvage efforts. Disper-
sion of assets will not reduce the number of fires
or explosions that may occur, but it can limit the
potential severity of the losses that do occur. Salvage
operations after a loss has occurred can minimize
the resulting costs of the loss.

Another distinction is sometimes made between
the “engineering approach” to loss prevention and
control, in which the principal emphasis is on the
removal of hazards that may cause accidents, and
the “human behavior approach,” in which the elim-
ination of unsafe acts is stressed. This distinction is
based on the focus of control measures and repre-
sents two schools of thought regarding the emphasis
in loss prevention and control. The human behavior
approach is based on the view that since most
accidents result from human failure, the most
effective approach to loss prevention is to change
people’s behavior. The engineering approach, in
contrast, emphasizes systems analysis and mechan-
ical design, aimed at protecting people from care-
less acts that are viewed as perhaps inevitable.
National Safety Council ads on television and in
print media urging drivers not to drink typify the
human behavior approach. Air bags in automobiles,
which are activated without human intervention,
typify the engineering approach.

A final way of classifying risk reduction measures
is by the timing of their application, which may be
prior to the loss event, at the time of the event, or
after the loss event. Safety inspections and drivers’
training classes illustrate measures that are designed
to prevent the occurrence before losses occur. Seat
belts and air bags are designed to minimize the
amount of damage at the time an accident occurs.
Post-event loss prevention measures related to auto
accidents include negotiating with injured persons
for an out-of-court settlement or a stern defense in
litigation.

Risk Financing

Risk financing, in contrast with risk control, con-
sists of those techniques that focus on arrangements
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designed to guarantee the availability of funds to
meet those losses that do occur. Fundamentally, risk
financing takes the form of retention or transfer. All
risks that cannot be avoided or reduced must, by
definition, be transferred or retained. Frequently,
transfer and retention are used in combination for
a particular risk, with a portion of the risk retained
and a part transferred.

Risk Retention Risk retention is perhaps the most
common method of dealing with risk.9 Individuals,
like organizations, face an almost unlimited number
of risks; in most cases, nothing is done about them.
Risk retention may be conscious or unconscious
(i.e., intentional or unintentional). Because risk
retention is the “residual” or “default” risk manage-
ment technique, any exposures that are not avoided,
reduced, or transferred are retained. This means that
when nothing is done about a particular exposure,
the risk is retained. Unintentional (unconscious)
retention occurs when a risk is not recognized. The
individual or organization unwittingly and uninten-
tionally retains the risk of loss arising out of the
exposure. Unintentional retention can also occur
in those instances in which the risk has been rec-
ognized but when the measures designed to deal
with it are improperly implemented. If, for exam-
ple, the risk manager recognizes the exposure to
loss in connection with a particular exposure and
intends to transfer that exposure through insurance
but then acquires an insurance policy that does not
fully cover the loss, the risk is retained.

Unintentional risk retention is always undesir-
able. Because the risk is not perceived, the risk
manager is never afforded the opportunity to make
the decision concerning what should be done about
it on a rational basis. Also, when the unintentional
retention occurs as a result of improper implementa-
tion of the technique that was designed to deal with
the exposure, the resulting retention is contrary to
the intent of the risk manager.

Risk retention may be voluntary or involuntary.
Voluntary retention results from a decision to retain
risk rather than to avoid or transfer it. Involuntary
retention occurs when it is impossible to avoid,

9 Some writers use the term risk assumption rather than retention.
Since “to assume” implies that the object is somehow “taken on,”
retention, which implies that something is “kept,” is more appro-
priate. The distinction is a semantic one, but risks are retained
and the losses that occur are assumed.

reduce, or transfer the exposure to an insurance
company. Uninsurable exposures are an example
of involuntary retention.

Some forms of voluntary retention occur by
default. When an organization purchases insurance
that inadequately covers the exposure, it retains
the risk of loss for that part of the exposure that is
inadequately insured. When a $5 million building
is insured for $4 million, the organization retains a
$1 million risk of loss. Similarly, in the case of
liability insurance, an organization retains the risk
of loss in excess of the limits of coverage that it
carries. A business that carries a $5 million umbrella,
for example, tacitly assumes the risk of all losses in
excess of this limit. Although the risk manager may
not explicitly consider the decision in this context,
selecting the $5 million limit is a decision to retain
risks in excess of that limit.

A final distinction that may be drawn is
between funded retention and unfunded retention.
In a funded retention program, the firm earmarks
assets and holds them in some liquid or semiliquid
form against the possible losses that are retained.
The need for segregated assets to fund the retention
program will depend on the firm’s cash flow and the
size of the losses that may result from the retained
exposure.

The form that risk retention may assume varies
widely. Retention may be accompanied by specific
budgetary allocations to meet uninsured losses and
may involve the accumulation of a fund to meet
deviations from expected losses. On the other
hand, retention may be less formal, without any
form of specific funding. A larger firm may use
a loss-sensitive rating program (in which the pre-
mium varies directly with losses), various forms
of self-insured retention plans, or even a captive
insurer. The small organization uses deductibles,
noninsurance, and various other forms of retention
techniques. The specific programs may differ, but
the approach is the same.

Risk Transfer Transfer may be accomplished in a
variety of ways. The purchase of insurance contracts
is, of course, a primary approach to risk transfer. In
consideration of a specific payment (the premium)
by one party, the second party contracts to indem-
nify the first party up to a certain limit for the speci-
fied loss that may or may not occur.

Another example of risk transfer is the process
of hedging, in which an individual guards against
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the risk of price changes in one asset by buying or
selling another asset whose price changes in an off-
setting direction. For example, futures markets have
been created to allow farmers to protect themselves
against changes in the price of their crop between
planting and harvesting. A farmer sells a futures con-
tract, which is a promise to deliver at a fixed price in
the future. If the value of the farmer’s crop declines,
the value of the farmer’s future position goes up to
offset the loss.10

Risk transfer may take the form of contractual
arrangements such as hold-harmless agreements,
in which one individual assumes another’s possi-
bility of loss.11 For example, a tenant may agree
under the terms of a lease to pay any judgments
against the landlord that arise out of the use of the
premises. Risk transfer may involve subcontracting
certain activities, or it may take the form of surety
bonds.12

RISK MANAGEMENT AS A
BUSINESS FUNCTION

As noted earlier, risk management is a merger of the
disciplines of decision theory, finance, insurance
theory, and loss prevention and control specialties.
Because risk management draws on these differ-
ent disciplines, it is sometimes considered a subset
of one of them. In many colleges and universities,
insurance and risk management are a part of the
finance curriculum, while in other schools, they are
located in another department. In fact, the study
of risk management is a separate and distinct disci-
pline that draws on and integrates the knowledge

10 Hedging operations are made possible by speculators who buy
and sell futures contracts in the hope of making a profit as a
result of a change in price. The speculator attempts to predict
the prices months in advance of delivery and buys and/or sells
on the basis of these estimates. The speculator’s willingness to
buy and sell futures makes the hedging process possible, and it
is to the speculator that the risk is transferred.
11 Although risk transfer by means of insurance constitutes risk
financing, some transfers (such as hold-harmless agreements or
other contractual transfers) are a form of risk control.
12 Risk sharing is sometimes cited as a fifth way of dealing with
risk. Risk is shared when there is some arrangement to share
losses. Risk sharing may be viewed as a special case of risk trans-
fer or risk retention. It is a form of transfer because the risk of
the individual is transferred to the group. It may be viewed as a
form of retention in which the risks of a number of individuals
are retained collectively. As we will see, one of the basic features
of insurance is the sharing of risk by the members of the group.

from a variety of other business fields. The same
ambiguity about the nature of risk management
is reflected in the view of risk management within
many organizations. In some organizations, it is
viewed as a part of finance; in others, it may be
considered part of the safety organizations. In the
organization, as in the academic environment, risk
management is a distinct and separate function of
business.

The famous French management authority Henri
Fayol, writing in 1916, divided all activities of
industrial undertakings into six broad functions,
including one (which Fayol called security) that
is essentially equivalent to what we call risk man-
agement. The six broad functions into which Fayol
divided industrial undertakings were technical
activities (such as production and manufacturing),
commercial activities (buying and selling), financial
activities (finding sources of capital and managing
capital flows), accounting activities (recording and
analyzing financial information), managerial activi-
ties (organizing, planning, command, coordination,
and control), and security activities (protecting the
property and persons of the enterprise).13

While the other functions described by Fayol
all developed as well-defined academic disciplines
and became divisions in the corporate structure
headed by a vice president, “security” somehow got
lost in the shuffle, and it was not until the 1950s
that Fayol’s six-function division of business activi-
ties was resurrected.

Risk Management Distinguished from Insur-

ance Management In addition to its relationship
to general management, risk management should
be distinguished from insurance management. Risk
management is broader than insurance manage-
ment, in that it deals with insurable and uninsurable
risks and the choice of the appropriate techniques
for dealing with these risks. Because risk manage-
ment evolved from insurance management, the
focus of some risk managers has been primarily with
insurable risk. Properly, the focus should include
all pure risk, insurable and uninsurable. In other
words, the risk manager cannot ignore those pure
risks that are not insurable. A good example

13 Henri Fayol, General and Industrial Management (New York:
Pitman Publishing Corporation, 1949), p. 4. This is an English
translation of the book originally published in French in 1916.
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is shoplifting losses. Although shoplifting losses
represent a pure risk exposure, they are not gen-
erally insurable on an economical basis.

Risk management also differs from insurance
management in philosophy. The insurance manager
views insurance as the accepted norm or standard
approach to dealing with risk, and retention is
regarded as an exception to this standard. The
insurance manager contemplates his or her insur-
ance program and asks the following: “Are there
any risks that I should retain?” “How much will I
save in insurance costs if I retain them?” In viewing
loss prevention measures, the insurance manager
asks the following: “How much will this measure
reduce my insurance costs?” “How long will it
take for a new sprinkler system to pay for itself in
reduced fire insurance premiums?” The risk
manager, in contrast, views insurance as simply one
of several approaches to dealing with pure risks.
Rather than asking, “Which risks should I retain?”,
the risk manager asks, “Which risks must I insure?”

The difference is one of emphasis. The insur-
ance management philosophy views insurance as
the accepted norm, and retention or noninsurance
must be justified by a premium reduction that is,
in some sense or another, “big enough.” Under
the risk management philosophy, it is insurance
that must be justified. Since the cost of insurance
must generally exceed the average losses of those
who are insured, the risk manager believes insur-
ance is a last resort and should be used only when
necessary.

Risk management, then, is something more
than insurance management in that it deals
with insurable and uninsurable risks, but it is
something less than general management since it
does not deal (except incidentally) with business
risk.

Risk Management’s Contribution

to the Organization

Risk management can contribute to the organiza-
tion’s general goals in several ways. The first and
most important one is in guaranteeing, insofar as
possible, that the organization will not be prevented
from pursuing its other goals as a result of losses as-
sociated with pure risks. If risk management made
no contributions other than guaranteeing survival,
this alone would seem to justify its existence. But

risk management can contribute to corporate and
organizational goals in other ways.

Risk management can contribute directly to profit
by controlling the cost of risk for the organization,
that is, by achieving the goal of economy. Since
profits depend on the level of expenses relative to
income, to the extent that risk management activ-
ities reduce expenses, they directly increase prof-
its. Risk management activities can directly affect
the level of costs in several ways. One, of course,
is in the area of insurance buying. To the extent
that the risk manager is able to achieve economies
in the purchase of insurance, the reduced cost
will increase profits. In choosing between trans-
fer and retention, the risk manager will select
the most cost-effective approach. This means that
expenses for risk transfer will generally be lower in
organizations in which the choice between trans-
fer and retention considers the relative cost of each
approach.

Risk management can reduce expenses through
risk control measures. To the extent that the cost of
loss prevention and control measures is less than
the dollar amount of losses that are prevented, the
expense of uninsured loss is reduced. In addition,
since loss prevention and control measures can
reduce the cost of insurance, risk control has a
dual effect on expenses. Risk control measures that
reduce the cost of losses include those measures
that prevent losses from occurring as well as those
that reduce the amount of loss when a loss does
occur.

In addition to reducing expenses associated with
losses, risk management can, in some instances,
increase income. It can also be argued that when
the pure risks facing an organization are minimized,
through appropriate control and financing tech-
niques, the firm has greater latitude in the specu-
lative risks it can undertake. Although it is useful
to distinguish between pure and speculative risks
with respect to the manner in which they are
addressed and the responsibility for dealing with
them, there are inevitable trade-offs between pure
and speculative risk in the overall risk portfolio
of an organization. It has been argued that the
total amount of risk that an organization faces is
important, since firms with higher total risk are
more likely to find themselves in financial distress
than firms with lower total risk. When the orga-
nization faces significant pure risks that cannot
be (or are not) reduced or transferred, its ability
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to bear speculative risk is reduced. By managing
the amount of pure risk with which the organi-
zation must contend, risk management increa-
ses the firm’s ability to engage in speculative
risks.

Risk management can permit an organization
to engage in activities that involve speculative risk
by minimizing the pure risks associated with such
ventures. Consider, for example, the organization
contemplating an entry into international markets.
This decision will create pure and speculative risks
for that organization. If the combination of pure
and speculative risks exceeds the risk threshold
that management is willing to accept, the interna-
tional venture may be abandoned. If, on the other
hand, the risk manager can reduce the level of pure
risk, the aggregate pure and speculative risk may be
reduced to a level management finds acceptable.
To illustrate, suppose the corporation’s top manage-
ment is considering setting up a subsidiary in a
politically troubled country. The threat of expro-
priation may appear to be too great and might cause
management to reject the opportunity in favor of a
safer but less profitable alternative. However, if the
risk manager reports that political risk insurance is
available and reasonably priced, management may
decide in favor of the opportunity and, thereby,
generate increased revenue and profits. The risk
manager, who theoretically is responsible for man-
aging all pure risks and can choose from many alter-
native risk treatment methods, is in a position to
contribute substantially to the operating results of
the corporation.14

The Risk Manager’s Job

The term risk manager can be used in a functional
sense to mean anyone who performs the risk man-
agement job, regardless of whether that person is
an employee of the organization, an outside con-
sultant, or an agent or broker. As the term will be
used here, however, it will refer to an individual em-
ployed by the organization who is responsible for
the risk management function.

14 See Marshall W. Reavis, “The Corporate Risk Manager’s Contri-
bution to Profit,” The Journal of Risk and Insurance, vol. 36, no. 4
(September 1969), pp. 473–479.

Even when viewed from this perspective, every or-
ganization has a risk manager. The individual may
not recognize that he or she is performing the risk
management function, but in every organization,
someone must make decisions that relate to the pure
risks facing the organization. In a large corporation,
the risk manager is (or should be) a well-paid pro-
fessional who has a specific title and job description
that relates to the management of risks. In a small
company, he or she may be the president or manag-
ing partner. In a moderate-sized company, the risk
manager may be the chief financial officer or some-
one on an intermediate staff level.

The scope of the risk manager’s job differs across
organizations. In the broadest case, the risk man-
ager has overall responsibility for all risk control
and risk-financing activities, including the organi-
zation’s employee benefit plan. Periodic surveys
conducted by the Risk and Insurance Management
Society (RIMS) reveal that the responsibility and
duties of risk managers vary with the size of the orga-
nization. In some instances, the risk managers are
responsible for the firm’s employee benefit plans,
while in other cases, their responsibility is limited
to those risks that threaten the firm itself.

About one-fourth of risk managers reported
having responsibility for some loss prevention activ-
ities within their organizations. A higher percentage
reported more responsibility for safety and fire
engineering, however, than for security, which
seems to indicate some fragmentation in responsi-
bility for loss prevention in organizations.

Position in the Organization In general, one usu-
ally finds risk managers in one of three corporate
departments, depending on the history and devel-
opment of risk management in the particular firm.
In some organizations, the risk manager evolved
from the insurance manager, who was tradition-
ally located in the finance division or under the
comptroller. In these companies, risk management
is viewed as a financial function and reports to
the finance department. In companies in which the
risk manager evolved from the employee benefits
manager, the risk manager may be in the personnel
division. Finally, in some companies, the risk man-
ager will have developed from the safety function.
Here, the risk manager will generally be located
in the division that traditionally housed the safety
director, usually the production division.



CHAPTER 2 INTRODUCTION TO RISK MANAGEMENT 23

Most risk managers have a financial orientation,
reporting to a vice president–finance, treasurer, or
comptroller, although there is a growing school of
thought that says he or she should be in a less
specialized department, reporting to an executive
vice president or even to the president to illus-
trate the company-wide scope of risk management
activities.

MISCONCEPTIONS ABOUT
RISK MANAGEMENT

Although risk management has become a popu-
lar topic of discussion, some of what is discussed
reflects a misunderstanding of risk management.
Some of these misconceptions reflect a misreading
of the literature while others reflect defects in the lit-
erature. The first misconception is that the risk man-
agement concept is applicable principally to large
organizations. The second is that the risk manage-
ment approach to dealing with pure risks seeks to
minimize the role of insurance.

Universal Applicability

If one were to judge on the basis of much of the liter-
ature dealing with the concept of risk management,
it would be easy to conclude that risk manage-
ment has no useful application except with respect
to the problems facing a large industrial complex.
This misconception can easily result from the fact
that many of the techniques with which writers
have been preoccupied (e.g., self-insurance plans
and captive insurers) do apply primarily to giant
organizations. Most of the articles on risk manage-
ment have been written by practicing professional
risk managers. It is natural that they would write
about the techniques they use in their own compa-
nies, and nearly all professional risk managers are
employed by large organizations. But the risk man-
agement philosophy and approach applies to orga-
nizations of all sizes (and to individuals as well) even
though some of the more esoteric techniques may
have limited application in the case of the average
organization.

As the risk manager’s position has grown within
the corporate framework and risk management

has become a recognized term in business jargon,
the interest in risk management has increased in
businesses of all sizes. The small firm cannot af-
ford a full-time professional risk manager, yet the
principles of risk management are as applicable
to a small organization as to a giant international
firm. As this text will illustrate, the principles of
risk management are nothing more than common
sense applied to the management of pure risks
facing an individual or organization. The princi-
ples are applicable to organizations of all sizes, as
well as to individuals and families. Although the
techniques may differ in scope and complexity,
the same risk management tools are used in either
case.

Anti-Insurance Bias?

The second misconception about risk manage-
ment is that it is anti-insurance in its orientation
and seeks to minimize the role of insurance in
dealing with risk. This misconception stems from
risk management literature. Much of the literature
on risk management has been preoccupied with
topics related to risk retention, self-insurance pro-
grams, and captive insurance companies. Indeed,
if one were to ask practitioners in the insurance
field to describe the essence of risk management,
meaning its philosophy, many would respond that
the major thrust of risk management is on the reten-
tion of risk and on the use of deductibles. Although
it is true that retention is an important technique
for dealing with risks, this is not what concerns risk
management.

The essence of risk management is not on the
retention of exposures. Instead, it involves dealing
with risks by whatever mechanism is most appro-
priate. In many instances, commercial insurance
will be the only acceptable approach. Although the
risk management philosophy suggests some risks
should be retained, it also dictates some risks must
be transferred. The primary focus of the risk man-
ager should be on the identification of the risks that
must be transferred to achieve the primary risk man-
agement objective. Only after this determination has
been made does the question of which risks should
be retained arise. More often than not, determining
which risks should be transferred determines which
risks will be retained, that is, the residual class that
does not need to be transferred.
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RISK MANAGEMENT AND
THE INDIVIDUAL

Risk management evolved formally as a function
of business. Insurance managers became risk man-
agers, and with the transition certain principles
of scientific insurance buying, which had always
been used to some extent, were formalized. For
the most part, these principles are commonsense
applications of the cost-benefit principle, and they
are equally applicable to the insurance buying
decisions of the individual or the family unit.
Like the business firm, the individual or family
unit has a limited number of dollars that can be
allocated toward the protection of assets and in-
come against loss. Personal risk management is
concerned with the allocation of these dollars
in some optimal manner and makes use of the
same techniques as does business risk manage-
ment. To achieve maximum protection against static
losses, the individual must select from among the
risk management tools of retention, reduction, and
transfer.

THE RISK MANAGEMENT PROCESS

The risk management process can be divided into
a series of individual steps that must be accom-
plished in managing risks. Identifying these indi-
vidual steps helps guarantee that important phases
in the process will not be overlooked. Although
it is useful for the purpose of analysis to dis-
cuss each of these steps separately, in practice,
the steps tend to merge with one another. The
six steps in the risk management process are the
following:

1. Determination of objectives

2. Identification of risks

3. Evaluation of risks

4. Consideration of alternatives and selection of the
risk treatment device

5. Implementation of the decision

6. Evaluation and review

Determination of Objectives

The first step in the risk management process is
the determination of the objectives of the risk

management program: deciding what the organiza-
tion would like its risk management program to do.
Despite its importance, determining the objectives
of the program is the step in the risk manage-
ment process that is most likely to be overlooked.
As a consequence, the risk management efforts of
many firms are fragmented and inconsistent. Many
of the defects in risk management programs stem
from an ambiguity regarding the objectives of the
program.

Mehr and Hedges, in their classic Risk Manage-
ment in the Business Enterprise, suggest that risk
management has a variety of objectives, which
they classify into two categories: pre-loss objectives
and post-loss objectives, and suggest the following
objectives in each category.15

Post-Loss Objectives Pre-Loss Objectives

Survival Economy
Continuity of operations Reduction in anxiety
Earning stability Meeting externally imposed
Continued growth Obligations
Social responsibility Social responsibility

Although all the pre-loss and post-loss objectives
suggested by Mehr and Hedges have relevance in
the risk management effort, multiple objectives such
as these raise the following question: Which objec-
tive is primary?

Value Maximization Objectives One eminent
scholar has argued that the ultimate goal of risk
management is the same as the ultimate goal of
the other functions in a business: to maximize
the value of the organization.16 Modern financial
theory suggests that this value that is to be maxi-
mized is reflected in the market value of the organi-
zation’s common stock. According to this view, risk
management decisions should be appraised against
the standard of whether or not they contribute to
value maximization. It is a view difficult to disagree
with; it is also a view that is consistent with the objec-
tives suggested by Mehr and Hedges. With limited
exceptions, all the Mehr and Hedges objectives do,

15 Robert I. Mehr and Bob A. Hedges, Risk Management: Concepts
and Applications (Homewood, Ill.: Richard D. Irwin, 1974), p. 4.
16 Neil A. Doherty, Corporate Risk Management (New York:
McGraw-Hill, 1985), chaps. 1 and 2.
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in one way or another, contribute to value maxi-
mization. Value maximization is the ultimate goal
of the organization and is a reasonable standard for
appraising corporate decisions in a consistent man-
ner. It is also a logical objective for the individual
or family. At the same time, the value maximiza-
tion objective has some limitations for risk man-
agement. The most important is that it is relevant
primarily to the business sector. For other organiza-
tions, such as nonprofit organizations and govern-
ment bodies, value maximization is not particularly
relevant.

The Primary Objective of Risk Management

The first objective of risk management, like the first
law of nature, is survival: to guarantee the continuing
existence of the organization as an operating entity
in the economy. The primary goal of risk manage-
ment is not to contribute directly to the other goals
of the organization, whatever they may be. Rather,
it is to guarantee that the attainment of these other
goals will not be prevented by losses that might arise
out of pure risks. This means the most important
objective is not to minimize costs or to contribute
to the profit of the organization. Nor is it to comply
with legal requirements or to meet some nebulous
responsibility related to social responsibility of the
firm. Risk management can and does do all these
things, but they are not the principal reason for its
existence. The main objective of risk management is
to preserve the operating effectiveness of the organi-
zation. We propose the following primary objective
for the risk management function:

The primary objective of risk management is to pre-
serve the operating effectiveness of the organiza-
tion, that is, to guarantee that the organization is
not prevented from achieving its other objectives
by the losses that might arise out of pure risk.

The risk management objective must reflect the
uncertainty inherent in the risk management situ-
ation. Because one cannot know what losses will
occur and what the amount of such losses will
be, the arrangements made to guarantee survival
in the event of loss must reflect the worst possi-
ble combination of outcomes. If a loss occurs and,
as a result, the organization is prevented from pur-
suing its other objectives, then the risk manage-
ment objective has not been achieved. While not

immediately obvious, the risk management objec-
tive has not been achieved when there are unpro-
tected loss exposures that could prevent the organi-
zation from pursuing its other objectives should the
loss occur even if the loss does not occur. For this
reason, the objective refers to losses that might arise
out of pure risks. The question is not only whether
the organization survives but whether it would
have survived under a different combination of
circumstances.

The Risk Management Policy Major policy
decisions related to insurance should be made by
the highest policy-making body in the organization,
such as the board of directors, since these decisions
are likely to involve large financial considerations,
in terms of premiums paid over the long term or
risks assumed if hazards are not insured. In addi-
tion, it is the board of directors and the professional
managers of the firm who are responsible for the
preservation of the organization’s assets. Once the
objectives have been identified, they should be for-
mally recognized in a risk management policy. A
formal risk management policy statement provides
a basis for achieving a logical and consistent pro-
gram by offering guidance for those responsible
for programming and buying the firm’s insurance.
Figure 2.1 is a sample of a corporate risk manage-
ment policy.

Identifying Risk Exposures

Obviously, before anything can be done about the
risks an organization faces, someone must be aware
of them. In one way or another, someone must dig
into the operations of the company and discover
the risks to which the firm is exposed. In one sense,
risk identification is the most difficult step in the
risk management process. It is difficult because it is
a continual process and because it is nearly impos-
sible to know when it has been done completely.

It is difficult to generalize about the risks that
a given organization is likely to face because dif-
ferences in operations and conditions give rise to
differing risks. Some risks are relatively obvious
while many can be and often are overlooked. To
reduce the possibility of failure to discover impor-
tant risks facing the firm, most risk managers use
some systematic approach to the problem of risk
identification.
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Risk Management Policy
1. It shall be the policy of Iowa Pork Packers, Inc. to avoid, reduce, or transfer

the risk of loss arising out of property damage, legal liability, and dishonesty
in all cases in which the exposure could result in loss that would bankrupt or
seriously impair the operating efficiency of the firm.

2. It shall be the policy of Iowa Pork Packers, Inc. to assume the risk of loss
arising out of property damage, legal liability, and dishonesty in all cases in
which the exposure is so small or dispersed that a loss would not significantly
affect the operations or the financial position of the firm.

3. It shall be the policy of Iowa Pork Packers, Inc. to provide safe working 
conditions for its employees. Under no circumstances will the risk of serious
injury or death of employees be considered an acceptable risk.

4. Insurance will be purchased against all major loss exposures that might
result in loss in excess of $100,000 or 10 percent of the projected annual
working capital through the purchase of appropriate forms of property and
liability insurance against the widest range of perils and hazards available.

5. Insurance will not be purchased to cover loss exposures below the amount of
$10,000 unless such insurance is required by law or by contract, or in those
instances in which it is desirable to obtain special services such as inspection
or claim adjustment in connection with the insurance.

6. The administration of the risk management program will be under the 
direction of the Insurance Administrator, whose responsibility is to include
placement of insurance coverages, maintain property appraisals and inventory
valuations, process claims and maintain loss records, and supervision of
loss prevention activities.

7. Safety and loss prevention recommendations by OSHA officials and 
insurance company loss prevention personnel will be given serious 
consideration and implemented whenever feasible. In those instances in which 
such recommendations are not implemented, a written justification for 
nonimplementation will be filed with the Board of Directors by the company 
officer making the decision.

8. Insurance will be placed only in insurance companies rated A+ or A in Best’s
Policyholders Ratings. Insurance placed in any other companies will require
a written report of the particulars, such report to be filed with the Board of
Directors by the Insurance Administrator.

FIGURE 2.1 Sample Risk Management Policy

Risk Identification Techniques The first step in
risk identification is to gain as thorough a knowl-
edge as possible of the organization and its opera-
tions. The risk manager needs a general knowledge
of the goals and functions of the organization:
what it does and where it does it. This knowledge
can be gained through inspections, interviews with
appropriate persons within and outside the organi-
zation, and an examination of internal records and
documents.

Analysis of Documents The history of the orga-
nization and its current operations are contained in

a variety of records. These records represent a basic
source of information required for risk analysis and
exposure identification. These documents include
the organization’s financial statements, leases and
other contracts, asset schedules, inventory records,
appraisals and valuation reports, buy-sell agree-
ments, and countless other documents.

Analysis of the firm’s financial statements, in par-
ticular, can aid in the process of risk identification.
The asset listing in the balance sheet may alert the
risk manager to the existence of assets that might
otherwise be overlooked. The income and expense
classification in the income statement may likewise
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indicate areas of operation of which the risk man-
ager was unaware.17

Flowcharts Another tool that is useful in risk
identification is a flowchart. A flowchart of an
organization’s internal operations views the firm as
a processing unit and seeks to discover all the con-
tingencies that could interrupt its processes. These
might include damage to a strategic asset located
in a bottleneck within the firm’s operations or
the loss of the services of a key individual or group
through disability, death, or resignation. When
extended to include the flow of goods and services
to and from customers and suppliers, the flowchart
approach to risk identification can highlight poten-
tial accidents that can disrupt the firm’s activities
and its profits.18

Internal Communication System To identify new
risks, the risk manager needs a far-reaching infor-
mation system that yields current information on
new developments that may give rise to risk. Among
the various activities that have relevance to the risk
management function, some of the more impor-
tant are new construction, remodeling, or renova-
tion of the firm’s properties, the introduction of
new programs, products, activities, or operations,
and other similar changes in the organization’s
activities.

Tools of Risk Identification Exposure identifica-
tion is an essential phase of risk management and
insurance management. Because insurance man-
agement is the older field, the technique of iden-
tifying insurable exposures was highly developed
when the risk management movement began. In-
surance companies created insurance policy check-
lists that identified the various risks for which they
offered coverage. They also developed extensive
application forms for various types of insurance that
elicited information about hazards that needed to
be reflected in rating and underwriting decisions.

17 The “financial statement method” of risk analysis was proposed
by the risk manager of a national corporation and has become a
more or less standard approach to the risk identification problem.
See A. Hawthorne Criddle, “A Theory of Risk Discovery,” National
Insurance Buyer, vol. 6, no. 1 (January 1959).
18 The use of flowcharts in risk analysis was suggested in the early
1960s. See A. J. Ingley, “Problems of Risk Analysis,” The Growing
Job of Risk Management, AMA Management Report No. 70 (New
York: American Management Association, 1962), pp. 137–138.

Although these tools focused on the perils and
hazards against which insurers offered protection,
they provided a base on which risk identification
methods could be constructed. Many of the tools
that had been used by insurance agents and in-
surance managers to identify insurable exposures
were expanded and adapted to aid in the identifi-
cation of other risks for which the risk manager is
responsible.

A few of the more important tools used in risk
identification include risk analysis questionnaires,
exposure checklists, and insurance policy check-
lists. These, combined with a vivid imagination
and a thorough understanding of the organization’s
operations, can help guarantee that important
exposures are not overlooked.

Risk Analysis Questionnaires Risk analysis
questionnaires, sometimes called fact finders, are
designed to assist in identifying risks facing an orga-
nization. They do this by leading the user through
a series of penetrating questions, the answers to
which indicate hazards and conditions that give
rise to risk. Originally, such questionnaires were
generic and were intended for use by a wide range
of businesses. As a result, they did not address
unusual exposures or identify loss areas that might
be unique to a given firm. Today, risk analysis ques-
tionnaires are available for a wide range of specific
industries.

Exposure Checklists A second important aid in
risk identification and one of the most common
tools for risk analysis is a risk exposure checklist,
which is a listing of common exposures. A check-
list cannot include all possible exposures to which
an organization may be subject; the nature and
operations of different organizations vary too widely
for that. However, it can be used effectively in con-
junction with other risk identification tools as a final
check to reduce the chance of overlooking a serious
exposure.

Insurance Policy Checklists Insurance policy
checklists are available from insurance companies
and publishers specializing in insurance-related
publications. Typically, such lists include a catalog
of the various policies or types of insurance
that a given business might need. The risk man-
ager can consult this list, picking out those
policies applicable to the firm. A principal
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defect in using insurance policy checklists for risk
identification is that such checklists concentrate on
insurable risks only, ignoring the uninsurable pure
risks.19

Expert Systems With the advances in computer
technology, many of the tools and techniques used
in risk identification have been consolidated in
computer software to create expert systems. An
expert system used in risk identification incorpo-
rates the features of risk analysis questionnaires,
exposure checklists, and insurance policy checklists
in a single tool. The most sophisticated risk man-
agement expert systems include detailed, industry-
specific risk questionnaires and exposure check-
lists. These survey questionnaires are detailed and
assist in the identification of not only common
exposures but those that may be unique to the
specific industry.20

Combination Approach Required The preferred
method of risk identification consists of a combi-
nation approach, in which all the tools previously
listed are brought to bear on the problem. In a
sense, each of these tools can provide a part to
the puzzle, and combined, they can be of consid-
erable assistance to the risk manager. But no indi-
vidual approach or combination of these tools can
replace the diligence and imagination of the risk
manager in discovering the risks to which the firm is
exposed.

Evaluating Risks

Once the risks have been identified, the risk man-
ager must evaluate them. Evaluation implies some
ranking in terms of importance, and ranking sug-
gests measuring some aspect of the factors to be
ranked. In the case of loss exposures, two facets
must be considered: the possible severity of loss
and the possible frequency or probability of loss.

19 One of the most widely used policy checklists is a publication
entitled Coverages Applicable, published by the Rough Notes Co.
of Indianapolis.
20 An expert system is a computer program for decision making
that uses knowledge and analytical rules defined by experts in
the field. Expert systems originated in the 1960s and are used in
a wide range of fields, including medicine, finance, insurance,
and risk management.

Evaluation involves measuring the potential size of
the loss and the probability that the loss is likely to
occur.

A Priority Ranking Based on Severity One of the
techniques used by scientists and engineers in the
U.S. space program was criticality analysis, which
was an attempt to distinguish the important factors
from the overwhelming mass of unimportant ones.
Given the wide range of losses that can occur, from
the minute to the catastrophic, it seems logical that
exposures be ranked according to their criticality.
Certain risks, because of the severity of the possible
loss, will demand attention prior to others, and in
most instances there will be a number of exposures
that are equally demanding.

Any exposure that involves a loss that would rep-
resent a financial catastrophe ranks in the same cat-
egory, and there is no distinction among risks in this
class. It makes little difference if bankruptcy results
from a liability loss, a flood, or an uninsured fire
loss. The net effect is the same. Therefore, rather
than ranking exposures in some order of impor-
tance, such as “1, 2, 3,” it is more appropriate to
rank them into general classifications such as crit-
ical, important, and unimportant. One set of crite-
ria that may be used in establishing such a prior-
ity ranking focuses on the financial impact that the
loss would have on the firm, such as this example
list:

• Critical risks include all exposures to loss in which
the possible losses are of a magnitude that would
result in bankruptcy.

• Important risks include those exposures in which
the possible losses would not result in bankruptcy
but would require the firm to borrow in order to
continue operations.

• Unimportant risks include those exposures in
which the possible losses could be met out of the
existing assets or current income of the firm with-
out imposing undue financial strain.

Assignment of individual exposures into one of
these three categories requires determination of the
amount of financial loss that might result from a
given exposure as well as the ability of the firm to
absorb such losses. Determining the ability to
absorb the losses involves measuring the level of
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uninsured loss that could be borne without resort-
ing to credit and determining the maximum credit
capacity of the firm.21

The Loss Unit Concept One of the most rele-
vant measures of severity, which unfortunately has
not been widely discussed, is the loss unit. The loss
unit is the total of all financial losses that could re-
sult from a single event, taking into consideration
the various exposures. It includes the loss for direct
damage to property, the loss of income, and the
liabilities that could result from a single occurrence.
Computing the loss unit requires calculation of the
maximum possible loss for each of these exposures
and then aggregating the totals. The significance of
the loss unit is that while an organization might be
able to retain certain of the exposures individually,
there is no guarantee that losses will occur individu-
ally. The loss unit is an attempt to alert management
to the potential catastrophe that could result under
the worst possible conditions.

Probability and Priority Rankings Although the
potential severity is the most important factor in
ranking exposures, an estimate of the probabil-
ity may be useful in differentiating among expo-
sures with relatively equal potential severity. Other
things being equal, exposures characterized by high
frequency should receive attention before expo-
sures with low loss frequency. Exposures that exhibit
a high loss frequency are often susceptible to
improvement through risk control measures. Having
some notion of the loss frequency for different
exposures can help determine where control efforts
should be directed. Even broad generalizations
about the likelihood of loss may be useful. One
suggested approach is to classify probability as
almost nil (meaning that, in the opinion of the
risk manager, the event is probably not going to

21 A classification based on these criteria would be not appropri-
ate for all organizations. However, similar classifications can be
structured on the basis of other measures related to the financial
impact of the loss. For example, one midwestern municipality
classifies as critical those exposures involving losses that would
require the imposition of additional taxes, as important those
exposures to loss that would require diversion of appropriated
funds from planned activities, and as unimportant those expo-
sures in which losses could be met out of current appropriations
without modification of planned activities. In the case of a giant
corporation, the division might be established according to the
net impact of losses on shareholder earnings.

happen), slight (meaning that while the event is
possible, it has not happened and is unlikely to
occur in the future), moderate (meaning that the
event has occasionally happened and will proba-
bly happen again), and definite (meaning that the
event has happened regularly in the past and is
expected to occur regularly in the future).22

Although probability estimates such as these may
be of some help in risk management decisions,
when the appropriate data are available, more pre-
cise mathematical estimates of the probabilities will
be useful. Some organizations, by virtue of their
size and the scope of their operations, may be
able to use probability estimates in risk financing
decisions.

Consideration of Alternatives and

Selection of the Risk Treatment Device

Once the risks have been identified and evaluated,
the next step is consideration of the approaches
that may be used to deal with risks and the selec-
tion of the technique that should be used for each
one.

The Choice This phase of the risk management
process is primarily a problem in decision making;
more precisely, it is deciding which of the tech-
niques available should be used in dealing with
each risk. The extent to which the risk manage-
ment personnel must make these decisions on their
own varies from organization to organization. Some-
times, the organization’s risk management policy
establishes the criteria to be applied in the choice
of techniques, outlining the rules within which the
risk manager may operate. If the risk management
policy is rigid and detailed, there is less latitude in
the decision making done by the risk manager. He
or she becomes an administrator of the program
rather than a policy maker. In instances in which
there is no formal policy or in which the policy has
been loosely drawn to permit the risk manager a
wide range of discretion, the position carries much
greater responsibility.

22 See Richard Prouty, Industrial Insurance: A Formal Approach to
Risk Analysis and Evaluation (Washington, D.C.: Machinery and
Allied Products Institute, 1960).
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In deciding which of the available techniques
should be used to deal with a given risk, the risk
manager considers the size of the potential loss, its
probability, and the resources that would be avail-
able to meet the loss if it should occur. The benefits
and costs in each approach are evaluated, and then,
on the basis of the best information available and
under the guidance of the corporate risk manage-
ment policy, the decision is made. Some of the
important considerations in the selection of the
most appropriate technique are discussed later in
this chapter.

Implementation of the Decision

The decision is made to retain a risk. This may be
accomplished with or without a reserve and with
or without a fund. If the plan is to include the accu-
mulation of a fund, proper administrative procedure
must be set up to implement the decision. If loss pre-
vention is selected to deal with a particular risk, the
proper loss prevention program must be designed
and implemented. The decision to transfer the risk
through insurance must be followed by the selec-
tion of an insurer, negotiations, and placement of
the insurance.

Evaluation and Review

Evaluation and review must be included in the pro-
gram for two reasons. First, the risk management
process does not take place in a vacuum. Things
change; new risks arise and old risks disappear. The
techniques that were appropriate last year may not
be the most advisable this year, and constant atten-
tion is required. Second, mistakes are sometimes
made. Evaluation and review of the risk manage-
ment program permits the risk manager to review
decisions and discover mistakes, ideally before they
become costly.

How does one review a risk management pro-
gram? Basically, by repeating each of the steps in
the risk management process to determine whether
past decisions were proper in the light of existing
conditions and if they were properly executed. The
risk manager reevaluates the program’s objectives,
repeats the identification process to ensure, insofar
as possible, that it was performed correctly, and then
evaluates the risks that have been identified and

verifies that the decision on how to address each
risk was proper. Finally, the implementation of the
decisions must be verified to make sure they were
executed as intended.

Evaluation and Review as Managerial Control

The evaluation and review phase of the risk man-
agement process is the managerial control phase of
the risk management process. The purpose of con-
trolling is to verify that operations are going accord-
ing to plans. Control requires three steps: (a) setting
standards or objectives to be achieved; (b) mea-
suring performance against those standards and
objectives; and (c) taking corrective action when
results differ from the intended results. In this con-
text, it should be recognized that a disastrous loss
need not occur for performance to deviate from
what is intended. Because risk management deals
with decisions under conditions of uncertainty,
adequate performance is measured based on not
only whether the organization has survived but
whether it would have survived under a different
set of more adverse circumstances. The existence
of an inadequately addressed exposure with catas-
trophic potential represents a deviation from the
intended objective. It is this type of deviation from
objectives that the risk management control process
is intended to address.

Quantitative Performance Standards Ideally,
standards should be quantified whenever possible.
One quantifiable measure of risk management per-
formance that is frequently suggested is the cost of
risk, which is the total expenditure for risk man-
agement, including insurance premiums paid and
retained losses, expressed as a percentage of rev-
enues. RIMS publishes annual studies on the cost
of risk, which make it convenient for the risk man-
ager to compare the risk management costs of the
organization with those of other firms in the same
industry. The cost of risk varies from industry to
industry, yet it generally averages in the neighbor-
hood of 1 percent of revenues. Although the cost of
risk may fluctuate because of factors over which the
risk manager has no control, it is a useful standard
when properly interpreted.

Quantitative performance standards are more
prevalent in the area of risk control than for risk
financing functions. Standard injury rates reflecting
frequency and severity are available as benchmarks
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for measuring performance in the area of employee
safety. Similarly, motor vehicle accident rates and
other frequency and severity rates are useful bench-
marks in measuring risk control measures.

Risk Management Audits Although evaluation
and review is an ongoing process that is performed
without interruption, the risk management program
should periodically be subjected to a comprehen-
sive review called a risk management audit. Most
people are familiar with the term audit as it is used
in the accounting field, where it refers to a formal
examination of financial records by public accoun-
tants to verify the accuracy, fairness, and integrity
of the accounting records. The term audit has a
second meaning, which is any thorough examina-
tion and evaluation of a problem, and it is this
second meaning that is implied in the term risk
management audit. A risk management audit is

a detailed and systematic review of a risk man-
agement program, designed to determine whether
the objectives of the program are appropriate to
the needs of the organization, whether the mea-
sures designed to achieve those objectives are
suitable, and whether the measures have been
properly implemented.

Risk management audits may be conducted by
an external party or they may be performed inter-
nally. When the risk management department has
the required in-house expertise, it may establish a
system for internal audits of the risk management
function on a regularly scheduled basis. Although
internal audits may lack the objectivity of external
audits and are not substitutes for external audits,
they can provide many of the same benefits. The
benefits of internal audits are maximized when they
are conducted, to the extent possible, in the same
way as an external audit.

IMPORTANT CONCEPTS TO REMEMBER

risk management
risk control
risk avoidance
risk reduction
loss prevention
loss control
risk financing
risk retention
risk transfer
risk sharing
security function
insurance management
enterprise risk management

financial risk management
risk management process
determination of objectives
identification of the risks
evaluation of the risks
consideration of alternatives and

selection of the risk treatment
device

implementation of the decision
evaluation and review
insurance policy checklists
risk analysis questionnaires
flow process charts

critical risks
important risks
unimportant risks
risk management policy
post-loss objectives
pre-loss objectives
survival
cost of risk
maximum retention limit
fact finders
exposure checklists
financial statement method
flowcharts

QUESTIONS FOR REVIEW

1. According to the text, risk management represents
the merging of three specialties. Identify these special-
ties and explain the contribution of each to modern risk
management theory.

2. Identify the two broad approaches to dealing with
risk recognized by modern risk management theory.

3. Identify and briefly describe the four basic tech-
niques available to the risk manager for dealing with
the pure risks facing the firm. Give an example of each
technique.

4. The text states the emergence of risk management
was a revolution that signaled a dramatic shift in philo-
sophy. What was this change in philosophy?

5. Identify and briefly describe the six steps in the risk
management process.

6. Briefly describe the development of risk manage-
ment as a function of business in the United States. In
your opinion, what were the primary motivating forces
and the strategic factors that led to the development of
risk management?
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7. Describe the responsibility of the risk manager and
the risk manager’s position within the organization.

8. What is the relationship between risk management
and insurance management? In your answer, you should
demonstrate an understanding of the difference between
the two fields.

9. Identify two common misconceptions about risk
management, and explain why these misconceptions
developed.

10. Distinguish among traditional risk management,
financial risk management, and enterprise risk
management.

QUESTIONS FOR DISCUSSION

1. In some sense, a risk manager must be a “jack of
all trades” because of the breadth of his or her activities.
Identify several areas in which a risk manager should be
knowledgeable, and explain why this would be useful.
What type of educational background should a risk man-
ager have?

2. In a large, multidivision company, risk management
may be centralized or decentralized. Which approach, in
your opinion, is likely to produce the greatest benefits?
Why?

3. The American Risk and Insurance Association has
argued that risk management should be added to the

required core of knowledge in business administration.
To what extent do you agree or disagree that risk man-
agement should be a required course in a business
curriculum?

4. Describe risk management’s direct contribution to
profit.

5. In your opinion, should the corporate risk manager’s
responsibility be expanded to include financial risk man-
agement?
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CHAPTER 3

THE INSURANCE DEVICE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Define insurance from the viewpoint of the individual and of society

• Identify and explain the two essential features in the operation of insurance

• Explain how the law of large numbers supports the operation of the insurance mechanism

• Identify and explain the desirable elements of an insurable risk

• Explain what is meant by adverse selection and why it is a problem for insurers

• Explain the economic contributions of insurance

THE NATURE AND FUNCTIONS
OF INSURANCE

As we have seen, there are a number of ways of
dealing with risk. In this book, we are concerned
primarily with the most formal of these various
approaches. We turn now to an examination of the
insurance device, focusing on its nature and the
manner in which it deals with risk.

Risk Sharing and Risk Transfer

Insurance is a complicated and intricate mecha-
nism, and it is consequently difficult to define. How-
ever, in its simplest aspect, it has two fundamental
characteristics:

1. Transferring or shifting risk from one individual
to a group

2. Sharing losses, on some equitable basis, by all
members of the group

To illustrate the way in which insurance works, let
us assume there are 1000 dwellings in a given com-
munity and, for simplicity, that the value of each
house is $100,000. Each owner faces the risk that
his or her house may catch on fire. If a fire occurs,
a financial loss of up to $100,000 could result. Some
houses will undoubtedly burn, but the probability
that all will burn is remote. Now, let us assume
that the owners of these dwellings enter into an
agreement to share the cost of losses as they
occur, so no single individual will be forced to
bear an entire loss of $100,000. Whenever a house
burns, each of the 1000 owners contributes his
or her proportionate share of the amount of the
loss. If the house is a total loss, each of the 1000
owners will pay $100 and the owner of the destroyed
house will be indemnified for the $100,000 loss.

34
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Those who suffer losses are indemnified by those
who do not. Those who escape loss are willing to
pay those who do not because, by doing so, they
help eliminate the possibility that they themselves
might suffer a $100,000 loss. Through the agree-
ment to share the losses, the economic burden of
the losses is spread throughout the group. This is
essentially the way insurance works, for what we
have described is a pure assessment mutual insur-
ance operation.

There are some potential difficulties with the oper-
ation of such a plan. Most obviously, some members
of the group might refuse to pay their assessment at
the time of a loss. This problem can be overcome by
requiring payment in advance. To require payment
in advance for the losses that may take place, it will
be necessary to have some idea as to the amount
of those losses. This may be calculated on the basis
of past experience. Let us now assume that on the
basis of past experience, we are able to predict with
reasonable accuracy that 2 of the 1000 houses will
burn. We could charge each member of the group
$200, making a total of $200,000. In addition to the
cost of the losses, there would be some expenses
in the operation of the program. Also, a possibi-
lity exists that our predictions might be inaccurate.
We might, therefore, charge each member of the
group $300 instead of $200, thereby providing for
the payment of expenses and also providing a cush-
ion against deviations from our expectations. Each
of the 1000 homeowners will incur a small certain
cost of $300 in exchange for a promise of indemnifi-
cation in the amount of $100,000 if his or her house
burns down. This $300 premium is, in effect, the
individual’s share of the total losses and expenses
of the group.

Insurance Defined from the

Viewpoint of the Individual

Based on the preceding description, we may de-
fine insurance from the individual’s viewpoint as
follows:

From an individual point of view, insurance is an
economic device whereby the individual substi-
tutes a small certain cost (the premium) for a
large uncertain financial loss (the contingency
insured against) that would exist if it were not for
the insurance.

The primary function of insurance is the crea-
tion of the counterpart of risk, which is security.
Insurance does not decrease the uncertainty for
the individual as to whether the event will occur,
nor does it alter the probability of occurrence,
but it does reduce the probability of financial loss
connected with the event. From the individual’s
point of view, the purchase of an adequate amount
of insurance on a house eliminates the uncertainty
regarding a financial loss in the event that the house
should burn down.

Some people seem to believe that they have
somehow wasted their money in purchasing insur-
ance if a loss does not occur and indemnity is not
received. Some even feel that if they have not had a
loss during the policy term, their premium should
be returned. Both viewpoints constitute the essence
of ignorance. Relative to the first, we know that the
insurance contract provides a valuable feature in
the freedom from the burden of uncertainty. Even if
a loss is not sustained during the policy term, the in-
sured has received something for the premium: the
promise of indemnification if a loss had occurred.
With respect to the second, one must appreciate
that the operation of the insurance principle is
based on the contributions of the many paying the
losses of the unfortunate few. If the premiums were
returned to the many who did not have losses,
there would be no funds available to pay for the
losses of the few who did. Basically, the insurance
device is a method of loss distribution. What would
be a devastating loss to an individual is spread in
an equitable manner to all members of the group,
and it is on this basis that insurance can exist.

Risk Reduction Through Pooling

In addition to eliminating risk at the level of the
individual through transfer, the insurance mecha-
nism reduces risk (and the uncertainty related to
risk) for society as a whole. The risk the insurance
company faces is not merely a summation of the
risks transferred to it by individuals; the insurance
company is able to do something that the indi-
vidual cannot, and that is to predict within rather
narrow limits the amount of losses that will occur.
If the insurer could predict future losses with pre-
cision, it would face no possibility of loss. It would
collect each individual’s share of the total losses and
expenses of operation and use these funds to pay
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the losses and expenses as they occur. If the pre-
dictions are inaccurate, the premiums the insurer
has charged may be inadequate. The accuracy of
the insurer’s predictions is based on the law of large
numbers. By combining a sufficiently large number
of homogeneous exposure units, the insurer is able
to make predictions for the group as a whole using
the theory of probability.

Probability Theory and the Law of Large

Numbers Probability theory is the body of knowl-
edge concerned with measuring the likelihood that
something will happen and with making predictions
on the basis of this likelihood. The theory deals with
random events and is based on the premise that
although some events appear to be a matter of
chance, they occur with regularity over a large num-
ber of trials. The likelihood of an event is assigned
a numerical value between 0 and 1, with those that
are impossible assigned a value of 0 and those that
are inevitable assigned a value of 1. Events that may
or may not happen are assigned a value between
0 and 1, with higher values assigned to those esti-
mated to have a greater likelihood or “probability”
of occurring.

At this point, it may be useful to distinguish
between two interpretations of probability:

1. The relative frequency interpretation. The prob-
ability assigned to an event signifies the rela-
tive frequency of its occurrence that would be
expected given a large number of separate inde-
pendent trials. In this interpretation, only events
that may be repeated for a “long run” may be
governed by probabilities.

2. The subjective interpretation. The probability of
an event is measured by the degree of belief in
the likelihood of the given incident’s occurrence.
For example, the coach of a football team may
state that his team has a 70 percent chance of
winning the conference title, a student may state
that he or she has a 50:50 chance of getting a B
in a course, or the weather forecaster may state
that there is a 90 percent chance of rain.

Both of these interpretations are used in the insur-
ance industry, but for the moment let us concentrate
on the relative frequency interpretation.

Determining the Probability of an Event To
obtain an estimate of the probability of an event

in the relative frequency interpretation, one of two
methods can be used. The first is to examine the
underlying conditions that cause the event. For
example, if we say that the probability of getting
a “head” when tossing a coin is .5 or 1/2, we have
assumed or determined that the coin is perfectly
balanced and that there is no interference on the
part of the tosser. If we ignore the absurd sugges-
tion that the coin might land on its edge, there are
only two possible outcomes, and these are equally
likely. Therefore, we know that the probability is .5.
In the same manner, we know that the probability of
rolling a six with a single die is 1/6 or that the proba-
bility of drawing the ace of spades from a complete
and well-shuffled deck is 1/52 . These probabilities are
deducible or obvious from the nature of the event.
Because they are determined before an experiment
in this manner (i.e., on the basis of causality), they
are called a priori probabilities.

These a priori probabilities are of little signifi-
cance for us except insofar as they can be used
to illustrate the operation of the law of large num-
bers. Even though we know that the probability of
flipping a head is .5, we also know we cannot use
this knowledge to predict whether a given flip will
result in a head or a tail. We know the probability
has little relevance for a single trial. Given a suffi-
cient number of flips, however, we would expect
the result to approach one-half heads and one-half
tails. We feel this is true even though we may not
have the inclination to test it. This commonsense
notion that the probability is meaningful only over
a large number of trials is an intuitive recognition of
the law of large numbers, which in its simplest form
states the following:

The observed frequency of an event more nearly
approaches the underlying probability of the pop-
ulation as the number of trials approaches infinity.

In other words, for the probability to work itself
out, a large number of flips or tosses are necessary.
The greater the number of trials or flips, the more
nearly the observed result will approach the under-
lying probability of .5.

Clearly, this a priori method of determining the
probability of an event is the preferred method.
Except in the most elementary situations, determin-
ing causality is not practical. Therefore, another
approach is employed. When we do not know
the underlying probability of an event and cannot
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deduce it from the nature of the event, we can esti-
mate it on the basis of past experience. Suppose
we are told the probability that a 21-year-old male
will die before reaching age 22 is .001. What does
this mean? It means that someone has examined
mortality statistics and discovered that, in the past,
100 men out of every 100,000 alive at age 21 died
before reaching age 22. It also means that, barring
changes in the causes of these deaths, we can expect
approximately the same proportion of 21-year-olds
to die in the future.

Here, the probability is interpreted as the relative
frequency resulting from a long series of trials or
observations, and it is estimated after observation of
the past rather than from the nature of the event, as
in the case of a priori probabilities. These probabil-
ities, computed after a study of past experience, are
called a posteriori or empirical probabilities. They
differ from a priori probabilities, such as those
observed in flipping a coin, in the method by which
they are determined but not in their interpretation.
In addition, whereas the probability computed prior
to the flipping of a coin can be considered to be
exact, probabilities computed on the basis of past
experience are only estimates of the true probability.

The law of large numbers, which tells us that a
priori estimates are meaningful only over a large
number of trials, is the basis for the a posteriori
estimates. Since the observed frequency of an
event approaches the underlying probability of the
population as the number of trials increases, we
can obtain a notion of the underlying probability by
observing events that have occurred. After observ-
ing the proportion of the time that the various
outcomes have occurred over a long period of time
under essentially the same conditions, we construct
an index of the relative frequency of the occurrence
of each possible outcome. This index of the rela-
tive frequency of each of all possible outcomes is
called a probability distribution, and the probability
assigned to the event is the average rate at which the
outcome is expected to occur.

In making probability estimates on the basis of
past experience or historical data, we make use of
the techniques of statistical inference, which is to say
that we make inferences about the population based
on sample data. It is usually impossible to examine
the entire population, so we must be content with
a sample. We take a sample to draw a conclusion
about some measure of the population (referred to
as a parameter) based on a sample value (called a

sample statistic). In attempting to estimate the prob-
ability of an event, the parameter of the population
in which we are interested is the mean or average
frequency of occurrence, and we attempt to esti-
mate this value based on our sample. Because only
partial information is available, we confront the
possibility that our estimate of the mean of the
population (the probability) will be wrong.

We know that the observed frequency of an event
will approach the underlying probability as the num-
ber of trials increases. It, therefore, follows that the
greater the number of trials examined, the better
will be our estimate of the probability. The larger
the sample on which our estimate of the probabi-
lity is based, the more closely our estimate should
approximate the true probability.

Unfortunately, it is seldom possible to take as large
a sample as we would like. Instead, we make an
estimate (called a point estimate) of the mean of the
population based on the mean of the sample and
then estimate the probability that the mean of the
population falls within a certain range of this point
estimate. Put differently, we estimate the population
mean on the basis of the sample, and then we allow
a margin for error. The extent of the margin for error
will depend on the concentration of the values that
make up the mean and the size of the sample. The
greater the dispersion of the individual values from
the mean (i.e., the greater the variation in data on
which the sample mean is based), the less certain
we can be that our point estimate approximates the
true mean of the population.

To illustrate this principle,1 let us assume an insur-
ance company that has insured 1000 houses each
year for the past five years examines its records and
finds the following losses:

Year Houses That Burned

1 7
2 11
3 10
4 9
5 13

1 This example is not intended as an illustration of the way insur-
ance companies compute rates. Industry rate-making practices
bear little resemblance to the process described here. The exam-
ple merely serves to show how the law of large numbers is the
basis for the insurance mechanism.
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Over the five-year period, a total of 50 houses
burned, or an average of 10 houses per year. Since
the number of houses insured each year was 1000,
we estimate the chance of loss to be 1/100 or .01.
In so doing, we are saying, “The average number
of losses in our sample was 10 houses per 1000. If
the mean of our sample approximates the mean of
the entire population (all houses), the probability of
loss is .01, and we predict that 10 houses will burn
the sixth year if 1000 houses are again insured.” But
we cannot be certain we are correct in our estimate
of the probability. The mean of our sample (our esti-
mate of the probability) may not be the same as
the mean of the universe (the true probability). In
other words, a possibility exists that the population
mean is, say, 8 houses burning per year, but we are
observing an average of 10 houses for those partic-
ular years. The confidence we can place in our esti-
mate of the probability will vary with the dispersion
or variation in the values that make up the mean of
the sample. Compare this second set of losses with
the preceding set:

Year Houses That Burned

1 16
2 4
3 10
4 12
5 8

The total number of losses over the five-year
period is again 50, and the average or mean of the
losses is again 10 per year. However, there is a much
greater variation in the number of losses from year
to year. Even though the mean is the same in both
groups, we would expect the mean of the first set of
data to correspond more closely to the mean of the
population. The greater the variation in the data on
which our estimate of the probability is based, the
greater we expect to be the variation between our
estimate of the probability and the true probability.
Since there is a relationship between the variation
in the values that make up the sample mean and the
likelihood that the sample mean approximates the
population mean, it is useful to be able to measure
the variation in these values.

Measures of Dispersion and Probability Esti-

mate Statisticians have developed a number of
measures of the dispersion in a group of values. For
example, in the case of the first set of losses (7, 11,

10, 9, and 13), the number of losses in any given
year varied from 7 to 13; in the second set of losses
(16, 4, 10, 12, and 8), the number of losses varied
from 4 to 16. This variation from the smallest number
to the largest number is called the range, which is
the simplest of the measures of dispersion. Another
measure is the variance, which is computed by
squaring the annual deviations of the values from
the mean and taking an average of these squared
differences. For example, the variance of the two
sets of losses under discussion here would be
computed as follows:

Average Actual Difference

Year Losses Losses Difference Squared

1 10 7 3 9
2 10 11 1 1
3 10 10 0 0
4 10 9 1 1
5 10 13 3 9

—
20

Summation of differences squared

Number of years
= 20

5
= 4

Average Actual Difference

Year Losses Losses Difference Squared

1 10 16 6 36
2 10 4 6 36
3 10 10 0 0
4 10 12 2 4
5 10 8 2 4

—
80

Summation of differences squared

Number of years
= 80

5
= 16

The variance of the first set of losses is 4, and that
of the second set is 16. The larger variance of the
second set is an indication of the greater variation
in the data that compose the mean.

The square root of the variance is called the stan-
dard deviation, which is the most widely used and
perhaps the most useful of all measures of disper-
sion. Since the variance of the first group of losses
is 4, the standard deviation of that group is 2. In the
case of the second set, where the variance is 16,
the standard deviation is 4. Like the variance, the
standard deviation is a number that measures the
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concentration of the values about their mean. The
smaller the standard deviation relative to the mean,
the less the dispersion and the more uniform the
values. To return to the question of the accuracy of
our point estimate of the probability based on the
sample mean, the standard deviation is particularly
useful in making estimates concerning the probable
accuracy of this point estimate. In a sample with a
lower standard deviation, we can be more confident
in our estimate of the population mean.

Even if we know with certainty, however, that the
population mean is 10 houses burning, that does
not mean that 10 houses will burn. In a normal dis-
tribution, 68.27 percent of the cases will fall within
the range of the mean plus or minus one standard
deviation. The mean plus or minus two standard
deviations will describe the range within which
95.45 percent of the cases will lie, and the range
of three standard deviations above and below the
mean will include 99.73 percent of the values in
the distribution. Using the sample mean as our
point estimate of the probability, we can estimate
the probability that the number of houses burning
next year will be within a certain range of the
sample mean provided that we know the standard
deviation of the distribution. In the case of the
first set of losses, where the standard deviation
was calculated to be 2, there is a 68.27 percent
probability that the number of houses burning
next year will be between 8 and 12 (i.e., 10 ± 2),
a 95.45 percent probability that the number burn-
ing will be between 6 and 14 [10 ± (2 × 2)],
and a 99.73 percent probability that the number
will be between 4 and 16 [10 ± (3 × 2)]. In the case
of the second set of data, where the values were
more dispersed and the standard deviation was
calculated to be 4, there is a 68.27 percent proba-
bility that the number burning will be between 6
and 14, a 95.45 percent probability that it will be
between 2 and 18, and a 99.73 percent probability
that it will be between 0 and 22.

What does all this mean? It means that uncer-
tainty is inherent in our predictions. During the past
five years, the average number of losses per 1000
dwellings has been 10, and on the basis of our esti-
mate of the probability, we might predict 10 losses if
1000 houses are insured the sixth year, but we can-
not be certain that our estimate of the probability
is correct. Even if our estimate of the probability is
correct, a different number of houses may burn next
year. In fact, in the case of our first sample, our com-

putations indicate that at best we can be 99 percent
certain only that the true probability lies somewhere
in the range of 4 to 16 losses per 1000 houses. The
number of houses that may be expected to burn
next year, other things being equal, is between 4
and 16. This means that results may be expected to
deviate by as much as 6 from the predicted 10. This
represents a possible deviation of 60 percent (6/10)
from the expected values.2

Other things being equal, the larger our sample,
the more closely we will expect the mean of the
sample to coincide with the mean of the popula-
tion and the smaller will be the margin we must
allow for error. This is a consequence of the fact
(which can be demonstrated mathematically) that
the standard deviation of a distribution is inversely
proportional to the square root of the number of
items in the sample. For example, let us assume that
we are able to increase the number of houses in our
sample from 1000 to 100,000 per year and that we
observe a 100-fold increase in losses.3 The average
number of losses observed per year will increase
from 10 to 1000. The standard deviation will also
have increased, but, and this is the critical point, it
will not have increased proportionately, for the stan-
dard deviation increases only by the square root of
the increase in the size of the sample. Thus, the stan-
dard deviation, which is calculated to be 2 at the
1000 exposure level, will increase to 20 at the level
of 100,000 houses. The new mean is 1000, and the
mean plus or minus three standard deviations is now
1000 ± 60 and not 1000 ± 600. We can predict 1000
losses next year if 100,000 houses are insured, and
we can feel 99 percent confident that the expected
number of losses will fall somewhere between 940
and 1,060. This represents a potential deviation of
only 6 percent (60/1000) from the expected value. The
area of uncertainty has decreased because the size
of the sample has increased. In our example, neither
the probability nor our estimate of it has changed.
The number of losses expected per 1000 houses is

2 This measure of uncertainty is somewhat related to the tradi-
tional statistical concept of the coefficient of variation, which
is the standard deviation divided by the mean. The coefficient
of variation at the 1000 exposure level in this example is 2/10
(20 percent).
3 It is entirely possible that this larger sample might indicate a dif-
ferent number of losses per 1000 houses than the smaller sample
because our estimate based on the sample of 1000 was a poorer
estimate of the true probability than that based on a sample of
100,000. For the purpose of simplification, we have assumed that
the number of observed losses per 1000 does not change.
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the same, but we are more confident that our esti-
mate approximates the true probability.

Dual Application of the Law of Large Numbers

Based on the preceding discussion, it should be ap-
parent that the law of large numbers is important in
insurance for two reasons. First, a large sample will
improve our estimate of the underlying probability.
Even when we have estimated the probability on the
basis of the sample of 100,000 houses per year, we
cannot expect the narrower range of possible devia-
tion if our estimate is applied to 1000 houses. As we
have seen, even in the case of a priori probabilities
where the probability is known, it must be applied
to a large number of trials if we expect actual results
to approximate the true probability. Therefore, in the
case of empirical probabilities, the requirement of
a large number has a dual application:

1. To estimate the underlying probability accurately,
the insurance company must have a sufficiently
large sample. The larger the sample, the more
accurate will be the estimate of the probability.

2. Once the estimate of the probability has been
made, it must be applied to a sufficiently large
number of exposure units to permit the underly-
ing probability to work itself out.

In this sense, to the insurance company, the law of
large numbers means that the larger the number of
cases examined in the sampling process, the better
the chance of making a good estimate of the prob-
ability; the larger the number of exposure units to
which the estimate is applied, the better the chance
that actual experience will approximate a good
estimate of the probability.

In making predictions on the basis of histori-
cal data, the insurance company implicitly says, “If
things continue to happen in the future as they have
happened in the past and if our estimate of what
has happened in the past is accurate, this is what
we may expect.” But things may not happen in the
future as they have in the past. In fact, it is likely that
the probability involved is constantly changing. In
addition, we may have a poor estimate of the prob-
ability. All of this means that things may not turn out
as expected. Since the insurance company bases its
rates on its expectation of future losses, it must be
concerned with the extent to which actual experi-
ence is likely to deviate from predicted results. For
the insurance company, risk (or the possibility

of financial loss) is measured by the potential
deviation of actual from predicted results, and the
accuracy of prediction is enhanced when the pre-
dictions are based on and are applied to a large
number of exposure units. If the insurance com-
pany’s actuaries, or statisticians, could be certain
that their predictions would be 100 percent accu-
rate, there would be no possibility of loss for the in-
surance company because premium income would
always be sufficient to pay losses and expenses. In-
sofar as actual events may differ from predictions,
risk exists for the insurer. To the extent that accuracy
in prediction is attained, risk is reduced.

As a final point, although probability theory plays
an important role in the operation of the insurance
mechanism, insurance does not always depend on
probabilities and predictions. Insurance arrange-
ments can exist in which the participants agree to
share losses and to determine each party’s share of
the costs on a post-loss basis. It is only when insu-
rance is to be operated on an advance premium
basis, with the participants paying their share of
losses in advance, that probability theory and pre-
dictions are important.

Insurance Defined from the

Viewpoint of Society

In addition to eliminating risk for the individual
through transfer, the insurance device reduces the
aggregate amount of risk in the economy by substi-
tuting certain costs for uncertain losses. These costs
are assessed on the basis of the predictions made
through the use of the law of large numbers. We may
now formulate a second definition of insurance:

From the social point of view, insurance is an
economic device for reducing and eliminating
risk through the process of combining a sufficient
number of homogeneous exposures into a group
to make the losses predictable for the group as a
whole.

Insurance does not prevent losses,4 nor does it
reduce the cost of losses to the economy as a whole.

4 This statement is not intended to disparage the loss-prevention
activities of insurance companies. In many forms of property and
casualty insurance, attempts to reduce loss are perhaps the most
important feature of all, but these loss-prevention activities are
not essentially a part of the operation of the insurance princi-
ple. Insurance could exist without them, and they could and do
exist without insurance. Insurance does not favorably alter the
probability of loss.
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In fact, it may have the opposite effect of causing
losses and increasing the cost of losses for the
economy as a whole. The existence of insurance en-
courages some losses for the purpose of defrauding
the insurer, and, people are less careful and may
exert less effort to prevent losses than they might
if the insurance did not exist. Also, the economy
incurs certain additional costs in the operation of
the insurance mechanism. It must bear the cost
of the losses and the additional expense of distribut-
ing the losses on some equitable basis.

Insurance: Transfer or Pooling?

The two definitions of insurance—from the view-
point of the individual and from the viewpoint of
society—reflect two different views of insurance,
views that have divided insurance scholars for at
least the past half century. The first view is that in-
surance is a device through which the individual
substitutes a small certain cost for a large uncertain
loss, and it emphasizes the transfer of risk. It does
not attempt to explain how the risk is handled by
the transferee. The second view is that insurance is
a device for reducing and eliminating risk through
pooling, and it emphasizes the role of insurance
in reducing risk in the aggregate, which it does by
pooling. Some writers maintain that the essential
requisite in the insurance mechanism is the transfer
of risk, while others argue that it is the pooling or
sharing of risks.

Adherents of the “transfer” school point out that
there are numerous examples of what are clearly
insurance transactions, in which risks that are trans-
ferred to insurers are not pooled. There seems to be
general agreement on the point that insurance in-
volves the transfer of risk. Even in risk-sharing mech-
anisms, such as post-loss assessment plans, risk is
transferred from the individual to the group. Those
who emphasize pooling of risk point out that it is
this feature of insurance that distinguishes insur-
ance from other risk transfer techniques. Although
they admit that pooling itself involves risk transfer
(from the individual to the group), it is the pooling
or combination of risks that constitutes the mecha-
nism of insurance.

The definition of insurance from the perspective
of the individual, as a device for the transfer of risk
and the substitution of a small certain cost for a large
uncertain loss, seems to be the better definition. It
applies to all mechanisms we would call insurance,

and it applies only to them. Since the pooling defini-
tion does not apply to all mechanisms that are con-
sidered insurance, it is somewhat less satisfactory.
The essential feature of insurance is risk transfer.
Pooling is an important technique available to the
transferee, but it is not a requisite. Insurance transac-
tions can occur in which the risk that is transferred is
unique and in which there is no pooling. Although
insurance generally involves the reduction of risk in
the aggregate, which is achieved by pooling, insur-
ance transactions need not involve pooling.

Actually, both definitions are useful. The defini-
tion of insurance from the individual’s perspective
defines the essence of insurance, based on its essen-
tial component, transfer. The definition of insurance
from the perspective of society is a functional defi-
nition and explains how insurance usually achieves
the transfer function.

Insurance and Gambling

Perhaps we should make one final distinction
regarding the nature of insurance. It is often claimed
that insurance is a form of gambling. “You bet that
you will die and the insurance company bets that
you won’t” or “I bet the insurance company $300
against $100,000 that my house will burn.” The
fallacy of these statements should be obvious. In
the case of a wager, there is no chance of loss, hence
no risk, before the wager. In the case of insurance,
the chance of loss exists whether or not there is an
insurance contract in effect. In other words, the
basic distinction between insurance and gambling
is that gambling creates a risk, while insurance pro-
vides for the transfer of an existing risk.

THE ECONOMIC CONTRIBUTION
OF INSURANCE

Property that is destroyed by an insured contingency
is not replaced through the existence of an insur-
ance contract. True, the funds from the insurance
company may be used to replace the property, but
when a house or building burns, society has lost
a want-satisfying good. Insurance as an economic
device is justified because it creates certainty about
the financial burden of losses and because it
spreads the losses that do occur. In providing a
mechanism through which losses can be shared
and uncertainty reduced, insurance brings peace of
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mind to society’s members and makes costs more
certain.

Insurance also provides for a more optimal utiliza-
tion of capital. Without the possibility of insurance,
individuals and businesses would have to maintain
large reserve funds to meet the risks that they must
assume. These funds would be in the form of idle
cash or would be invested in safe, liquid, and low
interest-bearing securities. This would be an ineffi-
cient use of capital. When the risk is transferred
to the professional risk bearer, the deviations from
expected results are minimized. As a consequence,
insurers are obligated to keep much smaller reserves
than would be the case if insurance did not exist.
The released funds are then available for investment
in more productive pursuits, resulting in a much
greater productivity of capital.

ELEMENTS OF AN INSURABLE RISK

Although it is theoretically possible to insure all
possibilities of loss, some are uninsurable at a
reasonable price. For practical reasons, insurers are
not willing to accept all the risks that others may
wish to transfer to them. To be considered a proper
subject for insurance, certain characteristics should
be present. The four prerequisites listed next repre-
sent the “ideal” elements of an insurable risk.
Although it is desirable that the risk have these
characteristics, it is possible for certain risks that
do not have them to be insured.

1. There must be a sufficiently large number of
homogeneous exposure units to make the losses
reasonably predictable. Insurance, as we have
seen, is based on the operation of the law of
large numbers. A large number of exposure units
enhances the operation of an insurance plan by
making estimates of future losses more accurate.5

5 The reader is no doubt aware of the much publicized instances
in which Lloyd’s writes insurance on the physical attributes of
a rising starlet or insures against loss from some unique event.
While these exposures do not meet the desirable element of an
insurable risk that there be a large number of exposures, the trans-
actions are still insurance. The underwriters at Lloyd’s are able
to engage in such practices because they substitute mass under-
writing (in which a single risk is spread among many insurers)
for the mass of exposures and because the premiums charged for
such coverages are heavily loaded, that is, higher than probability
requires.

2. The loss produced by the risk must be definite
and measurable. It must be a type of loss that
is relatively difficult to counterfeit, and it must
be capable of financial measurement. In other
words, we must be able to tell when a loss has
taken place, and we must be able to set some
value on the extent of it.

3. The loss must be fortuitous or accidental. The loss
must be the result of a contingency; that is, it
must be something that may or may not happen.
It must not be something that is certain to
happen. If the insurance company knows that
an event is inevitable, it also knows that it must
collect a premium equal to the certain loss that
it must pay, plus an additional amount for the
expenses of administering the operation. Depre-
ciation, which is a certainty, cannot be insured;
it is provided for through a sinking fund. Further-
more, the loss should be beyond the control of
the insured. The law of large numbers is useful in
making predictions only if we can reasonably
assume that future occurrences will approxi-
mate past experience. Since we assume that past
experience was a result of chance happening, the
predictions concerning the future will be valid
only if future happenings are a result of chance.

4. The loss must not be catastrophic. It must be
unlikely to produce loss to a large percentage
of the exposure units at the same time. The insur-
ance principle is based on a notion of sharing
losses, and inherent in this idea is the assump-
tion that only a small percentage of the group will
suffer loss at any one time. Damage that results
from enemy attack would be catastrophic in
nature. Additional perils, such as floods, would
not affect everyone in the society but would affect
only those who had purchased insurance. The
principle of randomness in selection is closely
related to the requirement that the loss must not
be catastrophic.

Randomness

The future experience of the group to which we
apply our predictions will approximate the expe-
rience of the group on which the predictions are
based only if both have approximately the same
characteristics. There must be a proportion of good
and bad risks in the first group equal to the propor-
tion of good and bad risks in the group on which
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the prediction is made. Yet human nature acts to
interfere with the randomness necessary to permit
random composition of the current group. The
losses that are predicted are based on the average
experience of the older group, but some individu-
als always are, and who realize they are, worse than
average risks. Because the chance of loss for these
risks is greater than that for the other members of
society, they have a tendency to desire insurance
coverage to a greater extent than the remainder of
the group. This tendency results in what is known as
adverse selection. Adverse selection is the tendency
of the persons whose exposure to loss is higher
than average to purchase or continue insurance to
a greater extent than those whose exposure is less
than average. Unless some provision is made to pre-
vent adverse selection, predictions based on past
experience will be useless in foretelling future
experience. Adverse selection works in the direc-
tion of accumulating bad risks. Given that the predic-
tions of future losses are based on the average loss
of the past (in which good and poor exposures were
involved), future losses will be worse than those of
the past if the experience of the future is based on
the experience of a larger proportion of bad risks.
Therefore, the predictions will be invalid.

Adverse selection long caused private insurers
to avoid the field of flood insurance. The adverse
selection inherent in insuring fixed properties
against the peril of flood is obvious. Only those
individuals who feel that they are exposed to loss
by flood are interested in flood insurance, and yet
in the event of a flood, the likelihood is that all these
individuals will suffer loss. The element of the shar-
ing of the losses of a few by the many who suffered
no loss would not exist. Although some insurers
have written coverage against flood on fixed prop-
erties, the coverage has generally been unavailable
from private insurers for those who need it most.6

The “war-risk exclusion” that life insurance com-
panies insert in their contracts during wartime is
another example of the adverse selection princi-
ple. On the basis of past experience, it has been
shown that deaths from combat have not been
catastrophic, yet it is precisely because the insur-
ance companies prevented adverse selection that

6 After decades of agitation for the government to “do something”
about flood exposure, a federal flood insurance program was
enacted in 1968. This program is discussed in greater detail in
Chapter 4.

they have not been. The war-risk exclusion is put
into policies during wartime to prevent soldiers
who would not otherwise have purchased insurance
from doing so when they are exposed to a greater
chance of loss. Policies that are sold before the
war begins and do not have the war-risk exclusion
cover deaths that result from war. If the policies pur-
chased during the war were based on the same ran-
domness as those sold in peacetime, the war-risk
exclusion would not be necessary, but in the
absence of such a provision, the randomness would
not exist and the company would be selected
against.

Economic Feasibility

Sometimes, an additional attribute is listed as a
requirement of an insurable risk: The cost of the
insurance must not be high in relation to the pos-
sible loss, or the insurance must be economically
feasible. We can hardly call this a requirement of an
insurable risk since the principle is widely violated
in the insurance industry today. The four elements of
an insurable risk are characteristics of certain risks
that permit the successful operation of the insur-
ance principle. If a given risk lacks one of these
elements, the operation of the insurance mecha-
nism is impeded. The principle of “economically
feasible insurability” is not really an impediment to
the operation of the insurance principle but rather a
violation of the principles of risk management and
common sense.

SELF-INSURANCE

The term self-insurance has become a well-
established part of the terminology of the insur-
ance field despite disagreement as to whether such
a mechanism is possible.7 From a purely seman-
tic point of view, the term self-insurance represents
a definitional impossibility. The insurance mech-
anism consists of the transfer of risk or pooling
of exposure units, and since one cannot pool
with or transfer to himself or herself, it can be
argued that self-insurance is impossible. However,
the term is widely used, and we ought to establish an

7 For example, see Matthew Lenz, Jr., “Self-insurance, Semantics,
and Other Hang-ups,” CPCU Annals, vol. 28 (June 1975).
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acceptable operational definition, semantically in-
correct though it may be.

Under some circumstances, it is possible for a
business firm or other organization to engage in the
same types of activities as a commercial insurer
dealing with its own risks. When these activities
involve the operation of the law of large numbers
and predictions regarding future losses, they are
commonly referred to as “self-insurance.”8 To be
operationally dependable, such programs must pos-
sess the following characteristics:

• The organization should be big enough to permit
the combination of a sufficiently large number of
exposure units so as to make losses predictable.
The program must be based on the operation of
the law of large numbers.

• The plan must be financially dependable. In most
cases, this will require the accumulation of funds
to meet losses that occur, with a sufficient accumu-
lation to safeguard against unexpected deviations
from predicted losses.

• The individual units exposed to loss must be dis-
tributed geographically in such a manner as to
prevent a catastrophe. A loss affecting enough
units to result in severe financial loss should be
impossible.

Apart from its semantic shortcomings, self-
insurance is an overworked term. Few companies or
organizations are large enough to engage in a sound
program meeting the requirements outlined here. In
the majority of cases, risks are retained without at-
tempting to make estimates of future losses. In many
cases, no fund is maintained to pay for losses. Fur-
thermore, until the fund reaches the size adequate
to pay the largest loss possible, the possibility of loss
is not eliminated for the individual exposure units.

THE FIELDS OF INSURANCE

Insurance is a broad, generic term, embracing
the entire array of institutions that deal with risk
through the device of sharing and transfer of risks.

8 Technically, such programs are retention programs that employ
insurance techniques. In spite of its semantic shortcomings, the
term self-insurance is a convenient way of distinguishing the re-
tention programs that utilize insurance techniques from those
that do not.

Insurance may be divided and subdivided into
classifications based on the perils insured against or
the fundamental nature of the particular program.
Basically, the primary distinction is between private
insurance and social insurance. In addition to
these two classes, we will examine a third class
of quasi-social insurance coverages called public
benefit guarantee programs.

Private insurance consists mostly of voluntary
insurance programs available to the individual as
a means of protection against the possibility of loss.
This voluntary insurance is usually provided by pri-
vate firms, but in some instances, it is offered by
the government. The distinguishing characteristics
of private insurance are that it is usually voluntary
and that the transfer of risk is normally accom-
plished by means of a contract. Social insurance, in
contrast, is compulsory insurance, usually operated
by the government, whose benefits are determined
by law and in which the primary emphasis is on
social adequacy. In general, the benefits under
social insurance programs attempt to redistribute
income based on some notion of “social ade-
quacy.” The largest of the social insurance pro-
grams in the United States is the Social Security
system.

Unfortunately, there is no single criterion that can
be used to distinguish private insurance from social
insurance. Further complicating the situation, the
designations private and voluntary are slightly
misleading: Some “private insurance” is sold by the
government, and not all compulsory insurance is
social insurance. The following discussion of the
fields of private insurance and social insurance
will serve to distinguish them and will provide a
basic introduction to the types of insurance to be
discussed in later chapters.

Private (Voluntary) Insurance

As noted, private insurance consists of those in-
surance programs that are available to the individ-
ual as protection against financial loss. It is usually
(but not always) voluntary, and generally (but not
always) based on the concept of individual equity.
Some private insurance coverages are compulsory,
and although the emphasis is on individual equity,
private insurance for some classes of insureds is
subsidized by government or by other insureds.
Furthermore, although most private insurance is
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sold by private firms, in a number of instances, it
is offered by the government.9

Today, private insurance in the United States may
be classified into three broad categories:

1. Life insurance

2. Health insurance

3. Property and liability insurance

Life Insurance Life insurance is designed to
provide protection against two distinct risks: prema-
ture death and longevity.10 As a matter of personal
preference, death at any age is probably premature,
and longevity (living too long) does not normally
strike one as an undesirable contingency. From a
practical point of view, however, a person can, and
sometimes does, die before adequate preparation
has been made for the future financial require-
ments of dependents. In the same way, a person can,
and often does, outlive income-earning ability. Life
insurance, endowments, and annuities protect the
individual and his or her dependents against
the undesirable financial consequences of prema-
ture death and longevity.

Health Insurance Accident and health insurance
(or, more simply, health insurance) is defined as
“insurance against loss by sickness or accidental
bodily injury.”11 The “loss” may be the loss of wages
caused by the sickness or accident, or it may be
expenses for doctor bills, hospital bills, medicine,
or the expenses of long-term care. Included within
this definition are forms of insurance that provide
lump-sum or periodic payments in the event of loss
occasioned by sickness or accident, such as dis-
ability income insurance and accidental death and
dismemberment insurance.

Property and Liability Insurance Property and
liability insurance consists of those forms of insur-
ance designed to protect against losses resulting
from damage to or loss of property and losses arising

9 Examples of some types of private insurance sold by the gov-
ernment include life insurance, available through the Veterans
Administration (VA), and federal crop insurance.
10 The term superannuation is also used to refer to longevity.
11 The Commission on Insurance Terminology of the American
Risk and Insurance Association.

from legal liability.12 It includes the following types
of insurance:

Property insurance, sometimes referred to as fire
insurance, is designed to indemnify the insured for
loss of, or damage to, buildings, furniture, fixtures,
or other personal property as a result of fire, light-
ning, windstorm, hail, explosion, and a long list of
other perils. Originally, fire was the only peril insured
against, but the number of perils insured against has
gradually been expanded over the years. Today, two
basic approaches are taken with respect to the
perils for which coverage is provided. Under the first
approach, called named-peril coverage, the specific
perils against which protection is provided are listed
in the policy, and coverage applies only for damage
arising out of the listed perils. Under the second
approach, called open-peril coverage, the policy lists
the perils for which coverage is not provided, and
loss from any peril not excluded is covered.13 Cover-
age may be provided for direct loss (i.e., the actual
loss represented by the destruction of the asset) and
for indirect loss (i.e., the loss of income and/or the
extra expense that is the result of the loss of the use
of the asset protected).

Marine insurance, like fire insurance, is designed
to protect against financial loss resulting from
damage to owned property except that here the per-
ils are primarily those associated with transporta-
tion. Marine insurance is divided into two classifica-
tions: ocean marine and inland marine.

Ocean marine insurance policies provide cov-
erage on all types of oceangoing vessels and
their cargoes. Policies are also written to cover
the shipowner’s liability. Originally, ocean marine
policies covered cargo only after it was loaded onto
the ship. Today, the policies are usually endorsed to
provide coverage from “warehouse to warehouse,”
thus protecting against overland transportation
hazards as well as those on the ocean.

Inland marine insurance seems like a contradic-
tion in terms. The field developed as an outgrowth

12 Historically, property and liability insurance was referred to as
fire and casualty (or sometimes property and casualty) insurance.
The evolution of property and liability insurance is discussed in
Chapter 5.
13 This latter approach was formerly referred to as “all-risk”
coverage, and you may still hear it called that. There is a con-
certed effort to avoid the term “all risk,” however, because it was
frequently misunderstood by insurance buyers. The term open-
peril coverage is gradually replacing the term all risk.
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of ocean marine insurance and “warehouse- to-
warehouse” coverage. Originally, inland marine in-
surance developed to cover goods being trans-
ported by carriers such as railroads, motor vehicles,
or ships and barges on the inland waterways and
in coastal trade. It was expanded to cover instru-
mentalities of transportation and communication,
such as bridges, tunnels, pipelines, power trans-
mission lines, and radio and television communi-
cation equipment. Eventually, it was expanded to
include coverage on various types of property not
in the course of transportation but that is away from
the owner’s premises.

Automobile insurance provides protection against
several types of losses. First, it protects against
loss resulting from legal liability arising out of the
ownership or use of an automobile. In addition,
the medical payments section of the automobile
policy consists of a special form of health and
accident insurance that provides for the payment
of medical expenses incurred as a result of auto-
mobile accidents. Coverage is provided against loss
resulting from theft of the automobile or damage to
it from many different causes.

Liability insurance embraces a wide range of
coverages. The form with which most students
are familiar is automobile liability insurance, but
there are other liability hazards as well. Coverage is
available to protect against nonautomobile liability
exposures such as ownership of property, manufac-
turing and construction operations, the sale or dis-
tribution of products, and many other exposures.

Workers compensation insurance had its begin-
ning (in the United States) shortly after the turn of
the century when the various states began to pass
workers compensation laws. Under these laws, the
employer was made liable for injuries to workers that
arose out of and in the course of their employment.
Workers compensation insurance provides for the
payment of the obligation these statutes impose on
the employer.14

Equipment breakdown insurance (also referred to
as boiler and machinery insurance) was introduced
in the late 1800s to cover the explosion hazard
inherent in early boilers. It was later expanded
to include coverage for accidental breakdown of a

14 As noted shortly, from the perspective of workers, workers com-
pensation is considered a social insurance coverage.

wide range of types of equipment. More recently,
with advances in automation, it was further
expanded to include coverage for nearly all types
of equipment. To prevent losses, equipment break-
down insurers maintain an extensive inspection
service, and this service is a primary reason for
the purchase of the coverage. Although the contract
does not require them to do so, the insurers make
periodic inspections of the objects insured. As a re-
sult, losses are reduced and the insured benefits.

Burglary, robbery, and theft insurance protect the
property of the insured against loss resulting from
criminal acts of others. Because a standard clause
in these crime policies excludes acts by employees
of the insured, they are referred to as “nonemployee
crime coverages.” Protection against criminal acts
by employees is provided under fidelity bonds,
which are discussed shortly.

Cybersecurity Insurance or cyber insurance pro-
tects against losses from a variety of cyber-related
incidents, including data breaches, losses due to
computer viruses, and cyber extortion. Data and
technology-related losses are frequently excluded
from other property and liability insurance policies,
and coverage is provided by specialized policies.

Credit or trade credit insurance is a specialized
form of coverage (available to manufacturers and
wholesalers) that indemnifies the insured for losses
resulting from their inability to collect from cus-
tomers. The coverage is written subject to a de-
ductible based on the normal bad-debt loss and
with a provision requiring the insured to share a
part of each loss with the insurer.

Title insurance is another narrowly specialized
form of coverage.15 Basically, it provides protection
against financial loss resulting from a defect in an
insured title. The legal aspects of land transfer are
rather technical, and the possibility always exists
that the title may be unclear. Under a title insurance
policy, the insurer agrees to indemnify the insured to
the extent of any financial loss suffered as a result of
the transfer of a defective title. In a sense, title insur-
ance is unique in that it insures against the effects
of some past event rather than against financial loss
resulting from a future occurrence.

15 Title insurance is a form of property insurance and whether it
should be classified as “casualty” insurance is debatable. Histor-
ically, it has been written by specialty insurers, but it is generally
classified as a casualty coverage by the state insurance codes.
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Fidelity and Surety Bonds Fidelity and surety
bonds represent a special class of risk transfer de-
vice, and opinions differ as to whether bonds should
be classified as insurance. In fact, certain funda-
mental differences exist between a bond and an
insurance policy, and strictly speaking, it can be ar-
gued that some bonds are not contracts of insur-
ance. In general terms, a bond is an agreement by
one party, the surety, to answer to a third person,
called the obligee, for the debt or default of another
party, called the principal. In other words, the surety
guarantees a certain type of conduct on the part of
the principal, and if the principal fails to behave in
the manner guaranteed, the surety will be responsi-
ble to the obligee.

Bonding is divided into two classes: fidelity
bonds and surety bonds. Fidelity bonds protect
the obligee against dishonesty on the part of
his or her employees and are commonly called
employee dishonesty insurance. In most respects,
they resemble insurance more closely than surety
bonds do, and many authorities consider them a
form of casualty insurance.

Most surety bonds are issued for persons doing
contract construction, those connected with court
actions, and those seeking licenses and permits.
Basically, the surety bond guarantees that the princi-
pal is honest and has the necessary ability and finan-
cial capacity to carry out the obligation for which he
or she is bonded. The surety obligates itself with the
principal to the obligee in much the same manner
that the cosigner of a note assumes an obligation
with a borrower to a lender. The primary obligation
to perform rests with the principal, but if the princi-
pal is unable to meet the commitment after exhaust-
ing all his or her resources, the surety must provide
funds to pay for the loss. In this event, the surety may
take possession of the principal’s assets and convert
them into cash to reimburse itself for the loss paid.

Although there is a difference of opinion as to
whether bonds are insurance, insurance regulators
normally include them within the framework of the
contracts they regulate. Furthermore, property and
liability insurers sell these bonds, and suretyship
is normally considered a part of the property and
liability insurance business.

Social Insurance

Social insurance differs from private insurance in a
number of respects. In the case of social insurance,

we use the insurance mechanism for transferring
and sharing risk, but we do so on a somewhat
qualified basis. Social insurance provides compul-
sory protection for personal risks, that is those that
involve the possible loss of income or assets because
of premature death, dependent old age, sickness
or disability, or unemployment. Social insurance
seeks to provide a “floor of protection” to persons
who would not individually be able to cope with
certain fundamental risks. It does this by provid-
ing benefits not only to those in need but to others
as well.

Modern social insurance originated in Germany
in the 1880s under chancellor Otto von Bismarck.
During the period 1884 through 1889, Germany
constructed a model social insurance program com-
posed of three elements. The first was sickness
insurance for practically all employed persons, a
nineteenth-century universal health insurance pro-
gram. The second element was accident insurance,
for work-related injuries, in effect, the first workers
compensation program. The final element in the
program was insurance for invalidity and old age,
the equivalent of our Social Security system.16 From
Germany, the idea of social insurance spread to
other European nations and eventually to the United
States.17

In the United States, the first social insurance pro-
gram was the workers compensation system, which
was adopted by the individual states during the
early 1900s. A quarter of a century later, the Social
Security Act of 1935 established the Old-Age,
Survivors, and Disability Insurance (OASDI) pro-
gram, better known as the Social Security system.

Social Insurance Defined Any definition of social
insurance must, by its very nature, be complex. The

16 Interestingly, Bismarck’s support for these programs was not
motivated by an inclination toward social engineering. Rather,
it was a shrewd political move designed to counter the rapid
growth of socialism in Germany. One of the central themes of the
social democrats’ agenda was the promise of retirement benefits
for workers. In effect, Bismarck outbid the socialists at their own
game.
17 Great Britain passed an old-age pension act in 1909 and added
unemployment and health insurance in 1911. Other European
nations followed in rapid succession: Luxembourg, 1911; Roma-
nia, 1912; Sweden, 1913; Italy, 1919; Netherlands, 1919; Spain,
1919; Denmark, 1921; USSR, 1922; Belgium, 1924; Bulgaria, 1924;
Czechoslovakia, 1924; France, 1928; Hungary, 1928; Greece, 1932;
and Poland, 1933.
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following definition of social insurance has been
proposed:18

Social insurance is a device for the pooling of risks
by their transfer to an organization, usually govern-
mental, that is required by law to provide pecuniary
or service benefits to or on behalf of covered per-
sons upon the occurrence of certain predesignated
losses under all the following conditions:

1. Coverage is compulsory by law in virtually all
instances.

2. Eligibility for benefits is derived, in fact or in
effect, from contributions having been made to
the program by or in respect of the claimant or
the person as to whom the claimant is depen-
dent: there is no requirement that the individ-
ual demonstrate inadequate financial resources,
although a dependency status may need to be
established.

3. The method of determining benefits is pre-
scribed by law.

4. The benefits for any individual are not directly
related to contributions made by or in respect
to him or her but instead usually redistribute
income so as to favor certain groups such as
those with low former wages or large numbers
of dependents.

5. There is a definite plan for financing the benefits
that is designed to be adequate in terms of long-
range considerations.

6. The cost is borne primarily by contributions
that are usually made by covered persons, their
employers, or both.

7. The plan is administered or at least supervised
by the government.

8. The plan is not established by the government
solely for its present or former employees.

Certain elements in the definition require clarifica-
tion. First, because a specific type of insurance is
compulsory does not make it a social insurance
program. Compulsory automobile insurance, for
example, does not meet other conditions listed
and, therefore, is not social insurance. Furthermore,
although the government is usually the transferor in
a social insurance plan, this is not a prerequisite.
Workers compensation insurance is a social insur-
ance coverage that is sold by commercial insurers.

The second of the conditions listed in the defi-
nition distinguishes social insurance from public

18 The Commission on Insurance Terminology of the American
Risk and Insurance Association.

assistance or welfare programs, in which eligibility
for benefits is based on need. Because of the contri-
butions made by or on behalf of the insureds under
a social insurance program, the right to benefits is
essentially a statutory right and is not based on a
“need” or a “means test.”

More than any of the others, the fourth ele-
ment in the definition distinguishes social insurance
from private insurance. In private insurance, insurers
attempt to distribute the loss costs equitably, in pro-
portion to the loss-producing characteristics of the
insureds. It would be considered inequitable, for
example, to charge a 25-year-old person the same
premium for life insurance as that charged to a
65-year-old person. In social insurance, individual
equity is secondary in importance to the social
adequacy of the benefits. Benefits are weighted in
favor of certain groups so all persons will be pro-
vided a minimum floor of protection. In the federal
Social Security program, for example, the benefits
are weighted in favor of the low-income groups, and
persons with large families. Although benefits under
social insurance programs are not directly propor-
tional to contributions, they are at least loosely re-
lated to the earnings of the individual. Therefore,
even though social adequacy rather than individual
equity is stressed, there is at least a loose relationship
between earnings and benefits.

The fifth condition, that there be a definite
plan for financing the benefits that is designed to
satisfy long-range considerations, merely requires
that there be some sort of long-range planning. It
does not demand that the obligations under the
program be fully funded. In private insurance, in-
surers are required to maintain reserves to fund the
future obligations they will incur. In social insur-
ance, the future obligations are rarely funded in
full but depend on the future taxing power of the
government.

The sixth principle is known as the self-supporting
contributory principle. This means that the costs are
not financed from the general revenues of the U.S.
Treasury but are paid for primarily by those who
expect to benefit from the programs. In most
instances the support is derived from contributions
by employees, employers, and the self-employed.
This method of financing is unique to U.S. social
insurance programs because, in most other coun-
tries with extensive programs, a part of or all
the financing comes from general government
revenues.
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Social Insurance Programs in the United States

Social insurance developed later in the United
States than in European countries, but social insur-
ance programs exist at the national and state levels.
The principal social insurance programs under
federal jurisdiction include the OASDI program and
the Medicare program, both administered by the
Department of Health and Human Services, and the
Railroad Retirement, Railroad Disability, and Rail-
road Unemployment insurance programs, admin-
istered by the Railroad Retirement Board. Social
insurance programs under state jurisdiction include
workers compensation, unemployment compensa-
tion, and compulsory temporary disability insur-
ance laws.

Workers Compensation The first social insur-
ance legislation in the United States was work-
ers compensation laws, enacted by the individual
states beginning in 1908. Workers compensation
provides benefits to workers and their dependents
when a worker suffers an occupational injury or dis-
ease. Workers compensation laws replaced a system
of employers’ liability, under which injured work-
ers could recover for occupational injuries only
through a lawsuit against the employer. Although
workers compensation insurance is considered a
form of social insurance, it is sold by private in-
surers and by state workers compensation funds.
In addition, because workers compensation laws
impose liability on the employer for program ben-
efits, it is a form of private insurance from the
employers’ perspective.

Old-Age, Survivors, and Disability Insurance

The Social Security Act of 1935 stands as the most
comprehensive piece of social legislation of its kind
in the history of this country. It established the Old-
Age, Survivors, and Disability Insurance Program
(OASDI), better known as Social Security, the largest
of all government insurance programs in the United
States.

Initially, the law provided only retirement benefits.
It was modified to provide survivor benefits in 1939.
Disability benefits were added in 1956, and in 1965,
it was further expanded by the addition of the Medi-
care program. As presently constituted, the program
provides life insurance, disability insurance, and
retirement pensions to those covered under the pro-
gram, which includes nearly all gainfully employed
persons in the nation and their dependents. The
only exceptions are certain government employees

who are covered under a civil service retirement
system, railroad employees (protected under their
own programs), and some persons engaged in
irregular employment. By the end of 2012, about
57 million people were receiving monthly benefits
under all the OASDI programs. Total revenues for
the programs amounted to $840 billion, and expen-
ditures totaled $786 billion.19

Railroad Retirement, Disability, and Unem-

ployment Programs Another U.S. government
agency, the Railroad Retirement Board, administers
and serves as the fiduciary for a comprehensive
program of retirement pensions, survivor benefits,
unemployment insurance, and disability coverage
for persons employed by the railroads. In addi-
tion to having unique status with respect to retire-
ment benefits, railroad workers are covered under a
separate unemployment compensation law, which
includes coverage for occupational and nonoccu-
pational disabilities as well as unemployment not
connected with a disability.

Unemployment Insurance The Social Security
Act of 1935 also initiated our system of unem-
ployment compensation. Although some states had
enacted unemployment laws, most states were
reluctant to enact such programs because they
feared that their industries would suffer a competi-
tive disadvantage with other states unfettered by this
kind of legislation. The Social Security Act used the
power of the federal government to levy taxes to
induce the several states to enact unemployment
insurance plans. The Social Security Act of 1935
imposed a tax of 1 percent on the total payroll of
most employers who had eight or more employees
but provided that employers would be permitted to
offset 90 percent of the tax through credit for taxes
paid to a state unemployment insurance program
meeting standards specified in the law. In effect, this
meant that any state that did not enact a qualified
unemployment compensation law would suffer a
financial drain. Not surprisingly, all the states elected
to set up such programs and qualified for the tax
offset. The tax has been altered several times since
1935.

19 The OASDI program dates from the enactment of the Social
Security Act of 1935, which provided retirement benefits only.
Survivors’ benefits and disability benefits were added later. The
OASDI program is discussed in greater detail in Chapter 11.
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Medicare The federal government’s Medicare
program, which is a basic part of the Social Security
system, became effective on July 1, 1966. The pro-
gram provides health insurance to nearly all citizens
over 65 and to certain disabled persons. The first
coverage, designated Part A, is compulsory hospital-
ization insurance, financed by payroll taxes levied
on employers and employees. Part B is voluntary
medical insurance, designated to help pay for physi-
cians’ services and other medical expenses not
covered by Part A. Part D, Prescription Drug Cover-
age, was created by the Medicare Prescription Drug
Improvement and Modernization Act of 2003 and
became available on January 1, 2006. Parts B and
D are financed by monthly premiums shared by
participants and the federal government. Medicare
covered 50.7 million people in 2012 and had expen-
ditures of $574.2 billion.20

State Compulsory Temporary Disability Funds

In addition to workers compensation and un-
employment compensation, six jurisdictions
(California, Hawaii, New Jersey, New York, Rhode
Island, and Puerto Rico) have enacted compulsory
temporary disability laws that require insurance
coverage against loss of income from nonoc-
cupational disabilities. These programs furnish a
compulsory complement to the workers compensa-
tion laws, which cover occupational disabilities. In
addition to requiring participation in the program
and prescribing benefit levels, all the states act
as insurers. In Rhode Island, the state operates
a monopolistic insurance program, while in the
other jurisdictions state funds compete with private
insurers providing the coverage.21

Is Social Insurance Really Insurance? One more
aspect of social insurance, often expressed as a
criticism, should at least be mentioned at this junc-
ture: the question of whether social insurance is
really insurance or whether it is a unique method
of providing benefits without the use of the basic
principles of insurance. Despite the rather substan-
tial differences between the operational features of
social and private insurance, it is our conclusion that
the basic principles of insurance are as applicable in

20 The Medicare program is discussed in greater detail in
Chapter 22.
21 Rhode Island had the first such law, adopting it in 1942.
California passed its law in 1946, New Jersey in 1948, and New
York in 1949. There was no further similar legislation until 1968,
when Puerto Rico enacted its law. Hawaii followed in 1969.

one as in the other. As explained earlier, insurance
is the mechanism by which the risk of financial loss
is transferred by individuals (to a professional trans-
feree or to a group) and loss costs are distributed in
some equitable manner among the members of the
group. Since social insurance uses risk transfer and
loss sharing, it is “insurance.” Critics who disagree
with this conclusion maintain that social insurance
programs are “actuarially unsound” and, therefore,
cannot be insurance. The effectiveness of such an
argument must, of course, depend on the definition
of “actuarial soundness.” To the critics, an insurance
program is actuarially sound only if it is possible to
measure the probability of loss with a high degree of
accuracy and only if proper reserves are maintained
to provide for future obligations. If this high degree
of precision in measuring probabilities does not ex-
ist, according to the argument, and if appropriate
reserves are not maintained, the program should
not be called insurance. For example, the OASDI
program is affected by so many variables (such
as, population growth, the aging of the popula-
tion, inflation, politics, and the like) that a pre-
cise prediction of long-range future obligations is
impossible. Therefore, these critics assume that the
OASDI program is actuarially unsound and so is not
insurance.

It is true, perhaps, that the success of the in-
surance principle must depend on the ability to
obtain at least a reasonable approximation of the
probability of loss. However, a precise prediction is
unnecessary. There are many forms of private insur-
ance, such as windstorm, hail, earthquake, and even
automobile, in which precise statistical calcula-
tions of probabilities are impossible. In some cases,
probability calculations are nothing more than
enlightened guesses. To the extent that a reasonable
approximation of loss can be obtained, these types
of private insurance are actuarially sound. To the
extent that the future obligations under social insur-
ance programs are capable of approximation for a
reasonable time in the future, they are actuarially
sound. Actuarial soundness demands a prediction
of future obligations and has nothing to do with
the maintenance of reserves. Therefore, an insur-
ance program can be actuarially sound whether the
future obligations are funded or not, just as long as
there is sufficient income to pay for the obligations.
The partial funding of many of our social insurance
programs does not remove these from the category
of insurance.
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Public Guarantee Insurance Programs

In addition to the private insurance and social in-
surance coverages we have discussed, some in-
surance programs do not fit precisely into either
field. This third class of insurance programs consists
of government-operated, compulsory, quasi-social
insurance programs, mainly in connection with
financial institutions holding assets belonging to the
public. We have designated these “public guarantee
insurance programs.” The best known of these pro-
grams is the Federal Deposit Insurance Corporation
(FDIC), which insures depositors against loss result-
ing from failure of commercial banks.

Under these public guarantee insurance pro-
grams, government-funded agencies use the insur-
ance principle to provide protection to lenders,
depositors, or investors against loss arising from the
collapse of a financial institution holding deposits of
the public or of some other type of fiduciary. Usually,
as in the case of the FDIC, the insurance is closely
allied with the function of regulation.22

Federal Public Guarantee Insurance Programs

Public guarantee insurance programs operate at the
state and federal level. There are four major federal
public guarantee insurance programs.

The FDIC The modern prototype for this form of
insurance, the FDIC, is a public corporation created
by the federal government in 1933 to insure deposits
in banks and thereby protect depositors against
loss in case of bank failure. The FDIC currently
insures accounts of any one depositor at any one
bank up to $250,000.23 This provides protection
against loss of the depositor’s funds as a result of
failure or insolvency of the bank. Because the FDIC

22 The public guarantee insurance concept had its inception with
a law passed in New York State in 1829, under which banks were
required to pay annual assessments into a safety fund to be used
to pay the debts of any contributing bank that later became insol-
vent. By 1858, similar funds had been established in Michigan,
Ohio, Iowa, Indiana, and Vermont. All these plans were short-
lived and for various reasons had ceased operations by 1866.
Between 1907 and 1917, eight other states established bank
guarantee funds, but none of these was still in operation when
the great wave of bank failures broke in the early 1930s.
23 During the 2008 financial crisis, the FDIC created the Trans-
action Account Guarantee program, allowing banks to opt-in to
unlimited guarantees for deposits in non-interest bearing transac-
tion accounts. In 2010, the Dodd-Frank Act replaced the program
with a temporary increase in FDIC insurance to provide unlim-
ited deposit insurance for such accounts. The program expired
on December 31, 2012.

provides separate coverage for funds in different
ownership categories (e.g., single owner accounts,
joint accounts, qualified retirement accounts), an
individual may be eligible for more than $250,000 in
coverage at a single bank. The FDIC was originally
funded by an appropriation from general govern-
ment revenues. Its income is now derived from
assessments on the deposits of the banks covered.
Although the FDIC has served successfully as a guar-
antor of depositors for over half a century, another
federal instrumentality, the Federal Savings and
Loan Insurance Corporation (FSLIC), ended in 1989
in the face of massive savings and loan failures.24

The National Credit Union Administration

Another organization, the National Credit Union
Administration (NCUA) provides deposit insurance
for members of credit unions. Like the FDIC,
the NCUA affords protection up to $250,000 per
depositor. The NCUA derives its income from annual
assessments on covered deposits.

Securities Investor Protection Corporation

Comparable applications of this type of public
insurer have been made in other fields. For
example, following the failure of a large national
securities brokerage firm with consequent losses to
its clients, the federal government established an
insurer designed to protect investors dealing with
licensed security brokerage firms in case such firms
did fold. The Securities Investor Protection Corpora-
tion (SIPC), established in 1970, provides custodial
account protection for those investors who allow
their brokers to keep their securities for safety and
trading convenience. All registered brokers must
insure under the program, which protects each
investor up to $500,000, including up to $250,000
for cash. Although SIPC’s primary role is to protect
investors if the brokerage firm becomes insolvent,
SIPC will cover losses from unauthorized trading in
a customer’s securities accounts. Coverage is not
provided for market risk, which is the risk that the
market value of the securities will decline.

The Pension Benefit Guaranty Corporation

The Pension Benefit Guaranty Corporation (PBGC)
was created as a part of the far-reaching legisla-
tion known as the Employee Retirement Income

24 The FSLIC was a casualty of massive savings and loan failures
in 1987, 1988, and 1989. The FDIC became responsble for deposit
insurance for savings associations under legislation enacted by
Congress in 1988 as a part of the savings and loan “bailout.”
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Security Act of 1974 (ERISA). It provides insurance
guaranteeing employees covered by private pension
plans that they will receive their vested benefits up
to a specified maximum if the plan is terminated.
The PBGC and plan termination insurance are
discussed in greater detail in Chapter 23.

State Public Guarantee Insurance Programs

Public guarantee insurance programs exist at the
state level. For example, some states maintain state
funds similar to the FDIC to insure the deposits of
state mutual savings banks. In addition, the follow-
ing guarantee programs fit into this category.

State Insurer Insolvency Funds All states have
funds designed to protect insurance policyholders
from losses in the event their insurer becomes in-
solvent. Most of these funds operate on a post-loss
assessment basis, meaning the surviving insurers
are assessed after an insolvency to pay the losses of
the insolvent insurer. New York operates a pre-loss
assessment fund for property and liability insurers.
These funds are discussed in greater detail in
Chapter 6.

Unsatisfied Judgment Funds Five states
(Maryland, Michigan, New Jersey, New York, and
North Dakota) have established unsatisfied judg-
ment funds that provide for payment to persons
injured in automobile accidents when the negli-
gent party is unable to pay for the damages. The
financing of these funds varies among the states.
In North Dakota, the fund is financed by a uniform
levy on each registered motor vehicle. In Maryland
and New Jersey, a fee is levied on each registered
motor vehicle, but the amount is higher for unin-
sured drivers than for those who carry insurance. In
addition, Maryland levies a tax of 1/2 percent on all
auto premiums written by insurance companies in
the state.

Public Guarantee Programs as Insurance

Despite occasional debates over whether these
programs are insurance, all utilize the basic insur-
ance mechanisms of pooling and transfer of risk.
Those who argue that the term insurance is mis-
applied to these plans point out that there is some
question as to whether the individual programs
meet the desirable elements of an insurable risk
as discussed in Chapter 2. For example, in some
instances, it is doubtful whether the risks are fortu-
itous. Furthermore, an element of catastrophe arises
out of the dynamic nature of the credit exposure.
Nevertheless, the programs all exhibit the basic char-
acteristics of insurance, including the transfer of risk
from the individual to a group and the sharing on
some equitable basis of losses that do occur.

Similarities in the Various Fields of Insurance

As we have seen in this chapter, the term insurance
encompasses a wide variety of approaches used by
society for sharing risks. While attempting to dis-
tinguish among the various classes of insurance,
we have focused on the differences. In closing, we
should note some of the similarities, lest the empha-
sis on differences obscure the common elements.

Although the actual details of operation may vary,
all the programs examined in this chapter use some
form of pooling of the exposure units exposed to
risk. In every instance the possibility of loss is trans-
ferred from the individual to the group, where losses
are shared on some prescribed basis. Each program
calls for specific contributions made by the partic-
ipants and is designed to meet the costs of the sys-
tem. The basic concepts of pooling and sharing of
losses and the individual’s substitution of a small
certain cost for a large uncertain loss are fundamen-
tal to all the programs.

IMPORTANT CONCEPTS TO REMEMBER

insurance defined from the
viewpoint of the individual

randomness
insurance defined from the

viewpoint of society
economic feasibility
a priori probabilities
statistical probabilities
a posteriori probabilities
law of large numbers
dispersion
adverse selection

standard deviation
relative frequency interpretation
subjective interpretation
sample
variance
elements of an insurable risk
self-insurance
private insurance
social insurance
public benefit guarantee

program
ocean marine insurance

inland marine insurance
property insurance
health insurance
casualty insurance
liability insurance
surety bonds
surety
principal
obligee
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QUESTIONS FOR REVIEW

1. List and explain each of the desirable elements of an
insurable risk.

2. Explain the dual application of the law of large num-
bers as it pertains to the operation of insurance.

3. What is the effect of an increase in the number of
observations in a sampling technique on the following:

a. the underlying probability of the event
b. our estimate of the probability
c. the standard deviation

4. Identify the two fundamental functions involved in
the operation of the insurance mechanism.

5. How does insurance create certainty from the stand-
point of the insured?

6. Give examples of three uninsurable exposures and
indicate why each is uninsurable.

7. What are the costs to society of insurance and what
are the contributions that insurance makes to society that
justify these costs?

8. What are the specific conditions of a social insurance
plan that distinguish it from private or voluntary insur-
ance?

9. Briefly describe the three general categories into
which private or voluntary insurance may be divided.

10. Briefly explain the fundamental difference between
an insurance contract and a surety bond.

QUESTIONS FOR DISCUSSION

1. Many strikes in the United States bring financial suffer-
ing to employers and workers. Would you expect a com-
mercial insurer to provide insurance protection to the
workers or the employers to cover losses resulting from
these strikes? Why or why not?

2. Suppose that the members of your class enter into an
agreement under whose terms all would chip in to pay for
the damage to any automobile owned by a class member
that was damaged in a collision. Explain whether this is
insurance and whether you would be willing to partici-
pate.

3. A friend tells you about a plan for the formation of an
insurance company that will issue insurance policies to
protect a person who buys stock against a decline in the
value of that stock. Explain why you believe the scheme
will or will not work.

4. “Other things being equal, one should prefer to pur-
chase insurance from the largest insurance company pos-
sible.” On what basis does the author of this statement
probably draw this conclusion?

5. In the late 1980s, the U.S. economy witnessed
widespread failures in the savings and loan associa-
tions (S&Ls) industry. In the face of massive failures, the
resources of the Federal Savings and Loan Insurance
Corporation proved inadequate to meet losses, and a
bailout of S&L depositors was enacted by Congress. To
what extent does the failure of the FSLIC indicate anything
about the extent to which public guarantee programs
meet the desirable elements of an insurable risk?

SUGGESTIONS FOR ADDITIONAL READING

Denenberg, Herbert S. “The Legal Definition of Insurance.” Journal of Risk and Insurance, vol. 30, no. 3 (Sept. 1963).

Faulkner, E. J., ed. Man’s Quest for Security. Lincoln: University of Nebraska Press, 1966.

Kulp, C. A., and John W. Hall. Casualty Insurance, 4th ed. New York: Ronald Press, 1968. Chapter 1.

Lenz, Matthew, Jr. “Self-insurance, Semantics, and Other Hang-Ups.” CPCU Annals, vol. 28 (June 1975).

Mowbray, A. H., R. H. Blanchard, and C. Arthur Williams. Insurance, 6th ed. New York: McGraw-Hill, 1969. Chapters 5, 6.

Rejda, George E. Social Insurance and Economic Security, 6th ed. Englewood Cliffs, N.J.: PrenticeHall, 1998.

Smith, Barry D. How Insurance Works: An Introduction to Property and Liability Insurance, 2nd ed. Malvern, Pa.: Insurance
Institute of America, 1994.

WEB SITES TO EXPLORE

Gamma Iota Sigma www.gammaiotasigma.com
Insurance Information Institute www.iii.org



■

CHAPTER 4

RISK MANAGEMENT
APPLICATIONS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify two decision models from the field of decision theory that may be used in risk man-
agement decision making and explain the circumstances in which each is applicable

• Identify the three rules of risk management and explain how they relate to the management
science decision models

• Identify the common errors in buying insurance and explain how these errors can be avoided

• Select the appropriate technique for dealing with a particular risk, based on the characteristics
of the risk

• Identify the factors that should be considered in the selection of an insurance agent and an
insurance company

• Explain the advantages and disadvantages of self-insurance

• Describe the general nature of captive insurance companies

Now that we have examined the concepts of risk,
risk management, and insurance, we turn to a dis-
cussion of risk management applications and the
ways in which risk management concepts can be
applied in managing risks. We begin with a dis-
cussion of the considerations in selecting the tech-
nique that will be used to address the various risks
facing the individual or organization. Next, we will
discuss the ways in which these considerations in-
fluence insurance-buying decisions. Finally, we will
examine some of the alternatives to commercial
insurance.

RISK MANAGEMENT DECISIONS

Once the risks have been identified and evaluated,
the next step is consideration of the techniques that
should be used to deal with each risk. This phase of
the risk management process is primarily a problem
in decision making; more precisely, it is deciding
which of the techniques available should be used
in dealing with each risk. Numerous strategies have
been suggested for this phase of the risk manage-
ment process. Some have proven to be more pro-
ductive than others.

54
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Utility Theory and

Risk Management Decisions

Some theorists have suggested that utility theory
be used as an approach to risk management de-
cisions, especially regarding retention and transfer.1

They would use the expected value concept to com-
pare an individual’s preferences (utility) for differ-
ent states of uncertainty (e.g., “Which would you
prefer, a 10% chance of losing $1000 or a 1% chance
of losing $10,000?”). Once the individual’s prefer-
ence for different states of uncertainty (his or her
“utility function”) has been derived, it is used in a
calculation that multiplies utility units by the proba-
bility that each level of loss might occur. This calcu-
lation is made for each decision being considered,
and the decision that produces the lowest expected
loss of utility is selected.

We will not discuss the process by which the util-
ity function is derived, primarily because we do not
believe it is a useful tool for risk management deci-
sions. The theory of marginal utility was constructed
by economists in an attempt to explain why people
make the consumer choices they do. It does not
and is not intended to provide guidance on the de-
cisions people should make.2 Using a utility function
(real or hypothetical) as the basis for risk-related de-
cisions could conceivably lead to more consistent
decisions, but there is no reason to believe that those
decisions would be good. They might be consistent,
but consistently bad, decisions.

Decision Theory and

Risk Management Decisions

The most appropriate approaches to risk manage-
ment decisions are drawn from decision theory
and operations research. The types of problems

1 For example, see Mark R. Greene and Oscar N. Serbein, Risk
Management: Text and Cases (Reston, Virginia: Reston Publishing
Company, 1983), p. 52.
2 The seminal article on utility and choices involving risk was writ-
ten to provide a theoretical explanation for the apparent inconsis-
tencies in human behavior with respect to risk. Some people will
purchase insurance, indicating a distaste for uncertainty, while
other people gamble, indicating that they prefer risk to certainty.
To explain this anomaly, Friedman and Savage hypothesized that
people who buy insurance have a different utility curve from that
of gamblers. See Milton Friedman and L. J. Savage, “Utility Anal-
ysis of Choices Involving Risk,” Journal of Political Economy, LVI
(August 1948), pp. 279–304.

addressed by the decision theory approach to deci-
sion making are those for which there is not an
obvious solution, a situation that characterizes
many risk management decisions. The decision
theory approach aims at identifying the best deci-
sion or solution to the problem.

Cost-Benefit Analysis In theory, each of the tech-
niques of risk management should be used when
it is the most effective technique for dealing with a
particular risk. Further, each technique should be
used up to the point at which each dollar spent on
the measure will produce a dollar in savings through
reduction in losses. This is simply cost-benefit anal-
ysis, which attempts to measure the benefit of any
course of action against its costs.

Applying marginal benefit-marginal cost analysis
to the risk management problem is complicated
by several factors. The first is that while costs are
measurable, benefits may not be measurable. When
there is uncertainty about what the benefits will be,
the decision requires that one estimate the expected
value of the benefits, computed from the potential
payoffs and the probabilities of various outcomes.

Expected Value Decision theory literature sug-
gests three classes of decision-making situations,
based on the knowledge the decision maker has
about the possible outcomes or results (called
states of nature). The first is decision making under
certainty, which defines the situation in which the
outcomes that result from each choice are known
(and therefore when benefit-cost analysis is appro-
priate). The second is decision making under risk, in
which the outcomes are uncertain but probability
estimates are available for the various outcomes.
Finally, decision making under uncertainty means
that the probability of occurrence of each outcome
is unknown.

In decision making under risk, for which the prob-
ability of different outcomes can be predicted with
reasonable precision, expected values can be com-
puted to determine the most favorable outcome. For
example, a blackjack player with a count of 16 who
“stands” against the dealer’s 10 will lose 78.8 per-
cent of the time and win 21.2 percent of the time,
for an expected value of −0.576. If the player “hits”
the 16 against the dealer’s 10, he or she will lose
77.9 percent of the time and will win 22.1 percent of
the time, for an expected value of −0.557. Thus, the
expected value is higher if the player hits 16 against
the dealer’s 10 than if he or she stands.
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In some situations, the expected value criterion
that is used in decision making under risk can
be used as a strategy for risk management deci-
sions, such as the choice between retention and
the purchase of insurance. A decision or choice is
described in terms of a payoff matrix, a rectangular
array whose rows represent alternative courses of
action and whose columns represent the outcomes
or states of nature. The expected value for a par-
ticular decision is the sum of the weighted payoffs
for that decision. The weight for each payoff is the
probability that the payoff occurs multiplied by the
value.

For the purpose of illustration, assume a loss
exposure of $100,000, for which the probability is
estimated to be .01. Assume further that insurance
against loss from this exposure will cost $1500 annu-
ally. The expected value for the two possible choices
(insure and retain), given the two possible states of
nature (No Loss and Loss Occurs), would be com-
puted as follows:

State 1 No Loss State 2 Loss Occurs Expected Value

Insure −$1500 × .99 −$1500 × .01 −$1500
Retain $0 × .99 −$100,000 × .01 −$1000

According to the expected value criterion, the de-
cision to retain is the more attractive. The expected
value of the decision Insure is −$1500: (−$1500
× .01 + −$1500 × .99). For the decision Retain, the
expected value is −$1000. If the decision is made
on the basis of expected value, retention will be
selected as the appropriate decision since −$1000
is less than −$1500. Parenthetically speaking, given
an accurate estimate of probabilities, the expected
value criterion will always suggest retention over
transfer through insurance. This is because the
premium for insurance includes the expected value
of the loss and includes the cost of operating the
insurance mechanism. Assuming that the insurer
has an accurate estimate of probability, the cost
of insurance is always greater than the expected
value of a loss.

There are two problems with the expected value
model for risk management decisions. The first
is that the expected value model requires that
the decision maker have accurate information on
the probabilities, which is unavailable as often as
desired. Second, and more important, even when
accurate probability estimates are available, actual
experience will deviate from the expected value.

Although the long-run expected value of the
retention strategy is −$1000, a loss of $100,000
could occur. If a $100,000 loss is unacceptable
to management, the long-run expected value is
irrelevant. There is little consolation following
the bankruptcy that results from the uninsured
$100,000 loss in that the retention strategy would
have been the cost-effective strategy in the long run
if the firm had survived.

Pascal’s Wager The defects in the expected value
strategy suggested the need for a different strategy
in some situations. Blaise Pascal, a seventeenth-
century mathematician considered the situation in
which the probability of an outcome is unknown
and in which there is a significant difference in
the possible outcomes. The question about which
Pascal was concerned was the existence of God. For
our purposes, the importance of Pascal’s analysis
of this question is not the question itself but the
logic of the analysis and its implications for risk
management. The analysis led Pascal to what one
author has cited as the beginning of the theory of
decision making.3

According to Pascal, there is no way to estimate
the probability or likelihood that God exists. One be-
lieves in God or one does not. The decision, there-
fore, is not whether to believe in God but rather
whether to act as if God exists or does not exist.
The choice, in Pascal’s view, is, in effect, a bet on
whether or not God exists. According to Pascal’s
wager, if one bets that God exists, he or she will lead
a good life. A person who chooses to lead an evil
life is wagering that God does not exist. If God does
not exist, whether you lead a good life or a bad one
is immaterial. But suppose, says Pascal, that God
does exist. If you bet against the existence of God
(by refusing to lead a good life), you run the risk of
eternal damnation, while the winner of the bet that
God exists has the possibility of salvation. Because
salvation is preferable to damnation, for Pascal the
correct decision is to act as if God exists.

Pascal’s wager introduces two significant princi-
ples for decision making. The first is that some situa-
tions exist in which the consequence (magnitude of
the potential loss) rather than the probability should
be the first consideration. Put somewhat differently,

3 Ian Hacking, The Emergency of Probability: A Philosophical Study
of Early Ideas about Probability, Induction, and Statistical Inher-
ence (London: Cambridge University Press, 1975), p. 62.
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there are some situations in which one of the out-
comes is so undesirable that its possibility is unac-
ceptable. The second is that even when dependable
estimates of the probability are unavailable, deci-
sions made under conditions of uncertainty can be
made on a rational basis.4

Minimax Regret Strategy In modern decision
theory, the equivalent of Pascal’s strategy is known
as minimax (standing for minimize the maximum)
regret. In the minimax regret strategy, the decision
maker attempts to minimize the maximum loss or
maximum regret. For problems such as those in the
area of risk management, in which payoffs such as
costs are to be minimized, the maximum cost of
each decision for each of the possible outcomes
is listed, and the minimum of the maximums is
selected as the appropriate choice, which gives
rise to the term minimax. Returning to the $100,000
building with the $1500 insurance premium, an
uninsured $100,000 loss represents the greater
maximum loss and the choice Insure will minimize
the maximum cost.

State 1 No Loss State 2 Loss Occurs Maximum Loss

Insure −$1500 −$1500 −$1500
Retain $0 −$100,000 −$100,000

In risk management, the premise on which the min-
imax cost or minimax regret strategies are based
is Pascal’s contention that when the probability of
loss cannot be determined, one should choose the
option in which the potential for regret is the low-
est. The minimax cost or minimax regret strategies
are appropriate when the maximum cost associated
with one of the possible states of nature is unaccept-
able to management. This would be the case, for
example, when the potential loss that might arise is
beyond the firm’s ability to bear.

Whereas the expected value strategy will always
suggest retention as the preferred approach, a min-
imax strategy will always suggest transfer.

The Rules of Risk Management

The expected value strategy and the minimax strat-
egy have application in risk management decisions.

4 This discussion of Pascal’s wager is based on a discussion in
Peter L. Bernstein, Against the Gods—The Remarkable Story of
Risk (New York: John Wiley & Sons, Inc., 1998), pp. 69–71.

Because the decisions recommended by these
strategies are diametrically opposed, the obvious
key is to determine the situations in which each
strategy should be applied. This question was ad-
dressed in the first textbook on the subject of risk
management. One of the earliest contributions to
the risk management field was the development
of a set of “rules of risk management.”5 These
rules are commonsense principles applied to risk
situations:

1. Don’t risk more than you can afford to lose.

2. Consider the odds.

3. Don’t risk a lot for a little.

Simple as they appear, these three rules provide
a basic framework within which risk management
decisions can be made. Unfortunately, they are
sometimes misunderstood and are often neglected.

Don’t Risk More Than You Can Afford to Lose

The first of the three rules, “Don’t risk more than you
can afford to lose,” is the most important. Although
it does not necessarily tell us what should be done
about a given risk, it does identify the risks about
which something must be done. If we begin with
the recognition that when nothing is done about a
particular risk, that risk is retained, identifying the
risks about which something must be done resolves
into determining which risks cannot be retained.
The answer is explicitly stated in the first rule.

The most important consideration in determining
which risks require some specific action is the max-
imum potential loss that might result from the risk. If
the maximum potential loss from a given exposure
is so large that it would result in an unbearable loss,
retention is unrealistic. The possible severity must
be reduced to a manageable level or the risk must
be transferred. If severity cannot be reduced and
the risk cannot be transferred, it must be avoided.
In decision theory terms, “Don’t risk more than you
can afford to lose” identifies the decisions for which
the minimax cost or minimax regret strategy is
appropriate.

Consider the Odds If an individual can determine
the probability that a loss may occur, he or she is in

5 These rules appeared in the first edition of Robert I. Mehr
and Bob A. Hedges, Risk Management in the Business Enterprise
(Homewood, Ill.: Richard D. Irwin, 1963), pp. 16–26.
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a better position to deal with the risk than would
be the case without such information. However, it is
possible to attach undue significance to such prob-
abilities since the probability that a loss may or may
not occur is less important than the possible sever-
ity if it does occur. Even when the probability of
loss is low, the primary consideration is the potential
severity.

This is not to say that the probability associated
with a given exposure is not a consideration in
determining what to do about that risk. Just as the
potential severity indicates the risk about which
something must be done (i.e., the risks that can-
not be retained), knowing whether the probability
that a loss will occur is slight, moderate, or high can
assist the risk manager in deciding what should be
done about a given risk although not in the way that
most people think.

A high probability is an indication that insurance
is probably an uneconomical way of dealing with
the risk. This is because insurance operates on the
basis of averages. Based on past experience, the
insurer estimates the amount that it must collect
in premiums to cover the losses that will occur. In
addition to covering the losses, the amount must
cover the insurer’s other expenses. Therefore, as
paradoxical as it may seem, the best buys in in-
surance involve those losses that are least likely to
happen. The higher the probability of loss, the less
suitable is insurance as a device for dealing with the
exposure.

The best buys in insurance are those in which the
probability is low and the possible severity is high.
The worst buys are those in which the size of the
potential loss is low and the probability of loss is
high. The most effective way to deal with those
exposures in which the probability of loss is high is
through loss prevention measures aimed at reduc-
ing the probability of loss.

The second rule of risk management, “Consider
the odds,” suggests that the likelihood or probability
of loss may be an important factor in deciding what
to do about a particular risk. But which risks? Log-
ically, consideration of the odds is limited to those
situations in which the first rule, “Don’t risk more
than you can afford to lose,” does not apply. For
decisions in which one of the possible states of
nature is ruin, the minimax cost or minimax regret
strategies are appropriate.

Having limited our application of probability to
situations in which ruin is not one of the possible

outcomes or states of nature, even in this limited
set of decisions, situations in which probability
theory is useful abound. Among the more fertile
fields for analysis are the selection of deductibles,
and the decision to insure or retain moderate
losses.

Don’t Risk a Lot for a Little Although the first
rule provides guidance for those risks that should
be transferred (those involving catastrophic losses
in which the potential severity cannot be reduced),
and the second rule provides guidance for those
that should not be insured (those in which the prob-
ability of loss is very high), a residual class of risks
remains for which another rule is needed.

The third rule dictates there should be a reason-
able relationship between the cost of transferring
risk and the value that accrues to the transferor. The
rule provides guidance in two directions. First, risks
should not be retained when the possible loss is
large (a lot) relative to the premiums saved through
retention (a little). On the other hand, instances
occur in which the premium that is required to
insure a risk is disproportionately high relative to
the risk transferred. In these cases, the premiums
represent “a lot” while the possible loss is “a little.”

Although the rule “Don’t risk more than you can
afford to lose” imposes a maximum level on the
risks that should be retained, the rule “Don’t risk
a lot for a little” suggests that some risks below this
maximum retention level should also be transferred.
The maximum retention level should be the same
for all risks, yet the actual retention level for some
exposures may be less than this maximum.

Risk Characteristics as

Determinants of the Tool

From the foregoing discussion, it is clear that there
are some risks that should be transferred and some
that should be retained. It is also clear that both
transfer and retention are unsatisfactory in other
cases, and that avoidance or reduction is necessary.
What determines when a given approach should be
used? It is the characteristic of the risk that deter-
mines which of the four tools of risk management
is most appropriate in a given situation. Under what
circumstances is each of the tools appropriate?

Based on the previous discussion, it is possible
at this point to summarize a few general guidelines
with respect to the relationship of the various tools
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and particular risks. The following matrix catego-
rizes risks into four classes, based on the combi-
nation of frequency (probability) and severity of
each risk. Although real-world risks are not divided
so conveniently, most exposures can be classified
according to their frequency and potential severity.

High Low

Frequency Frequency

High

Severity

Low

Severity

When the possible severity of loss is high, reten-
tion is unrealistic, and some other technique is nec-
essary. However, we have also noted that when the
probability of loss is high, insurance becomes too
costly. Through a process of elimination, we con-
clude that the appropriate tools for dealing with risks
characterized by high severity and high frequency
are avoidance and reduction. Reduction may be
used when it is possible to reduce the severity or
the frequency to a manageable level. Otherwise, the
risk should be avoided.

Risks characterized by high severity and low fre-
quency are best dealt with through insurance. The
high severity implies a catastrophic impact if the loss
should occur, and the low probability implies a low
expected value and a low cost of transfer.

Risks characterized by low severity and high fre-
quency are most appropriately dealt with through
retention and reduction: retention because the high
frequency implies that transfer will be costly, and re-
duction to decrease the aggregate amount of losses
that must be borne.

Finally, those risks characterized by low severity
and low frequency are best handled through reten-
tion. They seldom occur, and when they do happen,
the financial impact is inconsequential.

Although not all risks will fit precisely into the
categories in the chart, most exposures can be clas-
sified according to their frequency and potential
severity. In those instances in which the probabil-
ity or severity is not “high” or “low,” the principles
may be modified by judgment.

The Special Case of Risk Reduction

From a theoretical perspective, decisions regard-
ing the application of risk management techniques

should be made on the basis of a marginal benefit-
marginal cost rule. This means that from the view-
point of minimizing costs, each of the techniques for
dealing with risk should be utilized when that partic-
ular technique represents the lowest cost approach
to the particular risk in question. Also, a given tech-
nique should be used only up to that point at which
the last dollar spent achieves a dollar reduction in
the cost of losses or risk and no further. However,
this basic principle must sometimes be modified
in the case of loss prevention and control meth-
ods. Humanitarian considerations and legal require-
ments sometimes dictate that loss prevention and
control measures go beyond the optimal marginal
cost-marginal benefit point. For example, the fed-
eral Occupational Safety and Health Act (OSHA)
requires employers to incur expenses for job safety
loss prevention and control measures that might not
be justified on a pure cost-benefit basis.6

BUYING INSURANCE

Although insurance is only one of the techniques
available for dealing with the pure risks that the in-
dividual or the firm faces, many of the risk manage-
ment decisions boil down to a choice between in-
surance and noninsurance. Although the basic prin-
ciples of risk management have been discussed, it
may be useful to examine the application of a few
of these principles to the area of insurance buying.

Common Errors in Buying Insurance

In general, the mistakes that most people make
when buying insurance fall into two categories:

6 Decisions with respect to loss prevention in connection with
employee injuries have been greatly affected by the OSHA. The
Williams-Steiger Act of 1970, better known as the Occupational
Safety and Health Act, established a new agency within the
U.S. Department of Labor, the Occupational Safety and Health
Administration, which is empowered to set and enforce health
and safety standards for almost all private employers in the
nation. There are mandatory penalties under the law, ranging
up to $7,000 for each violation. In addition, an employer who
willfully or repeatedly breaks the law is subject to penalties rang-
ing from $5,000 to $70,000 for each violation. Penalties may be
assessed for every day that an employer fails to correct a violation
during a period set in a citation from OSHA. Any willful violation
of standards resulting in an employee’s death, upon conviction,
is punishable by a fine of up to six months’ imprisonment or
$10,000. The penalty for assaulting, interfering with, or resisting
an OSHA inspector in the performance of his or her duties is
imprisonment for up to three years and a fine of up to $5,000.
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buying too little and buying too much. The first,
which is potentially the more costly, consists of
the failure to purchase essential coverages that can
leave the individual vulnerable to unbearable finan-
cial loss. Unless the insurance program is designed
to protect against the catastrophes to which the indi-
vidual is exposed, an entire life’s work can be lost in
a single uninsured loss. On the other hand, it is possi-
ble to purchase too much insurance, buying protec-
tion against losses that could more economically be
retained. The difficulty in buying the right amount
of insurance is compounded by the possibility of
making both mistakes at the same time. In fact,
although most people spend enough to provide an
adequate insurance program, too often they ignore
critical risks, leaving gaping holes in the overall
pattern of protection while insuring unimportant
risks, using valuable premium dollars that would
more effectively be spent elsewhere.

Some insurance buyers turn the entire decision-
making process over to an outside party such as an
insurance agent or broker. In a sense, they delegate
the responsibility for policy decisions and adminis-
tration to this outside party. Although such a course
of action may relieve the insurance buyer of the
decision burden, it may not result in an optimal pro-
gram. When the choices involved in the purchase
of insurance are delegated to an outside party, there
is often a tendency to insure exposures that might
better be retained. An insurance agent does not
enjoy being in a defensive position when a loss takes
place and, when charged with the overall respon-
sibility for the insurance decisions, may decide to
protect himself or herself as well as the client by
opting for more, rather than less, insurance. While
a competent agent or broker is a valuable source
of advice, the basic rules governing the decisions
should be made by the person or persons most
directly involved since these decisions are likely
to have large financial impact over the long run in
either premiums paid or losses sustained if hazards
are not insured.

Need for a Plan

The basic problem facing any insurance buyer
is that of using the available premium dollars to
the best possible advantage. To obtain maximum
benefit from the dollars spent, some sort of plan
is needed. Otherwise, there is a tendency to view
the purchase of insurance as a series of individual,

isolated decisions, rather than a single problem, and
there are no guidelines to provide for a logical con-
sistency in dealing with the various risks faced.

A Priority Ranking for Insurance Expenditures

Such a plan can be formulated to set priorities for
the allocation of premium dollars on the basis of
the previously discussed classification of risks into
critical, important, and unimportant, with insurance
coverages designed to protect against these risks
classified as essential, desirable, and optional.

• Essential insurance coverages include those de-
signed to protect against loss exposures that could
result in bankruptcy. Insurance coverage required
by law is also essential.

• Important insurance coverages include those that
protect against loss exposures that would force the
insured to borrow or resort to credit.

• Optional insurance coverages include those that
protect against losses that could be met out of
existing assets or current income.

Large-Loss Principle: Essential Coverages First

The primary emphasis on essential coverages
follows the first rule of risk management and the
axiom that the probability a loss may or may not
occur is less important than its possible size. Since
the individual must of necessity assume some risks
and transfer others, it seems only rational to begin
by transferring those that he or she could not afford
to bear. One frequently hears the complaint, “The
trouble with insurance is that those who need it
most can least afford it.” There is considerable truth
in this statement. The need for insurance is dictated
by the inability to withstand the loss in question
if the insurance is not purchased, so although it is
true that those who need insurance are those who
can least afford it, it is also true they are the ones
who can least afford to be without it. In determining
whether or not to purchase insurance in a particular
situation, the important question is not, Can I afford
it? but rather, Can I afford to be without it?

When the available dollars cannot provide all the
essential and important coverages you want to carry,
the question becomes where to cut. One approach
is to assume a part of the loss in connection with
these coverages. You can do this by adding higher
deductibles to these coverages, thereby freeing
dollars for others that you desire. In many lines of
insurance, full coverage is uneconomical because
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of the high cost of protecting against small losses. If
you exclude coverage for these losses through de-
ductibles, the premium credits granted may permit
you to purchase others that are desirable.

Insurance as a Last Resort: Optional Coverages

As we have seen, insurance always costs more than
the expected value of the loss. This is because in
addition to the expected value of the loss (the
pure premium), the cost of operating the insurance
mechanism must also be borne by the policy-
holders. For this reason, insurance should be con-
sidered a last resort, to be used only when absolutely
necessary.

It is in connection with this latter aspect of insur-
ance that many people fail to appreciate the appro-
priate function of the mechanism. The insurance
principle should not be utilized to indemnify for
small, relatively certain losses. These can more de-
sirably be carried as a part of the cost of production
in a business or as one small cost to an individual of
maintaining self and family. Why should one want
to collect from an insurance company for the two
or three shingles blown off the roof during a wind-
storm? Why should any individual with any degree
of affluence want a $100 deductible on an auto-
mobile? In many instances, these small, relatively
certain losses can be eliminated from the insurance
operation by specifically excluding them or by using
a deductible. Insurance companies, in providing
indemnity for such small losses in their contracts,
are as guilty of the misuse of the insurance princi-
ple as are the insureds who buy them.

There is nothing intrinsically wrong with optional
coverages. They are just a poor way to spend the
limited number of dollars that are available for the
purchase of insurance. If the individual’s psycholog-
ical makeup is such that he or she desires protection
against even the smallest type of loss, optional cov-
erages are probably all right. The real problem with
such coverages is that the individual who insures
against small losses often does so at the expense
of exposures that involve financially catastrophic
losses. Although an individual or business firm
might desire some optional coverages, they should
be purchased only after all the important ones have
been purchased. Of course, all essential coverages
should be bought before premiums are spent on
the less critical important coverages. In this way, the
premium dollars will be spent where they are most
effective: protecting first against those losses that

could result in bankruptcy; next against those that
would require resort to credit; and finally, when all
other exposures have been covered, against those
losses that could be met out of existing assets or
current income.

Advantages of Deductibles It makes good sense
to use the deductible in insurance contracts,
whether bought by an individual or a business. The
premium reduction normally more than compen-
sates for the risk that is retained. Take the case of
automobile collision insurance. The cost difference
between a $200 deductible and a $500 deductible
coverage may be substantial. The difference will
depend on the rates applicable in the area and
the age and value of the car. As an example, in a
midwestern city, one insurer quoted a premium on
collision coverage with a $200 deductible for a
medium-priced, late-model car, written for a 23-year-
old unmarried male operator, at $806 per year. The
cost with a $500 deductible was $630 per year, a
difference of $176. Thus, the individual is paying
$176 for $300 in coverage. If the young man who
purchases $200 deductible coverage owned a car
worth $300, and was offered collision coverage on
it for $176—even without a deductible—he would
reason that the premium was too high and that the
car was not worth insuring. Why is it not also too
high to pay $176 for $300 in coverage on a car that
is worth more?

Other Considerations in the Choice

Between Insurance and Retention

The choice between the risk-financing alternatives
—retention and transfer—is sometimes dictated
by the first rule of risk management. When a risk
exceeds the organization’s risk-bearing capacity,
it must be reduced or transferred. In other cases,
however, where the organization could afford the
loss, there may still be advantages in transfer. It may
be desirable, for example, to obtain the services of
an insurance company for the investigation and set-
tlement of liability losses or the inspection services
that are offered in connection with boiler and
machinery insurance. In addition, there are some
instances in which risk transfer will produce econo-
mies even though the cost of insurance exceeds
expected value. Two considerations in particular
may affect the transfer-retention decision: the cost
of financing risk and the tax treatment of insurance
premiums and retained losses.
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The Cost of Financing Risk The choice between
transfer and retention and the way in which reten-
tion and transfer should be combined should rec-
ognize the distinction between the cost of financ-
ing losses and that of financing risk. A review of
terminology may be helpful. A loss is a decline in or
disappearance of value due to a contingency. Not
all losses involve risk, which is the possibility of a
deviation from what is expected or hoped for.

Consider a firm that owns buildings worth
$1,000,000. Insurance on the buildings will cost
$30,000. Assuming a loss ratio of about 65 or 66 per-
cent, the expected loss (i.e., the average loss per in-
sured) is roughly $20,000. In fact, let us also assume
that the manufacturer’s past losses have been about
average, or $20,000 a year. If expected losses are
$20,000 a year but could be as much as $1,000,000,
the risk is $980,000 ($1,000,000 minus $20,000). The
$20,000 represents a predictable loss, while the re-
maining $980,000 represents “risk,” which like the
cost of losses, can be transferred or retained.

If the firm decides to retain the entire risk of loss, it
will presumably continue to incur $20,000 in losses
annually. In addition, to protect against the possibil-
ity of a total $1,000,000 loss, it must maintain a liquid
reserve of $980,000. The cost of the retention pro-
gram will be the $20,000 in annual losses that must
be paid plus the opportunity cost on the $980,000
reserve. This opportunity cost is measured as the
difference between the return that will be earned
on the reserve (which must be kept in a semiliquid
form), and the return that could be realized if the
$980,000 were applied to the firm’s operations. If the
average return on funds applied to operations is, say,
15 percent and the interest that can be earned on the
invested reserve is 6 percent, the opportunity cost
is $88,200 ([15% minus 6%] × $980,000). Thus, the
cost of insuring is $30,000, while the cost of reten-
tion is $108,200 ($20,000 in losses plus the $88,200
opportunity cost).7 A more complete analysis would
consider the effect of taxes on both costs. Assuming
a combined state and federal marginal tax rate of
50 percent, the cost of insurance would be $15,000,
and the cost of retention would be $54,100.

7 If the firm decides that it will not maintain a reserve but will
borrow the required $980,000 if a total loss occurs, the net effect
is the same since it will need to maintain $980,000 of its line of
credit free for use in the event of a loss. The opportunity cost is
the same in either case.

Tax Considerations in Risk Financing Decisions

One element that should be considered in the
choice of the approach to risk financing for a par-
ticular risk is the impact that taxes may have on
insurance costs and losses. In the case of a busi-
ness firm, for instance, property and liability insur-
ance premiums are a deductible business expense
as are uninsured losses. However, contributions to
a funded retention program are not deductible. The
inability to deduct contributions to a reserve fund
does not eliminate the tax deductibility of self-
insured losses; it merely forces companies to wait
until they incur a loss before taking the deduction.
The decision to purchase insurance may be influ-
enced by uninsured losses being deductible in the
year in which they occur only to the extent of profit
during that year and that the tax deduction result-
ing from the uninsured loss may be reduced by low
profits in the year in which it occurs.8

Selecting the Agent and the Company

Although the selection of an insurance company
is an important aspect of the insurance-buying pro-
cess, in most cases the individual is probably well
advised to focus primary attention on selecting the
agent rather than the company. When an insurance
policy is purchased, a part of the premium goes to
the insurance company to pay for the protection.
A second part is compensation to the agent for the
service he or she provides to the insured. The most
important part of this service consists of the advice
the agent gives. Careful selection of the adviser is
a fundamental part of insurance buying. From the
point of view of the insured, the primary qualifica-
tions for a good agent are knowledge of the insur-
ance field and an interest in the needs of the client.
One indicator of a knowledgeable and professional
agent is a professional designation. The Chartered
Property and Casualty Underwriter (CPCU) and the
Chartered Life Underwriter (CLU) designations indi-
cate that the agent is sufficiently motivated to work
in a formal educational program for professional
development. However, many competent and

8 Unlike for the business firm, insurance premiums are not a tax-
deductible expenditure for the individual. In addition, casualty
losses sustained by an individual are deductible only to the extent
that each loss exceeds $100 and the aggregate for all excess losses
exceeds 10 percent of the individual’s adjusted gross income.
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knowledgeable agents do not have these desig-
nations.

The insured may receive assistance from the agent
in selecting an insurer if the agent represents several
companies. However, in the case of many life insur-
ance agents and certain property and liability agents
who represent only one company, the selection of
the agent will automatically include the selection
of the company. In choosing a company, the major
consideration should be its financial stability. In ad-
dition, certain aspects of the company’s operation,
such as its attitude toward claims and cancellation
of policyholders’ protection, are important. Finally,
cost is a consideration.

Financial Stability Financial stability is the single
most important factor to consider when selecting an
insurer. An insurance policy has little value if the in-
surer does not have the financial resource to pay the
claim. Analysis of an insurance company’s strength
follows the same principles used in the financial
analysis of any corporation. However, industry
accounting practices are sufficiently specialized
that it is advisable for a layperson to consult an evalu-
ation service rather than attempt the analysis alone.
Data on the financial stability of insurance com-
panies are available from several sources that spe-
cialize in providing information on the companies’
financial strength, the efficiency of their operations,
and the caliber of management.

For many years, the principal rating agency for
both property and liability insurers and life insur-
ers was the A.M. Best Company (A. M. Best). Today,
an insurer may also be rated by Standard and
Poor’s Corporation, Moody’s Investor Services, Inc.
(Moody’s), Fitch, Inc. (formerly Duff and Phelps),
and Weiss Ratings. Each of the ratings services uses
a different classification system, and the categories
have different designations. All rating services, how-
ever, distinguish between insurers whose financial
condition is deemed adequate and those insurers
that are classified as vulnerable or weak. The ratings
and the description assigned by the rating agency
to the various classes are summarized in Table 4.1.9

A.M. Best has been rating insurers since 1900 and
rates the vast majority of insurers. In addition, it as-
signs a “not rated” classification to those insurers

9 Most insurers advertise their ratings on their Web sites or market-
ing materials. Ratings are also available from the ratings agencies.

that are not rated. The primary information source
for these ratings is the annual and quarterly finan-
cial statements filed by insurers with their regulators.
This is supplemented by other publicly available
documents (such as SEC filings), company re-
sponses on A.M. Best questionnaires, and annual
business plans. In addition, A.M. Best engages in
an interactive exchange of information with the in-
surer’s management. All quantitative and qualita-
tive information is used to evaluate the company’s
balance sheet strength, operating performance, and
business profile. Based on that evaluation, A.M.
Best assigns a Financial Strength Rating from A++
to F.

The rating processes for Standard and Poor’s,
Moody’s, and Fitch involve analysis of quantitative
and qualitative information, with extensive inter-
action with the insurer’s management. The Stan-
dard and Poor’s process, for example, examines the
insurer’s competitive position, quality of manage-
ment, corporate strategy, operating performance,
investments, capital adequacy, liquidity, financial
flexibility, and enterprise risk management. Each
rating agency maintains its own capital adequacy
model, which assesses the minimum amount of
capital an insurer should have for various rating
categories.

Weiss ratings are based primarily on publicly avail-
able information, primarily the insurer’s financial
statements, but involve limited or no interaction
with company management. Thus, these ratings do
not reflect dialogue with insurer management or
the availability of nonpublic information. For those
companies that choose not to engage in the interac-
tive ratings process, Standard and Poor’s and A.M.
Best may assign ratings based solely on public in-
formation. The A.M. Best rating is called a Public
Data Rating and follows the same scale as the
Financial Strength Ratings, but has “pd” at the end
of the rating. Standard and Poor’s provides a Qual-
ified Solvency Rating based on public information
only, denoted by a “pi” after the rating.

When properly used, the ratings assigned by A.M.
Best and the other rating services can be effective
tools for avoiding delinquent insurance companies.
In utilizing the ratings for both property and liabil-
ity insurers and life insurers, the ratings should be
checked for a period of years. If there has been a
downward trend in the rating, further investigation
into the cause of the change is warranted. For many
years, the suggested standard was an A+ rating from
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A.M. Best for a period of at least six years.10

A noted authority recommends that one should
select a life insurance company that has high rat-
ings from at least two of the four rating firms other
than A.M. Best.11 That seems like a reasonable stan-
dard for property and liability insurers as well.

When comparing the ratings assigned by differ-
ent rating services, one should review the descrip-
tion of the rating assigned by each service. Although
all the agencies divide insurers into approximately
the same number of ratings categories, the finan-
cial strength assigned to the categories varies, and
a ranking in the top six categories by one service
may represent a different evaluation from a ranking
in the top six categories of another service. Table 4.1
indicates the descriptions assigned to the categories
by the rating agencies themselves and the dividing
line used by each service in distinguishing strong
companies from weaker companies.

Treatment of Policyholders The second impor-
tant factor in selecting an insurer is how it treats
its policyholders. For example, claims should be
paid fairly and in a timely manner. While it can be
difficult to get reliable information on a company’s
performance in this area, there are some tools a
consumer may use. Talking to other customers, par-
ticularly those who have had claims, can be useful.
In addition, most state insurance departments offer
complaint information on insurers that do business
in the state. This will tell you how many complaints
have been filed against the company, what types of
complaints, and how the company compares with
others in its complaint frequency. Complaints may
be related to increases in premiums, cancellations
or nonrenewals, failure to pay claims in a timely
manner, or the amount of the claims payment.
Some states attempt to distinguish justified com-
plaints from other complaints. In other states,
the total complaints filed may be listed. Another
source of information on consumer complaints is
the Consumer Information Source website of the

10 See Herbert S. Denenberg, “Is ‘A Plus’ Really a Passing Grade?”
The Journal of Risk and Insurance, vol. 34 (September 1967).
11 Joseph M. Belth, “Financial Strength Ratings of Life-Health In-
surance Companies,” The Insurance Forum, vol. 21, nos. 3 and 4
(March/April 1994), p. 15.

National Association of Insurance Commissioners
(NAIC).12

Cost Finally, cost is a factor. Prices vary from com-
pany to company, and a little effort in comparing
prices can save the consumer money.13 However,
cost is less important than the insurer’s financial
stability and treatment of policyholders. Simply
stated, a low-premium insurance company that
is financially unstable and cannot be depended
on to pay its claims in a timely manner is a bad
value.

ALTERNATIVES TO COMMERCIAL
INSURANCE

With the growth of risk management and the in-
creased emphasis on finding the most appropri-
ate technique for dealing with risk, alternatives to
commercial insurance and to the traditional forms
of retention have developed. These include self-
insurance programs, captive insurers, risk retention
groups, risk-sharing pools, and catastrophe bonds.
The alternatives to commercial insurance have de-
veloped for a variety of reasons. In some cases, such
as self-insurance programs for employer-provided
health insurance, commercial insurance alterna-
tives are available, but businesses and other orga-
nizations have found they can achieve economies
through self-insured programs. In other cases, the
alternatives were adopted because of a perceived
failure of the commercial insurance market. Faced
with escalating insurance costs and, in some in-
stances, the inability to obtain various types of
liability insurance, some organizations opted to self-
insure or “go bare,” paying claims directly out of
their income. Other organizations banded together
to form group-owned captives or risk retention
groups. In the case of public entities, risk-sharing
pools were formed in many states. More recently,
some companies have transferred risk to the capital

12 See http://www.naic.org/cis/. The NAIC’s Consumer Informa-
tion Source provides information on the states in which an in-
surer is licensed, complaints that have been made against the
insurer, and a brief summary of the insurer’s financial profile.
13 Some state insurance departments provide premium compari-
son information. Although this can be a useful starting place, the
information does not always reflect the most current rates.
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markets via catastrophe bonds and other capital
markets instruments.14

Self-Insurance

In the preceding chapter, we noted that although
self-insurance is technically a definitional impossi-
bility, the term has found widespread acceptance
in the business world. It is widely used (and under-
stood) and there seems little sense in ignoring the
widespread use of an established and accepted
term.15 Although there are theoretical defects in
the term self-insurance, it is a convenient way
of distinguishing retention programs that utilize
insurance techniques from those that do not. Self-
insurance programs are distinguished from other
retention programs primarily in the formality of the
arrangement. In some instances, this means obtain
ing approval from a state regulatory agency to retain
risks, under specifically defined conditions. In other
cases, it means the formal trappings of an insurance
program, including funding measures based on
actuarial calculations and contractual definitions
of the exposures that are self-insured. When the self-
insurance involves third parties (as in the case of
employees covered under an employer-sponsored
health insurance program), there is a need for the
formal trappings of insurance, such as certificates
of coverage and premiums. It is in this limited sense
that the term self-insurance is used in this section.

Over the past three decades, the use of self-
insurance by businesses and other organizations in
dealing with risk has grown. In some areas, such as
employer-sponsored health benefits for employees,
it has become a major alternative to commercial
insurance. Given the growing importance of this ap-
proach to dealing with risks, it seems appropriate
that we consider some of the reasons for its growth.

Reasons for Self-Insurance Self-insurance, like
any of the other risk management techniques,

14 For example, in 1999, the owner of Tokyo Disneyland issued
catastrophe bonds (cat bonds) to cover its exposure to loss from
earthquake. More recently, in 2006, the Fédération Internationale
de Football Association (FIFA) issued a cat bond to protect itself
against a terrorism-related cancellation of the 2006 World Cup in
Germany, and Mexico issued a bond to cover earthquake losses.
Cat bonds are discussed in more detail in Chapter 8.
15 Many state laws, for example, refer to the “self-insurance” of
the workers compensation exposure, usually under conditions
that do not contemplate any of the requirements specified by
textbook writers.

should be used when it is the most effective tech-
nique for dealing with a particular risk. The question
is this: Under what circumstances is this the case?
The main reason that firms elect to self-insure cer-
tain exposures is that they believe it will be cheaper
to do so in the long run. This is particularly true
when there is no need for the financial protection
furnished by insurance. If losses are reasonably pre-
dictable, with a small likelihood of deviation from
year to year, the risk can be retained.

1. First, as explained earlier, the cost of insurance
must, over the long run, exceed average losses.
This is a mathematical truism. In addition to cov-
ering the losses that must be paid, the insurance
premium must include a surcharge to cover the
cost of operating the insurance company and its
distribution system. In addition, commercial in-
surance is subject to state premium taxes, which
represent a cost that must be paid by buyers.
Self-insurance avoids certain expenses associ-
ated with the traditional commercial insurance
market. These include, among other things, in-
surer overhead and profit, agents’ commissions,
and the premium taxes paid by insurers.

2. The organization may believe that its loss expe-
rience is better than the average experience on
which rates are made, or that the rating system
inaccurately reflects the hazards associated with
the exposure.

3. In lines of insurance in which there are long de-
lays between the time that a loss occurs and the
time it is paid, insurers hold “reserves,” which
represent liabilities for unpaid losses. Some or-
ganizations believe that the investment income
from these reserves is inadequately reflected in
rates, and they can reduce the cost of their insur-
ance by capturing these investable funds through
self-insurance.

4. Self-insurers can avoid the social load in insur-
ance rates that results from statutory mandates
that insurers cover certain exposures in which
premiums are less than the losses for those in-
sured. These underwriting losses are passed on
to other insureds in the form of higher premiums
than their hazards justify.

Disadvantages of Self-Insurance Offsetting the
perceived advantages of self-insurance are four
disadvantages.
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1. The greatest disadvantage of self-insurance is that
it can leave the organization exposed to catas-
trophic loss. This disadvantage can be eliminated
if the self-insurer purchases reinsurance for po-
tentially catastrophic losses, much in the same
way as insurers do.

2. Another disadvantage of a self-insurance pro-
gram is there may be greater yearly variation of
costs. When the yearly variation in costs from is
great, the firm may lose the tax deduction for
the losses that occur in years when there are no
profits from which to deduct the losses.

3. Self-insurance of some exposures can create
adverse employee and public relations. There
may be advantages to the organization in having
its claims handled by an insurer (as opposed to
the staff of the employer organization).

4. Loss of ancillary services. There are certain
services provided by insurers that are lost when a
company adopts a self-insurance program. Most
of these relate to loss prevention and claims
handling. These services can be purchased sep-
arately from an insurer (under an arrangement
called unbundling) or from specialty firms. The
cost of obtaining these services must be included
in the cost of the self-insurance when a compar-
ison is made with commercial insurance.

As self-insurance became more popular among
large corporations, insurers developed loss-sensitive
rating programs and retention programs to compete
with self-insurance. These include programs with
large deductibles, experience rating (in which the
insured’s own loss experience is a major factor in
the cost of the insurance), and cash flow plans, in
which the premium payment arrangement allows
the insured to retain premiums for investment until
the funds are required for payment of losses.

Captive Insurance Companies

Captive insurance companies represent a special
case of risk retention and, in some case, risk trans-
fer. A captive insurance company is an entity created
and controlled by a parent, whose main purpose is
to provide insurance to that parent. It is an insurance
company that provides insurance to its corporate
owner or owners. There has been a steady growth
in the number of captives since the 1950s, from a

few hundred or so in the late 1950s to an estimated
6,000 in 2013.

Generally speaking, there are two types of captive
organizations.

1. Pure captives

2. Association or group captives

Pure Captives A pure captive is an insurance com-
pany established by a noninsurance organization
solely for the purpose of underwriting risks of the
parent and its affiliates. Although the term captive
has sometimes been applied loosely to include
other affiliated insurers, as used here the term does
not include insurance subsidiaries whose purpose
is to write insurance for the general public.16

Historically, many captives were formed in foreign
domiciles, partly because their formation was eas-
ier in these jurisdictions. Most of these so-called off-
shore captives were chartered in Bermuda, where
the business climate is receptive to their formation.

Association Captives An association or group
captive is an insurance company established by a
group of companies to underwrite their own col-
lective risks. These organizations are sometimes
referred to as “trade association insurance compa-
nies” (TAICs) and as “risk retention groups.” The
term risk retention group was added to the termino-
logy of the captive field by the Risk Retention Acts
of 1981 and 1986. A risk retention group is a group-
owned captive organized under the provisions of
the Risk Retention Act.

Captive Domiciles Captives have traditionally
been classified as onshore or offshore. An onshore
captive is incorporated and conducts business as a
licensed insurer under one of the laws of the states.
Historically, many captives were formed in foreign
domiciles, partly because their formation was
easier in these jurisdictions. Most of these so-called
offshore captives were chartered in Bermuda or
the Cayman Islands, where the business climate
is receptive to their formation and regulatory

16 Under this definition, Caterpillar Insurance Company, a sub-
sidiary of Caterpillar, Inc., would not be considered a captive
since it was not organized for the purpose of underwriting the
exposures of its parent. Some pure captives have broadened into
writing business of others and moved from captives to ordinary
insurance subsidiaries.
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requirements are less stringent. By 2013, however,
over half of the state in the U.S. had adopted special
laws applying to captive insurers. Today, over 1,000
captives are domiciled in the U.S.17

Tax Treatment of Captives One of the original
rationales for captives was the hope that the parent
company would be permitted to deduct premiums
paid to the captive that would not be deductible as
contributions to a self-insurance reserve. With the
exception of certain group captives, the Internal
Revenue Service (IRS) rejected the strategy. From
1972 until 2001, the IRS argued that with a single-
parent captive, there is no shifting of risk and no risk
distribution (pooling of premiums). Because the
premiums paid to the captive stayed within the eco-
nomic family, the IRS held they were nondeductible
contributions to a self-insurance reserve. The IRS
frequently challenged deductions to single-parent
captives and took this position with respect to pre-
miums paid by the parent company, as well as by
other companies within the same economic family.

Also in 2002, the IRS issued a Revenue Ruling
(2002-89) that provided a safe harbor for a parent
company to deduct premiums paid its captive.18

Under the safe harbor, adequate risk shifting and
risk distribution was deemed to exist if the parent’s
premiums accounted for no more than 50 percent of
the captive’s income for the year. It should be noted
that 50 percent is merely a safe harbor, and deduc-
tion may be permitted in cases in which smaller
amounts of unrelated business are present. In fact,
a 1992 case held that as little as 29 percent unre-
lated business in the captive may create adequate

17 Colorado was the first state to enact legislation (in 1972) de-
signed to encourage the formation of captives, reducing some of
the stringent requirements normally applied to insurers in such
areas as capitalization, rating, pool participation, and surplus. By
2013. Alabama, Arizona, Arkansas, Delaware, Florida, Georgia,
Hawaii, Illinois, Kansas, Kentucky, Louisiana, Maine, Michigan,
Missouri, Montana, Nevada, New Jersey, New York, North
Carolina, Oklahoma, Oregon, Rhode Island, South Carolina,
South Dakota, Tennessee, Texas, Utah, Vermont, Virginia, West
Virginia, and the District of Columbia had passed captive laws.
Vermont has been the most successful in the U.S. Of the approx-
imately 6,000 captives at the end of 2012, 856 were domiciled in
Bermuda, 741 in the Cayman Islands, and 586 in Vermont.
18 The IRS reversal was motivated by a court ruling in the 1989
Humana case, which made a distinction between premiums paid
by the parent of a captive insurance company and those paid
by brother/.sister companies. The court found that risk trans-
fer did not occur with brother/sister companies. Humana, Inc.
v. Commissioner, 881 F.2d 247, 257 (6th Cir. 1989).

risk shifting and risk distribution to qualify for pre-
mium deduction by the parent.19

In addition to state premium taxes and “excess
and surplus lines” taxes that apply to traditional in-
surers, a federal excise tax may apply to premiums
of a captive insurer domiciled outside the United
States.20

Risk Retention Act of 1986

The federal Risk Retention Act of 1986 exempted
captives formed by groups for the purpose of sharing
liability risks from much of state regulation except in
the state in which they are domiciled. This 1986 act
expanded a 1981 act, which had applied to product
liability only. The 1986 law expanded the provisions
of the law to apply to most liability coverages except
workers’ compensation and employers’ liability.

Like its predecessor, the Risk Retention Act of
1986 authorized two mechanisms for group treat-
ment of liability risks:

1. Risk retention groups for self-funding (pooling)

2. Purchasing groups for joint purchase of
insurance

Although there had been little activity under the
1981 act, by July 2013, there were 257 operating
risk retention groups and 894 insurance-purchasing
groups.

Risk Retention Groups Risk retention groups are
essentially group-owned insurers whose primary
activity consists of assuming and spreading the
liability risks of its members. As their name implies,
risk retention groups are formed for the purpose
of retaining or pooling risk. They are insurance
companies, regularly licensed in the state of
domicile and owned by their policyholders, who
are shareholders. The members are required to
have a community of interest (i.e., similar risks),
and once organized, they can offer “member-
ships” to others with similar needs on a nation-
wide basis. Risk retention groups can be licensed
in only one state but may insure members of

19 See Harper v. Commissioner, 979 F.2d 1341 (9th Cir. 1992).
20 Internal Revenue Code Section 4371 assesses a 4 percent tax on
premiums (except life insurance) written directly with a foreign
insurer and a 1 percent tax on reinsurance premiums placed with
a foreign insurer.
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the group in any state. The jurisdiction in which
they are chartered regulates the formation and
operation of the group insurer. Once they are char-
tered in their state of domicile, risk retention groups
may then operate in any other state by filing notice
of their intent with the respective state insurance
department.

Purchasing Groups In addition to risk retention
groups, the Risk Retention Act of 1986 authorized
insurance purchasing groups. Insurance purchasing
groups are not insurers and do not retain risk. Rather,
they purchase insurance on a group basis for their
members. The coverage is purchased in the conven-
tional insurance market, and state laws that prohibit
the group purchase of property and liability insur-
ance are nullified with respect to qualified purchas-
ing groups.

Risk-Sharing Pools Risk-sharing pools are mech-
anisms closely related to and sometimes confused
with association or group captives, but they consti-
tute a separate technique. A group of entities may

elect to pool their exposures, sharing the losses that
occur, without creating a formal corporate insur-
ance structure.21 In this case, a separate corporate
insurer is not created, but the risks are nevertheless
“insured” by the pooling mechanism.

Viewed from one perspective, pooling may be
considered a form of transfer, in the sense that the
risks of the pooling members are transferred from
the individuals to the group. Viewed from a different
perspective, pooling is a form of retention, in which
the entity’s risks are retained along with those of the
other pooling members. This dual nature of pooling
stems from the sometimes forgotten fact that in a
pooling arrangement, members are insureds and
insurers.

21 The laws in nearly all states currently permit public bodies
such as municipalities and counties to form self-insurance or
risk-sharing pools. The pools are generally deemed not to be
insurance companies and are not subject to the provisions of
the state’s insurance laws except as specifically provided by the
statutes under which they are organized.

IMPORTANT CONCEPTS TO REMEMBER

cost-benefit analysis
utility theory
decision making under certainty
decision making under risk
decision making under

uncertainty
expected value
Pascal’s wager

minimax regret
rules of risk management
Don’t risk more than you can

afford to lose
Consider the odds
Don’t risk a lot for a little
essential insurance coverages
important insurance coverages

optional insurance coverages
large-loss principle
insurance as a last resort
pure captive
association captive
risk retention group
insurance purchasing group

QUESTIONS FOR REVIEW

1. Describe the two strategies that may be employed in
risk management decisions and explain the situation in
which each is appropriate.

2. Explain why it may be difficult or inappropriate to use
utility theory, cost-benefit analysis, and expected value in
making risk management decisions.

3. Explain how knowing the frequency and severity of
loss for a given exposure to loss is helpful in determining
what should be done about that exposure.

4. Three rules of risk management proposed by Mehr
and Hedges are discussed in this chapter. List these rules
and explain the implications of each in determining
what should be done about individual exposures facing a
business firm.

5. Identify three categories into which insurance cover-
ages may be priority ranked, indicating the nature of the
exposures or risks to which each applies.

6. Describe the distinguishing characteristics of the
risk retention groups and insurance-purchasing groups
authorized by the Risk Retention Act of 1986.

7. Why is the decision to use risk control measures
sometimes made on grounds other than the rules of risk
management?

8. Distinguish between the cost of financing risk and
the cost of financing losses.

9. Identify the reasons for self-insurance and the dis-
advantages of self-insurance.

10. Distinguish between pure captives and group associ-
ation captives.
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QUESTIONS FOR DISCUSSION

1. The rules of risk management appear to be common
sense. In view of this fact, how do you account for the
widespread violation of these rules in insurance buying
today?

2. Explain the relationship, if any, among the statements:
“Don’t risk more than you can afford to lose,” “Those
people who need insurance most are those who can least
afford it,” and “Insurance should be considered as a last
resort.”

3. What are the implications of the observation that “the
cause of a loss is less important than its effect?”

4. In what way does the cost of risk influence the deci-
sion to transfer or retain a particular risk?

5. In an effort to reduce insurance costs, the risk man-
ager of a medium-sized manufacturing firm canceled the
property insurance on the firm’s $8.5 million plant and
equipment, for which the annual premium was about
$265,000. Two years later when the action was discovered,
the risk manager was called on the carpet by a horrified
vice president of finance. “What were you thinking of?”
demanded the VP. “What if we had had a loss?” “But,” re-
sponded the risk manager, “we didn’t have a loss. The fact
that I saved the firm over half a million dollars in the past
two years is proof that the decision was the right one.” If
you agree with the risk manager, help her convince the
VP she is right. If you disagree, help the VP convince the
risk manager she is wrong.
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CHAPTER 5

THE PRIVATE INSURANCE
INDUSTRY

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the categories of insurers classified by type of product

• Identify the major categories of insurers classified according to form of ownership

• Identify and describe the distinguishing characteristics of the different categories of insurers
by form of ownership

• Identify the different distribution systems that are used in property and liability and life and
health insurance

• Describe the major areas in which members of the insurance industry cooperate

• Identify and describe the major areas in which insurers cooperate

• Describe the evidences that indicate the extent of competition in the insurance industry

Despite the great benefits that accrue to society
through the operation of the insurance mechanism,
it is self-evident that such a complicated and intri-
cate device does not come into existence by itself.
Someone must estimate the probability of loss,
collect the funds necessary to compensate those
who suffer loss, make payments for the losses that
occur, and provide for the general administration
of the program. These are the functions performed
by insurers.

A basic distinction may be made between private
and government insurers. To a limited extent, histor-
ically in this country and to a considerable extent
abroad, governmentally organized and managed

insurance organizations have offered insurance to
the public. Although the primary focus of this chap-
ter is the private insurance industry, we will re-
view the limited activities of government insurers
as providers of voluntary or private insurance.

Measured by any one of a number of standards,
insurance in the United States is a large industry.
More than 6,000 insurance companies operate in
this country. These firms employ 2.3 million persons
and administer assets of over $7 trillion.

Total industry premiums in 2012 were more than
$1.5 trillion, or over 9 percent of gross domestic
product (GDP). The three main segments of the in-
dustry (life insurers, property and liability insurers,

71
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and health insurers) wrote the vast majority of the
total. In 2012, life insurers earned approximately
$642 billion in premiums, property and liability
insurers earned $455 billion, and health insurers
earned $379 billion.1

We begin our examination of the insurance
industry with a brief look at the development of
insurance as a business. Although we are primarily
concerned with insurance in this country, since
insurance has its roots in the Old World, we will
consider its development prior to the formation of
the United States as well.

A BRIEF HISTORY OF
PRIVATE INSURANCE

Because the historical development of insurance as
a field of business helps explain the division among
the various lines of insurance, it may be helpful to
take a brief look at the historical development of
insurance as an institution.

Insurance in Antiquity

There is evidence of practices resembling insurance
in the ancient world. As early as 3000 B.C., Chinese
merchants used the technique of sharing risk. These
merchants shipped their goods by boat downriver,
and because of treacherous rapids, not all the boats
made it safely. To reduce the impact of losses on any
one individual, the merchants devised the plan of
distributing their goods on each other’s boats. When
a boat was dashed to pieces on the rocks, the loss
was shared by all rather than one individual.

About 500 years later, the famous Great Code
of Hammurabi provided for the transfer of the risk
of loss from merchants to moneylenders. A trader
whose goods were lost to bandits was relieved of
the debt to the moneylender who had loaned the
money to buy the goods. Babylonian moneylenders
undoubtedly loaded their interest charges to com-
pensate for this transfer of risk. This innovation was
adapted to the risks of sea trade by Phoenicians and
then by the Greeks. Loans were made to shipowners

1 National Association of Insurance Commissioners, Amounts
reflect net earned premiums. They do not include health enti-
ties that do not file with the NAIC. Other categories include title
insurers and fraternals.

and merchants engaged in trade with the ship or
cargo pledged as collateral. The borrower was
offered an option whereby, for a somewhat higher
interest charge, the lender agreed to cancel the
loan if the ship or cargo was lost at sea.2 In this
way, the risk of loss was transferred from the boat
or cargo owner to the lender. These contracts were
referred to as bottomry contracts in those cases
in which the ship was pledged, and respondentia
contracts when the cargo was the security.

The first evidence of anything resembling life in-
surance evolved from ancient benevolent societies,
whose members contributed to a fund to aid less for-
tunate members of the group. As early as 2500 B.C.,
Egyptian stonemasons organized a club to provide
funds for the burial of members. Later, around the
third century B.C., Greek burial societies, funded by
contributions of members, were common devices
for meeting the expenses of burial and the needs of
widows and orphans. Roman burial and benevo-
lent societies known as the Collegia performed the
same function. Although these examples indicate
some features of insurance, the modern insurance
business has its roots in the commercial revolution
in Europe following the Crusades.

Origins of the Modern Insurance Business

Marine insurance, the oldest of the modern
branches of insurance, appears to have been started
in Italy sometime in the thirteenth century. From
there, it spread to the other countries on the conti-
nent and then to England through the Lombard mer-
chants, who came to dominate British commerce
and finance during the fifteenth century. This early
marine insurance was written by individuals rather
than by insurance companies as we know them. A
shipowner or merchant who wanted protection for
the ship or cargo prepared and circulated a sheet
with information describing the ship, its cargo, its
destination, and other pertinent information. Those
who agreed to accept a part of the risk wrote their
names under the description of the risk and the
terms of the agreement. This practice of “writing
under” the agreement gave rise to the term under-
writer, which has retained its meaning as one who

2 The additional interest on such loans was called a “premium,”
and the term has become a part of insurance terminology, indi-
cating the payment made by the insured.
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selects and rejects risks. Shipowners seeking insur-
ance and the individuals who organized themselves
into groups of underwriters found the coffeehouses
of London convenient meeting places. One of
the coffeehouses, owned by Edward Lloyd, became
the main meeting place because its proprietor made
paper, pens, and information regarding shipping
available. This coffeehouse eventually became
Lloyd’s of London.

The second of the modern branches of insurance
was life insurance. In 1536, a group of marine under-
writers in London issued what appears to have been
the first modern life insurance policy to a certain
William Gybbons. The policy was a one-year term
policy in the amount of £400. As an interesting foot-
note to history, Gybbons died within the year and the
underwriters paid the £400. Other attempts similar to
this were tried from time to time although probably
not by the underwriters who had insured Gybbons.

Although Edmund Halley (of Halley’s comet
fame) had prepared a mortality table as early as
1693, it was not until nearly 100 years later that
any degree of accuracy was achieved in predicting
mortality. The first modern life insurance company,
the Society for the Assurance of Widows and
Orphans, a London company founded in 1699,
charged all insureds the same premium. It and
several companies that followed it were unsuccess-
ful. Then, in 1762, the Equitable Society for the
Assurance of Life and Survivorship introduced the
innovation of premiums that varied with the age of
the insured and became immediately successful.

Fire insurance in the modern era dates from 1666
when the Great Fire of London occurred. The fire
raged for five days, nearly destroying the city, and
providing the impetus for modern fire insurance. An
English physician named Nicholas Barbon, who had
been relatively unsuccessful in medicine, entered
the construction business during the rebuilding of
the city and at the same time started the business of
insuring the newly built houses against loss by fire.
Other entrepreneurs soon followed his lead.

Insurance in the United States

During the colonial period, most insurance in the
United States was marine insurance, placed with
British insurers. The first successful insurer actu-
ally located in this country was a mutual fire in-
surance company founded in 1752 by Benjamin
Franklin and a group of his associates, called the

Philadelphia Contributionship for the Insurance of
Houses from Loss by Fire.3 The first capital stock
insurance company in the United States was the
Insurance Company of North America, which was
founded as an association in 1792 and incorpo-
rated in 1794. Its charter gave it broad underwriting
powers that permitted it to engage in all lines of
insurance, but it limited its writings to fire and
marine insurance.

The first life insurance company in America was
founded in 1759. It was a stock company called the
Corporation for Relief of Poor and Distressed
Presbyterian Ministers and the Poor and Distressed
Widows and Children of Presbyterian Ministers. This
company is still in operation and is the oldest
active life insurance company in the world. Between
1759 and 1835, several other stock companies were
formed, but none survived. The first mutual life in-
surance company was New England Life, founded
in 1835. It was followed by a dozen more companies
that have survived to the present day.

In the mid-1800s, a new type of insurance called
casualty insurance appeared. The earliest form of
casualty insurance was accident insurance, and,
like fire, marine, and life insurance, it originated
in the Old World. The British Parliament chartered
a company in 1848 to sell insurance against acci-
dents to railroad passengers. A company formed
in the United States to sell this type of insurance to
travelers, the Travelers Insurance Company, wrote
its first policy in 1864. The next type of insurance
for accidents was boiler explosion coverage, which
appeared in 1886. Boiler insurance was followed
by employers’ liability insurance in 1886 and then
elevator and public liability insurance in 1889.
The first auto liability policy in the United States
was written in 1898, and workers compensation
insurance followed in 1910. As these new types of
insurance appeared, they were offered by specialty
companies that did not write fire, marine, or life
insurance. The new forms of insurance (which
generally covered losses arising from various types
of accidents or casualties) came to be called
casualty insurance and the companies that wrote
them were called casualty insurers.

3 A company founded in Charleston, South Carolina, in 1735,
the Friendly Society for Mutual Insuring of Houses, preceded the
Philadelphia Contributionship. However, it lasted only a few years
and very little is known about it.
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Monoline Organization in the United States

Initially, insurers elected to specialize in a par-
ticular type of insurance. Then, as more states
began to regulate insurance, state limitations on
the companies’ underwriting powers became
common. A contributing factor to this trend was
New York State’s Appleton Rule, which required
insurers operating in New York to follow the state’s
monoline law when operating in other states. The
industry became organized on a monoline basis,
with companies restricted by law to the writing of
a single line of insurance. Under this system, three
distinct classes of insurance companies developed:
life insurers, fire insurers, and casualty insurers.

A company that wrote fire insurance was not per-
mitted to write casualty insurance, and a casualty
company could not write fire insurance. Neither fire
insurance companies nor casualty insurance com-
panies could write life insurance, and life insurance
companies were permitted to write only life insur-
ance and health insurance.

There were three reasons for the compart-
mentalization of the American system. First, it
was supposed that the monoline system would
allow insurers to specialize in a particular field of
insurance and develop greater proficiency in that
field. Second, it was felt that the segregation of
insurance by class would permit a more accurate
appraisal of the financial qualification required
for each type of insurance and that regulatory
requirements could be established to fit each class.
Finally, insurance regulators feared that there was a
danger in combining fire insurance, which seemed
more subject to catastrophes, with life insurance.
Various conflagrations, such as the New York City
fire of 1835, helped reinforce this opinion.4

The Multiple-Line Transition In the late 1940s,
individual states began to change their laws to
allow multiple-line operations, permitting property
and casualty insurers to cross the barriers that had
separated them and write property and casualty
coverages. Insurers began a transition to multiple-
line underwriting, the combination of property

4 During the early years of the property insurance industry in the
United States, catastrophe losses wiped out many companies.
The most well-known of these losses were the great New York City
fire of 1835, which wiped out 23 of the 26 New York companies
and almost wiped out New York; the 1871 Chicago fire, which
made Mrs. O’Leary’s cow famous; and the fire that accompanied
the 1906 San Francisco earthquake.

and casualty insurance in a single company. This
allowed insurers to offer package policies that
combined property and liability coverages.

Multiple-line legislation did not end underwrit-
ing compartmentalization. It merely permitted the
companies in the property and casualty insurance
fields to cross the traditional barriers when an in-
surer met the capital and surplus requirements of
each line. It did not, in most cases, end the barrier
between life insurance and property and casualty
insurance.

CLASSIFICATION OF
PRIVATE INSURERS

Insurers may be classified according to the type of
insurance they sell, their licensing status, their legal
form of ownership, or the marketing system they
employ.

Classification by Type of Product

We can distinguish among three types of insurers
based on their product. Life insurance companies
sell life insurance, annuities and health insurance.
Property and liability insurance companies market
all forms of property and liability insurance (includ-
ing health insurance) but do not write life insurance.
Health insurers are a class of specialty insurers, con-
centrating on their one area of risk. Although there
are other specialty insurers that write only a single
line of property or liability insurance, these may be
classed as property and liability companies.

Classification by Place of Incorporation

and Licensing

A domestic insurer within any given state is an
insurer incorporated in that state, or, if it is not
incorporated, formed under the laws of that state. A
foreign insurer is incorporated in another state of the
United States or formed under the laws of another
state. Alien insurers are incorporated or formed in
another country.

A licensed (or admitted) insurer with regard to
any particular state is an insurer granted a license
to operate in that state. An unlicensed (or nonad-
mitted) insurer has not been granted a license. As a
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general rule, insurance agents are licensed to place
insurance only with admitted insurers.5

Insurers Classification by Legal

Form of Ownership

Broadly speaking, insurers can be classified into six
categories based on their form of ownership:

1. Capital stock insurance companies

2. Mutual insurance companies

3. Reciprocals or interinsurance exchanges

4. Lloyd’s associations

5. Health expense associations

6. Government insurers

Capital Stock Insurance Companies Capital
stock insurance companies are organized as profit-
making ventures, with the stockholders assuming
the risk that is transferred by the individual insureds.
If the actuarial predictions prove accurate, the pre-
miums collected are sufficient to pay losses and
operating expenses while returning a profit to
the stockholders. The capital invested by the
stockholders provides funds to run the company
until premium income is sufficient to pay losses and
operating expenses. In addition, it provides a cush-
ion to guarantee that obligations to policyholders
will be met. The three distinguishing characteristics
of a capital stock company are that the premium
charged by the company is final (there is no form of
contingent liability for policyholders), the board of
directors is elected by the stockholders, and earn-
ings are distributed to shareholders as dividends on
their stock.

Mutual Insurance Companies In contrast to a
stock company, a mutual insurance company is
owned by its policyholders. Normally, a mutual
company is incorporated, and in many states this is
a legal requirement. The distinguishing character-
istics of a mutual insurer are its lack of capital stock
and the distribution of earnings. Unlike the capital
stock company, the mutual company has no paid-in

5 When a prospective buyer cannot obtain required coverage
from insurers who are licensed to do business in the state, state
excess and surplus line laws permit coverage to be placed in
a nonadmitted insurer. In most states, only agents who hold a
special license may place insurance in a nonadmitted insurer.

capital as a guarantee of solvency in the event
of adverse experience. For this reason, mutual
insurers need to accumulate a surplus to protect
against such adverse contingencies as heavy losses
or a decline in investment return. Any money left
after paying all costs of operation is returned to the
policyholders in the form of dividends. Included
in the concept of “costs” that must be paid is the
addition to the surplus of the company.

A limited number of mutual insurers issue
assessable policies in which the insured has a
contingent liability and is subject to assessment
if losses exceed advance premiums.6 However, all
states permit mutual insurers to issue nonassessable
policies when they have attained the same financial
strength required of a capital stock company writing
the same type of business. The collected advance
premium is intended to be sufficient to cover all
losses and expenses. If it is not, the additional costs
are paid out of the accumulated surplus. All the
larger mutual insurers in the United States operate
on this basis. Unlike for capital stock companies,
the premium of a mutual insurer is not fixed, and
the excess of premium income over costs may be
returned to policyholders as dividends.

It is reasonable to ask how the ownership
differences between shareholder-owned stock
companies and policyholder-owned mutual com-
panies might impact their operations. From a
practical standpoint, policyholders are unlikely to
be active owners. Although they own the mutual
company in theory, they have no vested rights of
ownership except when the company is liquidated.
Policyholders acquire their ownership interest
when they purchase a policy from the mutual
insurer. They lose that ownership when they nonre-
new their insurance or are canceled by the insurer.
While the policyholders theoretically control the
company, this is equivalent to the theoretical control
of the stockholders over the management in a large
corporation with many individual stockholders.

6 Some mutual insurers operate on a post-loss assessment basis,
in which premiums are payable after a loss occurs. The nuclear
energy industry operates a post-loss assessment mutual to pro-
vide liability insurance for losses arising out of nuclear incidents.
In addition, some mutuals charge an advance premium but re-
serve the right to levy additional assessments if losses exceed
the advance premiums collected. County mutuals authorized by
the insurance laws of many states usually operate as advance
premium assessable mutuals.
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There is some evidence, however, that stock and
mutual companies operate differently. Researchers
point to the fact that mutual insurance companies
are able to avoid conflicts of interest between share-
holders (who seek returns) and policyholders (who
seek security). This makes it easier for mutual com-
panies to take a long-term perspective and tends to
encourage them to operate more conservatively. On
the other hand, stock companies may face greater
pressure to be efficient, both in their business pro-
cesses and their use of capital. Their ability to access
additional capital by selling shares of stock gives
stock companies flexibility that mutual companies
do not have. During the recent financial crisis, many
stock life insurers were forced to raise additional
capital, while mutual life insurers saw increased
sales due to a “flight to quality.”

Demutualization and Mutual Insurance Holding

Companies During the 1990s and early 2000s,
most of the large mutual life insurers demutualized.
Demutualization refers to the process by which a
mutual insurance company changes its organiza-
tion structure, converting from the mutual form
to a capital stock or modified capital stock form.
Although several motivations exist for demutualiza-
tion, the most important were the need to access
capital and the desire for diversification.

Mutual insurance companies have limited ways
of raising capital. Though a stock insurer can issue
shares of stock to acquire capital, a mutual insurer
must generate it internally from profits. Although
mutual insurers can raise limited amounts of capital
through subordinated loans (called surplus notes),
they do not have access to equity funding. At the
time, there were predictions of greater consolida-
tion and convergence across banking, insurance,
and securities firms. Insurers were concerned that
an inability to access capital would put them at a
disadvantage in this changing environment.

Because a mutual insurance company is owned
by its policyholders, demutualization involves
issuing stock to policyholders. As a general rule,
policyholders have been offered a choice between
stock in the new corporation or cash. Some
policyholders have accepted stock while others
have taken the cash.

In addition to total demutualization, some
insurers have opted for a different approach: a
mutual insurance holding company. About half of

the states have adopted mutual insurance holding
company laws, under which a mutual insurer
converts to a stock insurer that is owned by a
mutual holding company. The policyholders own
the mutual holding company (similar to the way
in which they owned the mutual insurer) while
their contractual rights as insureds remain in the
stock insurance company. This structure is more
flexible than that of a mutual insurance company.
The holding company can hold other subsidiaries
and may raise capital by issuing stock in the
subsidiaries.7 State law generally requires that
voting control remain with the holding company.

Fraternal Insurers Fraternal societies are special-
ized forms of mutual insurers. Basically, fraternal
societies are nonprofit organizations that operate
on the basis of “lodges,” with a representative form
of government. Fraternals have primarily concen-
trated their activity in the field of life insurance
although they sometimes sell sickness and accident
insurance. Since fraternals are considered charita-
ble institutions, they do not pay federal income tax
or state premium tax.

Reciprocals The reciprocal exchange (also called
an interinsurance exchange) is a particularly
American innovation, and although reciprocals
are only a small segment of the insurance industry
(there are about 50 in existence), they are sig-
nificant. A reciprocal is an unincorporated group
of individuals, called subscribers, who exchange
insurance risks. Each member (or subscriber) is an
insured and an insurer: As a member of the group,
the individual is insured by each of the other mem-
bers and, in turn, insures each of them. Reciprocal
exchanges are sometimes confused with mutual
insurers, and although there is a similarity, there
is also a fundamental difference. Unlike a mutual
insurer, in which members of the group assume
their liability collectively, in a reciprocal exchange,
each subscriber assumes his or her liability individ-
ually and not as a member of the group. This means
that one member cannot be called on to assume
the liability of a defaulting member.

7 To date, however, only one mutual insurance holding company.
(Amerus) has sold stock publicly, and it subsequently demutual-
ized. Several companies demutualized after converting to mutual
insurance holding companies.
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The distinguishing characteristic of a reciprocal
is the administrator, who is called the attorney-in-
fact. This official derives authority through a power
of attorney granted by each of the subscribers,
which is used to commit the members as insur-
ers of each other’s property. The attorney-in-fact
receives some percentage of the premiums paid by
the subscribers (usually about 25 percent) to cover
the expenses of operating the program. Reciprocals
confine their operations to the property and casu-
alty fields. The portion of the total premiums writ-
ten through interinsurance exchanges is relatively
small.

Lloyd’s Associations Lloyd’s associations are yet
another source of insurance coverage although,
strictly speaking, these organizations do not them-
selves underwrite insurance. Lloyd’s associations
include Lloyd’s of London and American Lloyds.

Lloyd’s of London Lloyd’s of London is the
oldest and perhaps the most famous insurance
organization in the world. Generally speaking,
Lloyd’s is a corporation for marketing the services
of a group of individuals. The organization does
not issue insurance policies or provide insurance
protection. The actual insurance is underwritten by
individual underwriting members operating
through syndicates. Technically, each member is
a separate “insurance company,” insuring risks
separately or collectively with other members. A
syndicate’s underwriting and other activities are
managed on behalf of its members by a managing
agent. In 2013, there were 2241 members writing
insurance through over 80 syndicates. In a sense,
Lloyd’s is similar to the New York Stock Exchange
(NYSE), in which physical facilities are owned
by the stock exchange and are made available to
members for the transaction of business. Lloyd’s
is governed by a group known as the Council of
Lloyd’s, which is responsible for management and
supervision of the market.

Normally, policies written through Lloyd’s are
issued by a number of the individual underwriters,
in which each underwriter assumes a fraction
of the risk. The Lloyd’s policy contains the state-
ment, “Each for his own part and not for one
another,” indicating that the underwriters assume
liability individually and each underwriter is liable
only for his or her own commitments. Histori-
cally, however, solvent members have assumed the

liabilities of defaulting members for public relations
reasons.8

Originally, each underwriter at Lloyd’s was re-
quired to be an individual or “name.” No corpo-
rations or other limitations on liability were permit-
ted, and all the members of Lloyd’s exposed their
entire personal fortune in addition to their business
assets.9 During the late 1980s, however a number
of Lloyd’s syndicates experienced disastrous under-
writing losses, mainly in connection with pollution
liability losses and claims for the occupational dis-
ease asbestosis, in which billions of dollars were
lost. In May 1995, the management committee at
Lloyd’s unveiled a complex plan called the Recon-
struction and Renewal Plan (R & R Plan), designed
to close the books on the organizations past trou-
bles.10 Among other things, the R & R Plan permitted
corporate entities with limited liability to be mem-
bers and increased the financial requirements for

8 In addition to the individual liability, another problem arises
from the severability of the underwriters. In the event of a dispute
concerning coverage under the policy, it is technically necessary
to sue each of the individual underwriters. As a matter of prac-
tice, however, if suit is brought against one underwriter under a
contract and is successful, the remaining members pay their part
of the loss without the necessity of further litigation.
9 Standards for admission of underwriters were severe and rigid.
It was not until 1968 that non-British members were admitted,
and women were not allowed membership until 1969.
10 During the 1980s, membership at Lloyd’s mushroomed from
6,000 names at the start of the decade to 32,433 at the decade’s
close. This membership expansion coincided with the period
of financial losses. Most of the underwriting losses fell on the
newest members of Lloyd’s, many of whom were U.S. citizens.
Billions of dollars in losses were concentrated in about a third
of the Lloyd’s syndicates, whereas other syndicates, largely sub-
scribed by Lloyd’s insiders, achieved huge profits. The U.S.
investors filed complaints with U.S. regulators and initiated
litigation in the courts, alleging they had been misled. The
Reconstruction and Renewal Plan included three key features
(1) a settlement offer to the members of Lloyd’s for claims alleg-
ing mismanagement and fraud; (2) the creation of a new entity,
the Equitas Group, to separate liability for losses incurred prior
to 1993; and (3) changes in the financial standards for participa-
tion at Lloyds. Under the plan, the Lloyd names were significantly
protected, but not immune from, further losses on the pre-1993
business.

This residual liability of the Lloyd’s names was extinguished
through a series of transactions between 2007 and 2009 involving
Lloyd’s, Equitas, and Berkshire Hathaway (Berkshire). Equitas’
liabilities were reinsured by a Berkshire subsidiary, its assets
and liabilities were transferred to a newly created company
along with an additional contribution from Lloyd’s, and Berkshire
assumed responsibility for managing the run-off of Equitas. The
potential liability of the Lloyd’s names and prior names was extin-
guished under UK law, finally bringing the episode to a close.



78 SECTION ONE RISK, INSURANCE, AND RISK MANAGEMENT

individuals. Although individual, unlimited liability
was the sole mode of operation for most of Lloyd’s
history for more than 300 years, it is now the excep-
tion. By 2013, corporate capital accounted for
89 percent of underwriting capacity at Lloyd’s.

Although Lloyd’s of London is famous through-
out the United States, it is licensed in only two
states, Illinois and Kentucky. Each Lloyd’s policy
issued in the United States contains a clause in
which the under writers agree to submit to the
jurisdiction of either of these two states or any
other court of competent jurisdiction in the United
States.

Even though Lloyd’s is licensed in two states, it
provides insurance in other states as well, under
the provisions of state excess and surplus line laws.
Basically, an agent may secure coverage for a client
with Lloyd’s (or any other nonadmitted insurer)
after a diligent effort to place the coverage with a
licensed insurer has been unsuccessful.

Insurance Exchanges In 1979, Florida, Illinois,
and New York enacted legislation authorizing the
formation of “insurance exchanges,” patterned
after the method of operation used at Lloyds, in
which a number of underwriters provide insur-
ance under a single contract. The exchanges were
created to insure large, unusual, or hard-to-insure
exposures. The Florida and New York exchanges
encountered financial difficulties, and both closed
in 1988. The Illinois exchange continues to operate
under the name INEX.11

Health Expense Associations Health expense
associations are unique to the field of health insur-
ance. They include Blue Cross and Blue Shield
associations and health maintenance organizations
(HMOs). Blue Cross plans originated as nonprofit
associations, usually organized by hospitals under
special state-enabling legislation to provide for pre-
payment of hospital expenses. Blue Shield organi-
zations were organized by state or local physicians

11 In January 2010, the NY Insurance Department announced the
creation of a NY Insurance Exchange Working Group, charged
with studying the feasibility of re-creating the Exchange. The
working group released its preliminary recommendations for de-
sign, funding, and operation in June 2010, along with identifying
the factors necessary for success. A new Superintendent of In-
surance for NY was appointed in 2011, however, and the future
prospects for the project are unclear.

associations to facilitate prepayment of physicians’
fees. The Blues pioneered the concept of service
benefits in health insurance. Rather than provid-
ing a dollar indemnity when an insured is confined
to a hospital, a Blue Cross contract would provide
a semiprivate room in a member hospital, and a
Blue Shield contract would provide the services of
a member physician.

A health maintenance organization (HMO) is a
managed care organization that provides health
care services to its members in return for a monthly
fee, called a capitation payment. HMOs differ from
commercial insurers in that they are also health care
providers. They are similar to commercial insurers
because, by providing their services to enrollees for
a fixed prepayment (the capitation), they make pos-
sible the transfer and sharing of risk.12

Government Insurers In addition to the social
insurance programs they operate, federal and state
governments offer some forms of private (volun-
tary) insurance.13 The private insurance programs
of government have developed for diverse reasons.
In some cases, the risks they cover do not lend them-
selves to private insurance because the hazards
are too great or the private insurers are subject to ad-
verse selection. In other instances, they originated
because of the inability or reluctance of private
insurers to meet society’s needs for some form of
private insurance. In some cases, the private insur-
ance programs were established as tools of social
change designed to provide a subsidy to partic-
ular segments of society or to help solve social

12 Although some HMOs actually own or employ a network of
providers to deliver the care, most HMOs contract with indepen-
dent providers. During the late 1990s, much attention was given to
the concept of provider-sponsored organizations (PSOs), which
are essentially HMOs organized by a partnership of health care
providers (such as hospitals and a group of physicians). The
1997 Tax Reform Act explicitly recognized PSOs as an accept-
able provider in connection with a new Medicare option, but
PSOs have had limited success.
13 A government insurer, as used here, means an insurance en-
terprise operated by the state or nation, with the government or
a government agency collecting premiums (or taxes in the case
of some social insurance plans) and assuming liability for the
payment of losses. It also includes instances in which the govern-
ment provides reinsurance for other insurers or participates with
them in assuming the risk of loss as a transferee. It does not cover
self-insurance funds established for the protection of government
property or insurance programs operated by the government ex-
clusively for the benefit of its employees.
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ills afflicting individual classes of citizens. Finally,
government insurance programs have sometimes
been founded on the mistaken notion that such pro-
grams could somehow repeal the law of averages
and provide insurance at a lower cost than would
be charged by private insurers.

Federal Private (Voluntary) Insurance Programs

Over the years, the federal government has engaged
in a number of private insurance fields. In some
programs, the government cooperates with private
insurers, providing reinsurance or other forms of
subsidy in meeting risks that the private insur-
ance industry cannot meet alone. The following
are the federal programs that offer forms of private
insurance.

1. Post Office insurance coverages. The U.S. Postal
Service (USPS) sells insurance on registered mail
and parcel post. The program is a convenience
to customers who desire occasional insurance
on property in the mail.

2. Federal crop insurance. Federal crop insurance
has existed in one form or another since 1938.
The current program dates from the Federal Crop
Insurance Act of 1980, which established a new
federal “multi-peril” crop insurance program.

3. Mortgage loan insurance. The federal govern-
ment provides mortgage insurance through the
Veterans Administration (VA), Federal Housing
Administration (FHA), and the Farmers Home
Mortgage Administration. The coverage pro-
tects private financial institutions against loss
from the borrower’s default on a mortgage
loan.14

4. National Flood Insurance Program (NFIP). The
1968 Housing and Urban Development (HUD)
Act established a National Flood Insurance Pro-
gram, which is conducted as a partnership

14 Mortgage loan insurance is also available from private
insurers. During the recent financial crisis, mortgage insurers
experienced severe stress. For a discussion of the role of
private mortgage insurance and its regulation, see The Role of
Private Mortgage Insurance in the U.S. Housing Finance System,
Promontory, 2011. Available at http://www.promontory.com/
uploadedFiles/Articles/Insights/622%20Genworth%20Study%20I
%20-%20Role%20of%20PMI.pdf. For a review of regulatory con-
cerns and recommendations, see Mortgage Insurance: Market
Structure, Underwriting Cycle, and Policy Implications, Joint
Forum, 2013, available at http://www.bis.org/publ/joint30.htm

between the federal government and the private
insurance industry.

5. Small Business Administration (SBA) Surety Bond
Guarantee Program. Congress established the
SBA Surety Bond Guarantee Program in 1971.
Under this plan the SBA reinsures private sureties
that issue bonds to small contractors who would
be unable to obtain a bond without this govern-
ment backing.

6. Export-Import Bank. The U.S. Export-Import Bank,
in cooperation with a group of private insur-
ers known as the Foreign Credit Insurance
Association (FCIA), offers U.S. exporters protec-
tion against political risks, such as expropria-
tion or inconvertibility of the foreign currency
into dollars, and credit losses resulting from war,
insurrection, or revolution.

7. Overseas Private Investor Corporation (OPIC).
The OPIC is a U.S. government agency organized
to insure Americans who invest in foreign coun-
tries against loss by political risks such as war,
revolution, insurrection, expropriation, or incon-
vertibility of foreign currency into dollars.

8. Servicemen’s and veterans’ life insurance. The
U.S. Veterans Administration (VA) operates five
separate life insurance programs, under which
the government itself serves as the insurer. Only
one program (Service Disabled Veterans Insur-
ance) is still open to new issues.

9. Federal Terrorism Reinsurance. The most recent
federal insurance program was developed in
response to the insurance market reaction to
the September 11, 2001, terrorist attacks on the
World Trade Center and Pentagon. Following
the attacks, worldwide reinsurers announced
they would begin excluding coverage for acts of
terrorism. Faced with the unavailability of reinsur-
ance for a potentially catastrophic exposure, U.S.
insurers developed exclusions deleting coverage
for acts of terrorism in their policies, leaving
businesses uninsured. When some businesses
reported difficulty obtaining financing without
terrorism insurance, policymakers became con-
cerned about the potential consequences for
an economy already reeling from the effects of
the 9/11 tragedy. Congress responded in 2002 by
enacting the Federal Terrorism Risk Insurance
Act (TRIA), which requires insurance companies
to offer terrorism insurance to commercial
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insureds but provides reinsurance, administered
by the U.S. Treasury, to limit the insurer’s potential
loss. TRIA was originally scheduled to expire in
December 2005. It has since been renewed twice,
in slightly modified form in 2005 and again in
2007.15 The current extension is scheduled to
expire on December 31, 2014. Whether it will be
renewed is unclear.

Other forms of private insurance that have been
offered by the federal government in the past
but that have been discontinued include war risk
insurance (during World Wars I and II), the
Federal Riot Reinsurance Program (1968 to 1983),
and the Federal Crime Insurance Program (1971 to
1997).16

State Private (Voluntary) Insurance Programs

Like the federal government, several individual
states offer private or voluntary insurance, but
the number and variety of state programs is
more limited. The state programs exist more often
than not compete with those of the private in-
surance industry. About half the states sell work-
ers compensation insurance.17 In addition, the
state of Wisconsin operates a state life insur-
ance fund, and Maryland operates a state auto-
mobile insurance fund. California, has created a
state fund to provide insurance for earthquake
losses. Florida and Louisiana have created state-run

15 The federal government reinsures only acts of terrorism certi-
fied by the Secretary of the Treasury. To be certified, the event
must cause at least $5 million in damage. Prior to 2008, only ter-
rorism caused by or on behalf of a foreign person were covered.
The Terrorism Risk Insurance Program Reauthorization Act of
2007 (TRIPRA) expanded coverage to include domestic acts of
terrorism. However, payments will be made only if the aggregate
industry loss is at least $100 million. If a loss occurs, each insurer
must bear a deductible before federal assistance becomes avail-
able, and the federal government reimburses a percentage of
loss in excess of the deductible. The current deductible is 20% of
direct earned premiums, and the federal government reimburses
85% of losses in excess of the deductible. However, the Treasury
is required to recover losses up to $27.5 billion through a post-
event surcharge on premiums. The Treasury has the discretion to
recoup additional amounts. Losses covered by the program are
capped at $100 billion.
16 In addition to a federal terrorism reinsurance program,
Congress has considered several proposals to create a federal
disaster reinsurance program, primarily as a result of periodic
devastation from earthquakes and hurricanes.
17 State workers compensation funds are discussed in Chapter 11.

insurance companies to cover hurricane-exposed
properties.18

MARKETING SYSTEMS

As noted, the agent is the central figure in the in-
surance marketing process. While this is true, the
relationship between the agents and the compa-
nies they represent can be and is often varied.
Through a process of evolution, several marketing
forms have developed, each of which has as its
goal the attainment of efficiency in distribution and
service.

The Agent

With few exceptions, the marketing mechanism in
the insurance industry revolves around the agents;
however, their role varies in different lines of insur-
ance. In the field of property and liability insurance,
the agent is “an individual authorized to create, ter-
minate, and modify contracts of insurance.” In the
area of life insurance, however, the agents’ power is
somewhat more limited. Life insurance agents are
appointed with the authorization to solicit and de-
liver contracts of insurance; however, they cannot,
as can the property and liability agent, “bind” the
insurance company to risk.19

The insurance agent is first and foremost the rep-
resentative of the insurance company. An insurance
broker, in contrast, is a representative of the insured.

18 Between 2004 and 2005, Florida experienced 8 hurricanes
causing over $30 billion in insured losses. The resulting
market issues have led to an expansion of the Florida insurance
company, Citizens Property Insurance Corporation. By 2012, it
insured 14 million policies, making it the largest homeowners
insurer in the state.

The California Earthquake Authority (CEA) was created in
1996 in response to problems with the availability of earthquake
insurance following the 1994 Northridge earthquake. Under
California law, insurers are required to offer earthquake insur-
ance. However, insurers that join the CEA may meet this require-
ment by offering CEA earthquake insurance policies. According
to the CEA, participating insurers sell over two-thirds of residen-
tial property insurance in California. However, it is estimated that
only about 12 percent of California homeowners purchase earth-
quake insurance.
19 “Binding” refers to the authority of an agent to commit his or
her principal to a contract for the insurance. The authority of
agents is discussed in Chapter 9.
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Although serving as the agent of the insured, the
broker normally receives compensation in the form
of a commission from the company. Though brokers
are not agents of the insurer, they do not have the
power to bind the company. The broker merely so-
licits business from clients and places the business
with an insurer. Brokers represent an important seg-
ment of the insurance marketing mechanism, par-
ticularly in large cities, where they control large seg-
ments of the market. In some instances, agents act
as brokers, placing coverage through the agents of
companies they do not represent.

Historically, brokers rarely operated in the life in-
surance field because most life insurers accepted
business only from their own appointed agents. To-
day, many life insurance producers operate as bro-
kers, placing life insurance with a variety of insurers
rather than with a single company. Although life in-
surance agents do not have binding authority, the
distinction between an agent and a broker can be
important in the life insurance field. Any informa-
tion given to the agent of an insurance company is
considered to have been given to the insurer, and the
insurer is presumed to have knowledge of relevant
facts known to its agent. This may have relevance in
situations in which there is a question regarding the
insured’s disclosure of information pertinent to the
underwriting decision. Because the broker is a rep-
resentative of the insured rather than the company,
information provided to the broker is not imputed
to the company.

Consultants and Financial Planners In addition
to insurance agents and brokers, a growing num-
ber of risk management and insurance consultants
do not represent insurers or sell insurance but offer
their services on a fee basis. Many states regulate
the activities of these consultants and require they
be licensed.

In the personal lines field, there has been a rapid
growth in the financial planning profession, which
focuses on the broad spectrum of an individual’s
or family’s economic goals. It encompasses budget-
ing, planned accumulation of wealth, risk manage-
ment, and tax minimization. Because protection of
assets is a cornerstone of a financial plan, financial
planners have become an important source of
advice on personal risk management and insur-
ance, especially for wealthy members of society.
Although anyone can call himself or herself a finan-
cial planner, only persons who have met certain

educational standards may use one of the financial
planning industry’s professional designations.20

Life Insurance Distribution System

With the exception of a small amount of life insur-
ance that is sold through the mail, most life insur-
ance is sold by agents or brokers. The agent may
work through a general agency, a branch office, or
a personal-producing general agent’s office (dis-
cussed later). Most agents are independent con-
tractors, but they may be employees of the gen-
eral agency or insurer. Life insurance companies
originally insisted that individual agents represent
them exclusively, but there is an increasing trend to-
ward multiple company representation and broker-
age of life insurance. Brokers place the insurance
they write with a number of insurers, selecting the
insurer most appropriate to the situation.

General agents are independent business people,
empowered by the company they represent to sell
life insurance in specified territories and to appoint
subagents. The general agency receives an overrid-
ing commission on all business written by its sub-
agents out of which it pays agency expenses. At one
time, the general agents received no financial assis-
tance from the companies they represented, but this
situation has changed, and most general agents re-
ceive some sort of financial assistance from their
companies in the form of a contribution toward
the general agency expense. The fact that the gen-
eral agent hires, trains, and compensates subagents
makes the general agency a relatively inexpensive
and riskless manner of starting in a new area.

In the branch office system, the sales force is
supervised by a branch manager who, in contrast
to the general agent, is a salaried employee of the
insurance company. Expenses of the branch office
are paid by the home office, for in reality, the branch
office is an extension of the home office. The agents
assigned to a branch office may be employees of

20 The Certified Financial Planner (CFP) designation is granted
by the CFP Board to those persons who have met its educational
standards, passed the CFP Board Comprehensive CFP Certifica-
tion Exam, satisfied work experience requirements, and agree
to follow the CFP Board Code of Ethics. The chartered financial
consultant Chartered Financial Consultant (ChFC) designation
is awarded by The American College to individuals who have
passed 13 two-hour examinations. The ChFC designation is often
held in conjunction with the Chartered Life Underwriter (CLU)
designation.
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the insurer or independent contractors. At one
time, the branch manager received only a salary,
but in recent years this arrangement has been
modified, and in many cases, the branch manager
now receives additional compensation on the basis
of the productivity of the agents supervised.

The personal-producing general agent (PPGA)
represents a unique arrangement between the in-
surer and selected agents. PPGAs are usually agents
who have established a record of successful pro-
duction and are granted a contract that gives them
greater compensation than they received as agents.
Like general agents, the PPGAs absorb all their own
expenses, including office facilities, clerical staff,
and other overhead costs. Although most PPGAs
have the authority to employ or appoint their own
agents and/or to use independent brokers, such
appointments are usually limited, since personal
production is the PPGA’s prime purpose.

Property and Liability Distribution Systems

In the field of property and liability insurance, com-
panies may be classified into two groups based on
their distribution system: those who operate through
the American Agency System and those who are the
direct writers. The agents who operate through the
American Agency System are known as independent
agents, whereas those who represent direct writers
are called captive agents.

The American Agency System Independent
agents normally represent several companies, divid-
ing the policies they sell among those companies
according to their choice. They own their expira-
tions, which means they may place the renewals of
sold policies with some other insurer if they choose
to do so. This alternative often gives independent
agents strategic power to use to the benefit of clients.
However, since independent agents are first and
foremost a representative of the insurance company,
they have an obligation to the company. One impli-
cation of the ownership of renewals by the inde-
pendent agent is that it prevents the insurance com-
pany from paying a lower commission on renewal
business. If a company represented by independent
agents were to attempt to pay a lower commission
on renewal policies than on new ones, the agents
could place the policy with a different company,
making it new business for that company.

Direct Writers Direct writers operate through
salaried representatives (as in the case of the Liberty
Mutual Insurance Company) or through exclusive
or captive agents (as in the case with Nationwide,
State Farm, and Allstate).21 The compensation of
the sales people may be in the form of a salary, or it
may be a commission, based on the premium vol-
ume. In the case of exclusive agents, it is normally a
commission. The key point is that agents or salaried
employees do not own the expirations. They have
no choice as to where the policy is to be re-
newed. Because agents cannot transfer the business
written to another insurer, the direct-writing com-
pany can pay a small renewal commission or none
at all.

The ownership of renewals is the most important
difference between the two types of agents, and
from this difference arise other distinctions in the
method of operation. Because the direct writing
agent receives little or no commission on renewals,
the production of new business is of crucial impor-
tance. In a sense, the life insurance agents are in the
same position; they are a captive agent, representing
only one company. Since the renewal commission
is low for life insurance agents and for direct
writing agents in property and liability, their income
depends on the generation of new business. Inde-
pendent agents, in contrast, place greater emphasis
on the retention of accounts currently serviced. In
fact, the independent agents’ interest in their obli-
gation to clients is one of the fundamental themes
of the advertising program of the independent
agents.

Direct Response Distribution of Insurance Life
insurance, health insurance, and property and
liability insurance are sold by insurers operating
under a “direct response” system. These insurers do
not use agents but promote the sale of insurance
by mass media advertising, direct mail, and the
Internet. Historically, the direct response system has
accounted for a small portion of the total insurance
sold in this country, but this could change with the
expansion of marketing over the Internet.

21 Technically, companies that operate through exclusive agents
are not direct writers but rather exclusive-agent companies. How-
ever, the term direct writer is commonly used in reference to
companies operating through salaried representatives and those
operating through exclusive agents.
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Insurance Marketing and the Internet

Despite a slow start, the insurance industry is estab-
lishing its presence in the electronic marketplace.
By the close of the century, most U.S. insurers had
established a presence on the Internet, offering ex-
tensive information about their insurance products.
A number had begun selling insurance online.
Given the success in marketing other products over
the Internet, its potential for marketing insurance
will probably be significant.22 To date, most sales
growth has been in the area of life insurance prod-
ucts and personal property and liability coverage.
Some observers believe significant growth will
occur in the commercial insurance area. Others
disagree, arguing that commercial insurance
coverages are too complex to be purchased online
by the vast majority of businesses.

Corporate Combinations

To further explain the structure of the insurance in-
dustry, we should briefly examine some of its unique
corporate relationships, which include insurance
company groups and cooperating underwriting
arrangements.

Insurance Company Groups Many insurance
companies operate in groups, often called fleets,
that consist of a number of insurance companies
under common ownership and often under com-
mon management. Insurance company groups
developed during the monoline era and were
designed to permit the writing of property and
casualty coverages by insurers under a common
management. Because a fire company could not
write casualty coverages, and a casualty company
was forbidden to issue fire coverage, the logical so-
lution was to form two companies and operate them
in tandem. Although this reason for company fleets
no longer exists, the form of operation persists, and
the overwhelming preponderance of the property
and liability insurance business is written by insur-
ance companies that are members of a company
group.

22 Professor James R. Garven reports that insurers marketing via
the Internet have a 23 percent cost advantage over insurers that
use the traditional agency system. Insurance Online Marketing
Report, vol. 1, no. 1 (September 1999), p. 2.

Initially, company fleets limited their operations to
the property and liability field, but over time these
groups expanded to include life insurers. State Farm
Mutual, founded in 1922, added a life subsidiary,
State Farm Life Insurance Company, in 1929. One
by one, the other major property and liability in-
surers acquired or formed life insurance company
subsidiaries. Eventually, life insurance companies
acquired or formed property and liability insurers.
As a result, many insurance company fleets include
property and liability insurers and life insurers.

Underwriting Syndicates In addition to the other
forms of cooperation, insurers sometimes join
together in underwriting syndicates for the purpose
of handling risks that would be beyond the capac-
ity of an individual company. In these syndicates,
which are found primarily in the property and lia-
bility field, insurers make use of the basic insurance
principle of spreading risk and sharing losses.

Nuclear Energy Pools

Insurance for liability arising out of nuclear
accidents is provided by an insurance industry
pool, American Nuclear Insurers (ANI), up to
$300 million. In addition, a mutual insurance as-
sessment association, consisting of nuclear reactor
operators, provides an additional $8.6 billion in
coverage on a post-loss assessment basis. Property
insurance is provided by the nuclear pools and by
two offshore industry mutual insurers. Nuclear Elec-
tric Insurance, Ltd., and Nuclear Mutual, Ltd.23

Other Voluntary Syndicates

Several syndicates have been formed to deal with
specialized exposures or concentrations of values
in particular industries. For example, the United
States Aircraft Insurance Group (USAIG) offers insur-
ance for aviation risks. The American Hull Insurance
Syndicate specializes in insuring oceangoing ships
of U.S. registry.

23 Nuclear reactor operators are subject to assessment up to
$95.8 million per reactor. If coverage from the industry pools and
assessments is inadequate to cover catastrophic loss, Congress
can appropriate additional funds and then tax the owners of the
nuclear reactors to cover the appropriation.
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Banks and Insurance

As a result of legislation enacted during the Great
Depression of the 1930s, the financial services in
the United States were divided into three broad
segments: commercial banking, the insurance
industry, and the securities brokerage field. The
Glass-Steagall Act of 1933 prohibited banks from
owning insurance companies or security brokerage
firms. In addition, federal banking laws, beginning
with the National Banking Act of 1864 prohibited
banks from underwriting or selling insurance,
except for specific limited exceptions. In 1916,
Congress amended the National Banking Act to give
banks in towns of fewer than 5000 inhabitants the
power to sell insurance.24 Then, in 1956, in the Bank
Holding Company Act,25 Congress authorized insur-
ance agency affiliates of banks through the holding
company mechanism, in which a bank holding
company is allowed to own a bank and an insurance
agency. Thus, although some banks were permitted
to engage in insurance agency activities, their
authorization was under a limited exception to the
general rule separating banking and commerce.26

In 1999, after 20 years of debate, Congress
amended the Glass-Steagall Act of 1933 when it
enacted the Financial Services Modernization Act,
also known as the Gramm-Leach-Bliley Act (GLBA).
This act ended the compartmentalization of the
financial services industry in the United States and
allowed full-scale affiliations among the three in-
dustries. The changes enacted in 1999 were sev-
eral decades in the making and occurred against
a backdrop of convergence of the three segments
of the financial services industry globally. The com-
bination of banking and insurance in Europe gave
rise to a phenomenon known as bancassurance,
the full integration of retail banking and insurance
operations.

Originally, insurance companies, agents, and
their trade associations opposed eliminating the
barriers between banking and insurance. This
opposition diminished after the U.S. Supreme Court

24 Act of Sept. 7, 1916 (Federal Statute), 39 Stat. 753, 12 U.S.C. 92.
25 Bank Holding Company Act of 1956 (P. L. 84-511, 70 Stat. 133).
26 Congress reaffirmed this policy in the Bank Holding Company
Act of 1956 and extended it with the 1970 amendments to the
same act. Congress again reaffirmed the separation of banking
and insurance in the Depository Institutions Act of 1982, which
expressly prohibited most bank holding company insurance
activities.

ruled in two separate cases that the Office of the
Comptroller of Currency (OCC), not state insurance
regulators, had authority over the insurance activ-
ities of federal banks.27 The adverse effect of the
decision was compounded by the Chevron doctrine,
according to which the courts give deference to the
federal regulator when interpreting federal law.28

Insurers dropped their opposition to the repeal of
Glass-Steagall because of a provision in GLBA that
ended the deference that the courts had granted to
federal regulators.

GLBA affected the ability of banks to be in the
insurance business in two important ways. First, the
law expanded the ability of national banks to sell
insurance by eliminating restrictions in prior law.
Second, the law permitted banks and insurance
companies to affiliate under a holding company
structure.29 At the time, passage of GLBA was
expected to result in a number of mergers between
banks and insurance companies. Instead, banks
have tended to be more interested in selling insur-
ance than in underwriting it.30

The restriction on affiliations between banks and
insurers prior to GLBA did not apply to a specialized
type of deposit-taking institution known as a thrift.
During the 1990s, a number of insurers created or
acquired thrifts. Where an insurer owned a thrift, the
federal Office of Thrift Supervision (OTS) regulated
the thrift and its holding company. Severe criticism
of the OTS following the recent financial crisis led

27 NationsBank of North Carolina v. Variable Annuity Life Insur-
ance Co., 115 Supreme Court 810 (1995) and U.S. Supreme Court
No. 94-1837 Barnett Bank of Marion County, N.A., Petitioner v. Bill
Nelson, Florida Insurance Commissioner, et al. [March 26, 1996].
28 Chevron U.S.A. Inc. v. National Resources Defense Council,
Inc., 467 U.S. 837 (1984).
29 A bank and insurer may affiliate under a financial holding com-
pany (FHC) regulated by the Federal Reserve System (Fed). The
bank and insurer continue to be regulated by their “functional
regulator,” and the Fed becomes the “umbrella regulator” of the
holding company.
30 Interestingly, in 2005, Citigroup, the largest domestic FHC,
announced it was divesting itself of its remaining insurance
operations. Citigroup was created in 1998, prior to the passage
of Gramm-Leach-Bliley Act (GLBA), by the merger of Citibank
and Travelers Insurance Group. Many observers pointed to the
Citibank/Travelers merger as a catalyst for enacting GLBA. Had
it not been for the repeal of the Glass-Steagall Act, following a
two-year grace period, Travelers would have been required to
divest itself of the activities that conflicted with that law. In 2001,
Citigroup announced it was spinning off the Travelers Property
Casualty operations but retaining the life and annuity business. In
January 2005, Citigroup announced it was selling that business to
the Metropolitan Life Insurance Company. Today, it is more likely
for experts to question the value of bank/insurer combinations.
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the Congress to eliminate the OTS in the Dodd–Frank
Wall Street Reform and Consumer Protection Act of
2010 (Dodd-Frank Act). Responsibility for regulat-
ing the thrift was transferred to the OCC, while the
Federal Reserve took over regulation of the hold-
ing company. New requirements imposed by the
Dodd-Frank Act and the Federal Reserve, including
consolidated regulation, bank-style capital require-
ments, and restrictions on activities, led some insur-
ers to conclude it was no longer cost-effective to own
thrifts. A number of insurers sold their thrifts or con-
verted them to trusts to avoid the new requirements.
Similarly, in Europe, the trend toward full integration
of banking and insurance was reversed, as some
well-known financial conglomerates suffered life-
threatening losses from their banking operations.

COOPERATION IN THE
INSURANCE INDUSTRY

Insurance, by its very nature, is cooperative. Even
though insurance companies and agents compete
vigorously with one another, there are many areas
in which companies and agents cooperate. In some
cases, this cooperation arises out of economic
necessity. Many cooperative organizations are
formed and supported by groups of insurance
companies to perform functions that would mean
a duplication of effort if each company carried
them out individually. The cooperation is designed
to spread risk among insurers, by sharing losses. In
other cases, the objective of the cooperation is im-
proved public relations and personnel education.
The nature and extent of collaboration within the
industry can best be shown by examining a number
of the more important cooperative organizations.

Rating Organizations

One major area of cooperation among insurance
companies is in rate-making. As we have seen, the
accuracy of an insurer’s predictions increases with
the number of exposures on which it is based.
Advisory organizations (formerly called rating
bureaus) are supported by insurance companies
that furnish these organizations with their loss statis-
tics as the raw material for producing rates. Some of
the more important advisory organizations are the
following:

1. The Insurance Service Office (ISO). The Insur-
ance Service Office provides a wide range of

advisory, rating, and actuarial services relating to
property and casualty insurance, including the
development of policy forms, loss information,
and related services for multiple-line coverages.
It computes and publishes trended loss data for
most property and liability insurance lines other
than workers compensation. ISO was originally
owned and controlled by insurance companies.
In 1994, ISO members approved a new structure
in which the organization’s board consisted of
seven noninsurers and four industry representa-
tives, and in 1996, ISO member insurers agreed
to convert the company to a for-profit stock cor-
poration. Subsequently, in October 2009, ISO’s
parent company, Verisk Analytics, become pub-
licly traded on the NASDAQ.

2. The American Association of Insurance Services
(AAIS). The AAIS performs approximately the
same functions for its subscribers as does the ISO.

3. The National Council on Compensation Insur-
ance (NCCI). The NCCI develops and administers
rating plans and systems for workers compensa-
tion insurance.

At one time, rating bureaus used the loss statistics
reported by their members to compute advisory
rates, which the bureaus then filed with state
insurance departments on behalf of their members.
Nonbureau companies maintained their own loss
statistics and filed their rates independently, or they
used the bureau rate as a point of departure, modify-
ing it to reflect their own experience and expenses.
Because insurers that used rates filed by bureaus
charged the same rates for coverage, during the
1980s, industry critics argued that the activities of
rating bureaus constituted a form of “price fixing”
and that these activities permitted the industry to
operate as a “cartel.” Although it may be argued
that the system of advisory rates did not prevent
the industry from operating in a highly competitive
manner, major rating bureaus responded to the
criticism in 1989 when they decided to discontinue
filing advisory rates on behalf of their members.31

In 1989, the ISO announced its decision to stop
providing advisory rates to its members. Instead,

31 The accusation that advisory rates constituted a system of price
fixing ignores insurers being free to participate in bureaus or
file their rates independently, thereby precluding the price fixing
and market-sharing activities of a cartel. In fact, a significant por-
tion of the market is controlled by nonbureau companies, which
develop their own rates and price their products individually.
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it provides insurers with trended loss costs only.
Insurers develop and add their own factors for
expenses, profits, and contingencies. In 1990,
the NCCI and the Surety Association of America
announced they would follow the same practice.

There are no rating bureaus in the life insurance
field. However, the Society of Actuaries, a voluntary
association of actuaries, holds periodic meetings
for the exchange of information with the goal of
improving premium determination.

Distressed and Residual-Risk Pools

One of the most socially significant areas of coopera-
tion among insurers is found in the techniques used
to deal with certain unprofitable classes of insureds
that, for various reasons, must be insured. Property
and liability insurers in all states are required to par-
ticipate in shared markets, a euphemism for the in-
voluntary markets in which insurance is provided to
applicants who do not meet normal underwriting
standards. In some instances, applicants are shared
on some predetermined basis. In others, losses are
shared. The following are a few of the more impor-
tant programs that have been designed to deal with
the problem of the high-risk insured.

1. The automobile shared market. Some drivers,
because of their past records and the likelihood
of future losses that those records indicate, are
unacceptable to insurers in the normal course of
business. However, because it is deemed socially
undesirable to permit such drivers on the road
without any insurance, the insurance industry
has established special mechanisms to provide
the necessary coverage. The most widely used
approach is the Automobile Insurance Plan
(formerly called assigned-risk plan), which is
currently used in 42 states. This plan functions
by sharing applicants, with each automobile
insurer operating in a state accepting a share of
the undesirable drivers, based on the percentage
of the state’s total auto insurance that it writes.
The remaining eight states use alternative plans
designed to achieve the same purpose.32

2. Workers compensation assigned-risk pools.
Shared-market plans exist in the field of workers
compensation insurance. Employers, who are

32 The operation of these programs is discussed in greater detail
in Chapter 29.

unacceptable to insurers in the standard market,
are assigned to insurers, based on each insurer’s
percentage of the standard market.

3. Medical malpractice pools. In the mid-1970s,
because of deteriorating loss experience, many
insurers withdrew from the medical malpractice
insurance field, creating a malpractice crisis,
in which many physicians found they were
unable to obtain professional liability insurance
at any price. More than 10 states have formed
joint underwriting associations (JUAs), in which
all liability insurers in the state share in the
premiums and losses associated with medical
malpractice insurance.

4. Fair Access to Insurance Requirements plans
(FAIR plans). FAIR plans are insurance industry
pools designed to provide insurance to property
owners in inner-city and other high-risk areas
who are unable to obtain insurance through
normal market channels because of the location
of their property or other factors over which
they have no control. If property owners cannot
obtain insurance through normal markets, they
apply to the state FAIR plan. After the property
is inspected, the FAIR plan assigns the property
to a participating insurer or informs the owner
what physical hazards must be corrected before
the property will be insured.33 About 2.7 million
homes were insured by state FAIR plans in 2011.

5. Beach and windstorm pools. Special beach
and windstorm plans exist in six states.34 These
plans provide property insurance to property
owners along the Atlantic and Gulf coasts where

33 The Fair Access to Insurance Requirements (FAIR) plans were
created as an adjunct to a Federal Riot Reinsurance Program cre-
ated by Congress in the aftermath of an epidemic of urban riots
that erupted in the summer of 1967 and in 1968. The reinsurance
program, which was terminated in 1983, protected the private
insurers against catastrophe losses from civil disorders. Participa-
tion in the reinsurance program was optional on a state-by-state
basis, but if a state chose to participate, all property insurers oper-
ating in the state were required to join the state-supervised FAIR
plan.
34 Alabama, Georgia, Mississippi, New York, North Carolina,
South Carolina, and Texas. New York and Georgia provide the
coverage to eligible properties through their FAIR plans. In ad-
dition, Florida and Louisiana have state-run insurance compa-
nies that provide coverage (Florida Citizens Property Insurance
Corporation and Louisiana Citizens Property Insurance Corpora-
tion). The number of homes insured by the beach and windstorm
pools grew dramatically following the 2005 hurricane season,
when many insurers reduced the amount of business they would
write in hurricane-prone states.
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vulnerability to hurricanes and other forms of se-
vere windstorm damage is high. Like the automo-
bile insurance and FAIR plans, the plans operate
by sharing applicants, with each participating in-
surer accepting a share of the undesirable appli-
cants proportionate to its premiums in the state.

6. State health insurance plans. A number of states
have addressed the problem of availability of
health insurance by creating subsidized state
health insurance pools for the uninsurable.35

Individuals, who are ineligible for Medicare or
Medicaid and who cannot buy private health
insurance, obtain coverage from the pools,
usually at a subsidized rate. Although the plans
differ in detail, the pools provide comprehensive
medical coverage that includes in-hospital
services, skilled nursing facility care, and pre-
scription drugs. The pools are subsidized, but
even with the subsidy, premiums range from
125 percent to 150 percent of the state’s average
premiums. Costs in excess of the premiums are
covered by a subsidy.36

The 2010 federal health reform law prohibits
insurance companies from considering the appli-
cant’s health status in the underwriting process.
Thus, when the law is fully implemented, state
health insurance pools will likely disappear.

Educational Organizations

The field of insurance demands continuing educa-
tion on a scale matched by few occupations, and

35 The source of the subsidy varies by state and includes state
general revenues, a tax on hospital revenues, and assessments on
health insurers. Most states fund their plans with an assessment
on health insurers.
36 In 2013, the following 35 states had such pools: Alabama,
Alaska, Arkansas, California, Colorado, Connecticut, Florida,
Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky, Louisiana,
Maryland, Minnesota, Mississippi, Missouri, Montana, Nebraska,
New Hampshire, New Mexico, North Carolina, North Dakota,
Oklahoma, Oregon, South Carolina, South Dakota, Tennessee,
Texas, Utah, Washington, West Virginia, Wisconsin, and Wyoming.

In addition to the state pools, the 2010 federal health reform
law provided $5 billion for a temporary national high risk pool
administered by the U.S. Department of Health and Human
Services to cover uninsured individuals with pre-existing con-
ditions. States could choose to run their own federally-funded
pool that complied with federal rules, or HHS would run the pro-
gram in those state without a state-run pool. The federal pool is
temporary and ceases operation at the end of 2013, when the
“guaranteed issue” requirements of federal health reform go into
effect. The Patient Protection and Affordable Care Act of 2010 is
discussed in more detail in Chapter 21.

several educational organizations exist for the agent
or company employee who wishes to become
more knowledgeable and increase personal pro-
fessionalism. In the life insurance field, the leading
educational organization is The American College
(formerly The American College of Life Underwrit-
ers). It sponsors the course of instruction leading to
the professional designation Chartered Life Under-
writer (CLU), a symbol of professional attainment
that relatively few achieve. The institution offers
advanced studies leading to a graduate degree,
Master of Science in Financial Services. The
college is supported by contributing life insurance
companies.

The American Institute for CPCU is the equiva-
lent of The American College in the area of prop-
erty and liability insurance. The designation granted
by the institute is Chartered Property and Casualty
Underwriter (CPCU). The CPCU, like the CLU for life
underwriters, is the highest symbol of attainment
granted to a member of the property and liability
insurance profession for educational development
and professionalism.

In addition to The American College and the
American Institute for CPCU, there are several other
educational organizations. The Insurance Institute
of America offers basic courses in preparation for
the rigorous requirements of the CPCU study pro-
gram. The Life Underwriters’ Training Council pro-
vides similar instruction in the field of life insurance.

Insurance Trade Associations

Like many other industries, members of the insur-
ance industry cooperate through trade associations.
In the life insurance field, the leading insurer asso-
ciation is the American Council of Life Insurance,
composed of legal reserve life insurance compa-
nies. It provides research and lobbying services for
its member companies. America’s Health Insurance
Plans (AHIP) performs similar functions related to
health insurance. In the property and liability field,
insurers support the American Insurance Associa-
tion, the National Association of Mutual Insurance
Companies, and the Property Casualty Insurers
Association of America. The trade association
for reinsurers is the Reinsurance Association of
America (RAA). 37

37 Reinsurance is discussed in Chapter 8.
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Trade associations also exist at the agency level.
In the property and liability field, many agents
belong to local boards of insurance agents. These,
in turn, are affiliated with a state association of
insurance agents (e.g., the Independent Insurance
Agents of Iowa or the Professional Insurance Agents
Association of Iowa). The state associations further
collaborate by affiliating with one of two national
associations, the Independent Insurance Agents
and Brokers of America or the National Association
of Professional Insurance Agents.

In the area of life insurance, the basic cooper-
ative organization is the local association of life
agents; each local association affiliates with a state
association (e.g., the Iowa Association of Insurance
and Financial Advisers). The national organization
embracing the state associations is known as the
National Association of Insurance and Financial
Advisers.

Insurance trade associations perform valuable
functions for their members, particularly in sup-
porting legislation of interest to the public and the
insurance industry and guarding against legislation
detrimental to members’ interests.

COMPETITION IN THE
INSURANCE INDUSTRY

The competition within the insurance industry
today is intense, perhaps more so than at any other
time. Briefly, this rivalry takes place in two areas:
price and quality.

Price Competition

Price competition in the insurance industry occurs
primarily at the company level, where rates are
set. Insurance companies compete on the basis of
price by attempting to offer a lower priced product
than other companies dealing in the same line of
insurance.

The agent does not (except in isolated cases)
participate in setting the price of the product.
Exceptions exist in the case of large accounts
on which the commission is negotiated, and the
final commission agreed on is a factor in the final
premium. In general, the pricing of the product
by their companies is a factor outside the control
of the agents. Price competition among agencies
does, of course, take place, but it is based on

the price competition among the companies the
agencies represent. There are differences in price
among companies, and in the selection of the
companies they represent, the agents have control
over the price of the contracts the agency sells.
Agencies that want to compete on a price basis do
so by entering into contracts with insurers whose
marketing strategy also emphasizes price.

The price of insurance, like most prices, is a func-
tion of the cost of production, and to the extent that
companies are successful in reducing their costs,
they can reduce their prices. The following five costs
are common to all insurance companies:

1. Losses and loss adjustment expense

2. Acquisition expense

3. Administrative expense (company overhead)

4. Taxes

5. Profit and contingencies

The first of the costs listed can be an area of consid-
erable difference among companies. Some compa-
nies, through selective underwriting, have achieved
significantly lower loss costs. It should be recog-
nized, however, that lower premiums achieved by
selective underwriting reflect a different product.
The unique nature of price competition in insurance
rests on the often neglected fact that the individual
to whom an insurance policy is sold is, in a sense, the
product that the insurer sells. It is the combination
of hazards and loss-producing characteristics that
the individual brings to the insured group that rep-
resents the risk transferred to the insurer. This means
that two insurers selling policies to different individ-
uals may be selling dramatically different products.
If an insurer succeeds in selecting customers with
lower than average probabilities of loss, it sells a
product whose cost is lower and for which a lower
premium may be charged. 38

38 The unique nature of the insurance product, in which the indi-
vidual insured is, in a sense, the product sold, serves as the foun-
dation for a distinctive form of price competition in insurance
markets. The existence of cooperative rate-making, in which com-
petitors charge the same price, is consistent with a competitive
market in which insurers’ costs differ. In the traditional model of
competition suggested by economists, market interaction forces
prices downward to the level of costs. In the field of insurance,
price competition can occur in a second way. When prices are
fixed and the insurers’ costs differ from those on which the bu-
reau rate is predicated, insurers adjust their costs to the market
price by altering their underwriting standards.
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The second cost, acquisition expense, can be
altered to reflect substantial premium savings. The
major part of the production costs have traditionally
been agents’ commissions. Some companies, espe-
cially direct writers, have reduced premium costs by
reducing or eliminating agents’ commissions. Even
in life insurance, where the agent’s commission is
usually a significant cost only in the first years, lower
commissions permit lower premiums.

Administrative expense includes those expenses
other than loss costs and acquisition expense that
the insurer incurs in providing its product. Admin-
istrative expenses tend to be relatively fixed, and
their influence on the final premium varies with
the insurer’s efficiency. This efficiency depends on
the absolute level of overhead, the quality of the
insurer’s workforce, and the premium volume over
which fixed costs are spread.

Although taxes represent a small percentage
of the total premium, some differences in cost
are traceable to the tax element. Since the state
premium tax is levied as a percentage of the total
premiums written by an insurer and is added to
the individual premiums, it tends to magnify the
difference among companies in the other costs.

The final element, the allowance for profit and
contingencies, is a residual. In the rate-setting pro-
cess, it is a hoped-for return on capital. In actual
practice, it is a residual that exists only to the extent
that projected premiums exceed the aggregate of
the projected other expenses.

The differences that can exist in the common
costs of insurers help explain the differences and
the similarities in the premiums charged by insurers.
If a company is successful in reducing any of its
costs below those of its competitors, it is able to offer
coverage at a lower price or derive a higher profit
on its operations. Insurers whose costs are exces-
sive find it difficult to maintain an adequate market
share.

Quality Competition

Quality competition takes place at two levels. Insur-
ance companies compete by offering broader forms
of coverage and prompt claim service. In some lines
of insurance, service components of the insurance
product include inspection and loss-prevention
services offered by insurers. In general, however,
quality competition occurs primarily at the agency

or brokerage level, where the service component
can differ significantly.

It is possible to purchase insurance with or
without the services of agents or brokers. If the
consumer elects to purchase insurance from agents
rather than directly from a company, the cost may
be somewhat higher, and the incremental cost that
the consumer pays is compensation to the agents
for the function they perform. Although the agents
receive this payment from the insured in the form of
a commission, the commission is available because
consumers tacitly agree to pay the higher premium
the commission requires. When consumers choose
to purchase insurance from agents or brokers at a
higher cost than would be incurred in a purchase
through the mail or directly from a company, they
tacitly agree to pay the higher premium because
the benefits are equal to or greater than the cost.
The benefits for which the consumers pay the
higher premium consist, in the main, of the advice
provided by the agents. This advice consists of an
analysis of the clients’ insurance needs, recommen-
dation of coverages, selection of an insurer, and
assistance in processing claims at the time of a loss.

The insurance marketplace is characterized by
numerous competitors offering products with differ-
ent levels of cost and prices to consumers. Insurers
have different levels of selectivity and, consequently,
different levels of cost. They also have elected dif-
ferent distribution systems. The differing levels of
selectivity in underwriting and the different distri-
bution systems are reflected in the different prices
at which insurers offer their products.

Is the Insurance Industry Really Competitive?

The decade of the 1980s witnessed a fierce debate
over the question of whether the insurance industry
is competitive. The protagonists in the debate were
the insurance industry and a group of informed
economists on one side and industry critics on the
other. The real question in the debate was how
insurance should be regulated, and the attack by
many industry critics was aimed at creating a federal
insurance regulatory system.

Industry critics based their attack on the premise
that the industry was not competitive because of
the industry’s partial exemption from the federal
antitrust laws, which was enacted by Congress in
1945. But this criticism ignored the fact that the
industry is regulated by the states. We will defer
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our discussion of the regulation of insurance until
Chapter 6. For the present, let us consider the de-
bate by examining whether the industry exhibits the
characteristics of a competitive industry.

Hallmarks of a Competitive Industry

Economists traditionally focus on market structure
and market conduct as measures of competition
within an industry. Important factors in the market
structure include the number of competitors and
the percentage of the market controlled by the
largest firms. Market conduct is reflected by the
ease of entry into the market and by changes in
market share over time. To examine whether these
conditions apply in the insurance field, let us briefly
examine the structure of the industry.

Insurance Industry Market Structure Based on
the number of competitors, freedom of entry into
the market, and changes in market share over time,
one would conclude the industry exhibits the char-
acteristics of a highly competitive industry.

• Numerous competitors exist in each of the three
major sectors in the insurance industry. Each field
is highly decentralized, with no firm controlling as
much as 10 percent of the market nationally. Con-
sumers have a wide range of sellers from which to
choose, offering differentiated products at differ-
ent prices.

• The number of insurers operating in each field
of insurance is large, and the number has grown
over time, indicating freedom of entry into and
exit from the market. New competitors have few
entry barriers, and forming a new company or
expand an existing one is easy. Insurers also face
competition from alternatives to the traditional in-
surance market (e.g., risk-retention groups).

• Concurrent with the growth in the number of
insurers, major shifts in market segments have
occurred. In the property and liability field, the
direct-writing companies, which controlled only
about 8 percent of the total property and liability
premiums in 1945, had boosted their share of the
market to about 46 percent by the end of 1997.
In the life insurance field, mutual insurers con-
trolled 70 percent of the market in 1970, while
capital stock companies wrote 30 percent of the
business. By 1997, capital stock companies had
captured 64 percent of the market, and the mutual
insurers’ share had declined to 36 percent. The

shift in market share in health insurance has been
from traditional health insurers to the 700-plus
health maintenance organizations (HMOs) that
have entered the market since 1970.

Based on structure and market conduct, all three
segments of the insurance industry exhibit the char-
acteristics of competitive markets.

Evidence of Intensity of the Competition In
addition to features of the market structure, three
additional factors indicate a highly competitive
market and attest to the intensity of the competition
in the property and liability field and, to a lesser
extent, in the life and health insurance fields:

1. The industry is highly cyclical, a hallmark of a
competitive industry, evidencing the inability of
insurers to control output, prices, or profits.

2. Profits in recent years have consistently been
below those for most other industries.

3. A number of insurer insolvencies attest to the
intensity of the price competition in insurance.

To complete our discussion of competition in the
insurance industry, we will examine three of these
manifestations of industry competition: the insur-
ance cycle, industry profitability, and the increasing
number of insurer insolvencies during the 1980s.
These effects of competition provide abundant and
convincing evidence of the intensity of competition
to all but the most obstinate critics.

The Insurance Cycle The property and liability
industry is highly cyclical: It goes through periods
of underwriting profit followed by periods of losses.
The insurance market is characterized as hard or
soft, depending on the phase of the cycle. During
periods when insurers are earning underwriting
profits, the market is said to be soft, as insurers
engage in price cutting to increase their market
share. The price cutting includes reduction in
the absolute level of rates and the loosening of
underwriting standards. This has the natural result
of generating losses, resulting in a hard market,
during which insurers increase prices and tighten
underwriting standards.

Although it is sometimes suggested that the under-
writing cycle results from mismanagement within
the insurance industry, this criticism ignores that in
a competitive market, competitors do not set the
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market price. Competitors accept the price that is
set by the interaction of market forces. The pricing
decisions of insurance companies are a response
to the cycle, not a cause. Insurers cut prices not
because they want to but because they are required
to by the pressure of market forces. Often, these pres-
sures stem from forces outside the industry itself.

Cash-Flow Underwriting It has been said, per-
haps in jest, that property and liability insurers
are not so much insurance companies as invest-
ment companies that raise the necessary money for
their investments by selling insurance. This observa-
tion was undoubtedly prompted by the size of the
industry’s investment portfolio and the importance
of investment income in the overall operating profit
of property and liability insurers. In many years,
property and liability insurers about break even or
even lose money on underwriting, but investment
income provides an overall operating profit. The
dependence on insurance premiums as funds for
investment leads to a phenomenon known as cash-
flow underwriting. Cash-flow underwriting, as the
term is generally understood, refers to the pricing
practice aimed at maximizing written premium
income rather than underwriting profit. In cash-flow
underwriting, insurers price their products below
the amount needed to cover losses and expenses to
compete for premium dollars that can be invested.
The rationale is that during periods of high interest
rates, the investment income earned on additional
premium volume will more than offset any incurred
underwriting loss. Insurers compete for dollars that
can be invested at a higher rate than the cost of
those funds. An insurer with a combined ratio of,
say, 106 percent is, in effect, paying the policy-
holders 6 percent for the use of their money.39 If
those funds can be invested at some rate greater
than 6 percent, the leveraged investment will
increase the return to stockholders. As a result, price
competition in the industry tends to be driven by the
returns available in financial markets where insurers
invest their funds.

Insurer Insolvencies Although some insolvencies
are a result of mismanagement, the number of
insurer insolvencies over the years provides con-
vincing evidence to all but the most intractable

39 The combined ratio measures the percentage of the premium
spent on losses and expenses. See Chapter 8.

TABLE 5.1 Insurer Insolvencies and Impairments, 1980–2012

Life/Health Insurers Property/Liability Insurers

Year Insolvent or Impaired Insolvent or Impaired

1980 12 9
1981 13 15
1982 14 13
1983 32 14
1984 16 36
1985 17 49
1986 15 30
1987 24 33
1988 27 48
1989 56 48
1990 47 55
1991 82 60
1992 39 59
1993 25 41
1994 13 28
1995 11 16
1996 19 13
1997 18 32
1998 12 20
1999 26 20
2000 10 47
2001 9 49
2002 10 47
2003 6 37
2004 5 20
2005 10 13
2006 3 18
2007 8 5
2008 9 17
2009 13 21
2010 7 22
2011 2 34
2012 2 21

Source: A.M. Best. Includes insolvent insurers and insurers sub-

ject to regulatory action for financial issues.

critics of the intensity of the competition in the insur-
ance marketplace. Table 5.1 indicates the number
of insurer insolvencies and other impairments since
1980 in both the life and health and property and
liability fields.

Although the insolvency rate in the insurance
field is significantly below that in the field of banking
or other financial institutions, the historic number
of insolvencies stands in mute testimony to the de-
mands of a competitive marketplace. It provides a
convenient point of departure for our next chapter,
which deals with the regulation of insurance.
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Industry Profitability Because the property and
liability insurance industry has been the most
widely criticized, it has attracted the greatest in-
terest from scholars. Numerous studies over the
past two decades have examined the structure of
the property and liability insurance industry. These
studies were conducted by scholars from the aca-
demic world, by government commissions, by fed-
eral agencies, and by the U.S. Government Account-
ing Office (GAO). Using different methodology and
different models, the researchers independently
reached the same three conclusions: the industry

is competitively structured, there is no evidence
of excessive profits, and the rate of return to firms
in the industry is generally less than that for other
industries with commensurate risk.40

40 For example, a 1989 U.S. Government Accounting Office
(GAO) study entitled Insurance: Profitability of the Automobile
Lines of the Insurance Industry, concluded that the after-tax earn-
ings on auto insurance over the period 1978 through 1987 pro-
duced an average 10.4 percent return on surplus. This is lower
than the average rate of return on banks, utilities, and transporta-
tion for the same period.

IMPORTANT CONCEPTS TO REMEMBER

capital stock insurance company
mutual insurance company
assessment mutual
advanced premium mutual
assessible policy
fraternal insurer
reciprocals
demutualization
Lloyd’s associations
insurance exchange
attorney-in-fact
excess and surplus line law
Blue Cross
Blue Shield
health expense associations
health maintenance

organization
service contract
capitation
government insurer

Federal Crop Insurance Program
mortgage loan insurance
National Flood Insurance

Program
Federal Crime Insurance

Program
SBA Surety Bond Program
Federal Fidelity Bonding

Program
Export-Import Bank
Overseas Private Investor

Corporation
agent
broker
binding authority
American Agency System
direct writer
independent agent
captive agent
ownership of renewals

direct-response system
general agent
branch office system
personal-producing general

agent
company groups
fleets
underwriting syndicate
advisory organizations
rating bureaus
residual-risk pool
assigned-risk pool
Automobile Insurance Plan
FAIR Plan
beach and windstorm pool
CLU
CPCU
hard market
soft market
cash-flow underwriting

QUESTIONS FOR REVIEW

1. List the types of insurers as classified by legal form of
ownership, and briefly describe the distinguishing char-
acteristics of each type.

2. Distinguish between an insurance agent and an in-
surance broker. What is the significance of the distinction
from the insured’s viewpoint?

3. What is meant by the expression that independent
agents “own their expirations”? Why is this of such great
importance?

4. What are the characteristics of a health maintenance
organization (HMO) that distinguish it from other types of
insurers discussed in this chapter?

5. Briefly explain the sources of an insurance agent’s
authority. How does the authority of a life insurance
agent differ from that of a property and liability insurance
agent?

6. What are the general methods of operation of Lloyd’s
of London, and why does it receive such wide publicity?

7. Identify the various costs common to all insurers and
explain the extent to which these costs may differ from
one insurer to another.

8. How do you account for the fact that two insurers
may charge significantly different premiums for identical
coverage?
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9. Describe the basic function of advisory organiza-
tions. In which lines of insurance are such organizations
primarily found?

10. Government insurance programs may compete with
those of private insurers, may involve cooperation

between government and private insurers, or may be a
monopoly. Give an example of a government insurance
program in each of these three categories.

QUESTIONS FOR DISCUSSION

1. Adam Smith wrote, “People of the same trade seldom
meet together, even for merriment and diversion, but the
conversation ends in a conspiracy against the public, or in
some contrivance to raise prices.” To what extent do you
believe that this observation holds true with respect to the
various cooperative organizations in the insurance field?

2. “When an insurer is successful in its efforts to select
insureds from the better than average classes, the gain in
its competitive position is magnified by the impact of this
success on its competitors.” Explain what is meant by this
statement.

3. Agents frequently emphasize “service” in their ad-
vertising. What services should clients legitimately expect
from their insurance agents?

4. Some government insurers compete with private in-
surers. To what extent does a government insurer have an
unfair advantage over a commercial one? How can com-
petition of government insurers with private insurers be
justified?

5. Government insurance programs frequently involve
a subsidy to certain segments of society. To what extent
do you feel that this is preferable to the provision of insur-
ance on a subsidized basis through the mandatory partic-
ipation pools operated by private insurers?
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Association of Professional Insurance Women www.apiw.org
Council of Insurance Agents and Brokers www.ciab.com
Federal Emergency Management Agency (FEMA) www.fema.gov
Independent Insurance Agents and Brokers of America, Inc. www.iiaba.net
Inland Marine Underwriters Association www.imua.org
Insurance Information Institute www.iii.org
Insurance Institute of America, Inc. www.aicpcu.org
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CHAPTER 6

REGULATION OF THE
INSURANCE INDUSTRY

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify and explain the reasons why insurance is subject to regulation

• Identify the major areas of insurer operations that are regulated

• Trace the history of insurance regulation and identify the landmark cases and laws that led to
the current regulatory environment

• Identify the major aspects of insurance company operations that are subject to regulation

• Identify and explain the statutory requirements that exist with respect to insurance rates

• Describe the different approaches the states have taken toward the regulation of insurance
rates

• Identify the arguments favoring state or federal regulation of insurance

THE WHY OF GOVERNMENT
REGULATION OF INSURANCE

Before turning to the manner in which the insur-
ance industry is regulated, it is appropriate that we
examine the rationale for that regulation. Many of
the original reasons for the regulation of the insur-
ance industry are being challenged, and new reg-
ulatory goals are being proposed. In analyzing the
issues discussed in this chapter, it will be helpful if
the reader is familiar with the general theory of reg-
ulation that serves as the foundation for the theory
of insurance regulation.

The Why of Regulation Generally

Important differences of opinion exist among
economists on the subject of government regula-
tion, and much of the controversy concerning in-
surance regulation stems from these differences.
Although there is much agreement in principle on
the need for some form of government control of
business, there is serious disagreement on the form
that this control should take.

Some economists believe in the concept of an
efficient market and maintain that competition
will generally produce the greatest benefits to
society. These economists agree that some form of

95
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government control is necessary, yet they would like
the principal role of government to be maintaining
competition. Other economists distrust the market
or, at least, have less confidence in its operation.
They believe the lesson of history is that regulation
is often needed to prevent abuse of consumers and
should be imposed wherever there is a likelihood
of market failure.

Approaches to Government

Control of Business

Broadly speaking, government control of business
takes one of two forms, paralleling the two eco-
nomic philosophies noted: antitrust and regulation.
Antitrust concentrates on maintaining competi-
tion, and regulation involves the application of
specific performance standards to the firms in
an industry. The principal thrust of antitrust is to
curtail monopoly power. It focuses on preventing
collusion, opposing mergers that lead to excessive
concentration, and abating market power. The
theory of antitrust is that if the government prevents
monopoly and unfair competition, competition
will result in the public welfare.

Regulation represents a more direct involvement
of government in the affairs of business. It usually
consists of two types of actions by government:
restricting entry into the market (usually because
competition is thought to be infeasible) and
controlling prices so the firms in an industry do
not obtain excessive profits. In a sense, regulation
replaces competition in industries that are natural
monopolies or are considered to have special
importance in size or influence.

Economic Theories of Regulation Having noted
the attitudes of economists toward government con-
trol and the different forms that control may take,
we will examine three theories of regulation that
will help us interpret the current issues concerning
insurance regulation. One theory provides an eco-
nomic rationale for what regulation is intended to
do; the other two theories attempt to explain why
regulation does not always work as it is intended
and why regulation sometimes fails to deal with the
economic problems it is meant to solve.

The Market Failure Theory of Regulation The
predominant theory of regulation is the market
failure theory, which is based on the view that the

purpose of regulation is to correct market failures.1

A market failure occurs when the free market pro-
duces too much or too little of a product or a ser-
vice at a price that is too high or too low. The classic
example of a market failure occurs in the case of
a monopoly with the incentive and the ability to
produce too little and charge too much for a prod-
uct. Another market failure is an unstable compet-
itive process that leads to destructive competition.
A third example is a lack of safety or security for
consumers in financial markets or industries of a
fiduciary nature. The role of regulation under the
market failure theory is to restrict the actions of firms
in an industry, forcing them to behave in a way that
will produce results as near as possible to those that
would occur in a competitive market.

Although the market failure theory provides an
explanation of how regulation should work, casual
observation shows that it does not always function
the way the theory suggests. Regulatory systems are
complicated, cumbersome, and costly, and there
is a serious question whether they achieve their
intended purpose. Indeed, they sometimes pro-
duce objectionable results. Although proponents
of regulation argue that the defects of regulation
are due to legal and procedural problems that can
be corrected by reform of the regulatory system,
another view is that the market failure theory does
not explain the way regulation works in the real
world. This second view abandons the notion that
correcting market failures is a serious goal of regu-
latory agencies and suggests that regulators operate
under a different set of incentives. Two views on the
motivation of regulators have emerged: the capture
theory of regulation and the public choice theory.2

The Capture Theory of Regulation According
to the capture theory of regulation, regulators often
become “captured” by the industry they are respon-
sible for regulating. They lose focus and become

1 For a more complete discussion of the market failure view of
regulation see C. F. Phillips, The Economics of Regulation (Home-
wood, Ill.: Richard D. Irwin, 1969). This draws heavily on the early
work of A. C. Pigou, The Economics of Welfare, 4th ed. (London:
Macmillan, 1932).
2 The evolution of the capture theory and the public choice the-
ory of regulation is revealed in George Stigler, “The Theory of
Economic Regulation,” Bell Journal of Economics and Manage-
ment Science, vol. 2, no. 1 (Spring 1971), and Sam Peltzman,
“Toward a More General Theory of Regulation,” Journal of Law
and Economics, vol. 19 (August 1976).
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more concerned about the success of the regulated
industry than about consumers. Proponents of this
theory observe that regulators often come from the
industry they regulate. In those cases in which the
regulators do not come from the regulated industry,
they are likely to accept a job with a regulated firm
at the end of the regulatory appointment. The result,
according to critics, is that regulatory agencies
are characterized by revolving doors, in which
regulators come from and return to the industry.
This may cause them to view problems in the same
way as the firms they regulate, a problem known as
“intellectual capture.” More generally, critics argue,
these regulators place the interest of the industry
they are supposed to regulate above the interest of
consumers.

The recent global financial crisis has increased
attention on the problem of regulatory capture,
particularly in federal banking regulation. Although
the capture theory of regulation has found many
adherents, it does not seem to adequately explain
regulation in the insurance field in the United States.
If the theory prevailed, one would expect far differ-
ent results in insurance regulation from those that
exist.

The insurance industry, like most regulated indus-
tries, is not controlled by a regulatory agency alone.
It is also regulated by the legislatures and by the
courts. The capture theory of regulation does not
explain how the industry succeeds in capturing the
legislatures and the courts.

The Public Choice Theory of Regulation The
public choice theory of regulation, like the capture
theory, attempts to explain why regulation some-
times produces results other than those suggested
by the market failure theory. The public choice theory
views regulation as a part of a political-economic
system that serves to reallocate wealth among com-
peting groups based on preferences expressed in
a political-economic marketplace. Its basis is that
every regulation reallocates resources and in the
process makes some individuals or groups richer
and others poorer. Regulators perform the same
functions as legislators in imposing taxes on some
groups (the regulatory taxpayers) and dispensing
benefits to others (the regulatory recipients). Any
proposed regulation will attract the attention of
payers and beneficiaries, who will express their
opposition or support through political and eco-
nomic channels. The major goal of regulation is to

transfer resources to groups that generate the most
support for the program in a way that minimizes
opposition to the regulatory tax.

The most important implication of the public
choice theory is the conclusion that regulation will
tend to favor (subsidize) relatively small and well-
organized groups that have a high per capita stake in
the regulation at the expense of large, poorly orga-
nized groups with a lower per capita stake. Members
of groups with a stake in proposed regulation must
organize themselves to support or oppose the regu-
lation. If the regulation involves a large tax or a large
subsidy, there will be a strong incentive for the group
to organize and oppose or support the regulation.
When the tax or subsidy is small, the incentive is less.
At the same time, the larger the group, the greater
the cost of organizing and, therefore, the less likely
is the group to be effectively organized.3

Importance of the Three Theories The market
failure theory and the public choice theory of
regulation are important in understanding the
regulation of insurance. Although the market failure
theory remains the standard against which regu-
latory programs should be measured, the public
choice theory helps to explain why regulation in
some areas departs from this standard.

Rationale for Regulation

of the Insurance Industry

As noted, regulation is adopted as an alternative to
antitrust in those instances in which competition
is considered infeasible or in the case of industries

3 Kenneth J. Meier offers another view: that regulatory policies
result from the interaction of four political institutions within an
environment that influences their abilities to use their political
resources effectively. The four players in the political process are
regulators, consumers, the industry, and political elites (legisla-
tors, governors, federal officials, et al.). The major influence on
the effectiveness of these parties in the politics of regulation is
the nature of the regulatory issue. Meier suggests that regulatory
issues can be characterized according to their salience and com-
plexity. A salient issue is one in which large numbers of people
feel that the issue affects them and that the political system is the
way to address the issue. A complex issue is one in which special-
ized knowledge is required to understand the policy question.
When an issue is salient, consumers and political elites are more
likely to become involved. When an issue is complex, it is costly
for them to be involved, and regulators and the industry have a
relative advantage. See Kenneth J. Meier, “The Politics of Insur-
ance Regulation,” Journal of Risk and Insurance, vol. 58, no. 4
(December 1991).
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that, because of monopolistic tendencies, must be
subject to control. Natural monopolies, for example,
are licensed and their pricing decisions controlled
to protect the consumer from exploitation.
Cartelized industries are regulated for the same
reasons. Here regulation is required because of
a lack of competition; it seeks to generate results
similar to those that would exist in a competitive
industry. In insurance, the problem of monopoly
is not significant, but there are still reasons for
government restraint.

The rationale for regulation of insurance differs
from monopolized or cartelized industries because
the potential market failures also differ. The first
of the potential market failures in insurance stems
from the fiduciary nature of insurer operations; the
second arises from the uncertainties inherent in the
insurance pricing process.

Vested-in-the-Public-Interest Rationale The
first rationale for the regulation of insurance is that
it is an industry vested in the public interest. The
courts have long held that insurance, like banking,
is pervasive in its influence, and that failures in this
field can affect persons other than those directly
involved in the transaction.4 Individuals purchase
insurance to protect against financial loss at a later
time, and it is important to the public welfare that
the insurer promising to indemnify insureds for
future losses fulfills its promises.

Classical economists held that competition serves
the consumer by forcing inefficient firms out of the
market. Contrary to this classical model, which held
that the failure of some firms from time to time was
a wholesome phenomenon, the public interest was
not served by the failure of insurers because of the
resulting losses to policyholders and claimants. The
vested-in-the-public-interest rationale for regulation
of the insurance industry holds that the insurance
industry, like any other business holding vast sums
of money in trust for the public, should be subject
to government regulation because of its fiduciary
nature.

Besides the solvency issue, there are other public
interest reasons that legislators have felt require
regulation of the industry. The complex nature
of insurance contracts makes them difficult for a

4 The U.S. Supreme Court ruled that insurance is a business “af-
fected with the public interest” in 1914. See German Alliance
Insurance Company v. Lewis, 233 U.S. 380 (1914).

consumer to understand. Regulation is, therefore,
deemed necessary to ensure that the contracts
offered by insurance companies are fair and that
they are fairly priced.

Although the public interest rationale has a
relationship to the area of pricing and competition,
its implications are much broader. It implies a need
for regulation of insurance in many areas, of which
pricing is only one. The fiduciary nature of insurer
operations and the extensive influence of insurance
on members of society require regulation of entry
into the market (i.e., the licensing of companies),
the investment practices of insurers, and similar
areas related to insurer solvency. In addition, the
complexity of the insurance product requires
regulatory scrutiny of contracts and the licensing
of practitioners to ensure their competence. There-
fore, because insurance is vested in the public
interest, the industry would require regulation even
if it were not for the second rationale for regulation
discussed next.

Destructive-Competition Rationale The sec-
ond rationale for the regulation of insurance,
currently being challenged by some parties, is
that competition in some fields of insurance, if left
unregulated, would become excessive. Although
regulation in other industries aims at enforcing
competition and preventing artificially high prices,
insurance regulation was initially designed in the
opposite direction: preventing excessive competi-
tion. It has long been argued that, in the absence of
regulation, the natural tendency in the insurance
industry would be toward the keenest sort of
cut-throat competition. The assumption that the
natural tendency in insurance pricing is toward
destructive competition rests on two premises:

1. The cost of production is unknown until the con-
tract of insurance has run its full term.

2. Classes of desirable and undesirable insures
exist. The danger is that in attempting to com-
pete, insurance companies might assume their
insureds are from the more desirable class and
make unwarranted assumptions about their
future costs.

As we will see later, there is considerable disagree-
ment about these premises, and many experts ques-
tion the validity of the argument. Nevertheless, those
who argue that insurance regulation must be aimed



CHAPTER 6 REGULATION OF THE INSURANCE INDUSTRY 99

at preventing too much competition maintain that
the basic danger in the insurance industry is the pos-
sibility that, in vying for business, companies may
underestimate future losses and as a result fail.

Goals of Insurance Regulation

Originally, the goals of insurance regulation were
understood and generally agreed on by all con-
cerned. The function of insurance regulation was
to promote the welfare of the public by ensuring
fair contracts at fair prices from financially strong
companies. The market failures that insurance reg-
ulation was intended to correct were insolvencies
(no matter what their source) and unfair treatment
of insureds by insurers. In short, the dual goals of
regulation were solvency and equity.5

Although the original goals dominate the regu-
latory philosophy, new and emerging goals focus
on the availability and affordability of insurance.
Public dissatisfaction with the increasing cost of in-
surance, the inability of some consumers to obtain
insurance at a price they are willing and able to
pay, and a growing philosophy of entitlement have
created pressure from some quarters for regulatory
programs designed to guarantee the availability of
insurance to all who desire it at affordable rates.
Increasingly, those who cannot obtain insurance at
a price they feel they can afford are demanding
a subsidy from the rest of society. The traditional
approach to this subsidy has been a residual risk
pool, such as the Automobile Insurance Plans,
the Fair Access to Insurance Requirements (FAIR)
plans, and the medical malpractice insurance
pools. Here, insurers are compelled to write cov-
erages at rates below those required to cover losses
and expenses. The losses sustained are passed on to
other insureds as higher premiums. More recently,
the availability/affordability demands have focused
on a new issue: the manner in which insurance rates
should be determined and the extent to which the
insureds’ costs should reflect the hazards they bring
to the pool of insured persons.6

5 These goals were articulated by Professor Spencer L. Kimball,
who referred to them as the principles of solidity and aequum et
bonum. See Spencer L. Kimball, Essays in Insurance Regulation
(Ann Arbor, Mich.: Spencer Kimball, 1966), pp. 3–10.
6 The availability/affordability debate is discussed in the chapter
appendix.

A Brief History of Insurance Regulation

The earliest forms of insurance regulation were
related to the premium taxes imposed by the states
on out-of-state insurers and grew out of the reg-
istration and reporting requirements imposed for
the purpose of determining insurers’ tax liabilities.
Although statutes dealing with insurance had been
enacted by the states as early as the beginning
of the nineteenth century, the history of modern
insurance regulation begins shortly before the Civil
War, when several states established bodies to
supervise insurance operations within their borders.
The New Hampshire Board of Insurance Commis-
sioners, established in 1851, was the first of these
bodies. Massachusetts followed shortly thereafter,7

and New York instituted its board in 1859. The
panic of 1857, which had been precipitated by the
failure of a New York branch of the Ohio Life Insur-
ance and Trust Company of Cincinnati, was prob-
ably the leading factor in the creation of the New
York Commission as well as those of other states that
followed.

Paul v. Virginia The case of Paul v. Virginia focused
on the preeminence of the right of the states or
federal government to regulate insurance. The U.S.
Constitution gives the federal government the right
to regulate interstate commerce, and the issue in
Paul v. Virginia was whether insurance is interstate
commerce. Samuel Paul was a native of Virginia
who represented New York insurance companies
in his home state. Paul challenged the right of
the state to regulate insurance by selling policies
without obtaining a state license. The state denied
Paul a license because his insurer would not com-
ply with the demand of the state of Virginia for a
security deposit. Likewise, a license for the insurer
was denied on the same grounds. When Paul con-
tinued to sell insurance without a license, he was
arrested and fined $50. The case was carried to the
U.S. Supreme Court, where it was finally decided
in 1869. In rendering its decision, the Supreme

7 One member of the Massachusetts board was Elizur Wright,
who is often called the father of insurance regulation. Wright
was an abolitionist who turned his energies toward the elimina-
tion of unsavory practices in the insurance industry. He was an
ardent proponent of federal regulation of insurance and viewed
the state insurance department as a step toward a national insur-
ance bureau.
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Court ruled that insurance was not interstate
commerce:

Issuing a policy of insurance is not a transaction
of commerce. The policies are simply contracts of
indemnity against loss by fire entered into between
the corporations and the insured for a consider-
ation paid by the latter. These contracts are not
articles of commerce in any proper meaning of
the word. They are not subjects of trade and barter,
offered in the market as something having an
existence and value independently of the parties to
them. They are not commodities to be shipped or
forwarded from one state to another and then put
up for sale. They are like other personal contracts
between parties which are completed by their
signature and the transfer of considerations. Such
contracts are not interstate transactions, though
the parties may be domiciled in different states.
The policies do not take effect—are not executed
contracts—until delivered by the agent in Virginia.
They are then local transactions, and are governed
by the local law. They do not constitute a part of
the commerce between the states any more than
a contract for the purchase and sale of goods in
Virginia by a citizen of New York, whilst in Virginia,
would constitute a portion of such commerce.8

The decision of the U.S. Supreme Court that insur-
ance was not interstate commerce and was not sub-
ject to regulation by the federal government stood
for 75 years.

Regulation from 1869 to 1944 During the years
following the Paul v. Virginia decision, the insurance
industry was regulated by the individual states. This
was a period of rapid development and expansion
for the entire economy, and the insurance industry
was no exception. The quality of regulation varied
from state to state, and it was inevitable that abuses
would creep into the operation of the insurance
business.

In the period after the Civil War, many life
insurance companies were operated in a precar-
ious manner. Unsound business practices were
common, and advertising claims were inflated.
During the Depression era of the 1870s, many of
these poorly managed firms failed. In addition,
many innovations were developed in the field of
life insurance, some of which were detrimental to
the insurance-buying public. One such innovation

8 Paul v. Virginia, 231 U.S. 495 (1869).

was the tontine policy, a life insurance contract with
a higher than necessary premium that provided
for the payment of dividends at some future time.
Dividends on these policies were paid at the end
of the tontine period (which was usually 10, 15,
or 20 years). The dividends were paid only to
those policyholders who survived to the end of the
period, at the expense of those who had died or
permitted their policies to lapse.

The Armstrong Committee Investigation Shortly
after the turn of the century, big business was be-
ing condemned and investigated, and the rapid
growth of the life insurance industry, including the
previously mentioned abuses, attracted attention.
In 1905, the New York State legislature appointed
a committee to investigate the abuses in the life
insurance industry. The committee was named after
its chairman, Senator William W. Armstrong. The
Armstrong Investigation turned out to be a sober,
responsible examination of the life insurance indus-
try. Many abuses were identified, and although the
investigation caused a temporary loss of confidence
among the insurance-buying public, legislation was
enacted in New York following the investigation
correcting these abuses, a result that proved to be a
benefit to the public and the life insurance industry.

The Merritt Committee Investigation In 1910,
a second committee was appointed in New York,
this time to investigate the property insurance
industry. Edwin A. Merritt, Jr., was chairman of this
committee, which became known as the Merritt
Committee. The principal concern of the Merritt
Committee was with the methods used by property
insurers in making rates.

As we saw in Chapter 3, the accuracy of an
insurer’s predictions increases with the number of
exposures on which the predictions are based. This
principle led insurers to the practice of cooperative
ratemaking, in which the experience of many insur-
ers is pooled to increase the accuracy of insurers’
predictions. The organizations that collect loss data
and perform the actuarial calculations required to
generate rates were called rating bureaus. From 1885
to 1910, over half the states passed laws prohibiting
cooperative ratemaking and outlawing rating bu-
reaus. These anticompact laws, as they were called,
prohibited insurance companies from joining
together to make rates, a practice that the com-
panies argued was necessary to achieve the accu-
racy inherent in the operation of the law of large
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numbers. Following the San Francisco fire of 1906,
many fire insurance companies went bankrupt, in
part because they had charged inadequate rates.
Fire insurance rates then increased throughout the
country in what appeared to be a concerted action.
After an extensive study, the Merritt Committee
made its recommendations, which became the
basis for New York legislation. The committee
opposed the anticompact laws and urged that
rating bureaus be recognized and, further, that a
company be permitted to belong to a rating bureau,
or to file its rates independently if it chose.

The Armstrong Committee and the Merritt Com-
mittee investigations were significant events in the
development of the industry. Although they were
state inquiries, the fact that many states patterned
their laws after those of New York (plus the impact
of the Appleton rule discussed in Chapter 5) made
their effect pervasive.

South-Eastern Underwriters Association Case

After a period of 75 years, the authority of the federal
government to regulate insurance was again tested.
In 1942, the U.S. attorney general filed a brief under
the Sherman Act against the South-Eastern Under-
writers Association (SEUA), a cooperative rating bu-
reau, alleging the bureau constituted a combination
in restraint of trade. In its decision of the SEUA case
in 1944, the U.S. Supreme Court reversed its decision
of Paul v. Virginia, stating that insurance is interstate
commerce and as such is subject to regulation by
the federal government.9 This decision stands today.

Public Law 15 While the SEUA case was being de-
cided and appealed, the insurance industry viewed
with considerable alarm the prospect that the court
might overturn Paul v. Virginia. This would have
especially affected the property and casualty field,
where concerted ratemaking through bureaus was
the rule rather than the exception. Since pooling
loss information to generate standard industry rates
constituted a form of price fixing that would be
illegal per se under the Sherman Act, the industry
moved to obtain an exemption from the Sherman
Act and other federal antitrust laws.

The insurance industry arranged to have bills in-
troduced into Congress that would have exempted
it from the federal antitrust laws, but these bills were

9 United States v. South-Eastern Underwriters Association, 322 U.S.
533 (1944).

defeated. Finally, a law was drafted by the National
Association of Insurance Commissioners that could
be passed. This was Public Law 15, or the McCarran-
Ferguson Act, which became law on March 9,
1945.

In the McCarran-Ferguson Act, Congress reaf-
firmed the right of the federal government to regu-
late insurance but agreed that it would not exercise
this right as long as the industry was adequately
regulated by the states. The law declared a two-year
moratorium on the regulation of insurance by the
federal government, stating that the federal govern-
ment would not regulate the industry until January
1, 1948, when the federal antitrust laws would be
“applicable to the business of insurance to the
extent that such business is not regulated by the
states.” In effect, the law explicitly granted to the
states the power to regulate the insurance busi-
ness, a power that the U.S. Supreme Court in the
SEUA case had concluded was vested in Congress
under the Commerce Clause of the Constitution.
The exemption from federal law was incomplete
however. The act provided that the Sherman Act
would continue to apply to boycott, coercion, or
intimidation.

REGULATION TODAY

Following enactment of Public Law 15, the states
attempted to put their houses in order, passing rating
laws, defining fair trade practices, and extending
licensing and solvency requirements.

The Current Regulatory Structure

Insurance is presently regulated by the states
through the three basic branches of our state gov-
ernments: legislative, judicial, and executive.

Regulation by the Legislative Branch Each state
enacts laws that govern the conduct of the insurance
industry within its boundaries. These laws spell out
the requirements that must be met by persons wish-
ing to organize an insurance company in the state.
As noted in the previous chapter, a company domi-
ciled within the state (i.e., which has its home office
in the state) is called a domestic insurer. The laws
also specify certain requirements that a company
domiciled in another state (called a foreign insurer)
must meet to obtain a license to do business in the
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state.10 In addition, the insurance code sets forth the
standards of solvency that are to be enforced and
provides for the regulation of rates and investments.
It also regulates the licensing of agents.

Regulation by the Judicial Branch The judicial
branch exercises control over the insurance indus-
try through the courts by rendering decisions on the
meaning of policy terms and ruling on the constitu-
tionality of the state insurance laws and the actions
of those administering the law.

Regulation by the Executive Branch: The Com-

missioner of Insurance The central figure in the
regulation of the insurance industry in each state
is the commissioner of insurance.11 In most states,
this official is appointed by the governor of the state
and is charged with the administration of the insur-
ance laws and the general supervision of the busi-
ness. Although a part of the executive branch of
the state government, the commissioner frequently
makes rulings that have the binding force of law and
exercises judicial power in interpreting and enforc-
ing the insurance code.

National Association of Insurance

Commissioners

The National Association of Insurance Commission-
ers (NAIC) has been an active force in the regu-
lation of insurance since it was founded in 1871.
Although it has no legal power over insurance reg-
ulation, it is an important influence. Through it,
the nation’s 56 insurance commissioners exchange
information and ideas and coordinate regulatory
activities.12 Based on the information exchanged at
its four annual meetings, the NAIC makes recom-
mendations for legislation and policy. The individual
commissioners are free to accept or reject these rec-
ommendations, but in the past most commissioners
have seen fit to accept the recommendations appro-
priate for their particular states.

10 A company domiciled in a foreign country is called an alien
insurer.
11 Although the title commissioner of insurance is the most com-
mon, in some states, the chief insurance regulator is referred to
as the director of insurance or the superintendent of insurance.
12 The 56 members of the NAIC include the 50 states plus the
District of Columbia, American Samoa, Guam, Puerto Rico, the
U.S. Virgin Islands, and the Northern Mariana Islands.

AREAS REGULATED

It is common to distinguish between two broad, but
interrelated, areas of insurance regulation: solvency
regulation and market regulation.

Solvency Regulation

Clearly, a primary focus of insurance regulation is
on insurer solvency. Indeed, it has been argued this
should be the primary function of regulation. Regu-
latory interest in insurer solvency is concerned with
the early detection of potential insolvencies and the
prevention of consumer suffering when insolven-
cies occur.

The U.S. insurance solvency system is constantly
changing to respond to new issues. In June 2008,
the NAIC announced it was undertaking a critical
self-examination of U.S. insurance solvency regu-
lation in response to international developments.
This effort, known as the Solvency Modernization
Initiative (or SMI), is focused on five specific ar-
eas: group supervision, regulatory capital require-
ments, statutory accounting and financial reporting,
reinsurance, and enterprise risk management and
corporate governance. The major areas of financial
regulation are discussed below.

Licensing of Companies In effect, when a com-
pany is licensed, the commissioner certifies the
company with regard to its financial stability and
soundness of methods of operation. Before licens-
ing a firm to conduct business in the state, the com-
missioner must be satisfied that the company to be
licensed meets the financial requirements specified
in the insurance code of the state. To qualify for a
license, the insurance company making the appli-
cation must have a certain amount of capital or
surplus. The exact amount of capital and surplus
required varies from state to state, being relatively
small in some states and substantial in others. The
amount of capital or surplus required also depends
on the type of business the firm will conduct and
whether the company is a stock or mutual carrier.
These capital and surplus requirements usually ap-
ply to individuals who wish to form an insurer in
the state and to foreign companies that request a
license to do business in the state.

Besides enforcing the capital and surplus re-
quirement, the commissioner reviews the personal
characteristics of the organizers, promoters, and
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incorporators of the company to determine their
competence and experience. The commissioner
may deny the application for a license if the com-
pany’s founders seem unworthy of public trust.

Reporting and Financial Analysis It has long
been recognized that the key to protecting policy-
holders from insurer insolvencies lies in detecting
potential failures before they occur. Insurance reg-
ulators rely on analysis of various insurer reports
and financial examinations to detect potentially
troubled companies.

Insurers are subject to significant regulatory
reporting requirements. State insurance codes
require every licensed insurer to submit annual and
quarterly reports to the commissioner of insurance.
These reports include information on the assets
and liabilities of the company, its investments, its
income, loss payments, expenses, and any other
information required by the commissioner. Actuar-
ies must sign opinions attesting to the adequacy of
reserves. Insurers must calculate and report their
risk-based capital (RBC) requirements annually. All
this information, along with other publicly available
information about the company, is analyzed by
state insurance departments on an ongoing basis.

The NAIC serves an important role in the financial
analysis process. It maintains a database of financial
information filed by insurers and automated tools
to assist with financial analysis. In 1974, the NAIC
adopted the Insurance Regulatory Information
System (IRIS) to assist regulators in identifying po-
tentially troubled insurers. Under IRIS, an insurer’s
performance on a series of financial tests is exam-
ined. Deviations from expected norms are taken as
an indication that closer scrutiny of the insurer is
needed. In the early 1990s, IRIS was expanded and
enhanced to create the Financial Analysis Solvency
Tracking (FAST). Under FAST, a score is assigned to
each company, based on its performance on a series
of ratios and other financial indicators. The specific
financial tests used and the company scores are
kept confidential by the NAIC. Today, FAST is
widely used by state regulators when prioritizing
companies for further review. In addition to the
many tools made available to the states, the NAIC
has created the Financial Analysis Division (FAD)
to monitor the financial performance of “nationally
significant companies.” This division reports po-
tential problems to the Financial Analysis Working
Group (FAWG) of the NAIC, which coordinates

with the commissioners in the company’s state of
domicile to resolve concerns. The FAWG serves
as a mechanism for peer review and encourages
domestic states to take timely regulatory action.

Examination of Companies In addition to
examining the annual report, supplemental filings
by insurance companies, and other available infor-
mation, insurance departments conduct periodic
on-site examinations of each company conducting
business in the state. The insurance commissioner
may examine or inquire into the affairs of any com-
pany transacting business in the state at any time,
but the insurance code normally requires exam-
ining domestic companies at least once every five
years. During the detailed and often extended pro-
cedure, the examiners scrutinize every aspect of the
firm’s operation. Targeted exams may be done more
frequently and focus on a particular area of con-
cern. In the mid-2000s, the NAIC developed a new
risk-focused examination system, which increased
regulatory focus on a firm’s risk management
processes. It was implemented in all states by 2009.

To eliminate duplication of effort, it has become
the practice for each state insurance department to
examine only those companies that are domiciled
in the state. The state calling the exam invites partic-
ipation from the other zones in which the company
does business. (The NAIC is divided into four zones.)
Other states in which the insurer does business typi-
cally accept the examination results, eliminating the
need for separate exams of foreign insurers.

Group Supervision The NAIC Model Holding
Company Act has long applied to the regulation
of an insurer within a group of companies. The
intent of the model law and its related regulation
is to protect the insurers from risks that might arise
from other areas of the group. This is done by “ring-
fencing”, or protecting, the insurer and regulating
transactions between the insurer and the rest of
the group. For example, the commissioner must
approve dividends paid from an insurer to a parent
company if they are in excess of certain limits,
and intragroup transactions must be conducted
on an arms length basis and be reported to the
commissioner. Certain transactions require prior
regulatory approval.

Lessons learned in the recent global financial
crisis have caused U.S. regulators to strengthen their
system of group supervision. Specifically, in 2008,
the holding company of American International
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Group (AIG), a large international group with
significant insurance operations, was threatened
with a rating downgrade because of losses from
an unregulated operation known as the Financial
Products Division (or AIG-FP). Although the AIG
holding company was regulated by the U.S. Office
of Thrift Supervision (OTS), a federal banking
regulator, the credit default swaps sold by AIG were
unregulated.13 While the insurance regulators had
been focused on the risks in the insurance compa-
nies, they were unaware of the increasing risks in
AIG-FP. Unfortunately, a downgrade in the holding
company had implications for the life insurance
companies.14 Insurance regulators concluded
that, while it remained important to ring-fence the
insurer from risks outside the insurance company,
they also needed to have a better understanding of
those risks.

In December 2010, the NAIC adopted revisions
to the Model Holding Company Act and Regula-
tion. These revisions strengthened the ability of
insurance regulators to gather information and
examine the noninsurance operations of the group,
authorized regulators to participate in supervisory
colleges (where multiple regulators of a group coor-
dinate their activities) and provided funding, and
required insurers to file a new Enterprise Risk
Filing (Form F) that provides information on risks
that might impact the insurance entity.

Risk-Based Capital Risk-based capital (RBC)
requirements are another tool used to detect com-
panies that are potentially troubled. With RBC
requirements, the amount of capital required for an
insurer will vary, based on the specific risks facing

13 As was mentioned in Chapter 2, in September 2008, AIG was
bailed out by the U.S. Federal Reserve (Fed) and by the U.S. Trea-
sury. AIG-FP had sold protection against credit risk to a number
of large U.S. and European banks under an instrument known
as credit default swaps (CDSs). The Commodities Futures Mod-
ernization Act , a federal law, prohibited the regulation of credit
default swaps. Although CDSs bear some similarity to insurance,
there is no requirement that there be an insurable interest, and
they can be used for purely speculative purposes. When housing
prices began to fall, AIG’s losses on these instruments accumu-
lated. AIG’s contracts with the counterparty banks required AIG
to post collateral that depended on its financial strength rating.
When AIG was faced with a reduction in its AAA rating, it was
required to increase the amount of collateral it provided. The
U.S. government stepped in to assist AIG so it could pay off the
U.S. and European banks.
14 The life insurance companies had a securities lending opera-
tion, in which securities were lent to other institutions (primarily
banks) on a short-term basis in return for fees. Collateral require-
ments for that operation also increased with a downgrade of the
holding company.

the insurer, including risks associated with under-
writing, the insurer’s investment portfolio, and other
risks not reflected by these factors. RBC standards
enable regulators to more easily identify an insurer
whose capital is inadequate to support the risks it
has assumed.

In the 1990s, the NAIC developed RBC standards
for life insurers (1992), property and liability insur-
ers (1993), and health insurers (1997), and these
models have been adopted widely across the coun-
try. RBC standards do not replace statutory capital
and surplus requirements. Rather, the purpose of
the RBC standards is to alert regulators to the need
for closer scrutiny of insurers based on an analysis
of the insurer’s capital and surplus relative to the
specific risks in its portfolio.

The RBC models require comparison between
the insurer’s total adjusted capital and the amount
of capital required under risk-based capital. For a
property and liability insurer, RBC requirements
recognize asset risk, underwriting risk, and off–
balance sheet risks. The capital and surplus of a life
insurer must protect and absorb four risks: (1) risk
of loss due to defaults in assets and variations in the
market value of common stock; (2) risk of claims,
expenses, and catastrophes; (3) risk of loss due to
changes in interest rates; and (4) risks not otherwise
reflected.

A deficiency in RBC is indicated by the ratio of
the company’s actual capital and surplus and the
required risk-based capital. Depending on the mag-
nitude of the deficiency, the RBC regulations will re-
quire specific action, ranging from corrective action
by the insurer under a plan approved by the com-
missioner, to seizure of the company by the state
insurance department.

The NAIC’s SMI is reviewing the current RBC
formulae and will likely make changes. The specific
charges for asset risk are being reviewed, and
the NAIC is considering adding a catastrophe risk
charge for catastrophes such as hurricanes and
earthquakes.

Enterprise Risk Management The NAIC’s SMI
is increasing regulatory focus on enterprise risk
management and corporate governance. As already
indicated, the NAIC’s enhanced risk-focused exami-
nation system increases focus on insurer risk
management. In addition, the NAIC is implementing
a new Own Risk and Solvency Assessent (ORSA)
requirement, in which insurers must undertake their
own assessment of their risk management systems
and current and future solvency positions. The
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ORSA requirement is anticipated to become effec-
tive in 2015.15

Regulation of Reserves Because insurers operate
on the unusual plan of collecting for a product to
be delivered at some time in the future, insurance
laws require specific recognition of the insurer’s
fiduciary obligations. Life insurers are required to
maintain policy reserves on outstanding policies
and to reflect these reserves as liabilities in their
financial statements.16 In the property and liability
field, insurers are permitted to include premiums as
income only as the premiums become earned (i.e.,
only as the time for which protection is provided
passes). In addition, the insurer is required to estab-
lish a deferred income account as a liability, called
the unearned premium reserve, whose primary
purpose is to place a claim against assets that will
presumably be required to pay losses occurring in
the future. In addition to the unearned premium
reserve, property and liability insurers are required
to maintain loss reserves. These include a reserve
for losses reported but not yet paid and a reserve
for losses that have occurred but have not yet been
reported to the insurer because of a lag in claim
reporting. The insurance code of most states
specifies the manner in which the reserves must be
computed.

The critical importance of the reserves in the
financial stability and solvency of an insurer is
apparent when we recognize that the reserves are
true liabilities. They are an actuarial measurement
of the company’s liabilities to its policyholders and
claimants that must be offset by assets. If the reserves
are understated, the net worth of the company is
overstated.

Investments To the extent that an insurer’s
promises depend on the value of its investments,
those investments must be sound. For this reason,
the insurance code of each state spells out the parti-
cular investments permitted to each type of insu-
rance company in the state. The investments permi-
tted are usually U.S. government obligations; state,
municipal, and territorial bonds; Canadian bonds,

15 The ORSA requirement will apply to U.S. insurers that write
more than $500 million of annual direct written and assumed
premium and/or insurance groups that collectively write more
than $1 billion of premium.
16 The major liabilities of insurance companies are debts to
policyholders; they are called reserves in the U.S. In many coun-
tries, they are called technical provisions. In insurance account-
ing and insurance terminology generally, the term reserve is
almost synonymous with liability.

mortgage loans, certain high-grade corporate bonds;
and, subject to limitations, preferred and common
stocks. In general, property and liability insurers
are granted greater latitude in their investments
than life insurers are. Life insurers are generally
allowed to invest only a small percentage of their
assets in common stocks. Consequently, common
stocks account for less than 5 percent of the general
account invested assets of life insurance companies
while over 15 percent of the assets of property and
liability companies are in common stocks. Insurers
must file their investments with the NAIC’s Securities
Valuation Office (SVO), which rates the credit quality
of securities and establishes rules for valuing them.

Reinsurance Reinsurance which is discussed fur-
ther in Chapter 8, is essentially insurance purchase
by insurance companies. For example, Acme In-
surance may purchase insurance from a reinsurer
to protect against catastrophic losses from a hur-
ricane. The U.S. system of reinsurance regulation
recognizes two types of reinsurers: admitted rein-
surers, who have obtained a license in the state in
which they are doing business, and nonadmitted
or unlicensed reinsurers. Until recently, when an in-
surer purchased reinsurance from a nonadmitted
reinsurer, it was not permitted to take credit on its
financial statements unless the nonadmitted rein-
surer posted collateral to back its obligations. Many
non-U.S. reinsurers operate as nonadmitted reinsur-
ers in the United States, and they objected strongly
to what they viewed as discriminatory treatment.

As part of its SMI, the NAIC adopted revisions to its
Credit for Reinsurance Model Act and Regulation.
These changes allow for a reduction in collateral
requirements if the reinsurer is supervised by an
approved jurisdiction. The amount of the reduction
depends on the financial strength of the reinsurer.
By mid-2013, 13 states representing approximately
50 percent of direct written premiums had adopted
the model.17

Dealing with Insolvencies The main goal of in-
surance regulation is to avoid policyholder losses
when an insurer becomes insolvent. If examination
or analysis suggests the company is operating in a
hazardous manner, the regulator will intervene to
correct the problem. Often, this intervention is con-
fidential and the public is not aware of the action
being taken.

17 The states that had adopted the model were California, Con-
necticut, Delaware, Florida, Georgia, Iowa, Indiana, Louisiana,
Maryland, New Jersey, New York, Pennsylvania, and Virginia.
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In more severe cases, where the insurer is insol-
vent or financial impaired, the commissioner of the
state in which the insurer is domiciled will peti-
tion the court to be appointed receiver and assume
responsibility for the affairs of the company. As
receiver, the commissioner will often attempt to
rehabilitate the company. The commissioner may
direct that substantial portions of the firm’s business
be reinsured with other companies. Sometimes the
shaky firm may be merged with a stronger insurer.

When these efforts fail or when the company’s
position is too hazardous to attempt rehabilitation,
the commissioner will petition the court for permis-
sion to liquidate the company. In a liquidation, the
receiver/liquidator will gather or “marshall” the as-
sets, distribute them to the firm creditors as required
by law, and dissolve the insurer. State receivership
laws specify the priority of the distributions to
creditors, and the obligations to policyholders are
second in priority, just behind the expenses of the
liquidation. This high priority means policyholders
get paid before other creditors, increasing the likeli-
hood they will receive the amounts owed to them.18

State Insolvency Funds If the assets in a liquida-
tion are inadequate to fully compensate policyhold-
ers, state insolvency guarantee funds will typically
cover part of the losses. Guarantee funds designed
to compensate members of the public who suffer
loss because of failure of property and liability in-
surers or life and health insurers exist in all states.
Generally, each claim covered by the guarantee fund
is subject to a deductible (e.g., $100), and there is a
cap on the amount that will be paid, requiring the
policyholders and claimants to bear a part of the
loss themselves.

Most of the property and liability insolvency guar-
antee funds date from the early 1970s, when they
were established to forestall the formation of a fed-
eral agency that had been proposed to perform the
same function.19 Most operate on a postinsolvency

18 In December 2005, the NAIC adopted the Insurance Receiver-
ship Model Act (IRMA) to govern the receivership and liquida-
tion process. IRMA was controversial, however, and by 2013, only
one state (TX) had substantially adopted it. In 2013, the NAIC was
reviewing IRMA to identify elements that states should be encour-
aged to adopt.
19 The earliest of the funds was established in New York (1947),
New Jersey (1952), and Maryland (1965). However, these early
funds did not pay claims on all lines of property and liability
insurance, they did not provide for the return of premiums that
policyholders had paid to the insolvent insurer. These laws were
revised in the 1970–1971 period when the rest of the plans were
established.

basis, in which insurers operating in the state are
assessed their proportionate share of losses after an
insolvency occurs. The New York plan for property
and liability insurers is based on a preinsolvency
assessment. In some states, the assessments are al-
lowed as tax offsets, permitting solvent insurers that
have paid assessments to recoup these losses by re-
ducing their premium taxes.

NAIC State Accreditation Program In 1990,
the NAIC created its Financial Regulation Standards
Accreditation Program, which is designed to assist
state legislatures and insurance departments in
developing an effective system of solvency regula-
tion. The program provides for NAIC certification of
states that meet the requirements of the accredita-
tion program. The measures that must be adopted
by a state to be accredited by the NAIC include a
number of model laws and rules affecting regulation
of insurance holding companies, managing general
agents, reinsurance intermediaries, credit for rein-
surance, examination processes, and liquidation
proceedings. By 2013, insurance departments in all
states and the District of Columbia were accredited
by the NAIC. In addition to the original certification,
states must submit to an annual evaluation process
and undergo recertification review every five years.

The Dodd-Frank Act The global financial crisis
and widespread government support for financial
entities has led to heightened attention on the prob-
lem of systemic risk and too big to fail (TBTF).
With the exception of AIG and a couple of Euro-
pean insurers affiliated with European banks, in-
surers largely survived the financial crisis intact.20

Most of the attention on systemic risk and TBTF was
focused on the large global banks, and tradi-
tional insurance activities were generally not con-
sidered to be a source of systemic risk. Nonethe-
less, given that the majority of AIG’s operations were

20 ING Group, the largest financial services group in the Nether-
lands, was often cited as a bancassurance success story. In 2009,
however, ING’s banking operations suffered severe losses. As a
condition for receiving support from the Dutch government, ING
was forced to divest of its insurance operations. Fortis is another
European bancassurance firm that suffered losses in its banking
operations and was broken up as a result of the financial crisis.

In the U.S., three insurance companies (AIG, Hartford Finan-
cial Services, and Lincoln National) received financial support
from the U.S. Treasury Capital Purchase Program (CPP), out of a
total of 707 financial institutions receiving support. Treasury took
the position that only federally regulated institutions were eligi-
ble for the program, so Hartford and Lincoln purchased thrifts to
become subject to oversight by the Office of Thrift Supervision.
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related to insurance, policymakers recognized the
potential for systemic risk from insurance groups.

The 2010 Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act) created
the most significant change to U.S. financial regula-
tion since the Gramm-Leach-Bliley Act (GLBA). DFA
created a new federal Financial Stability Oversight
Council (FSOC), comprised primarily of federal
regulators.21 The FSOC is charged with identifying
bank and non-bank systemically important finan-
cial institutions (SIFIs), which will be subject to
higher capital standards and heightened supervi-
sion by the Federal Reserve. The long-term implica-
tions of designating a subgroup of insurers as being
systemically important are unclear. Some experts
worry that designated firms could have a competi-
tive advantage if consumers and other market partic-
ipants believe the federal government will bail out
the firms when they have financial difficulty. Others
believe the designated firms will be at a disadvan-
tage if they are more strictly regulated than other
firms in the market. To a large extent, the implica-
tions will depend on how strictly the firms are regu-
lated. The regulatory system for nonbank SIFIs had
not yet been finalized in July 2013.22

In addition to creating the possibility that some
insurance groups might be designated for federal
regulation, the Dodd-Frank Act contained some spe-
cific elements aimed at the insurance sector. The
Dodd-Frank Act created a new Federal Insurance
Office (FIO), within Treasury to monitor the insu-
rance sector and coordinate Federal efforts and
develop Federal policy on “prudential aspects of
international insurance matters.” The FIO also
assists the Treasury Secretary in negotiating interna-
tional agreements related to insurance (along with
the U.S. Trade Representative), and can preempt
a state regulation in very narrow areas (i.e. where
the regulation is inconsistent with an international
agreement and treats a non-U.S. insurer less favor-
ably than a U.S. insurer). The Act specifically states

21 The FSOC is chaired by the U.S. Treasury Secretary and has 15
members, 10 of which are voting members. Most voting members
represent federal banking or securities regulatory agencies. One
of the voting members is required to be an independent mem-
ber with insurance expertise, appointed by the President and
confirmed by the Senate for a six-year term. The nonvoting mem-
bers serve in an advisory capacity and include a state insurance
regulator and the director of the Federal Insurance Office.
22 In June 2013, the FSOC designated two insurance groups as
nonbank SIFIs: AIG and (in a divided vote) Prudential Finan-
cial. Other institutions were still under consideration. As this was
written, Prudential was appealing the designation.

the FIO is not a regulator. Because insurance regula-
tion remains state-based, and the FIO has no author-
ity to establish regulatory standards in the states, it
is expected that the FIO and U.S. insurance regula-
tors will work closely together on international in-
surance regulatory matters. The DFA also contained
provisions intended to make the regulation of sur-
plus line and reinsurance more efficient by preempt-
ing multistate regulation.

Market Regulation

A second major focus of insurance regulation is the
fair treatment of policyholders. An insurer might
be financially sound and yet indulge in practices
that are detrimental to the public, such as unfairly
discriminating against an insured or engaging in
sharp claim practices. The commissioner attempts
to control such activities. Market regulation encom-
passes such areas as advertising and other marketing
issues, claims payment, underwriting, content of
insurance policies, and rates charged.

Unfair Practices All states have Unfair Trade Prac-
tices Acts prohibiting an insurer from using unfair
methods of competition or other unfair or decep-
tive acts or practices. States have also adopted laws
governing claims settlement and prohibiting unfair
claims settlement practices.

Unfair Trade Practices Acts prohibit unfair
discrimination in underwriting, misrepresentation
and false advertising, and rebating and twisting.
Rebating consists of directly or indirectly giving or
offering to give any portion of the premium or any
other consideration to an insurance buyer as an
inducement to the purchase of insurance. An
example of unlawful rebating would be an offer by
an insurance agents to give a part of their commis-
sion to a prospective insured. 23

23 Although antirebate laws have been accepted without much
question for about 70 years, they are being challenged as anti-
competitive in effect. Critics of the antirebate laws believe they
represent anticompetitive laws, designed to prevent price com-
petition among insurance agents. In fact, the original purpose of
the laws was to complement the unfair discrimination provisions
in the state rating laws. Legislators believed it makes little sense
to forbid insurers to charge different rates to persons with the
same risk, and then permit the companies’ agents to adjust the
price at the point of sale. The original antirebate provisions of
the New York Code—Sections 89 and 90—were titled Discrim-
ination Prohibited and Discrimination Against Colored People.
The first antirebate law was designed to protect blacks, “colored
people” in the vernacular of the day, from discriminatory
pricing. Nevertheless, we will undoubtedly see more challenges
to the antirebate laws.
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Twisting is the practice of inducing a policyholder
to lapse or cancel a policy of one insurer to replace it
with the policy of another insurer in a way that would
prejudice the interest of the policyholder. Obviously,
there is no crime in a complete comparison with-
out misrepresentation agents may make between a
policy sold by their companies and one sold by
another company. It has been estimated that 30 to
40 percent of life insurance sales are replacements.
This is unfortunate because, in a surprising number
of cases, replacement of a contract does not benefit
the policyholder.24

Policy Forms Because the insurance product is a
contract, by its very nature, it is technical. In most
cases, customers are asked to purchase a product
in which they become a party to a contract they
have not read nor would understand if they read it.
Because insurance contracts are complicated, they
are subject to regulatory standards and must con-
tain certain required provisions. In most cases, they
must be approved by the regulatory authorities to
ensure that the insurance-buying public will not be
mistreated as a result of unfair provisions.

In addition, the solvency of the insurers must be
protected against unreasonable commitments they
might make under stress of competition. In some
states, new policy forms and endorsements need
only be filed with the commissioner’s office before
they are used; if the commissioner does not approve
of the form, it is then withdrawn. In most states, how-
ever, the law requires the approval of a form before
it is adopted.

Competence of Agents Because of the technical
complications in the insurance product, it is partic-
ularly important that those selling insurance under-
stand the contracts they propose to sell. All states
require a license from applicants to demonstrate
by examination that they understand the contracts
they propose to offer to the public and the laws

24 In response to concerns about improper replacements of life
insurance and annuity policies, the NAIC adopted a model
Life Insurance and Annuities Replacement Regulation in 2000.
The model requires insurers to establish systems to review the
appropriateness of replacements by its agents. It requires agents
to gather information from the insured on existing policies. If
the insured has other insurance, the agent must provide the
applicant with a “Notice Regarding Replacement” that encour-
ages the applicant to analyze existing benefits and proposed
benefits and to consult with the agent who sold the existing
insurance.

under which they will operate. Also, the agents
must be respected and responsible residents of their
individual communities.

Consumer Complaints and Assistance All state
insurance departments offer assistance to con-
sumers in resolving disputes with insurers and
insurance agents. During 2005, the states processed
approximately 475,000 complaints and answered
more than 3 million consumer inquiries. In addition,
most states have consumer information programs
that provide educational brochures and other use-
ful information. The NAIC maintains a Consumer
Information Source (CIS) website that allows con-
sumers to obtain information about insurers, includ-
ing claims history, basic financial information, and
states in which the company is licensed.

Privacy and the Gramm-Leach-Bliley Act In
1999, Congress enacted the Financial Services
Modernization Act, widely known as the Gramm-
Leach-Bliley Act (GLBA), after its principal spon-
sors. The primary purpose of the GLBA was to
relax the barriers between insurance, securities, and
banking that had existed since the Great Depression.
In the insurance area, the GLBA permitted affilia-
tions between banks and insurers and expanded
the ability of national banks to sell insurance. It also
defined the regulatory structure for these activities.

Although privacy was not the main focus of
the GLBA, the law contains important new privacy
protections. During the debate over the GLBA, many
became concerned with the increasing ability of
financial institutions to collect personal information
about consumers and share it with others. Advance-
ments in information systems and technology have
increased the amount of information collected, and
firms increasingly use this information to target their
marketing. As more information is collected and it
becomes easier to share with others, societal con-
cerns about privacy have increased.

The consumer privacy protections in the GLBA
set some basic standards that all financial institu-
tions, including insurance companies and agents,
must meet. In general, the law requires insurers to
notify consumers about their privacy policies and
to give them the opportunity to prohibit the sharing
of their protected financial information with nonaf-
filiated third parties. Information sharing between
affiliated companies is not restricted. State insur-
ance regulators are charged with enforcing the
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privacy provisions of GLBA as they apply to the
insurance industry.

In response to GLBA, the NAIC adopted the
Privacy of Consumer Financial and Health Informa-
tion Model Regulation in September 2000. Recog-
nizing the significance of health information in the
insurance industry, the NAIC model regulates the
privacy of financial information and health informa-
tion. Most states have adopted the NAIC model or
amended their existing privacy laws to be consistent
with the model.

The U.S. Department of Health and Human
Services (HHS) finalized regulations in April 2001
intended to protect the privacy of health records.
These rules govern health plans (including health
insurers and HMOs), health care clearinghouses,
and health care providers. Covered entities must
disclose their privacy policies, allow patients to
have access to their medical records, and obtain
consumer consent before releasing information to
others.

Regulation of Rates

The original rationale for regulation of insurance
rates was that such regulation was needed to
achieve the dual goals of regulation: solvency and
equity. Because the rates charged play an impor-
tant role in achieving these goals, many believed
the rates must be subject to government control. All
states (except Illinois, which does not currently have
a rating law) provide for the regulation of insurance
rates, requiring that the rates must be adequate, not
excessive, and not unfairly discriminatory.

Adequacy is the primary requirement. The rates,
with interest income from investments, must be suffi-
cient to pay all losses as they occur and all expenses
connected with the production and servicing of the
business.

In addition to being adequate, the insurance
rates must not be excessive. Insurance has become
regarded as a product that is essential to the well-
being of society’s members, and insurers may not
take advantage of this need to realize unreasonable
returns. Finally, insurance rates must not discrimi-
nate unfairly. The emphasis in this requirement is on
unfairly since insurance rates requires some degree
of discrimination. By not being unfairly discrimi-
natory, we mean the insurance company may not
charge a significantly different rate for two clients
with approximately the same degree of risk. Any

variation in rates charged must have an actuarial
basis.

All states have legislation requiring that rates must
be reasonable, adequate, and not unfairly discrimi-
natory, yet the manner in which these requirements
are enforced varies with different lines of insurance
and from state to state.

Regulation of Life Insurance Rates Apart from
making certain the companies do not engage in
price discrimination, most states do not exercise
any form of direct control over the level of life insur-
ance rates.25 However, life insurance rates are regu-
lated indirectly. Regulation of dividends and mutual
insurers’ accumulation of surplus represents an in-
direct control on maximum rates. In addition, legal
limits on the expense portion of the premium help
control the cost of life insurance in those states that
impose such limits.26 Finally, state laws prescribe
the mortality tables and interest assumptions that
must be used in computing policy reserves, which
means that the adequacy of life insurance rates is
indirectly regulated. If the insurer’s rate structure
is too low, premium income will be insufficient to
generate the assets required to meet the required
reserves. Although these indirect forms of rate regu-
lation do exist, they represent an extremely limited
form of control. Most expenses are not controlled,
and there are no limits set on profits other than those
imposed on mutual insurers in accumulating sur-
plus. The chief justification for the absence of stricter
regulation of life insurance rates has been the propo-
sition that competition is an effective regulator and

25 Credit life insurance rates represent a special exception. In
most states, the sale of credit life insurance is subject to special
regulation, resulting from past abuses in the field characterized
by a phenomenon called reverse competition. Credit life insur-
ance is sold through lenders to a captive market. Reverse com-
petition tends to increase rates and keep them high because of
the insurance companies’ practice of bidding for the lenders’
business through the payment of excessive commissions whose
cost is passed on to the consumer. Most states regulate rates for
credit life, credit accident and health, and credit unemployment
insurance under the terms of the NAIC Consumer Credit Insur-
ance Model Act, originally adopted in 1958, but since amended
a number of times.
26 New York, for example, limits the amount of commission
payable to a soliciting agent in the first year of an ordinary life
policy to 55 percent of the premium. Different limitations apply
to other types of policies. Companies not licensed to sell in New
York sometimes pay commissions as high as 125 percent of the
first-year premium.



110 SECTION ONE RISK, INSURANCE, AND RISK MANAGEMENT

can be depended on to keep life insurance rates
from being excessive. Informed authorities question
this assumption, arguing that the pricing complexi-
ties in life insurance make determination of the true
cost of the insurance beyond the ability of even the
sophisticated buyer.27 This is because the combina-
tion of savings and protection in the life insurance
policy tends to obscure the cost of the protection
and the return on savings.

Recognizing consumers have difficulty under-
standing the cost of life insurance, many states
now insist that an insurer provide prospective buy-
ers with cost disclosure information. In 1976, the
NAIC adopted and proposed to the states the Model
Life Insurance Solicitation Regulation, which was
subsequently adopted by many states. This regu-
lation requires insurers to make cost comparison
information available to prospective buyers. The
required information includes standardized cost
indexes and dividend information. The model regu-
lation was revised in 1983, after critics, including
the Federal Trade Commission (FTC), argued that it
provided inadequate disclosure. Although the 1983
model regulation is an improvement over the origi-
nal version, it too has been criticized as inadequate
disclosure.

Regulation of Property and Liability Rates

There is considerable diversity in the approaches
taken by states to regulate property and casualty
rates. In some cases, states exercise direct control
over rates, requiring specific approval of rates before
they can be used. In other cases, states follow the
life insurance pattern, and exercise only indirect
forms of regulation. Although there are other sys-
tems, the major approaches to rate regulation fall
into four categories: prior approval, file and use,
informational filing, and no filing.28 The latter three

27 A study by Professor Joseph M. Belth has shown that wide differ-
ences exist in the cost of identical products in the life insurance
field and that the consumer is not generally aware of the price
he or she pays when buying life insurance. See Joseph M. Belth,
The Retail Price Structure in American Life Insurance (Blooming-
ton: Bureau of Business Research, Graduate School of Business,
Indiana University, 1966).
28 In addition to these four basic systems and their many varia-
tions, there have been two other systems, state-made rates and
mandatory bureau rates. State-made automobile rates have been
used in Massachusetts. Mandatory bureau rates are used in North
Carolina for fire and automobile insurance.

are known collectively as competitive rating or open
rating systems.29 In addition, we will briefly note a
hybrid system known as “flex-rating.”30

The Prior Approval System Following the en-
actment of the McCarran-Ferguson Act, most states
adopted the prior approval approach to rate regula-
tion, patterned after the All Industry Model Rating
Law, developed by the NAIC in 1946. Under this
system, the insurance company must obtain
approval of its intended rates from the commis-
sioner before they may be used, and the commis-
sioner retains the right to disapprove the rates after
they become effective. Insurers file statistical data in
the form of trended loss experience and projected
expenses with requests for approval of rates. An in-
surer may accumulate and file its own loss data, or it
may authorize an advisory organization (i.e., rating
bureau) to file industry-wide trended loss data on
its behalf. In either case, the insurer must complete
the filing data using its own projected expenses.
If the commissioner is satisfied that the statistical
data support the proposed rate, it is approved. In
most states, the law includes a deemer provision,
which grants that if the rates have not been disap-
proved within a specified period of time (ranging
from 15 to 60 days), they are deemed to have been
approved.

The prior approval system has been the subject
of considerable criticism. Insurers complain the
system tends to make the commissioner the justifier
of rates to the public, so the level of rates is often
determined by political rather than actuarial
considerations. Public pressure for containment of
insurance prices may act to deny insurers needed
rate increases. In some states, requests for rate
increases are frequently denied or compromised,

29 The term competitive rating, which has been used widely to
identify the laws that do not require prior approval, has proven
to be an unfortunate choice, for it has been interpreted by some
to imply an absence of competition in states using the prior
approval system. Because prior approval rate regulation is often
used in other industries as an alternative to competition, some
observers assume this is also the case with insurance. The indus-
try is highly price competitive in those states with competitive
rating laws and in the prior approval states as well.
30 It is difficult to classify states with respect to their system of rate
regulation because many states follow more than one system. A
given state may use the prior approval system for some lines and
a form of competitive rating for others.



CHAPTER 6 REGULATION OF THE INSURANCE INDUSTRY 111

and sometimes they are delayed for uncon-
scionable periods. The resulting rigidity of rates at
inadequate levels produces the traditional market
response to an inadequate price level: a reduction
in supply. Ironically, while insurers complain that
the prior approval system results in inadequate
rates, other critics argue that its effect is quite the
opposite. A 1977 study by the U.S. Department
of Justice, for example, concluded that the prior
approval system is an unnecessary limitation on
competition by insurers and has discouraged rate
reductions.31

No Filing Although prior approval remains a
common approach to the regulation of property
and liability rates, there is currently a trend toward
eliminating prior approval requirements and adopt-
ing a competitive rating approach to rate regulation.
One option is the no-file law, also referred to as open
competition. Under a no-file system, rates are not
required to be filed with or approved by the state
insurance department. However, the company must
maintain records of experience and other informa-
tion used in developing the rates and make these
available to the commissioner on request.

The no-file approach follows the pattern of a
California law, which existed from 1947 until it
was repealed by Proposition 103 in 1987.32 The
California law made it clear that competition, not
government authority, is the preferred governor of
rates and that barring the existence of an anticom-
petitive situation or practice, the commissioner was
not to regulate rates as such. In effect, the position
of property and liability insurers under such a law
is much the same as that of life insurers, which, as
we have noted, are subject only to indirect control
of their rates.

During the late 1960s and 1970s, a short-lived
movement advocated replacing prior approval laws
with open competition laws. No-file or open compe-
tition laws were passed in Florida, Georgia, Idaho,
Illinois, Missouri, and Montana. The trend stalled
in 1976 amid furor by consumer groups over the
escalation in insurance costs. It was an accident

31 U.S. Department of Justice, A Report of the Task Group on
Antitrust Immunities: The Pricing and Marketing of Insurance
(January 1977), passim.
32 Proposition 103 repealed California’s 40-year-old open compe-
tition law and replaced it with a prior approval system. Proposi-
tion 103 is discussed in the chapter appendix.

of history that the no-file approach was gathering
momentum when severe underwriting losses in
1974 and 1975 prompted insurers to increase their
rate levels. Consumerists associated the increases
with the absence of regulation and insisted that
states control the level of rates.33

File-and-Use Laws A third system of rate regu-
lation, file-and-use laws, represents something of a
compromise between the prior approval system and
the no-file system. Under the file-and-use approach,
the insurer must file proposed rate changes but may
use the new rates after a short waiting period.34 How-
ever, the rates may subsequently be disapproved
by the commissioner. The chief advantage of the
file-and-use system is that no delay occurs between
the time a rate adjustment is needed and the time it
becomes effective.35

Informational Filing The fourth system, informa-
tional filing, is considered by many authorities to
be almost identical in effect with the open compe-
tition approach. Rates may be used without regula-
tory approval, but they are filed with the regulator
for information purposes.36

Flex-Rating The newest approach to rate regu-
lation, known as flex-rating, combines elements of
the prior approval system and the open competi-
tion system. Under the flex-rating system, a range

33 States using the no-file system for some lines in 2006 included
Illinois, Nevada, and Wyoming. In addition, a number of states use
a no-file approach for contracts written to cover large commer-
cial insureds (e.g., Arkansas, Georgia, Indiana, Maine, Missouri,
Nebraska, Pennsylvania, Rhode Island, and Virginia).
34 After a one-year experiment with file-and-use in 1977, Mas-
sachusetts returned to state-made rates for automobile insurance
in 1978. In July 2007, the Massachusetts Insurance Commissioner
ruled that the state would return to a file-and-use system, effective
April 1, 2008.
35 The file-and-use system encompasses a wide range of rate reg-
ulatory systems, some of which are similar to the prior approval
system, with others that operate like the open competition sys-
tem. For example, some states impose a waiting period before
the rates may be used and operate in much the same way as a
prior approval law with a deemer period. In other states, rates
may be used immediately on filing but may subsequently be
disapproved.
36 Use and file is another approach, closely related to informa-
tional filing. Under use and file, rates may be used without regu-
latory approval, but an informational filing must be made within
a specified period of time (e.g., 15 days) after the insurer begins
using the rates. Generally, the commissioner retains the right to re-
quest supporting information when there is reason to believe the
filing might violate statute, and the right to disapprove the rates
prospectively based on review of the additional information.
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is established for insurance rates. Insurers are per-
mitted to change their rates up and down within
the established range in response to market condi-
tions and without prior approval. Increases above
or decreases below the established range (e.g., 10
percent) require prior approval.

Diversity as a Reflection of State Preference

Although it may be surprising that the states have
taken such diverse approaches to the regulation
of property and liability insurance rates, the truth
is that there is still considerable disagreement
about the proper role of regulation with respect to
rates. Originally, prior approval laws were enacted
to prevent insurers from engaging in cut-throat
competition, which regulators viewed as the major
threat. More recently, many prior approval laws have
been administered under a different philosophy:
The purpose of the regulation is to keep rates from
becoming excessive. As a result, insurers have
come to favor the no-file, informational filing, or
file-and-use approaches to regulation.

Numerous arguments have been advanced in
favor of free competition in property and liability
insurance. It is argued, for example, that government
attempts to regulate prices result in restrictions in
the market. When price ceilings are imposed by reg-
ulators, insurers tend to compete in attracting only
the better classes of insureds, leaving the less desir-
able ones without coverage. In addition, it has been
argued that greater pricing freedom for insurers
makes premium rates more responsive to changing
conditions. Experience seems to indicate that the
prior approval system exacerbates the underwriting
cycle. Under the prior approval system, an insurer
that discovers it is losing money faces a delay in
adjusting its rates, whereas adjustments can be
made immediately under the other systems. In
prior approval states, the changes tend to come
less often but turn out larger.37 This results in a
more dramatic underwriting cycle. Finally, more
competition, it is argued, will give insurers greater

37 A 1977 U.S. Department of Justice study suggested that insurers
make smaller, but more frequent, rate changes in open competi-
tion states. U.S. Department of Justice, The Pricing and Marketing
of Insurance (Washington, D.C.: U.S. Government Printing Office,
1977). Numerous other studies support the conclusion that the
underwriting cycles are worsened under prior approval laws.

incentive to operate efficiently to cut costs and
permit rate reductions.38

Risk-Retention Groups

As we noted briefly in Chapter 4, the Risk Reten-
tion Act of 1986 authorized groups with common
exposures to band together and form risk-retention
groups or purchasing groups. The major effect of
the law was to carve out a federal exemption from
state regulation for both risk-retention groups and
purchasing groups. Risk-retention groups and pur-
chasing groups are subject to regulation by the state
in which they are formed but are generally exempt
from regulation by other states. Initially, the orga-
nizers of a risk-retention group submit a business
plan or feasibility study to the insurance depart-
ment of the chartering state and are regulated by
that state. The group must submit copies of the
plan or study to the insurance departments of all
other states in which it will be doing business, but it
need not be licensed to operate in other states. The
group must file with the insurance commissioner in
each state in which it does business a copy of the
annual financial statement it files with the char-
tering state. In addition, risk-retention groups are
subject to the unfair claim settlement practice
laws, residual market mechanisms (i.e., assigned-
risk pools), and registration with the state insur-
ance commissioners of those states. Risk-retention
groups are prohibited from joining the state insol-
vency guaranty fund. In the event of insolvency of
a risk-retention group, there is no source of recov-
ery other than the assets of the members. Policy
forms of purchasing groups are regulated by only
one state.

38 Since the expansion of competitive rating systems during the
early 1970s, a number of researchers have studied market perfor-
mance under prior approval and open competition systems in
an attempt to draw conclusions about the differences between
the two rating systems. Harrington provides a detailed analysis of
the many studies prior to 1984. After considering the results, he
concludes, “A considerable amount of the evidence suggests that
average loss ratios and prices did not differ between CR [com-
petitive rating] and NCR [noncompetitive rating] states during
the overall time period analyzed.” See Scott Harrington, “The
Impact of Rate Regulation on Prices and Underwriting Results
in the Property-Liability Insurance Industry: A Survey,” Journal of
Risk and Insurance 51 (December 1984), pp. 577–623.
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STATE VERSUS FEDERAL
REGULATION

The prospect of federal regulation of the insurance
industry has loomed since the South-Eastern
Underwriters Association (SEUA) case in 1944.
Although the McCarran-Ferguson Act (Public Law
15) left regulation in the hands of the states, it
did so with the implicit condition that the federal
government would not regulate insurance as long
as the states did a good job.

Pressure for Repeal of the

McCarran-Ferguson Act

Bills to repeal or otherwise modify the McCarran-
Ferguson Act have been introduced in nearly
every session of Congress since 1977. During the
1980s and early 1990s, the focus of most bills was on
the insurance industry’s federal antitrust exemption.
Some bills would have made the insurance industry
subject to federal antitrust laws without exception.
Others would have granted a partial exemption from
the antitrust laws, allowing insurers to engage in lim-
ited cooperation in ratemaking, primarily through
exchange of loss data and in joint preparation
and filing of policy forms. The insurance industry
opposed both approaches but generally found the
partial exemption version less objectionable.39

More recent attempts to modify the McCarran-
Ferguson Act have gone to the heart of the sys-
tem of state regulation. The GLBA, enacted in 1999,
expanded the ability of national banks to engage
in the insurance business. Since then, many large
banks have taken an active interest in the system
of insurance regulation. Given that national banks

39 A 1977 U.S. Department of Justice study argued that regulation
of rates is unnecessary and the repeal of the McCarran-Ferguson
Act is desirable because it would subject insurers to the Sherman
Act and other federal antitrust statutes. During the early 1990s,
the House Judiciary Committee held a series of hearings on
the McCarran-Ferguson Act, culminating in a report that recom-
mended modifying the industry’s antitrust exemption. However,
the three main legislators pushing for amending the McCarran-
Ferguson Act left office following the 1994 elections, either be-
cause they did not run for reelection or ran but lost. In 2006,
congressional activity picked up again, with the Senate Judiciary
Committee holding hearings on the McCarran-Ferguson Act in
June 2006 and March 2007. Senators Leahy, Specter, Lott, Reid,
and Landrieu introduced S 618, the Insurance Industry Competi-
tion Act of 2007, which would repeal the limited antitrust exemp-
tion of the McCarran-Ferguson Act.

are regulated by the Office of the Comptroller of
the Currency (OCC), it is not surprising they would
prefer a federal system of insurance regulation.
Similarly, large insurers (particularly life insurers)
became more vocal in their criticism of state regu-
lation. Both groups argued that it is inefficient and
unnecessarily costly to comply with individual state
laws, and they sought a federal regulatory system to
achieve national uniformity.

The 2008-2009 financial crisis caused many in-
surers to reassess their support of federal regula-
tion. In the aftermath of widespread banking failures
and federal bank bailouts, the Congress and federal
banking regulators tended to support much stricter
regulation. Insurance industry support for federal
regulation began to diminish. Whether this reflects
a fundamental shift or merely a strategic decision
to wait until the environment in Washington is more
favorable is unclear.

Arguments Favoring Federal Regulation

Those who advocate repeal of the McCarran-
Ferguson Act may be divided into three broad
groups, fundamentally different in their philoso-
phies but unanimous in their agreement that the
law should be repealed.

The first group consists of those who argue that
the states have done an inadequate job of reg-
ulating the industry. Although these critics admit
that some states have done a good job in reg-
ulating insurance, they point out that the qual-
ity of regulation nationwide has varied markedly.
The result in some cases has been the failure
of companies and public suffering. These advo-
cates of federal regulation argue that the lack
of consistency among the states has caused in-
convenience, duplication of effort, and waste.
There are 50 different insurance codes, each
of which imposes restrictions and limitations on
insurers. An insurance company seeking a rate
adjustment or a change in policy form must ob-
tain approval from each of the jurisdictions. A single
federal system of regulation, it is argued, would pro-
vide uniformity and better quality regulation. This
group also questions the ability of the states to
influence policy development in Washington and
internationally, when these venues are assuming
increasing importance for insurance regulation and
the industry. In essence, it is argued that since
insurance is interstate commerce, there should
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be one body to provide for uniform nationwide
regulation.

The second group advocating repeal of the
McCarran-Ferguson Act sees it as a way to elim-
inate state rate regulation. These proponents, pri-
marily large property casualty insurers, believe the
spread of open competition laws has been too slow
and that a repeal of the McCarran-Ferguson Act,
coupled with preemption of state rate regulation,
would enable companies to respond more quickly
to changing market conditions and compete more
effectively.

Finally, some proponents view the industry’s
limited antitrust protection under the McCarran-
Ferguson Act as unnecessary or inherently anti-
competitive. The most recent example of this
perspective is provided in the April 2007 report of
the Antitrust Modernization Commission (AMC).40

Although the AMC did not explicitly call for repeal
of the McCarran-Ferguson Act, it did argue that
statutory immunities should be granted rarely.
Pointing to the McCarran-Ferguson Act specifically,
it rejected the typical arguments in favor of the
limited antitrust exemption.41

Interestingly, those who have suggested a change
from state regulation to a federal system often see
this shift in different terms. Some favor the change
because they feel that state regulation has been
ineffective. These advocates of federal regulation
expect more regulation under a federal system.
Other advocates of change favor the shift because of
a philosophical predisposition in favor of antitrust.
Still others are concerned about consumer issues
relating to availability and affordability and see a
shift to a federal system of regulation as a solution
to these contradictory goals. Finally, some people
within the insurance industry view the prospect of

40 The Antitrust Modernization Commission (AMC) was autho-
rized by federal statute in 2002. It had 12 members: 4 appointed
by the House, 4 by the Senate, and 4 by the president. The AMC
was charged with doing a comprehensive review of U.S. antitrust
law to determine what changes were needed. Most of the AMC’s
work addressed issues other than insurance, but it did have one
hearing on the McCarran-Ferguson Act in the fall of 2006.
41 If the McCarran-Ferguson Act was repealed, “Insurance
companies would bear no greater risk than companies in other
industries engaged in data sharing and other collaborative under-
takings. To the extent that insurance companies engage in anti-
competitive collusion, however, then they appropriately would
be subject to antitrust liability.” Antitrust Modernization Commis-
sion Report and Recommendations, April 2007, p. 351.

the repeal of the McCarran-Ferguson Act as an
escape from the burdensome requirements of state
regulation.

Arguments Favoring State Regulation

The opponents of federal regulation argue that the
individual states have the experience and expertise
necessary to meet and solve the critical issues and
that state regulatory authorities, being more familiar
with location conditions and problems, are more re-
sponsive to local needs. They point to the assistance
regulators give local consumers, and they argue that
a federal system of regulation would of necessity be
superimposed on the state system.

Perhaps the most impressive argument against
federal regulation is the same as the one generally
raised in favor of federal regulation: that a federal
system would substitute a uniform system for the
existing diversity under the states. Although the dif-
ferences in approach to regulation taken by the
states are often condemned as a defect of state regu-
lation, uniformity is a neutral term, implying neither
goodness nor badness. Given the performance of
some regulatory agencies, at the state and federal
levels, the uniformity that it is claimed would exist
under a federal system might be viewed as a defect
rather than a benefit. State regulation provides the
ability and freedom to innovate, experiment, and
emulate. If a mistake is made in state regulation, it
is limited to one jurisdiction and does not become
national in scope. Federal regulation, with its uni-
formity, would eliminate the localized expressions
of preference regarding the manner in which the
industry should be regulated. To argue there is some-
thing fundamentally wrong with differences in regu-
lation among the various states is to quarrel with the
entire concept of federalism and the legitimacy of
individual states to have independent powers and
responsibilities.

Consequences of the Repeal of the

McCarran-Ferguson Act

The effect of the repeal of the McCarran-Ferguson
Act (Public Law 15) would depend on the nature of
the regulatory system that would evolve following
such a repeal. Although it is impossible to determine
precisely what that system might be, we can identify
some possibilities.
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Continuation of State Regulation Repeal of Pub-
lic Law 15 would superimpose the federal system of
regulation on a continuing state system. The leading
proposals for repeal of the McCarran-Ferguson Act
would grant insurers the option of state or federal
charters, and state-chartered companies would
require retention of the state system of regula-
tion.42 Even without alternative chartering, many
insurers would not be subject to federal control
because they operate on an intrastate basis and
are not engaged in interstate commerce. In addi-
tion, the states would undoubtedly continue to
license and regulate at least some agents and would
probably require reports from federally regulated
insurers for premium tax purposes. Industry pro-
ponents of federal regulation favor a system that
preempts all or most state regulation of federally
chartered insurers. Skeptics argue that a dual sys-
tem of regulation is more likely to emerge, with
states continuing to enforce some aspects of market
regulation.

Possible Varieties of Federal Control Despite
the considerable rhetoric on the subject, there is no
way to predict the form that federal control would
take. Yet most arguments for or against federal
regulation have been based on some presumed sys-
tem. Although the competitive markets approach
suggested by those who favor preempting state
rate regulation is one possible model, there are
other systems of federal regulation as well. Federal
regulatory agencies have used the prior approval
approach in regulating the prices of natural gas,
banks and other financial institutions, and the
airline and trucking industries, and this approach
could be used under a federal system of insurance
regulation. Despite the trend toward deregulation
in other areas, there is a serious question whether

42 The optional federal charter option has received significant
attention in recent years. In 2001, several proposals for a sys-
tem of federal chartering were developed by segments of the
insurance industry. The American Bankers Insurance Associa-
tion (which represents banks entering the insurance industry),
the American Council of Life Insurers (ACLI), and the American
Insurance Association developed legislation to create a dual sys-
tem of regulation, with federally chartered insurance companies
under federal supervision. In 2005, the Optional Federal Char-
ter Coalition, representing 135 insurance companies, agencies,
banks, and trade associations, was created to promote the cre-
ation of an optional federal charter. Legislation was introduced
in the U.S. House and in the Senate in 2006 and in 2007. Activity
has been limited since the 2008-2009 financial crisis.

Congress would permit insurers the freedom in
pricing contemplated by a pure antitrust approach.
It is becoming increasingly evident that consumers
want some regulation of insurance rates. Although
the original purpose of rate regulation was to
prevent destructive competition, most consumers
perceive its purpose to be that of controlling
increases in rates. The public choice theory of reg-
ulation suggests that this attitude will play an impor-
tant role in determining the system of insur-
ance regulation under either a state or federal
system.

Repeal of the McCarran-Ferguson Act

as a States-Rights Issue

Because the McCarran-Ferguson Act grants the in-
dustry an exemption from the federal antitrust laws,
some advocates of repeal characterize their posi-
tion as procompetition and the position of those
who oppose repeal as opposing competition. In fact,
repeal of the McCarran-Ferguson Act is consistent
with either a free-market or a market-intervention
approach.

There are two issues related to the regulation of
insurance. The first involves the question of whether
an antitrust approach or regulation should be used
with respect to insurer pricing, whether we should
depend on market forces to control prices or resort
to market intervention through regulation. This is
not really the question in the debate over the repeal
of the McCarran-Ferguson Act. The debate is over
where the decision of market intervention or nonin-
tervention should be made. Repeal of the McCarran-
Ferguson Act is fundamentally a states rights issue.
The McCarran-Ferguson Act does not exempt the
industry from antitrust regulation but only from
federal antitrust laws. It was enabling legislation that
allows the states to regulate as they choose. The
states are free to choose between an antitrust, free-
market approach or rigid regulation. As we have
seen, the states have taken different approaches.

The NAIC’s Efforts to Modernize

State Insurance Regulation

Recognizing the increasingly global nature of the
industry, the competition insurers face from other
sectors of the financial services industry, and the
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increasing complaints from the insurance indus-
try about the state-based system, the NAIC and
the states have made several efforts to streamline
system. In its 2000 “Statement of Intent on the
Future of State Insurance Regulation,” the NAIC
committed to reforms in the areas of producer
licensing, company licensing, rate and form reg-
ulation, market conduct, and solvency oversight.
In general, the Statement of Intent initiatives seek
more uniformity among the states and greater
coordination in regulatory oversight to reduce the
duplication of dealing with multiple states. One re-
sult of the Statement of Intent was the creation of an
interstate compact to enable the multistate approval
of life insurance, annuities, disability income, and
long–term care insurance.43 In December 2002, the
NAIC adopted the model Interstate Insurance Prod-
uct Regulation Compact, designed to create a single
point of filing for these products, subject to one set
of national standards. The legislation creates a Com-
pact Commission composed of a representative
of each member state, and the commission is
charged with developing product standards and
reviewing products.44 Approval of a product by the
commission is effectively the same as approval by
the state. This essentially creates a single set of
national standards that apply to member states and
a streamlined review process.

Over the past decade, the NAIC has significantly
increased its presence in Washington and interna-
tionally. The NAIC was a founding member of the
International Association of Insurance Supervisors
(IAIS) in 1994 and managed its operations for a
number of years. As international developments in-
crease in importance, the NAIC has devoted more
resources to influencing their outcomes.

Although the NAIC has made some progress
with its efforts, critics argue that the progress is
not enough, meaning there are still too many

43 An interstate compact is a structure to facilitate collective ac-
tion by states. It is effectively a treaty between/among states.
44 A state joins the compact by enacting the model legislation.
By June 2013, the model had been adopted by 42 states and
Puerto Rico. Compacting states as of June 2013 were Alabama,
Alaska, Arkansas, Colorado, Georgia, Hawaii, Idaho, Illinois,
Indiana, Iowa, Kansas, Kentucky, Louisiana, Maine, Maryland,
Massachusetts, Maryland, Michigan, Minnesota, Mississippi,
Missouri, Montana, Nebraska, Nevada, New Hampshire, New
Jersey, New Mexico, North Carolina, Ohio, Oklahoma, Oregon,
Pennsylvania, Rhode Island, South Carolina, Tennessee, Texas,
Utah, Vermont, Virginia, Washington, West Virginia, Wisconsin,
and Wyoming.

differences among the states and that the large states
have often chosen not to participate in the reforms.
Whether the NAIC’s efforts are enough to maintain
the primacy of state insurance regulation remains
to be seen.

State versus Federal Regulation

and Public Choice

The public choice theory of regulation suggests that
the eventual decision with respect to state versus
federal regulation will be determined by the inten-
sity of efforts of payers and beneficiaries. Unfortu-
nately, the issues in this controversy are not clearly
understood by many of the debaters, and there is
some uncertainty regarding who will be payers and
who will be beneficiaries.

We have noted that the principal supporters
of federal regulation include some members of
Congress, banks, and most large insurers. The
supporters of state regulation include the National
Association of Insurance Commissioners, most
insurance agents and their associations, and a
large number of insurance companies. In measur-
ing the attitudes of insurance company managers, it
should be remembered that most insurers are small
regional organizations; it is logical that they would
favor continuation of state regulation. Although
it is an oversimplification to assume that the
larger national companies all favor federal regula-
tion and the smaller companies oppose it, a large
insurer coping with 50 different insurance depart-
ments would be understandably more inclined to
favor federal regulation than would the smaller,
regional company.

In the last analysis, the attitudes of the insurance
industry itself should not be a major factor. The is-
sue of state versus federal regulation should not be
determined on the basis of the preferences of those
who are being regulated. Nor should the decision
be based on the preferences of state regulators or
those who would run the federal system of regula-
tion. Rather, it should be decided on the basis of
the costs and benefits to the consumer under either
system.

The controversy between the proponents of state
regulation and those who advocate federal control
will continue. The eventual result may be a dual
system of regulation, but even if this takes place, the
debate regarding the superiority of one system over
the other will continue.
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GLOBAL INFLUENCES ON
INSURANCE REGULATION

With the globalization of the insurance industry
and increased cross-border activity, cooperation has
increased among the world’s insurance regulators
(known as supervisors in many countries). The
International Association of Insurance Supervisors
(IAIS) was established in 1994 and represents
insurance regulators from about 180 jurisdictions.
The IAIS develops global insurance principles, stan-
dards, and guidance papers, and it provides train-
ing and support on issues related to insurance
supervision. The IAIS has developed a set of 26 core
principles for insurance supervision, essentially
laying out the critical elements of an effective regu-
latory system.

IAIS standards have an important influence in
the structure of insurance regulation in the United
States. The International Monetary Fund (IMF) peri-
odically assesses country compliance with the core
principles under the Financial Stability Assessment
Program (FSAP), and U.S. insurance regulators are
reluctant to be found out of compliance. Thus, U.S.
insurance regulators, through the NAIC, actively par-
ticipate in the development of IAIS standards to en-
sure they are appropriate for the U.S. market. The
Federal Insurance Offie is also a member of the IAIS
as a representative of the federal government.

In 2013, the IAIS was working on two significant
projects that were likely to affect the U.S. market.
The first is the development of a Common Frame-
work for the Supervision of Internationally Active
Insurance Groups, or ComFrame. This was an effort
to further refine the core principles and standards to
promote international cooperation in supervising a
group. According to the IAIS, a specific framework
is needed “to assist supervisors in collectively ad-
dressing group-wide activities and risks, identifying
and avoiding regulatory gaps, and coordinating su-
pervisory activities under the aegis of a group-wide
supervisor.” One area of disagreement in the devel-
opment of ComFrame is the role of uniform global
requirements for capital and accounting and how
to accommodate different local market and require-
ments. Over time, the outcome of this debate will
have significant implications for the competitive bal-
ance between internationally active firms and those
not active internationally.

Second, the IAIS was working with the Financial
Stability Board (FSB) to identify global systemically
important insurers (G-SIIs) and to define the policy

measures, such as higher capital requirements and
more intensive supervision, that should be imposed
on them. It was generally agreed that traditional
insurance activities do not pose systemic risk, so
the IAIS work was primarily focused on identifying
nontraditional activities that should be penalized.

International developments with respect to accou-
nting are also influencing regulatory developments.
Recognizing the increasingly global nature of
financial markets, many corporations, investors, and
policy makers have urged more consistency in global
accounting standards. In 2001, the International
Accounting Standards Board (IASB) was created,
and its International Financial Reporting Standards
(IFRS) have been adopted widely around the world.
In the European Union (EU), all publicly traded
companies are now required to report under IFRS.

Unfortunately, the IASB has been unable to come
to agreement on a rule for accounting for insurance
contracts. Thus, even where IFRS is used, there is
no common standard to insurance policy liabili-
ties, and it is unclear when one will occur. Insur-
ance regulators are following the work of the IASB
closely since it will affect regulatory reporting
requirements around the world. Although it is
possible to maintain separate regulatory and pub-
lic reporting requirements, as currently exists in the
United States with statutory insurance reporting, in-
surance companies and regulators have expressed
the desire to reduce reporting burdens on global
companies by minimizing the variation.

Finally, developments in the European Union
were creating challenges for transatlantic insurance
groups. Beginning in the early 2000s, the EU began
to develop Solvency II, a major revision to its system
of solvency regulation and supervision for insurers,
most of which dated from the 1970s. Solvency II is
aimed at creating a consistent set of requirements
across the EU, allowing for free movement of
insurance business across the EU market. Because
of certain “extraterritorial” elements, the design of
Solvency II also creates implications for insurance
groups that have business both in and outside of
Europe, whatever their home country. This includes
European groups doing business in the U.S., as well
as U.S. groups doing business in Europe. These
consequences can be mitigated, however, if the
other jurisdiction is deemed to have a system of
regulation and supervision that is “equivalent” to
Solvency II. As of mid-2013, Solvency II had not yet
been finalized, and the timing of its implementation
was unclear.



APPENDIX
THE AVAILABILITY/AFFORDABILITY DEBATE

One of the recurring areas of government concern,
and one of the most significant issues facing the
insurance industry, is the availability of insurance
and the difficulty that some classes have experi-
enced in obtaining insurance at affordable rates.
Although there are many products that some mem-
bers of our society cannot afford, it has been argued
that insurance is fundamentally different from other
products and the insurance industry has a responsi-
bility to make insurance available at affordable rates
to all who want and need it. The issues in this debate
are far-reaching and touch on such questions as the
type of society we will have and who will pay what
in that society. In this appendix, we will examine
some ways in which the demand for availability
and affordability affects the insurance market and
consider the implications of this debate.

THE ESSENCE OF THE DEBATE

From a regulatory perspective, the key issue in the
debate over availability and affordability is whether
availability and affordability problems that arise in
insurance represent market failures that should be
addressed by regulation.

Availability and affordability are concepts that
economists know as supply and demand. Availabil-
ity is a synonym for supply, and like the economist’s
idea of supply, goods and services are available
when the seller can obtain a price that will cover
the cost of production.

Affordability refers to the ability of the consumer
to pay for the insurance products that he or she
requires. This is synonymous with the economist’s
definition of effective demand, defined as the
willingness and the ability to pay. This means there
is an inevitable conflict between the goals of avail-
ability and affordability. When the cost of losses for
a given group is low, insurance will be available and
affordable. Conversely, when the cost of losses for a
given group is high, insurers will offer coverage to
that group only at a high premium, which means it
may be unaffordable without some type of subsidy.
This brings us to the real issue in the debate. In the

final analysis, the debate over availability and afford-
ability is a thinly veiled demand for cross-subsidies
in the insurance market.

Existing Subsidies in the Insurance Market

Subsidies in the insurance market have existed
for many years. Insurance subsidies are provided
in four different forms: the shared markets, man-
dated underwriting losses, government insurance
programs, and social pricing.

Shared Markets The most common approach to
subsidizing high-risk insureds in the past has been
the shared markets, a euphemism for the distressed-
risk pools noted in Chapter 5. Property and liability
insurers in all states are required to participate in
this residual market, through automobile insurance
plans (assigned risk plans), Fair Access to Insur-
ance Requirements (FAIR) plans, and joint under-
writing associations established to provide medical
malpractice insurance to physicians. Under each
of these programs, unwanted insureds are assigned
to insurers or are insured by an industry-wide loss-
sharing pool. Almost without exception, losses and
expenses incurred in the shared market exceed pre-
miums by a substantial margin, and insurers pass the
losses they sustain in the shared market on to other
insurance buyers in the form of higher premiums.

Mandated Underwriting Losses A second
approach to cross-subsidies in insurance arises
when insurers are required to write a particular line
of insurance at a loss, generally on the grounds
that their overall operating results are satisfactory.
Although cross-subsidies of this type are sometimes
the unintended result of inaccuracies in the rating
process, they also occur because of regulatory fiat.
The question is whether insurers should overcharge
buyers of homeowners insurance to subsidize the
cost of automobile insurance or whether premiums
for fire and marine insurance should be loaded to
cover losses under malpractice and product liability
insurance.

Government Insurance Programs Government-
operated insurance plans represent still another
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approach to subsidies in insurance. When ap-
plicants who are uninsurable through normal
market channels are insured under a government
program at a loss, a subsidy is provided from
taxpayers through the general revenues of the
government body or through a special tax on
some members of society. Subsidies of this type are
expected in social insurance programs, and they
exist in private insurance programs operated by state
and federal government.

A Related Issue: Social Pricing The debate over
availability and affordability shifted to a different
plane in the 1970s, with the introduction of the idea
of social rating. The new disagreement was over
what constitutes equity in insurance pricing. The
opponents in this debate were those who believe
that the price of insurance should be based on
the cost of production and that each segment of
the insurance-buying public should pay the cost of
losses for that segment, and those who argue that the
rating system should be used to provide subsidies
to some segments of the insurance market.

To appreciate the significance of the issue, it is
necessary to understand how social pricing differs
from the traditional cost-based approach. Under
the traditional approach, insurers group insureds
into reasonably homogeneous classes to predict the
losses of the group and to charge all members of a
given class the same price per unit of insurance. The
criteria used to assign insureds to the respective rate
classes are those that actuaries believe are related to
claim frequency and severity. In automobile insur-
ance, for example, these criteria have traditionally
included age, sex, and marital status of the principal
operator; the use of the auto; anticipated mileage;
and the area in which the automobile is principally
garaged. Thus, since young, unmarried males as a
group tend to have more auto losses per capita than
do other policyholders, they are charged higher pre-
miums. Policyholders living in heavily urbanized ar-
eas generally have higher losses than drivers living
in other areas, and they have been charged higher
premiums. The philosophy of the system is based
on the use of classification criteria that are demon-
strably related to losses, and the premiums to be
charged each class are a reflection of the losses of
that class.

The proponents of social rating argue it is un-
fair for insurance costs to vary because of group
distinctions such as age, sex, or other factors “over

which the individual has no control.” These critics
would like to change the system, maintaining that
it is socially undesirable for the young, unmarried
male driver, for example, to pay more for automobile
insurance than other motorists even though statis-
tics show that these drivers have far more accidents
than do other groups in the population.45

Gender-Neutral Rating The debate over social
pricing is complicated by certain parties who favor
social pricing are motivated by ideals other than
availability and affordability. The issue in the debate
over gender-neutral (unisex) rating, for example, is
fundamentally different from the debate over avail-
ability and affordability. Although most advocates
of social pricing are arguing for a system of cross-
subsidies, cost is not the primary consideration for
many who support gender-neutral rating. In fact,
women would pay more for their insurance in some
cases, but the advocates of unisex rating view the
changes in the distribution of costs as being of sec-
ondary importance. Unlike the other advocates of
social pricing, the proponents of gender-neutral
rating do not want to ignore costs: They want to
reflect them differently. The arguments for gender-
neutral rating stem from the philosophical premise
that certain rating factors are unacceptable from
a public policy perspective. Contemplating the
many ways to divide people into groups for rating
purposes, the advocates of gender-neutral rating
argue there are negative side effects to the use of
sex as a rating factor. Implicit in their arguments is
the notion that if you allow differentiation between
men and women in insurance rating, the differenti-
ation becomes manifest in other areas.

Those who oppose social rating (including
gender-neutral rating) argue from a fundamental
principle. The question in their view is whether
market intervention should be used. Should prices
be determined by the market or by regulatory
fiat? They argue that once the principle of market
intervention is considered acceptable, it can be
justified for disparate reasons. If intervention is

45 In 2003, for example, drivers under age 21 constituted about
6.3 percent of all drivers but were involved in 17.6 percent of
all police-reported accidents and in 13.8 percent of all fatal acci-
dents. Drivers under age 25 represented 13.2 percent of all drivers
but were involved in 24.5 percent of all fatal accidents. National
Highway Traffic Safety Administration (NHTSA).
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acceptable to eliminate rates based on what some
consider socially unacceptable criteria, it may be
acceptable for other reasons.

The debate between the advocates of cost-based
pricing and social pricing is far from academic.
The traditional rating factors on which automo-
bile insurance rates have been based in the past
have been modified or eliminated in the states
of California, Hawaii, Massachusetts, Michigan,
Montana, North Carolina, and Pennsylvania and are
being challenged in other states.46 Montana enacted
a full-scale unisex law in 1983, which became effec-
tive in 1985.47

With advances in information technology (IT),
insurers are increasingly able to analyze data to
identify other factors that relate to losses. Auto-
mobile insurers may use factors such as credit score,
occupation, and education, all of which have been
criticized in recent years.48

Redlining Another important controversy in the
debate over availability and affordability relates
to the alleged practice of redlining, which refers
to the policy decision by an insurer to avoid
insuring property located in areas where the
expected losses are higher than average. Generally,
the areas in which it is alleged that redlining
occurs are in urban centers where insurers have
experienced excessive losses due to vandalism,
arson, and riots. When insurers refuse to sell
insurance in such areas, critics argue, insurance
is simply not available. Even when they agree to

46 Louisiana and Florida commissioners banned the use of sex
and marital status in automobile insurance rates in 1979, but both
were overturned by the courts. Regulatory orders in Wyoming
(1978) and New Jersey (1981) to discontinue the use of sex and
marital status were challenged successfully by the insurance in-
dustry. Other states in which unisex automobile rating has been
proposed include South Carolina (1979), Minnesota (1984), and
New Mexico (1985).
47 In 1989, the Montana legislature voted to repeal the unisex law,
but the repeal was vetoed by the governor, and the legislature
failed to override the veto.
48 In March 2007, the Florida Insurance Department issued a re-
port that concluded the industry’s use of occupation and edu-
cation for underwriting and rating auto insurance policies un-
intentionally harms minorities and low-income individuals. The
commissioner indicated he would seek legislation to ban their
use. In 2003, the Florida legislature restricted the use of credit
scoring for similar reasons. For a further discussion of the use of
credit scores in insurance underwriting, see Chapter 7.

write coverage, it is argued, the coverage is not
affordable.49

Allegations of redlining and the availability of
insurance in urban areas has been an issue since the
riots in 1967 that occurred across the country in the
aftermath of the assassination of Dr. Martin Luther
King, Jr. Following these riots, property owners in
some urban centers across the country reported
difficulty in obtaining insurance on their property.
Congress responded by enacting the Federal Riot
Reinsurance Program, and the states created FAIR
plans, which are designed to provide access to
insurance for property owners who have difficulty in
obtaining insurance because of the location of their
property. Concerns about availability and afford-
ability of insurance in urban areas were renewed
in the wake of the 1992 riots in Los Angeles.

The debate over redlining is based on the premise
that redlining is an unfair restriction of insurance
availability based on geographic location. All state
insurance codes outlaw unfair discrimination in
insurance. The issue, of course, is whether an under-
writing decision based on the excessive hazard for
a particular geographic area constitutes unfair dis-
crimination. When the NAIC addressed the avail-
ability problem in mid-1992, several commission-
ers pointed out that availability and affordability
problems existed in rural areas where individuals
and businesses experienced difficulty in obtaining
property coverage because of the high incidence
of weather-related catastrophes, such as tornadoes
and hurricanes. Some industry critics argue that a
fundamental difference exists between the refusal
to write coverage in a geographic area because of
excessive hazard arising from natural perils (such as
windstorm and hail) and refusal when the excessive
hazard arises from human perils (such as vandalism,
arson, and riots). The latter, they argue, is a sub-
terfuge for discrimination based on race or color.

49 The term redlining originated in the underwriting departments
of insurers and has a historical basis in the “red lines” that were
drawn on maps maintained by property insurance underwrit-
ing departments of insurers. In an effort to avoid unacceptable
concentrations of risk, property insurers maintained maps (pub-
lished by Sanborne and therefore referred to as Sanborne maps)
on which underwriting personnel indicated the location of each
building insured by the company. When the number of insured
buildings in a particular area had reached a saturation point at
which additional exposures might create a catastrophe exposure,
the insurer declined to accept applicants from the area. In some
cases, a red line was drawn around the area to alert underwriting
personnel to the concentration of risks.
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In response to recent criticism about redlining, a
number of insurers and insurer groups have actively
pursued increased business in innercity areas. They
have added more agents, promoted consumer
education, and sponsored programs to upgrade
innercity buildings and reduce loss exposures.

In 27 states, FAIR plans provide access to in-
surance for property owners who are unable to
obtain coverage through normal market channels.
To the extent that redlining occurs, the FAIR plan
provides access to the insurance market for property
owners who are denied access to insurance
because of the geographic location of their prop-
erty. FAIR plans have been criticized for providing
more limited coverage than that available in stan-
dard markets.

In a decision handed down in May 1993, the U.S.
Supreme Court upheld the lower court ruling that
the federal Fair Housing Act extends to cover racial
discrimination in the sale of homeowners insur-
ance. The decision upheld a decision by the Seventh
U.S. Circuit Court of Appeals in Chicago, the first
appellate court to apply the anti-redlining provi-
sions of the Fair Housing Act to insurers. The ruling
involved a class action suit brought by eight black
Milwaukee homeowners and the National Asso-
ciation for the Advancement of Colored People
(NAACP) against American Family Mutual Insur-
ance Co., of Madison, Wisconsin. In March 1995,
American Family Mutual agreed to a settlement in
which it agreed to provide more than $16 million to
support programs aimed at improving housing in
Milwaukee, the city in which the alleged redlining
occurred.

California’s Proposition 103 Any discussion of
the affordability and availability debate would be
incomplete without at least a brief mention of
California’s now-famous Proposition 103, an initia-
tive enacted by the voters under California’s refer-
endum process on November 8, 1988. The principal
effect of Proposition 103 was to change the way in
which insurance rates are regulated in California,
replacing the state’s open competition law with a
prior approval system. For California voters, how-
ever, the question of how rates are approved was an
inconsequential consideration. The major appeal to
voters was the Proposition 103 provision mandating
a reduction in insurance premiums. The law
required that insurance rates be reduced to the
level at which they stood one year earlier, and then

reduced by an additional 20 percent for those lines
of insurance included under the law.50 In addition to
these reductions, the law further required an addi-
tional 20 percent discount on private passenger auto
policies for “good drivers” (defined as a motorist
who has been licensed for three years and who has
not had more than one moving violation during the
past three years). Finally, the law provided that for
one year after enactment, insurance rates could not
be increased unless the commissioner found that an
insurer was substantially threatened by insolvency.

Although the suggestion that consumers could
“vote” themselves a price reduction in insurance (or
any other commodity) seemed to many observers
to be totally inconsistent with the ideas of private
property and a market economy, the industry held
its collective breath as the law was challenged in the
courts by the Association of California Insurance
Companies (ACIC) and the Insurance Services
Office, together with six major insurers.

The California Supreme Court Decision The
California Supreme Court rendered its decision on
the constitutionality of Proposition 103, on May 4,
1989.51 Although the court upheld the constitution-
ality of Proposition 103, generally, it invalidated the
most objectionable feature, the requirement that
insurers write coverage at a loss unless their sol-
vency was threatened. According to the court, this
requirement would have confiscated the assets of
insurers (and thereby the assets of insurers’ stock-
holders). The court held the insolvency standard
unconstitutional because it did not make allowance
for the insurer to obtain a fair rate of return. A
fair rate of return, in the view of the court, should
provide return to stockholders commensurate with
the return to stockholders in entities facing corre-
sponding risks. In a Solomon-like compromise, the
court let the rate rollback stand but established
reasonable conditions for obtaining relief.52 No

50 Proposition 103 applies to all lines of insurance except life
insurance, title insurance, certain types of marine insurance, dis-
ability insurance, workers compensation insurance, mortgage in-
surance, and insurance transacted by county mutual fire insurers.
51 CalFarm Insurance v. Deukmejian, 43 Cal. 3d 805 (258 Cal.Rptr.
161) (1989).
52 In October 1990, the Ninth Circuit U.S. Court of Appeals de-
clared unconstitutional a 15 percent automobile insurance rate
rollback that was scheduled to take effect in Nevada on October
1. The court ruled unanimously that the Nevada rollback statute
violated insurance companies’ constitutional guarantee to earn
a “fair and reasonable return on their investment.”
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insurer is required to charge the rates set by the
initiative unless it is unable to prove that such rates
would deprive it of a reasonable rate of return. It is
enormously significant that the court said, among
other things, that an inadequate rate is, by defini-
tion, confiscatory and that insurers are entitled to a
fair return on the business they write.

The Territorial Rating Issue Given the underly-
ing premise of Proposition 103 (voters could vote
themselves a price reduction in insurance), it is
surprising that the proposition passed by only the
narrowest of margins. The reason that the margin
of approval was not greater was that the law also
mandated a significant change in the way auto rates
are determined, significantly reducing the influence
of territory on rates. Under the provisions of Propo-
sition 103, auto rates must be based on the following
four factors, which must be applied with descending
weight: the driver’s safety record; miles driven
annually; years driving experience; and “other
factors which the Commissioner adopts based on
their substantial relationship to the risk of loss.”
Noteworthy by its absence in the permissible
criteria is territory, which may be considered only
under the fourth, “other factors,” element. The
proposal to reduce the influence of territory as
a rating factor pitted the residents of urban areas
against nonurban residents.53 With the passage of
Proposition 103, automobile insurance costs in
California have been redistributed. Whether this
redistribution is equitable is a part of the availability
and affordability debate.

Income Redistribution Effects

of Subsidies in Insurance

When the insurers in a given jurisdiction are re-
quired to write insurance at a loss for classes that
would otherwise be unacceptable, the losses must
be passed on to other policyholders in the form
of higher rates. This is true whether the losses are
incurred in the shared market, through mandated

53 Proposition 103 passed narrowly, with 4,853,298 (51.2 percent)
of the electorate voting in favor of the law, and 4,630,689
(48.8 percent) voting against, a margin of 222,609. Interestingly,
the margin in Los Angeles County was 641,710. Excluding Los
Angeles County, the proposition was defeated statewide by
419,101 votes.

underwriting losses, or through the rate structure.
In these situations, the insurance industry serves as
a tax-gathering, benefit-dispensing system that redis-
tributes income among members of society.

The use of private insurers as a tax-gathering and
income redistribution mechanism was not planned
or rationally conceived. The industry moved into
the system over time, accepting cross-subsidization
as a solution first for one class and then another. The
first rate subsidy mechanisms were the automobile
assigned-risk plans, which were voluntarily estab-
lished by insurers out of two concerns: If the private
insurance industry did not provide the insurance,
the government would and because there was no
reason to believe that if the government entered the
insurance market it would limit its writings to the
undesirable risks.

Although the main issue for some people is the
method we should use to provide the subsidy to
those who demand availability and affordability, the
entire debate has prompted a reappraisal of the
systems that have been used in the past to subsidize
some buyers. Increasingly, some observers are sug-
gesting that the distinctions among the approaches
to subsidization are artificial and that it makes little
difference if the subsidy is granted through an
industry pool, the tax system, or the rating system.
In each case, one group in society pays a part of the
costs that would, without government interference,
fall on a different group. For many, the question is
no longer how we should provide the subsidy but
whether it should be provided at all. To address the
question of whether subsidies in the insurance
market are wise, we should look more closely at the
reasons why availability and affordability problems
sometimes exist in the insurance market.

Causes of Availability Problems

Insurance availability problems arise for three
reasons. The first is that the absolute supply of
insurance is finite. Insurers are limited in the aggre-
gate amount of insurance they may write by regula-
tory standards that dictate the relationship between
premiums written and insurers’ surplus. Because
insurers are limited in the volume of insurance they
can write, they must select from among the risks
offered to them. An underwriter who must accept
some risks and reject others will accept those that
have the greatest likelihood of yielding a profit.
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Besides the finite supply of insurance, availability
problems arise when the price at which the insur-
ance may be sold is less than the costs that will be
incurred by selling it. Even if insurers had unlimited
surplus, there would still be some classes of insur-
ance they would reject. Some lines of insurance are
demonstrably unprofitable for insurers, and the
anticipated losses and expenses of providing the
insurance exceed the premium the insurer can
charge for the coverage. Usually, this occurs in
markets where regulatory restrictions on insurer
prices are somewhat inflexible. Given the choice
between insuring exposures on which they are
almost guaranteed to lose money and those on
which they can reasonably expect to earn a profit,
insurance companies logically choose the latter.

Finally, the cyclical nature of the insurance
industry creates periodic shortages of insurance.
The insurance cycle results in changes in insur-
ers’ surplus and profit. When surplus falls, the
supply of insurance is reduced. The reduction in
insurer profit that results from the soft phase of
the cycle makes insurers more restrictive in their
underwriting, further restricting availability.

Some critics have suggested that availability
problems in insurance indicate that the mechanism
is somehow defective and working improperly. In
fact, availability problems are an indication the
insurance marketplace is highly competitive. It
reflects the pressures on insurers to operate at a
point of efficiency and the absence of excess profits
that might permit insurers to offer coverage in areas
where they would expect to lose money.

Causes of Affordability Problems

Affordability refers to consumers’ ability to pay for
the insurance product they require. What is afford-
able is determined by the cost of the insurance
and the income of the buyer. Insurance is deemed
unaffordable when its cost is too high. But high
is a relative term, and the premium may be too
high in an absolute or a relative sense. A premium
may be high in relation to the buyer’s income, or
it may be high in an absolute sense, reflecting an
excessive hazard. The important question from a
policy perspective is whether the premium is high
only in relation to low-income persons or if it is high
because it reflects an excessive hazard. To express
the equation as a truism, some affordability
problems arise because the insurance premium is

too high and some because the buyer’s income is
too low.

The first affordability problem results not from the
absolute level of the insurance premium but from
the price of insurance relative to the low income of
the buyer. An affordable premium for a consumer
with one income level may be unaffordable to
another consumer with a lower income level. This
affordability problem is the same problem the poor
face with respect to the affordability of food, hous-
ing, reasonable health care, education, and a wide
range of other goods and services. It is an income
distribution problem, not a flaw in the insurance
mechanism.

The second affordability problem results from the
absolute level of the insurance premium, which in
turn results from the hazards associated with the
risk for which insurance is required. Here, the pre-
mium is too high and the insurance is unaffordable
even for the consumer who is not in the low-income
class. Some groups, who because of the hazards
they represent, have found insurance unaffordable
because the potential costs they represent to the
insurer. They require a premium they are unable
or unwilling to pay. In this case, the insurance is
unaffordable not because the consumer’s income
is too low but because the cost of the insurance is
considered too high. These affordability problems
are a signal that there is a societal problem that
ought to be addressed.

The insurance mechanism provides a service to
society when it prices protection based on hazard.
Insurance is a mirror of society, and through its pro-
cess of spreading losses, it helps identify activities
and exposures that are greater than the price society
is willing to pay.

Two decades ago, trampoline centers dotted the
national landscape. For a dollar or so, consumers
could bounce on a trampoline to their hearts
content or until they injured themselves. Trampo-
line centers have disappeared, primarily because
the insurance mechanism, through the free-market
pricing process, said these trampoline centers
imposed costs on society were too great for the
benefits.

When the affordability problem results from
excessive hazard rather than low income, provid-
ing a subsidy may make the insurance affordable,
but it hides the problem the premium reflects. By
hiding problems, it eliminates societal pressures to
do something about them. Subsidies that make
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insurance affordable in those cases in which the
unaffordability is a function of the high hazards are
counterproductive.

Affordability problems that result from income
distribution may be an appropriate realm for sub-
sidies. There are some members of our society who
cannot afford insurance they need to purchase,
much like the other necessities of life they require
but cannot afford. Many feel that we, as a society,
have an obligation to help them obtain insurance
or otherwise satisfy this need. The important ques-
tion is the manner in which a subsidy should be
provided. A second question is how those entitled
to a subsidy can be identified.

Identifying those entitled to a subsidy is a prob-
lem because whether essential insurance is afford-
able is a matter of opinion. Sometimes what one
can “afford” is a psychological phenomenon. The
view that insurance is unaffordable may reflect low
income, or it may be a psychological reaction to the
compulsion to purchase a commodity that the
individual does not want. In compulsory automo-
bile insurance, for example, many buyers would
be disinclined to purchase the insurance in the
absence of a legal requirement. Consumers who
would not voluntarily purchase automobile insur-
ance without a legal requirement may feel that
automobile insurance is unaffordable because they
cannot afford it and the other things they would
prefer to purchase with the dollars that go to
pay auto insurance premiums. This psychological
affordability problem must be distinguished from
the affordability problem that afflicts the poor.

The subsidy could, of course, be made available
through the pricing system, but this is enormously
complicated. It requires compulsion and a complex
regulatory structure to ensure compliance. Also,
there is no mechanism in the insurance pricing sys-
tem for identifying affordability problems or for dis-
tinguishing affordability problems that result from
low income from those that result from excessive
hazard.

Most important, attempts to provide subsidies
through the pricing system create distortions in the
market that diminish the benefits of competition.
Cross-subsidies in insurance pricing can result in a
misallocation of resources, a luxury that the nation’s
economy can ill afford.

Finally, there is an additional objection to provid-
ing subsidies through the insurance pricing system
even more compelling from the perspective of those

who advocate subsidies for humanitarian reasons.
It is that cross-subsidies in the insurance pricing
system are likely to fail in achieving the intended
results. There is no guarantee that use of the
insurance pricing system to effect subsidies will
result in a more equitable burden of the insurance
cost.

Although cross-subsidies in insurance are de-
signed to provide an income transfer from one
segment of society to another, they differ from
most other income redistribution programs in
one critical respect. There is a basic assumption,
unstated perhaps but assumed, that the cost
of insurance coverage is beyond the means of
the beneficiaries of the subsidy and that cross-
subsidization is necessary for them to obtain this
modern necessity. This is unproven, and the reverse
may be true. It is conceivable that those persons
accepted at standard rates, but who are required
to subsidize the high-risk insureds, are those to
whom social equity would dictate that income be
redistributed.

Cross-subsidies that operate through the pricing
system are as likely to take a dollar from a person
in need and give it to an affluent person as to take
a dollar from the rich person and give it to the poor
one. The assumption that persons whose exposures
justify high premiums are by definition deserving or
in need of a subsidy is unwarranted.

Many observers believe that if members of society
require a subsidy for the purchase of insurance, the
subsidy should be provided through the tax system
in the same way that subsidies to the needy are pro-
vided for food, housing, and medical care. The tax
system is designed to achieve income redistribution
objectives, and the insurance mechanism is not.
Under the tax system, mechanisms are in place that
determine whether a subsidy is needed. Also, the
progressive tax structure helps ensure that those
who provide the subsidy are those who have the
ability.

This is not to suggest that availability and afford-
ability of insurance are inappropriate goals for
society. It merely expresses the truism that availabil-
ity and affordability are mathematically incompat-
ible and inconsistent with a competitive market. It
suggests that not all instances in which insurance is
unaffordable are appropriate subjects for subsidies.
Finally, it suggests that if a subsidy is to be provided, it
should not be provided through the insurance pric-
ing system.
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Availability and Affordability and

Public Choice

The outcome of the debate over the availability and
affordability of insurance promises to be an inter-
esting test of the public choice theory of regula-
tion, which views regulation as a part of a politi-
caleconomic system that serves to reallocate wealth
among competing groups based on preferences
expressed in a political-economic marketplace. It

suggests that regulation will tend to favor (subsidize)
relatively small and well-organized groups that have
a high per capita stake in the regulation at the ex-
pense of relatively large, poorly organized groups
with a lower per capita stake. The crosssubsidiza-
tion that already exists in FAIR plans, automobile in-
surance plans, joint underwriting associations, and
similar mechanisms is testimony to the operation of
the public choice theory in the past.

IMPORTANT CONCEPTS TO REMEMBER

antitrust
regulation
market failure theory
capture theory
public choice theory
vested-in-the-public-interest

theory
Paul v. Virginia
Armstrong Committee

Investigation
Merritt Committee Investigation
SEUA case
domestic insurer
foreign insurer
alien insurer

Public Law 15
McCarran-Ferguson Act
National Association of

Insurance Commissioners
accreditation program
zone examination
insolvency guarantee funds
group supervision
Financial Analysis Solvency

Tracking
risk-based capital
Dodd-Frank Act
reverse competition
legal requirements of insurance

rates

prior approval law
file-and-use law
use-and-file law
competitive rating law
no-file approach
rebating
twisting
involuntary markets
social pricing
gender-neutral rating
redlining
availability
affordability
cross-subsidies

QUESTIONS FOR REVIEW

1. Explain why the field of insurance has been regarded
as a type of business that requires government regulation.

2. Precisely what is meant by the statement that insur-
ance is an industry that is vested in the public interest.

3. Identify the landmark decisions and statutes that led
to the present status of insurance with respect to the fed-
eral antitrust laws.

4. Briefly outline the provisions of Public Law 15.

5. Describe the four principal approaches to rate regu-
lation in the property and liability field.

6. List and briefly explain the statutory requirements
with respect to insurance rates.

7. Distinguish among a domestic company, a foreign
company, and an alien company.

8. Describe the operation of the state insolvency funds.
To what types of insurers do they apply?

9. Briefly describe the arguments for and against federal
regulation of insurance.

10. What arguments would probably be advanced by
those opposing a change from a prior approval rating law
to an open competition law? What arguments would be
advanced by those who favored the change?

QUESTIONS FOR DISCUSSION

1. In most states, the office of commissioner of insur-
ance is an appointive office. Do you feel that it would be
better if it were elective? Why or why not?

2. Why is it necessary for insurance agents and brokers
in many states to pass qualification examinations? Do you
feel that these examinations in your state are too hard or
too easy?
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3. It is generally agreed that unrestricted price compe-
tition among insurers could be detrimental to the public,
yet some people argue that antirebating laws represent
an unnecessary restriction on price competition among
insurance agents and that such laws should be repealed.
What is your opinion?

4. “Competition can be depended on to keep rates from
being excessive, and good management will keep them

from being inadequate; regulation of rates is an infringe-
ment on the right of management to make business de-
cisions.” Do you agree or disagree with this statement?
Why?

5. What, in your opinion, are the major factors that
should be considered in evaluating state regulation of
insurance as opposed to federal regulation? What advan-
tages do you see in each system?
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CHAPTER 7

FUNCTIONS OF INSURERS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify and differentiate between the two broad approaches to ratemaking

• Explain the purpose of underwriting and describe the steps in the underwriting process

• Identify the principal sources of information on which an underwriter may rely

• Identify and differentiate among the various types of adjusters

• Identify and explain the steps in the loss adjustment process

As a part of our study of the insurance mech-
anism and the way it works, it will be helpful
to examine some of the unique facets of insur-
ance company operations. The unique nature of
the insurance product requires certain special-
ized functions that do not exist in other busi-
nesses. In addition, financial record keeping of
insurers deviates from common practices. In this
chapter, we will examine some of the special-
ized activities of insurance companies, and in the
next we will look at the financial aspects of their
operations.

FUNCTIONS OF INSURERS

Although there are definite operational differences
between life insurance companies and property
and liability insurers, the major activities of all in-
surers may be classified as follows:

1. Ratemaking

2. Production

3. Underwriting

4. Loss adjustment

5. Investment

In addition to these, there are other activities
common to most business firms such as account-
ing, human resource management, and market
research.

RATEMAKING

An insurance rate is the price per unit of insurance.
Like any other price, it is a function of the cost of
production. However, in insurance, unlike in other
industries, the cost of production is unknown when

128
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the contract is sold, and it will remain unknown
until some time in the future when the policy has
expired. One fundamental difference between
insurance pricing and the pricing function in other
industries is that the price for insurance must be
based on a prediction. The process of predicting
future losses and future expenses and allocating
these costs among the various classes of insureds
is called ratemaking.

A second important difference between the pric-
ing of insurance and pricing in other industries
arises from insurance rates being subject to gov-
ernment regulation. As we noted in the preceding
chapter, nearly all states impose statutory restraints
on insurance rates. State laws require that insurance
rates must not be excessive, must be adequate, and
may not be unfairly discriminatory. Depending on
the manner in which the state laws are administered,
they impose differing limits on an insurer’s freedom
to price its products.

The ratemaking function in a life insurance com-
pany is performed by the actuarial department or in
smaller companies, by an actuarial consulting firm.1

In the property and liability field, advisory organiza-
tions accumulate loss statistics and compute loss
costs for use by insurers in computing final rates,
although some large insurers maintain their own
loss statistics. In the field of marine insurance and
inland marine insurance, rates are often made by
the underwriter on a judgment basis.

In addition to the statutory requirements that rates
must be adequate, not excessive, and not unfairly
discriminatory, other characteristics are considered
desirable. To the extent possible, for example, rates
should be relatively stable over time, so the pub-
lic is not subjected to wide variations in cost from
year to year. At the same time, rates should be suffi-
ciently responsive to changing conditions to avoid
inadequacies in the event of deteriorating loss expe-
rience. Finally, whenever possible, the rate should
provide some incentive for the insured to prevent
loss.

1 Much of the discussion of ratemaking in this chapter pertains to
property and liability insurance. Because of the long-term nature
of life insurance contracts, special complications mark the life
insurance ratemaking process. Life insurance ratemaking and
the actuarial basis for life insurance are treated in greater detail
in Chapter 13.

Some Basic Concepts

A rate is the price charged for each unit of protec-
tion or exposure and should be distinguished from
a premium, which is determined by multiplying the
rate by the number of units of protection purchased.
The unit of protection to which a rate applies differs
for the various lines of insurance. In life insurance,
for example, rates are computed for each $1000
in protection; in fire insurance, the rate applies to
each $100 of coverage. In workers compensation,
the rate is applied to each $100 of the insured’s
payroll.

Regardless of the type of insurance, the premium
income of the insurer must be sufficient to cover
losses and expenses. To obtain this premium in-
come, the insurer must predict the claims and ex-
penses and then allocate these anticipated costs
among the various classes of policyholders. The
final premium the insured pays is called the gross
premium and is based on a gross rate. The gross
rate is composed of two parts, one that provides for
the payment of losses and a second, called a load-
ing, that covers the expenses of operation. That part
of the rate intended to cover losses is called the
pure premium when expressed in dollars and cents,
and the expected loss ratio when expressed as a
percentage.

Although some differences exist among different
lines of insurance, in general, the pure premium
is determined by dividing expected losses by the
number of exposure units. For example, if 100,000
automobiles generate $30 million in losses, the pure
premium is $300:

Losses

Exposure Units
= $30,000,000

100,000
= $300

The process of converting the pure premium into
a gross rate requires adding the loading, which is
intended to cover the expenses required in the pro-
duction and servicing of the insurance. The deter-
mination of these expenses is primarily a matter of
cost accounting. The various classes of expenses for
which provision must be made normally include the
following:

• Commissions

• Other acquisition expenses

• General administrative expenses
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• Premium taxes

• Allowance for contingencies and profit

In converting the pure premium into a gross rate,
expenses are usually treated as a percentage of the
final rate, on the assumption that they will increase
proportionately with premiums. Since several of the
expenses do vary with premiums (e.g., commissions
and premium taxes), the assumption is reasonably
realistic.

The final gross rate is derived by dividing the pure
premium by a permissible loss ratio. The permissible
loss ratio is the percentage of the premium (and so
the rate) available to pay losses after provision for
expenses. The conversion is made by the following
formula:

Gross Rate = Pure Premium

1 − Expense Ratio

Using the $300 pure premium computed in our
previous example, and assuming an expense ratio
of 0.40, we obtain

Gross Rate = $300

1 − 0.40
= $300

0.60
= $500

Although the pure premium varies with the loss
experience for the particular line of insurance,
the expense ratio varies from one line to another,
depending on the commissions and the other
expenses involved.

Types of Rates

The approach to setting rates is similar in most
instances, but it is possible to distinguish between
two different types of rates: class and individual.

Class Rates The term class rating refers to the
practice of computing a price per unit of insurance
that applies to all applicants possessing a given set
of characteristics. For example, a class rate might
apply to all types of dwellings of a given kind of
construction in a specific city. Rates that apply to all
individuals of a given age and sex are examples of
class rates.

The obvious advantage of the class rating system
is that it permits the insurer to apply a single rate
to a large number of insureds, simplifying the pro-
cess of determining their premiums. In establishing

the classes to which class rates apply, the ratemaker
must compromise between a large class, which will
include a greater number of exposures and increase
the credibility of predictions, and one sufficiently
narrow to permit homogeneity. For example, a rate
class could be established for all drivers, with one
rate applicable regardless of the age, sex, or mari-
tal status of the driver or the use of the automobile.
However, such a class would include exposures with
widely varying loss potential. For this reason, numer-
ous classes are established, with different rates for
drivers based on factors such as those listed. Class
rating is the most common approach today and is
used in life insurance and most property and liabil-
ity fields.

Individual Rates In some instances the character-
istics of the units to be insured vary so widely that it is
deemed desirable to depart from the class approach
and calculate rates on a basis that attempts to mea-
sure more precisely the loss-producing characteris-
tics of the individual. There are four basic individual
rating approaches: judgment rating, schedule rating,
experience rating, and retrospective rating.

Judgment Rating In some lines of insurance, the
rate is determined for each individual risk on a
judgment basis. Here the processes of underwrit-
ing and rate-making merge, and the underwriter de-
cides whether the exposure is to be accepted and
at what rate. Judgment rating is used when credible
statistics are lacking or when the exposure units are
so varied that constructing a class is impossible. This
technique is most frequently applied in the ocean
marine field although it is used in other lines of in-
surance.

Schedule Rating Schedule rating, as its name im-
plies, makes rates by applying a schedule of charges
and credits to some base rate to determine the
appropriate rate for an individual exposure unit. In
commercial fire insurance, for example, the rates
for many buildings are determined by adding debits
and subtracting credits from a base rate, which rep-
resents a standard building. The debits and credits
represent those features of the particular building’s
construction, occupancy, fire protection, and neigh-
borhood that deviate from this standard. Through
the application of these debits and credits, the
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physical characteristics of each schedule-rated
building determine that building’s rate.2

Experience Rating In experience rating, the
insured’s own past loss experience enters into the
determination of the final premium. Experience
rating is superimposed on a class rating system and
adjusts the insureds’ premium upward or down-
ward, depending on the extent to which their
experience has deviated from the average experi-
ence of the class. It is most frequently used in the
fields of workers compensation, general liability,
and group life and health insurance. Generally,
experience rating is used only when the insured
generates a premium large enough to be consid-
ered statistically credible.3

Although the exact method of adjusting the pre-
mium to reflect experience varies with the type of
insurance, the general approach is usually the same.
The insured’s losses during the experience period
are compared with the expected losses for the class;
the indicated percentage difference, modified by a
credibility factor, becomes a debit or credit to the
class-rated premium. The experience period is
usually three years, and the insured’s loss ratio is
computed on the basis of a three-year average. The
credibility factor, which reflects the degree of confi-
dence the ratemaker assigns to the insured’s past
experience as an indicator of future experience,
varies with the number of losses observed during
the experience period.

The experience rating formula used in general lia-
bility insurance illustrates the principle. The formula
is the following:

Modification =
Actual Expected

Loss Ratio
−

Loss Ratio

Expected Loss Ratio
× Credibility

Factor

2 Schedule rating is used less frequently today than in the past.
In 1976, the Insurance Services Office introduced a new class-
rating program for many types of commercial buildings that had
previously been schedule rated, leaving only the larger and more
complex buildings to be schedule rated.
3 Many companies use a merit-rating system for automobile in-
surance, in which the individual insured’s premium is based on
that person’s past driving record, as indicated by at-fault acci-
dents and certain traffic violations. While this represents a form
of experience rating in the broadest sense of the term, it is more
accurately classified as a form of class rating, in which the class is
defined as those drivers with no “points,” those with one “point,”
and so on.

Assuming, for the purpose of illustration, that the
expected loss ratio is 60 percent and that the insured
has achieved a 30 percent loss ratio, and further that
the credibility factor is. 20, the computation would
be the following:

0.30 − 0.60

0.60
= 0.50 × 0.20 = 10%

The comparison of the actual loss ratio and the
expected loss ratio indicates a 50 percent reduc-
tion in premium. However, the indicated reduction
is tempered by the credibility factor, resulting in a
10 percent credit.

In most instances, the use of experience rating
is mandatory for those insureds whose premiums
exceed a specified amount.

Retrospective Rating A retrospective rating plan,
or retro plan, is a self-rated program under which the
actual losses during the policy period determine
the final premium for the coverage, subject to a
maximum and a minimum. A deposit premium is
charged at the inception of the policy and adjusted
after the policy period has expired to reflect actual
losses incurred.4 In a sense, a retro plan is like a
cost-plus contract, the major difference being that
it is subject to a maximum and a minimum. The for-
mula under which the final premium is computed
includes a fixed charge for the insurance element
in the plan (the fact that the premium is subject to a
maximum), the actual losses incurred, a charge for
loss adjustment, and a loading for the state premium
tax. Retro rating is used in the field of workers com-
pensation, general liability, automobile, and group
health insurance. However, only large insureds will
usually elect these plans.

Adjusting the Level of Rates When rates are ini-
tially established for any form of insurance, the rate
is by definition an arbitrary estimate of what losses
are likely to be. Once policies have been written and
the loss experience on the policies emerges, the sta-
tistical data generated become a basis for adjusting
the level of rates. Past losses are used as a basis for
projecting future losses, and the anticipated losses
are combined with estimated expenses to arrive at
the final premium.

4 Retrospective rating is illustrated in the appendix to this chapter.
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Any change in rate levels indicated by raw data
is usually tempered by a credibility factor, which
reflects the degree of confidence the ratemakers
believe they should attach to past losses as predic-
tors of future losses. The credibility assigned to a
particular body of loss experience is determined pri-
marily by the number of occurrences, following the
statistical principle that the greater the sample size,
the more closely will observed results approximate
the underlying probability. To obtain a sufficiently
large number of observed losses for achieving an
acceptable level of credibility, the ratemaker must
sometimes include loss experience over a period of
several years. The less frequent the losses in a partic-
ular line of insurance, the longer the period needed
to accumulate loss statistics necessary to achieve a
given level of credibility.

One of the principal drawbacks of a long ex-
perience period is that when the interval is too
long, the underlying conditions that influence fre-
quency and severity are likely to have changed,
and adjustments reflecting such changes must be
included in the rate-making process. One approach
is to weigh the experience of the most recent years
more heavily than that of the earlier years. Another
technique is the use of trend factors. A trend factor
is a multiplier calculated from the trend in average
claim payments, the trend of a price index, or some
similar series of data. The trend indicated by past
experience is usually extended into the future to
the midpoint of the period for which the rates will
be used.

Catastrophe Modeling and Ratemaking Given
the rash of catastrophes that have occurred dur-
ing the past decade, most insurers have adopted
a tool known as catastrophe modeling, originally
used for underwriting but increasingly employed for
rating purposes. Catastrophe modeling (also called
cat modeling) uses computer simulations based on
experience and the insurer’s known distribution
of insured property. Insurers initially adopted cat
modeling to measure their exposure in areas where
earthquakes and hurricanes are likely. Increasingly,
they are suggesting that the cat models may be an
appropriate tool for ratemaking. For exposures such
as earthquakes, characterized by low frequency and
high severity, past experience may be an inade-
quate predictor of the future. One problem is that
most of the cat models that have been developed
thus far are proprietary products and their designers

are unprepared to divulge the programming on
which the models are based. Some regulators have
been concerned over the “black-box” nature of cat
modeling.

Many insurers who had relied on cat models
experienced greater losses from Hurricane Katrina
than they were expecting. The poor performance
of the models, coupled with new scientific theo-
ries about the relationship between global warm-
ing and hurricane intensity, led the major modeling
firms to revise their models in 2006. This has resulted
in higher estimates of catastrophic hurricane loss
and higher rates for hurricane insurance in coastal
areas. It seems likely that cat models will continue
to increase in importance.

Legend of Actuarial Precision Public opinion to
the contrary, insurance ratemaking is not an exact
science. The law of large numbers and the experi-
ence of the past permit actuaries to make estimates
about future experience, but these must be quali-
fied. When estimating future experience, the actu-
ary implicitly says, “If things continue to happen in
the future as they have in the past, this is what will
happen.” But things do not happen in the future as
they have happened in the past; some adjustment
must be made to allow for changes that are likely
to modify future losses. But even the adjustments to
allow for deviations from past experience may be
inadequate, particularly when the magnitude of the
deviations is greater than anticipated. Of course, if
the future differs from the past favorably, there is no
great problem. However, if the deviation is adverse,
the rate predicated on past experience may prove
inadequate.

A major distinction between the fields of prop-
erty and liability insurance and life insurance has
been the differences in the deviation of present
from past experiences. In the case of life insur-
ance, we have seen a continued improvement in
life expectancy. This has benefited insurance com-
panies in two ways. First, since people have been
living longer than originally expected, the insurers
have been permitted to delay payment of funds,
which can continue to be invested. In addition,
the people who have lived longer than anticipated
have paid premiums on their policies longer than
expected.

In the property and liability field, results have
deviated from those expected, but in this case,
the outcome has been less favorable for insurers.
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Inflationary pressures, which push up the cost of
repairs and construction, rising medical costs, an
increasing rate of automobile accidents, soaring li-
ability judgments, and other similar factors have all
acted to the detriment of insurance companies. In-
flation does not affect the loss under a life insurance
policy because of the agreement to pay a fixed sum
of dollars. In property and liability insurance, how-
ever, departures from past experience have caused
severe difficulties.5

PRODUCTION

The production department of an insurance com-
pany, sometimes called the agency department, is its
sales or marketing division. This department super-
vises the external portion of the sales effort, which
is conducted by the agents or salaried representa-
tives of the company. The various marketing systems
under which the outside salespeople operate were
discussed in Chapter 5.

The internal portion of the production function
is carried on by the production (or agency) depart-
ment. It is the responsibility of this department to
select and appoint agents and assist in sales. In
general, it renders assistance to agents in techni-
cal matters. Special agents, or people in the field,
assist the agent directly in marketing problems. The
special agent is a technician who calls on agents,
acting as an intermediary between the production
department and the agent. This person renders
assistance when needed on rating and program-
ming insurance coverages and attempts to encour-
age the producers.

UNDERWRITING

Underwriting is the process of selecting and clas-
sifying exposures. It is an essential element in the
operation of any insurance program, for unless
the company selects from among its applicants,
the inevitable result will be selection adverse to
the company. As we noted in Chapter 2, the future
experience of the group to which the rates are

5 An additional cause of these difficulties has been a degree of
price inflexibility owing to the regulatory system.

applied will approximate the group on which those
rates are based only if both have approximately
the same loss-producing characteristics. There must
be the same proportion of good and bad risks in
the group insured as there were in the one from
which the basic statistics were taken. The tendency
of the poorer than-average risks to seek insurance
to a greater extent than the average or better-than-
average risks must be blocked. The main responsi-
bility of the underwriter is to guard against adverse
selection.

It is important to understand that the goal of
underwriting is not the selection of risks that will
not have losses. It is to avoid a disproportion-
ate number of bad risks, thereby equalizing the
actual losses with the expected ones. In addition
to this goal, other objectives exist. While attempt-
ing to avoid adverse selection through rejection
of undesirable risks, underwriters must secure an
adequate volume of exposures in each class. In
addition they must guard against congestion or
concentration of exposures that might result in a
catastrophe.

Few factors are as important to the success of
the insurance operation as the underwriting func-
tion, for it is directly connected with the adequacy
of rates. Actuaries compute the rates. The under-
writer must determine into which of the classes, if
any, each exposure unit should go. Poor underwrit-
ing may wipe out the efforts of the actuary, rendering
a good rate inadequate. For this reason, those who
perform the underwriting function must develop
a keen sense of judgment and a thorough knowl-
edge of the hazards associated with various types of
coverage.

The underwriting process often involves more
than acceptance or rejection. In some instances,
an exposure that is unacceptable at one rate may
be written at a different rate. In the life insurance
field, for example, applicants may be classified as
standard, preferred, substandard, and uninsurable.
Standard risks are persons who, according to the
company’s underwriting standards, are entitled to
insurance without a rating surcharge or policy re-
strictions. The preferred risk classification includes
those whose mortality experience, as a group, is ex-
pected to be above average and to whom the in-
surer offers a lower-than-standard rate. The most
common preferred class today consists of non-
smokers, for whom many insurers offer a preferred
risk rate.
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Substandard risks are persons who, because of
a physical condition, occupation, or other factors,
cannot be expected, on average, to live as long as
people who are not subject to these hazards. Sub-
standard applicants are insurable but not at stan-
dard rates. Policies issued to substandard applicants
are referred to as rated policies (or extra risk poli-
cies) and require a higher-than-standard premium
rate to cover the extra risk when, for example, the
insured has impaired health or a hazardous occu-
pation. Usually, substandard risks will pay a percent-
age surcharge, a flat additional premium, or in some
cases, they will receive a policy subject to restric-
tions not included in the policies for standard risks.
Most life insurers use a numerical rating system un-
der which a point value is assigned for each type of
physical disability or negative influence. The total
of all points represents the expected mortality in-
crease over that which is expected for standard or
normal risks. The surcharge may apply only for a pe-
riod of time and then disappear, or it may continue
throughout the policy. In some situations, the poli-
cies issued to substandard risks may limit the death
benefit during the first few years to the premiums
paid.

Finally, some applicants are uninsurable. The ap-
plicants may be uninsurable because of high phys-
ical or moral hazard, or if they suffer from a rare
disease or have a situation unique for which the
insurer does not have the experience to derive a
proper premium.

The Agent’s Role in Underwriting

Because the application for the insurance originates
with the agent, this person is often called a field un-
derwriter. The use of the term underwriter in refer-
ence to an agent is more common in the field of
life insurance than in property and liability, which is
surprising considering the agent plays a far more im-
portant role in the underwriting process in the latter
type of insurance. In fact, a part of the compensation
of property and liability insurance agents is based
on the profitability of the business they write. This is
accomplished through a device known as a contin-
gency contract or profit-sharing contract, the terms of
which provide the agents with an additional com-
mission at the end of the year if the business they
have submitted has produced a profit for the com-
pany. The intent of these profit-sharing agreements

is to encourage the agents to underwrite in their
office.6

Underwriting Policy

Underwriting begins with the formulation of the
company’s underwriting policy, which is generally
established by the officers in charge of underwrit-
ing. The underwriting policy establishes the frame-
work within which the desk underwriter makes de-
cisions. This policy specifies the lines of insurance
that will be written as well as prohibited exposures,
the amount of coverage to be permitted on various
types of exposure, the areas of the country in which
each line will be written, and similar restrictions.
The desk underwriter, as the individual who applies
these regulations to the applications is called, is usu-
ally not involved in the formation of the company
underwriting policy.

Process of Underwriting

To perform effectively, the underwriter must obtain
as much information about the subject of the insur-
ance as possible within the limitations imposed by
time and the cost of obtaining additional data. The
desk underwriter must rule on the exposures sub-
mitted by the agents, accepting some and rejecting
others that do not meet the company’s underwriting
requirements. When a risk is rejected, it is because
the underwriter feels that the hazards connected
with it are excessive in relation to the rate. The
underwriter obtains information regarding the
hazards inherent in an exposure from four sources:

1. Application containing the insured’s statements

2. Information from the agent or broker

6 Beginning in the fall 2004, then New York Attorney General Eliott
Spitzer initiated a series of regulatory actions aimed at curbing
the use of contingent commissions by large brokers and insur-
ance companies. The Illinois and Connecticut Attorneys General
joined him in these efforts. As a result, several large brokers and
insurance companies discontinued the use of contingent com-
missions for some or all lines of insurance. Most brokers and
insurers, however, continue to use these compensation arrange-
ments. Academic studies support their value in the marketplace.
See, e.g., Carson, J., R. Dumm and R. Hoyt, 2007. “Incentive Com-
pensation and the Use of Contingent Commissions: The Case
of Smaller Distribution Channel Members,” Journal of Insurance
Regulation, 25(4): 53–67.
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3. Information from external agencies

4. Physical examinations or inspections

Application The basic source of underwriting in-
formation is the application, which varies for each
line of insurance and each type of coverage. The
broader and more liberal the contract, usually
the more detailed the information required in the
application. The questions on the application are
designed to give underwriters the information
needed to decide if they will accept the exposure,
reject it, or seek additional information.

Information from the Agent or Broker In many
cases, the underwriter places much weight on the
recommendations of the agent or broker. This varies,
of course, with the experience the underwriter has
had with the particular agent in question. In certain
cases, the underwriter will agree to accept an ex-
posure that does not meet the underwriting require-
ment of the company. Such exposures are referred
to as accommodation risks because they are ac-
cepted to accommodate a valued client or agent.

Information from External Agencies In most
cases, the underwriter will request a report from an
external agency that specializes in providing infor-
mation about individuals or organizations to their
customers. These include credit bureaus, coopera-
tive information bureaus within the insurance indus-
try, and public agencies, such as a state department
of motor vehicles. In the case of an application for
commercial insurance, the underwriter may request
a Dun & Bradstreet report. For the individual auto in-
surance buyer, the underwriter will request a credit
report and a copy of the individual’s driving record
from the state department of motor vehicles. Some-
times, the underwriter will request a report from a
company that specializes in investigations. All the
information is pertinent in the decision to accept
or reject the application. For example, the finan-
cial status of the applicant is important in the prop-
erty and liability field and in the life insurance field
although for different reasons. In the property and
liability field, evidence of financial difficulty may
be an indication of a potential moral hazard. In life
insurance, there is concern because an individual
who purchases more life insurance than is afford-
able is likely to let the policy lapse, a practice that is
costly to the company.

In addition to the information available from pub-
lic sources and credit bureaus, the underwriter may
seek information from specialized databases de-
signed for insurance companies. For example, life
insurers may obtain information from the Medical
Information Bureau (MIB), which maintains central-
ized files of the physical condition of applicants who
have applied for life insurance. In the property and
liability field, ChoicePoint maintains a database of
claim history information called the Comprehensive
Loss Underwriting Exchange (CLUE database). More
than 95 percent of insurers writing automobile cov-
erage provide claims data to CLUE, and insurers may
search the database to obtain the applicant’s prior
claims history. The database maintains a history
of property insurance claims, in which more than
90 percent of insurers writing homeowners insur-
ance participate.

Physical Examinations or Inspections In life in-
surance, the primary focus is on the health of the
applicant. The medical director of the company lays
down principles to guide the agents and desk writers
in the selection of risks, and one of the most critical
pieces of intelligence is the physician’s report. Physi-
cians selected by the insurance company supply the
insurer with medical reports after a physical exam-
ination; these reports are an important source of
underwriting information. In the field of property
and liability insurance, the equivalent of the phys-
ical examination in life insurance is the premises
inspection. Although such inspections are not
always conducted, the practice is increasing. In
some instances this inspection is performed by the
agent, who sends a report to the company with pho-
tographs of the property. In other cases, a company
representative conducts the inspection.

Postselection Underwriting

In some lines of insurance, the insurer has the oppor-
tunity periodically to reevaluate its insured. When
the coverage in question is cancellable or option-
ally renewable,7 the underwriting process may in-
clude postselection (or renewal) underwriting, in
which the insurer decides if the insurance should be
continued.

7 Cancellation is the process of terminating coverage prior to the
normal expiration date.
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When a review of the experience with a particu-
lar policy or account indicates the losses have been
excessive, the underwriter may insist on an in-
creased deductible at renewal. In other instances,
the underwriter may decide that the coverage
should be discontinued and will decline to renew
it or cancel it outright. Insurance companies differ
in the extent to which they exercise their renewal
underwriting options. In certain fields, such as auto
insurance, some insurers are selective and show
little hesitation in refusing to renew or canceling an
insured who has demonstrated unsatisfactory loss
experience.

Restrictions on Postselection Underwriting In
addition to the fact that postselection underwriting
is obviously possible only with policies that may be
canceled or in which renewal is optional with the
insurer, the ability of insurers to engage in postse-
lection underwriting is considerably less in some
lines than in the past. Because cancellation or the
refusal of the insurer to renew some forms of insur-
ance can work an undue hardship on the insured,
many states have enacted statutes or have imposed
regulations that restrict the insurer’s right to exercise
these options.

Some laws merely require the insurer to give ad-
vance notice of its intent to refuse renewal. These
laws were designed to prevent an insurer from can-
celing or from refusing to renew without providing
adequate time for the insured to obtain replacement
coverage. In some cases, the laws prohibit midterm
cancellation, except for certain specified reasons,
once a policy has been in effect for a designated
period of time, such as 60 days. In addition, the laws
of many states prohibit insurers from canceling or
refusing to renew coverage because of an insured’s
age, sex, occupation, race, or place of residence.
In most cases, the laws require the insurer to fur-
nish an explanation of the reason for cancellation
or declination.

Although the restrictions on the right of a com-
pany to cancel or refuse to renew have been bene-
ficial in many areas, they have also made it harder
to obtain insurance. When legislative restraints are
imposed on the insurers’ ability to engage in post-
selection underwriting, insurers typically become
increasingly selective before issuing a policy in the
first place.

Credit Scoring

For the past 20 years, insurance companies have
used an individual’s credit history as a tool for
underwriting auto and homeowners insurance, a
practice that has sometimes been a point of con-
troversy. Originally, credit scoring was developed
for use by lenders in judging the credit risk of appli-
cants for mortgages, car loans, and credit cards.
Credit bureaus have long provided lenders with
information on individuals’ credit histories. Credit
scoring goes further; it quantifies this history as a
score, based on statistical correlation between such
factors as the record of credit payments by groups
of individuals and the likelihood of credit default.
These scores, known as FICO scores (after Fair Isaac
Corporation) range from 375 to 900. In the case of
insurance, the scores are developed based on the
relationship between credit information and insur-
ance losses. These are known as insurance scores.
The leading provider of credit-based insurance
scores to the insurance industry is the Atlanta-
based firm ChoicePoint, an offshoot of the Equifax
credit-reporting company. ChoicePoint maintains
a database that serves as the basis for the scores it
generates.

Critics argue that use of credit scoring for insur-
ance underwriting decisions is inappropriate and
that a person’s credit history and driving are unre-
lated. They also argue that using insurance scores
has an adverse impact on low-income and minority
consumers. Many insurers also use credit scores in
their rating system, adding to the controversy. Insur-
ers and independent actuaries respond that the cor-
relation between credit scores and insurance loss
ratios is indisputable and that the statistical mod-
els used in credit scoring allow insurers to segment
applicants according to their likelihood of loss and
price insurance with greater precision.

The link between credit scores and the likelihood
of insurance losses is plausible and logical. In a
sense, a credit score is a report card on how the
individual has managed credit risks. It is reasonable
to assume that people who are responsible in man-
aging these credit risks will be responsible in man-
aging their pure risks.

In July 2007, the Federal Trade Commission (FTC)
released a comprehensive study of credit-based in-
surance scores and their impact on consumers. It
concluded that the scores are effective predictors
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of risk under automobile insurance policies and
may result in benefits for consumers. The scores
enable insurers to evaluate risk with greater accu-
racy, which may make them more willing to offer in-
surance to higher-risk customers. They may reduce
expenses by making the process of granting and
pricing insurance quicker and cheaper. Finally, the
FTC concluded that insurance scores appear to have
little effect as a “proxy” for an individual’s racial or
ethnic group.8

The use of credit information in insurance under-
writing is regulated by federal law, under the Fair
Credit Reporting Act (FCRA) and the Equal Oppor-
tunity Act. Among other requirements, the FCRA re-
quires the insurer to notify the consumer if an ad-
verse action is taken based on the insurance score.
Consumers may see their credit reports and dispute
inaccurate information. In addition to the federal
protections, nearly all states have adopted some re-
striction on the use of credit-based insurance scores.
In most states, insurers may not use credit informa-
tion as the sole basis for increasing rates or deny-
ing, canceling, or nonrenewing a policy. Most states
have placed limits on the use of some credit infor-
mation (e.g., bankruptcy resulting from health care
expenses) and require the insurer to re-underwrite
and re-rate applicants when it is found that incorrect
or incomplete credit history information has been
used. Finally, a small number of states (Georgia,
Hawaii, Maryland, Oregon, and Utah) have gone
further, effectively banning the use of credit-based
scores under certain circumstances.9

Predictive Analytics

A credit score is an example of a predictive model.
Insurers or credit bureaus analyze the data available
to them to predict certain behaviors of the individ-
ual, such as their likelihood of paying their debts and
their propensity to loss. With improvements in tech-
nology and lower costs for storing large amounts of
data, more information is available on individuals,
and the ready access of this information has begun

8 See Credit-Based Insurance Scores: Impacts on Consumers of
Automobile Insurance. A Report to Congress by the Federal Trade
Commission, July 2007.
9 For more information on the use of credit-based insurance
scores and regulatory issues, www.naic.org/cipr key issues.htm.

to influence how insurers price and underwrite their
policies. Predictive analytics is the term used for the
mining of data to predict outcomes, such as whether
an individual is likely to purchase a particular prod-
uct, whether a claim is likely to be fraudulent, and
whether an individual is likely to have losses. Us-
ing statistical techniques, insurers can identify those
characteristics that relate to loss experience and re-
flect that in pricing. In the case of auto insurance,
as discussed in Chapter 30, there is a movement to-
ward telematics, in which information about a con-
sumer’s driving behavior is obtained from a device
attached to the vehicle, and that information is used
to modify the premium. While most of this activ-
ity has been in the area of pricing, particularly in
automobile insurance, developments are gradually
expanding into other areas, including fraud detec-
tion and claims handling. The result is that insurers
are able to segment their market and target their
activities, including marketing and pricing, using a
variety of sources.

Predictive analytics can raise issues related to pri-
vacy and equity, comparable to the issues that arose
as insurers increased their use of credit scoring. As
these activities spread, they are likely to get greater
attention from policymakers.

LOSS ADJUSTMENT

One basic purpose of insurance is to provide for
the indemnification of those members of the group
who suffer losses. This is accomplished in the loss
settlement process, but it is sometimes more com-
plicated than just passing out money. The payment
of losses that have occurred is the function of the
claims department. Life insurance companies refer
to employees who settle losses as claim representa-
tives or benefit representatives. The nature of the dif-
ficulties frequently encountered in the property and
liability field is apparent because employees of the
claims department in this field are called adjusters.

The insurance company must pay its claims fairly
and promptly, but as important, the company must
resist unjust claims and avoid overpayment of them.
The view is rapidly increasing among insurers that
prompt, courteous, and fair claim service is one of
the most effective competitive tools available to a
company.
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Adjusters

Broadly speaking, adjusters are individuals who in-
vestigates losses. They determine the liability and
the amount of payment to be made. Adjusters in-
clude agents as well as staff, bureau, independent,
and public adjusters. Agents can commonly func-
tion as adjusters in the case of small property losses.
Many agents have been granted draft authority by
their companies, which means they are authorized
to issue company checks in payment of losses up
to some stipulated amount. Even in cases in which
the amount of the loss exceeds the draft authority,
agents may handle the settlement of the loss.

Most insurers employ adjusters who are salaried
representatives of the company. The use of a com-
pany staff adjuster in a given area is dictated by the
amount of work available. In a locality where the
company has a large volume of claims, it will use a
salaried staff adjuster in preference to an adjustment
bureau or an independent adjuster. If the volume of
claims is too small to support a full-time adjuster,
the company will contract for adjusting service. It
is economically unfeasible to maintain an adjuster
in every area in which the company writes insur-
ance. Likewise, it would be too expensive to send
an adjuster into a distant area for the purpose of ad-
justing one loss. In such cases, the insurer may use
an adjustment bureau. The adjustment bureaus were
originally organized and owned by insurers for the
purpose of settling fire losses. Although the insurers
that originally owned the bureaus have relinquished
their ownership, the organizations continue to be re-
ferred to as bureaus.

As an alternative, the company may hire an inde-
pendent adjuster, who does not work for a bureau but
instead contracts services directly to the insurance
company. These adjusters normally do not handle
claims for a single company but work for any firm
involved in the community and does not have a
staff adjuster or adjusting bureau. The independent
adjuster bills each company directly for the expense
of adjustment.

The public adjuster differs from the other types
discussed. Unlike the other adjusters, all of whom
represent the insurance company in the loss set-
tlement process, the public adjuster represents the
policyholder. Public adjusters are employed by in-
sureds who has suffered a loss and do not feel able
to handle their own claim. A public adjuster is a spe-
cialist available to the insured. The most common

method of compensation for public adjusters is a
contingency fee basis, under which the adjuster
collects a percentage of the settlement; the usual
fee is 10 percent of the amount recovered from the
insurance company. In return for this fee, the pub-
lic adjuster performs the actions normally required
of the insured, such as preparing estimates of the
loss, presenting the amount of the claim to the in-
surance company, and negotiating the final settle-
ment. A limited number of public adjusters hold
one of two professional designations granted by the
National Association of Public Insurance Adjusters.
The Certified Professional Public Adjuster (CPPA)
designation and the Senior Professional Public
Adjuster (SPPA) designation are granted to public
adjusters who pass a rigorous examination.

Courses of Action in Claim Settlement

Two basic courses of action are open to the
company when confronted with a claim: pay
or contest. In most cases, there is little question
concerning coverage, and payment of the loss is
the most common procedure. In those instances
when the company feels a claim should not be
paid, it will deny liability and contest the claim.
The company might deny payment on two basic
grounds: because the loss did not occur or because
the policy does not cover the loss. A loss might not
be covered under the policy because it does not
fall within the scope of the insuring agreement, it is
excluded, it happened when the policy was not in
force, or the insured violated a policy condition.

Adjustment Process

In determining whether to pay or contest a claim,
the adjuster follows a relatively set settlement pro-
cedure with four main steps: notice of loss, investi-
gation, proof of loss, and payment or denial of the
claim. The details of these steps vary with the type
of insurance.

Notice of Loss The first step in the claim process
is the notice by the insured to the company that a
loss has occurred. The requirements differ from one
policy to another, but in most cases, the contract
requires that the notice be given “immediately” or
“as soon as practicable.” Some contracts stipulate
that notice be given in writing, but even in these,
the requirement is not strictly enforced. Normally,
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the insured gives notice that a loss has occurred by
informing the agent, and this satisfies the contract.

Investigation The investigation is designed to de-
termine if there was a loss covered by the policy and,
if so, the amount of the loss. In deciding whether
there was a covered loss, the adjuster must deter-
mine a loss occurred and then whether the loss is
covered by the policy. Determination as to whether
a loss occurred is the simpler of the two. There are, of
course, instances in which the claimant attempts to
defraud the insurer, and in some instances payment
is made where there has not been a loss. Once it has
been determined a loss has occurred, the adjuster
must determine whether the loss is covered under
the policy. First, was the policy in effect at the time
of the loss? If the policy is newly issued, did the loss
take place before the policy became effective? Or at
the other end of the time spectrum, did the policy
expire before the loss took place? Once it has been
established that the loss took place during the policy
period, the possibility exists that the insured might
have violated a condition that caused the suspen-
sion or voidance of the contract. If it appears that
the policy was in effect at the time of the event and
there was a loss, was the peril causing the loss in-
sured against in the policy? In the case of property
insurance, does the property damaged or lost meet
the definition of the property insured? The location
of the property is another question because some
contracts cover property only at a specific location
or are applicable only in certain jurisdictions.
Finally, the adjuster must decide if the person mak-
ing the claim is entitled to payment under the terms
of the policy.

If the answer to all these questions is yes, the loss
is covered. Yet to be determined is the amount of
the loss, which can be more complicated than the
determination of whether coverage applied.

Proof of Loss Within a specified time after giving
notice, the insured is required to file a proof of loss.
This is a sworn statement that the loss has taken
place and gives the amount of the claim and the
circumstances surrounding the loss. The adjuster
normally assists the insured in the preparation of
this document.

Payment or Denial If all goes well, the insurance
company draws a draft reimbursing the insured for
the loss. If not, it denies the claim. The claim may be
disallowed because there was no loss, the policy did

not cover the loss, or the adjuster feels the amount
of the claim is unreasonable.

Difficulties in Loss Settlement

Disagreements will occur regarding loss settle-
ments. In some instances, the insured will mistak-
enly feel a loss should have been covered under the
policy when it was not. Adjusters, being human, also
err, and there are occasions when a legitimate claim
is denied. In addition to the question of whether the
loss is covered, the amount of the loss is a contin-
uing source of trouble. Value in most instances is a
matter of opinion, and we should not be surprised
that the insured and the adjuster may differ regard-
ing the amount of the loss. For these reasons, the
adjuster’s role is a delicate one. They must be fair
and must not leave the insured disgruntled. This is
difficult when a loss is not covered.

On the surface, it would seem that an insured is
relatively powerless against the insurance company
in the event of a dispute. This is not the case. In those
cases in which the disagreement is over the amount
of the loss, most policies provide for compulsory
arbitration on the request of either party. In the case
of a denial based on an alleged lack of coverage,
the insured who feels unfairly treated may appeal
to the state regulatory authority, which is charged
with the protection of the consumer’s interest.
Finally, the insured has recourse through the courts.
In some instances, the only alternative remaining to
the insured is to bring suit against the insurer.

THE INVESTMENT FUNCTION

As a result of their operations, insurance compa-
nies accumulate large amounts of money for the
payment of claims in the future and to manage on
behalf of others. In 2012, industry invested assets
exceeded $7 trillion assets total over $7 trillion. It
would be a costly waste to permit these funds to re-
main idle, and it is the responsibility of the insurer’s
finance department or a finance committee to prop-
erly invest them.

Because a portion of their invested funds must
go to meet future claims, the primary requisite of
insurance company investments is safety of princi-
pal. In addition, the return earned on investment
is an important variable in the rating process: Life
insurance companies assume some minimum rate



140 SECTION ONE RISK, INSURANCE, AND RISK MANAGEMENT

TABLE 7.1 Percentage Composition of Insurer Investments

Property and

Type of Investment Life Insurers Liability Insurers

Bonds 75.5 67.2
Preferred stocks .2 .9
Common stocks 2.1 17.1
Mortgage loans 9.6 .4
Real estate .6 .8
Cash and cash

equivalents
2.9 5.4

Policy loans 3.8
Miscellaneous 5.4 8.4

Source: I.I.I. Insurance Fact Book (New York: Insurance Informa-

tion Institute, 2013). Does not include separate accounts.

of interest earnings in their premium computations.
Increasingly, property and liability insurers are re-
quired to include investment income in their rate
calculations. It may be argued that even when invest-
ment income is not explicitly recognized, it subsi-
dizes the underwriting experience and is, therefore,
a factor in ratemaking in this field.

The percentage composition of investments for
life insurers and property and liability insurers is
indicated in Table 7.1. The largest component of
the investment portfolio for both types of insurers is
bonds. Life insurers invest 75 percent of their general
account assets in bonds, over half of which are cor-
porate bonds. Property and liability insurers invest
68 percent of their assets in bonds, with about 40 per-
cent of these in state, federal, and municipal bonds.
Life insurers invest fewer than 3 percent of their
general fund assets in common stocks10, whereas
property and liability insurers invest more than
15 percent of their assets in stocks. Other differences
are the mortgages, real estate investments, and
policy loans of life insurers, and the receivables from
agents of property and liability insurers.

10 Exhibit 7.1 includes only general account assets. In addition,
life insurers maintain separate accounts, which are segregated
from the insurers’ general investment account and are used pri-
marily for retirement plans and variable life insurance products.
About 79 percent of the assets in separate accounts are invested
in equities, with another 4 percent invested in bonds.

MISCELLANEOUS FUNCTIONS

In addition to those discussed, various other func-
tions are necessary for the successful operation of
an insurance company. Among these are the legal,
accounting, and engineering functions.

Legal

The legal department furnishes legal advice of a
general corporate nature to the company. In addi-
tion, it counsels on such matters as policy forms,
relations with agents, compliance of the company
with state statutes, and the legality of agreements.
It may or may not render assistance to the claims
department in connection with claim settlements.
Many insurers have a separate legal staff as a part of
the claims department independent from the legal
department.

Accounting

Historically, the primary function of the accounting
department has been the recording of company
operating results and the maintenance of all
accounting records necessary for the company’s
periodic financial statements, especially the report
to the commissioner of insurance. Insurance
company accounting is a highly specialized field.
In the past, the principal focus has been on external
reporting, primarily because of the requirements
of the report to the commissioner. Companies also
maintain internal information systems with greater
emphasis on internal or managerial accounting.

Engineering

The engineering department, which is unique to the
property and liability insurers, is charged with the
responsibility of inspecting premises to be insured
to determine their acceptability. In addition, the
engineering department benefits the company’s
insuredbymaking loss-preventionrecommendations.



APPENDIX
RETROSPECTIVE RATING PLANS

Retrospectively rated programs are an approach to
rating in which transfer and retention are combined
in dealing with risk. Retrospective rating is an alter-
native to guaranteed-cost programs and allows the
premium for each period of protection to vary, de-
pending on the loss experience for that period. It dif-
fers from guaranteed-cost plans in that the premium
is variable, based on the insured’s loss experience.

A retrospectively rated insurance policy is a self-
rated plan under which the actual losses experi-
enced during the policy period determine the final
premium for the coverage, subject to a maximum
and a minimum. A deposit premium is charged at
the inception of the policy, and this premium is
adjusted after the policy period has expired to re-
flect the actual losses incurred. The formula under
which the final premium is computed includes a
fixed charge for the insurance element in the pro-
gram (i.e., the fact that the premium is subject to a
maximum), the actual losses incurred, a charge for
handling losses, and the state premium tax.

In a sense, a retrospectively rated policy is like a
cost-plus contract; the major difference is that the
premium is subject to a maximum and a minimum.
Viewed from a different perspective, a retrospective
program is like a self-insured program up to the max-
imum premium. The lower the losses of the insured,
the lower the final premium; the higher the losses,
the higher the premium.

THE RETROSPECTIVE FORMULA

To provide a basis for the discussion of the retro-
spective approach to rating, it may be helpful to

(1) (2) (3) (4) (5)

Incurred Losses Converted Losses (Losses + 14%) Basic Premium Basic Premium + Converted Losses Column (4) × 1.03 Tax Multiplier

$ 20,000 $ 22,800 $20,000 $ 42,800 $ 50,000 Minimum

40,000 45,600 20,000 65,000 66,950

60,000 68,400 20,000 88,400 91,052

80,000 91,200 20,000 111,200 114,536

100,000 114,000 20,000 134,000 138,020

$120,000 $136,800 $20,000 $156,800 $150,000 Maximum

examine the retrospective rating formula used in
workers compensation insurance. The basic for-
mula used in this line of insurance is the following:

Retrospective
Premium

=
[

Basic
Premium

+
(

Ratable
Losses

× Loss Conversion
Factor

)]
× Tax

Multiplier

The basic premium is the fixed-cost element in the
plan, which does not vary with the level of losses.
Converted losses are actual losses sustained, plus a
percentage of losses for loss adjustment expense.
The tax multiplier is a variable charge, equal to the
premium that will be due to the state from the in-
surer, and is based on the total premium generated
by the formula. The final premium for the year is
determined by adding the basic premium to
actual losses and loss adjustment expense, and then
adding the amount of the premium tax that will be
payable by the insurer to the state.

Although the terminology tends to be confusing,
we can illustrate the elements in the retrospective
rating formula by indicating one set of values for
each of the elements in the formula. A large manu-
facturer with a workers compensation experience-
rated premium of $100,000, for example, might elect
a retrospectively rated plan under which the insurer
would charge a fixed cost (the basic premium) of
$20,000, plus the amount of all losses adjusted to in-
clude the cost of loss adjustment expenses (the loss
conversion factor) and 3 percent of this total for the
premium tax, all subject to a maximum of $150,000
and a minimum of $50,000. At the end of the policy
period the final computation would generate a pre-
mium based on the amount of losses as illustrated
by the following schedule:

141
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The insurer determines the final premium for the
policy after the year is over by adding the basic pre-
miums ($20,000) to actual losses incurred plus the
cost of adjusting those losses. The cost of adjust-
ing losses is indicated by the loss conversion factor.
Losses are surcharged 14 percent to cover loss
adjustment expense (i.e., actual losses are multi-
plied by 1.14). After the charges for losses, loss

adjustment expense and the basic premium are
combined, this total is then increased by the amount
of the premium tax that the insurer must pay to the
state. In this way, the premium will vary directly with
losses up to the point at which the maximum
premium is reached. In this way, the premium varies
directly with the loss experience during the policy
period.

IMPORTANT CONCEPTS TO REMEMBER

rate
premium
gross rate
loading
pure premium
expected loss ratio
loss ratio
expense ratio
permissible loss ratio
combined ratio
class rating
individual rating

judgment rating
schedule rating
experience rating
retrospective rating
credibility factor
trend factor
catastrophe modeling
special agent
Medical Information Bureau

(MIB)
adjustment bureau
standard risk

preferred risk
substandard risk
uninsurable
rated policies
contingency contract
profit-sharing contract
accommodation risk
postselection underwriting
benefit representative
staff adjuster
independent adjuster
public adjuster

QUESTIONS FOR REVIEW

1. List and briefly explain the steps in the underwriting
process.

2. What sources of information are available to the un-
derwriter? Explain the importance of each source. Why
are multiple sources necessary?

3. Sales representatives of property and liability insur-
ance companies sometimes refer to the “sales prevention
department.” What department of the company are they
referring to? Explain.

4. Why is the pricing of the insurance product more dif-
ficult than pricing of other products?

5. What is the difference between a premium and a rate?

6. List and briefly explain the steps in the loss-
adjustment process.

7. Briefly explain the nature of retrospective rating plans
and why they are used.

8. List several reasons for which a claim might be com-
pletely denied.

9. Name the various types of adjusters used by property
and liability insurers.

10. Distinguish between an independent adjuster and a
public adjuster.

QUESTIONS FOR DISCUSSION

1. How do you account for the feeling held by many
people that something is almost “immoral” about an
insurance company canceling a policy in the middle
of the policy term? Do you agree or disagree with this
position?

2. Do you agree with legislation imposing restrictions on
the right of an insurance company to engage in postse-
lection underwriting?

3. At one time it was suggested that the problem of pro-
viding insurance protection against loss by flood be met
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by providing coverage against the flood peril as a manda-
tory part of the Standard Fire Policy. Do you agree with
this solution? Why or why not?

4. Do you think that loss adjustment would be most dif-
ficult in the field of life insurance, property insurance, or
liability insurance? What training would you recommend
for adjusters in each of these three fields?

5. “Pricing is more difficult in insurance than in other
business fields, because the cost of production is not
known until after the product has been delivered.” To
what extent is this statement true and to what extent
false?

SUGGESTIONS FOR ADDITIONAL READING

Insurance Company Operations, 3rd ed. Atlanta, Ga.: LOMA, 2012.

Kenney, R. Fundamentals of Fire and Casualty Strength, 4th ed. Dedham, Mass: Kenney Insurance Studies, 1967.

Insurance Administration, 4th ed. Atlanta, Ga.: LOMA, 2011.

Myhr, Ann E. Insurance Operations, Regulation, and Statutory Accounting, 3rd ed. Malvern, Pa.: American Institute for
CPCU, 2011.

Popow, Donna. Property Loss Adjusting, 3rd ed. Malvern, Pa.: Insurance Institute of America, 2003.
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■

CHAPTER 8

FINANCIAL ASPECTS OF
INSURER OPERATIONS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Explain the nature of insurance company reserves

• Explain the effect of statutory accounting requirements on the indicated profitability of insurers

• Describe the types of reinsurance and discuss the purposes of reinsurance

• Describe the ways in which insurance companies are taxed

In a general sense, the financial statements of in-
surance companies are similar to those of other
business firms. However, state regulations require
certain modifications of the traditional accounting
practices in insurance accounting. These changes
can distort the financial statements of insurers if they
are not recognized. This chapter points out a few of
the major differences between insurance account-
ing and accounting practices in other businesses
and relates the implications of these differences to
the financial operations of insurers.

STATUTORY ACCOUNTING
REQUIREMENTS

The set of accounting procedures embraced by
insurance regulators is referred to as the statutory

accounting system because it is required by the
statutes of the various states. Nearly all insurance
company accounting is geared to the National
Association of Insurance Commissioners (NAIC)
Annual Statement Blank, which is a standardized
reporting format developed by the NAIC. In it, each
company must file an annual statement with the in-
surance department of its home state and with every
other state in which it is licensed to do business.
With minor exceptions, the required information
and the manner in which it is to be submitted are
the same for all states. The Annual Statement Blank
has two main versions: one for property and liability
insurers and one for life insurers. The information
required in these documents and the procedures for
recording that information (which are also spelled
out by the NAIC) set the ground rules for insurance
accounting.
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Basically, the statutory system is a combination
of a cash and an accrual method and differs from
generally accepted accounting principles (GAAP) in
a number of ways. Because the principal empha-
sis in statutory accounting is on reflecting the abil-
ity of the insurer to fulfill its obligations under the
contracts it issues, statutory accounting is, in many
areas, ultraconservative.

Differences Between Statutory

Accounting and GAAP

Before examining the specific requirements of statu-
tory accounting and its applications to property and
liability and life insurers, it may be helpful to note
some of the areas in which statutory accounting dif-
fers from GAAP. Because these differences apply to
the life field and the property and liability field, a
brief overview will eliminate the need for repetition
in the following discussion.

Admitted and Nonadmitted Assets The first dif-
ference between GAAP and statutory accounting
lies in the criteria for inclusion of assets in the
balance sheet. Although most noninsurance com-
panies recognize all assets, insurance companies
recognize only those that are readily convertible
into cash. These are called admitted assets, and only
they are included in the balance sheet of an insur-
ance company. Assets such as supplies, furniture
and fixtures, office machines and equipment, and
premiums past due 90 days or more are nonadmit-
ted assets and do not appear on the balance sheet.
The elimination of these nonadmitted assets, whose
liquidity is questionable, tends to understate the
equity section of the balance sheet.1

Valuation of Assets For many years, GAAP re-
quired insurer assets to be valued on balance sheets
at the lower of cost or market value or, in the case
of debt securities (e.g., mortgages and bonds), at

1 In addition to the distinction between admitted assets and non-
admitted assets, insurance accounting distinguishes between
ledger assets and nonledger assets. Ledger assets are assets at
cost as carried in the general ledger of the company. They are
identical with the assets carried by any business firm. Nonledger
assets include those not normally reflected in the balance sheet,
such as the excess of market value over the cost of stocks owned.
Admitted assets = Ledger assets + Nonledger assets – Nonadmit-
ted assets.

amortized value. The use of amortized value for debt
securities was justified on the assumption that in-
surers would hold the investments to maturity, and
therefore, changes in market value prior to matu-
rity were unimportant. In reality, insurers did not
hold all assets to maturity. In 1993, the Financial
Accounting Standards Board (FASB) issued State-
ment No. 115, Accounting for Certain Investments
in Debt and Equity Securities, which changed the
reporting of many insurer assets on GAAP financial
statements.2 This standard affects GAAP accounting
for marketable equity securities and all debt secu-
rities. The standard requires companies to classify
securities as held to maturity, trading, or available
for sale. Only assets in the held-to-maturity category
may be valued at amortized cost. The held-to-
maturity category is limited to debt securities (e.g.,
bonds and mortgages) that the company has both
a positive intent and ability to hold to maturity.
Securities in the other two categories are carried
at fair market value.

Under the statutory system, stocks are carried at
market value, as determined by the NAIC Valuation
of Securities Task Force based on market values at
the end of the year. Bonds not in default of inter-
est or principal payments are carried at their amor-
tized value.3 (Bonds in default are carried at market
value.) This means that changes in the market value
of stocks held by insurers directly influence the
equity section of the balance sheet, whereas

2 FASB No. 115 applies to all commercial enterprises. Given the
large amount of debt and equity securities held by insurers and
other financial institutions, it is likely to have a significant impact
on those companies.
3 Bonds are evidences of debt and promise to pay their face value
at maturity. At maturity, the bond of a solvent corporation will be
worth its face value, but the market value of bonds may vary
from this face value over time, depending on the bond’s interest
rate compared with the market rate. For example, assume that a
20 year $1000 bond was issued 10 years ago with a 5 percent
interest rate. Now assume that the market rate on bonds with
similar risk increases to 10 percent. The bond in question will
decrease in value, since a $500 investment will generate the same
return as the $1000 bond. Conversely, if the interest rate falls, the
market value of the bond will increase above its face value. If a
bond is purchased in the market for other than its face amount,
the book value will differ from the bond and must gradually be
adjusted over time so that it will equal the face of the bond at
maturity. The process of gradually writing the value of the bond
up or down so that the book value will equal the face at maturity
is called amortizing.
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changes in the market value of bonds do not.
Unrealized capital gains or losses on stocks under
the statutory system are reported directly as changes
in equity but are not realized until the sale is made.4

Matching of Revenues and Expenses A final
major difference between statutory accounting and
GAAP is in the matching of revenues and expenses.
Under GAAP, revenues and expenses are matched,
with prepaid expenses deferred and charged to
operations when the income produced as a result
of incurring those expenses is recognized. Under
statutory accounting, all expenses of acquiring a
premium are charged against revenue when they
are incurred, rather than being treated as prepaid
expenses that are capitalized and amortized. The
revenue generated, on the other hand, is treated as
income only with the passing of the time for which
protection is being provided. In the property and
liability field, for example, commissions are gener-
ally payable when the policy is issued, and such
expenses are charged against income at the time
they are incurred. The related premium income,
however, is deferred, and equal portions corres-
ponding to the protection provided over time are
recognized only as that time passes. Thus, whereas
revenue is deferred until earned under the statutory
system, there is no similar provision for the deferral
of prepaid expenses; revenue is accounted for on an
accrual basis, while expenses are accounted for on
a cash basis. GAAP would dictate that the revenue
and the expenses related to the acquisition of that
revenue be deferred and amortized over the life of
the policy.

Other Differences In addition to the three
major distinctions outlined, there are other dif-
ferences between statutory accounting and GAAP.
However, those noted are the principal differences
and the ones that create the greatest distortions in
the financial statements of insurers.

4 In 2009, at the height of the recent financial crisis, the NAIC
adopted Statement of Statutory Accounting Principles (SSAP)
43R, which applies to loan-backed and structured securities, such
as residential mortgage-backed securities (RMBS) and commer-
cial mortgage-backed securities (CMBS). SSAP No. 43R may re-
quire insurers to recognize a loss on loan-backed securities even
if they have the intent and ability to hold such securities to matu-
rity. If the current market value of the security (i.e., its fair value) is
less than its amortized cost, the insurer must determine whether
the decline in value (or “impairment”) is “other than temporary.”
The insurer must recognize any other than temporary impairment
(OTTI) as a realized loss.

Terminology

Along with the differences in conventions, in-
surance accounting and finance have their own
established terminology. Some of the specialized
terminology will be dealt with later, but there are
two important concepts that should be established
at the outset. One is policyholder’s surplus, and the
other is reserves.

Policyholder’s Surplus The equity section of the
balance sheet for any business consists of the
excess of asset values over the liabilities of the firm.
For an insurance company, it consists of one or
two items. In the case of stock companies, it con-
sists of the capital stock, which represents the value
of the original contributions of the stockholders,
plus surplus, which represents amounts paid in by
the organizers in excess of the par value of the
stock and any retained earnings of the company.
Because there is no capital stock in mutual insur-
ance companies, the total of the equity section is
called surplus. In stock and mutual companies, this
total is referred to as policyholders’ surplus, indicat-
ing this is the amount available, over and above
the liabilities, to meet obligations to the company’s
policyholders.5

Reserves The major liabilities of insurance com-
panies are debts to policyholders; they are called
reserves. In insurance accounting and insurance
terminology generally, the term reserve is synony-
mous with liability. Understanding insurance com-
pany finances will be simplified if this point is
clear.6

5 The modern trend in accounting terminology is away from the
term surplus. The term earned surplus is gradually changing to
retained earnings, and paid-in surplus is being replaced by the
term capital paid-in in excess of par. Nevertheless, because of
the statutory reporting requirements and the connotation that
the policyholders’ surplus is the total excess of assets over liabil-
ities, the term surplus is, and will probably remain, acceptable in
insurance terminology.
6 The use of the term reserve to indicate a liability will undoubt-
edly make your accounting professor turn purple. This usage is
probably misleading to the layperson and is contradictory to
modern accounting terminology. In general connotation, a re-
serve is a fund or asset accumulation. In addition, the term may
refer to an asset valuation reserve, such as the reserve for deprecia-
tion although this term is declining in favor of accumulated depre-
ciation. Finally, reserve may refer to earmarked retained earnings.
Unless otherwise specified, when used in insurance accounting,
the term reserve always refers to a liability.
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PROPERTY AND LIABILITY INSURERS

We will begin our discussion of the financial as-
pects of the operations of specific types of insurers
with an analysis of the property and liability insur-
ers since the implications of statutory accounting
tend to have more impact in this field. As a point of
departure, we will discuss the unusual requirements
of statutory accounting that result in a combination
of a cash and accrual system of accounting.

Concept of Earned Premiums

Most businesses count sales as income when the
sale is made and make no provision for the possible
contingency of return sales. Insurance, on the other
hand, is unusual in that it collects in advance for a
product to be delivered in the future. Although pre-
miums are paid in advance, the insurers’ obligations
under the contracts issued are all in the future. If the
insurance company were permitted to use premi-
ums currently being collected for future protection
to meet obligations paid for in the past, it would
be perpetrating a fraud on current purchasers. The
only way the advance premium form of operation
can be safely administered is to require insurance
companies to make some provision in their finan-
cial statements recognizing that although premiums
have been collected, the company has not fulfilled
the obligations the premiums represent. This is done
in two ways. First, insurers are permitted to include
premiums as income only as the premiums become
earned, that is, only as the time for which protec-
tion is provided passes. In addition, the insurer is
required to establish a deferred income account as
a liability, called the unearned premium reserve, the
primary purpose of which is to place a claim against
assets that will presumably be required to pay losses
occurring in the future.

Unearned Premium Reserve The unearned pre-
mium reserve represents the premiums that insureds
have paid in advance for the unexpired terms of
their outstanding policies. Just as insureds carry
prepaid insurance premiums as an asset on their
books, so the insurance company enters them
as a liability on its books. For each policy, the
unearned premium reserve at the inception of the
policy period is equal to the entire gross premium
that insureds have paid. During the policy period,

the unearned premium reserve for the policy
declines steadily to zero by a mathematical formula.
The unearned premium reserve is computed by
tabulating the premiums on policies in force accord-
ing to the year (or month) of issue and the term. It
is customary to assume that policies issued during
any period were uniformly distributed over that
time. If the income over the period is uniformly dis-
tributed, the result is the same as if the policies had
been written at the interval’s midpoint. For exam-
ple, annual policies written during the first month
of the year will almost have expired by the end
of the year, while those written at year’s end will
still have 11 months to run. Thus, at the end of a
given year, annual policies written during the cal-
endar year are assumed to have been in force, on
average, for half of their term and still have half to
run. To illustrate, if the insurance company writes
$100,000 in premiums each month during the year,
total premiums written that year will be $1.2 million.
Assuming that all insurance sold consists of annual
policies, the company will have earned $600,000 of
the total written by the end of the year and will have
an unearned premium reserve for these policies of
$600,000.7

Incurred Losses

In calculating the losses sustained during a partic-
ular period, the statutory approach to accounting
uses the matching concept, in that losses are com-
pared with premiums earned. Because there may
be delays between the occurrence of a loss and the
time when it is paid, statutory accounting makes a
distinction between incurred losses and paid losses.
Incurred losses refer to those losses taking place
during the particular period under consideration,
regardless of when they are paid. Paid losses re-
fer to losses paid during a particular period regard-
less of the time that the loss occurred. The differ-
ence between paid and incurred losses is recog-
nized through liability accounts called loss or claim
reserves.

7 The most acceptable and most widely used method of calcu-
lating unearned premiums is called the monthly pro rata basis.
Under this approach, 1/24 of the premium for an annual policy
is considered earned during the month in which the policy is
written, 1/12 is earned each month from month 2 through month
12, and 1/24 is earned in month 13.
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Loss Reserves Loss reserves are of two major types:
a reserve for losses reported but not paid and a re-
serve for losses that have occurred but have not been
reported to the insurance company. Reserves for
losses reported but not yet paid can be established
by an examination of each claim and an approxima-
tion based on the predicted ultimate loss. Alterna-
tively, averaging formulas can be applied to blocks of
outstanding claims. The reserve for losses incurred
but not reported (losses the insurer presumes have
occurred but have not been submitted because of a
lag in claim reporting) are usually estimated on the
basis of the past experience of the insurer.

Expenses Incurred

For the purpose of statutory accounting, all com-
missions and other expenses in acquiring business
are required to be charged against revenue when
they are incurred. Experience has indicated that a
large portion of a company’s expenses (perhaps as
much as 80 to 90 percent) originates with the cost
of writing new or renewal policies. Even though
these expenses are charged against revenue when
incurred, the insurer is required to establish an un-
earned premium reserve equal to the entire pre-
mium on a policy. This means there is a redundancy
in the unearned premium reserve; since expenses
have been paid, the unearned premium reserve is
higher than need be. This, in turn, means surplus
is understated to the extent of the excess in the
unearned premium reserve.8

Summary of Operations

There are two sources of profit or contribution to sur-
plus for a property and liability insurer: underwriting
gains and investments. The annual statement sum-
marizes the results of operations in these areas.

Summary of Underwriting Results—Statutory

Profit or Loss The combination of a cash basis
of accounting for expenses and an accrual basis

8 Those familiar with the property and liability insurance indus-
try are aware of the inaccuracy in the figures presented in the
insurer’s balance sheets and make allowance for it. There is no
universally accepted formula for doing this, but one method is to
adjust surplus and the unearned premium reserve by the amount
of the redundancy of the unearned premium reserve, usually
considered to be about 35 percent.

for premiums can, as one might suspect, create dis-
tortions in the reported underwriting results of an
insurer. Since expenses must be paid when the pol-
icy is written and before the premium income has
been totally earned and the premiums are included
in the computation only as earned, the net effect
is to understate profit whenever premiums written
exceed premiums earned (when premium volume
is increasing) and to overstate profit when premi-
ums earned exceed premiums written (when pre-
mium volume is declining). This can be illustrated
by an example:

The XYZ Insurance Company, a newly organized
stock company, is about to go into business. At
the time of its organization, its balance sheet looks
something like this:

Liabilities and
Assets Net Worth
Cash $1,000,000 Liabilities None

Net worth
(policyholders’
surplus)

Capital $500,000
Surplus $500,000

We will assume the expected and actual loss ratio
on the policies written is 50 percent and expenses
incurred are 40 percent of premiums written, leav-
ing a 10 percent profit.

During the first year of operation, the company
writes $1 million in annualized premiums, dis-
tributed equally throughout the year. At the end
of the year, half of these premiums will have been
earned, and the unearned premium reserve will be
$500,000. The income statement for the initial year
of operation will indicate the following:

Premiums earned $500,000
Expenses incurred

(40% of premiums written) –400,000
Losses incurred

(50% of premiums earned) –250,000

Statutory profit (loss) ($150,000)

Now, the company did not lose money during
the year, but under the assumptions required in the
statutory computation, a loss of $150,000 is indi-
cated. This loss is an illusion created by premiums
that are included in the computation only as they are
earned; expenses are included as they are paid. The
balance sheet shows that cash will have increased
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by $350,000 ($1 million in premiums minus $400,000
in expenses minus $250,000 in losses), while liabili-
ties will have increased by the amount of unearned
premiums. The amount by which the increase in
liabilities exceeds the increase in assets repre-
sents a reduction in the amount of the company’s
surplus. The balance sheet at the end of the first year
of operation would appear as follows:9

Cash $1,350,000 Unearned
premium
reserve $500,000

Policyholders’
surplus $850,000

To illustrate the effect of a decline in premium vol-
ume, let us assume the insurer writes no new busi-
ness in the second year and the unearned premiums
at the beginning of the year all become earned. The
summary of operations for the second year would
appear as follows:

Premiums earned $500,000
Expenses incurred

(40% of premiums written) 0
Losses incurred

(50% of premiums earned) −250,000

Statutory profit (loss) $250,000

At the end of this second year in which no new
policies were issued, liabilities will have been re-
duced by $500,000 (the amount of unearned premi-
ums that became earned), and cash will have been
reduced by the amount of the $250,000 in losses
paid. The resulting balance sheet would appear as
follows:

Cash $1,100,000 Unearned
premium
reserve 0

Policyholders’
surplus $1,100,000

Several pertinent points can be recognized from
the preceding simulation. First, it illustrates the man-
ner in which statutory accounting distorts the results

9 For the sake of simplicity, assume all losses are paid when
incurred. In actual practice, the statement would include loss
reserves.

of an insurer’s operations. During a year when pre-
mium volume is growing, the necessary increase
in the unearned premium reserve will result in an
understatement of the underwriting gain and may
even cause the company to report a statutory loss.
The requirements of statutory accounting and the
redundancy in the unearned premium reserve allow
a company’s operations to appear more profitable
than they are during periods of declining business
in force and less profitable in periods when business
in force is increasing.

A second significant point is that an increase in
premium writings, other things being equal, will
result in a reduction in policyholders’ surplus. The
insurer’s management must constantly watch the
growth of its business to make certain that a bal-
ance is maintained between its liabilities and its
surplus to policyholders. Although no consensus
exists on what the ratio should be, agreement is
widespread that there is some minimum desirable
ratio of policyholders’ surplus to premiums written
or to the unearned premium reserve.10 This means
that the drain on surplus created by the statutory
accounting requirements places a limit on the
ability of an insurer to write new business.

Investment Results The investment income of a
property and liability insurer is composed of inter-
est on bonds, dividends on stocks, and interest on
collateral loans and bank deposits. Investment
income is shown separately from the results of
underwriting.

Statutory investment income does not include un-
realized capital gains or losses. These result from the
statutory requirement that stocks be carried by in-
surance companies at market value. If the market
value of stocks held by the company increases, the
company has unrealized capital gains; if the value
of stocks held decreases, it has unrealized losses.
These unrealized gains and losses are not included

10 A rule of thumb that developed in the monoline era held that
fire insurers should have $1 in surplus for every $1 of unearned
premium reserve and that casualty companies should have $1 in
surplus for every $2 in premiums written. This was known as the
Kenney rule, after Roger Kenney, an insurance financial analyst
who formalized the axiom in 1948. For a revised discussion of
the original concept, see Roger Kenney, Fundamentals of Fire and
Casualty Insurance Strength, 4th ed. (Dedham, Mass.: The Kenney
Insurance Studies, 1967). The National Association of Insurance
Commissioners’ IRIS System (discussed in Chapter 6) suggests
premium writings of three times policyholders’ surplus.
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in the insurer’s statement of operations but are
entered directly as increases or decreases in
policyholders’ surplus.

An Indicator of Underwriting Profitability—

The Combined Ratio Statutory accounting pro-
cedures provide little in the way of an accurate
picture regarding the true profitability of under-
writing operations. A statutory loss may be the result
of an increase in the amount of profitable business
being written; or it could be the result of poor
underwriting experience on a level or declining
volume of business.

At this point, the reader may be wondering if
insurance companies ever know whether they are
making a profit. The obvious answer is yes. How-
ever, instead of depending on the statutory figures,
informed observers gauge the profitability of a given
company on the basis of its combined ratio, which
is derived by adding the loss ratio and the expense
ratio for the period under consideration. The loss
ratio is computed by dividing losses incurred during
the year by premiums earned. The expense ratio is
computed by dividing expenses incurred by premi-
ums written. Because the loss ratio is computed on
the basis of losses incurred to premiums earned and
the expense ratio is based on premiums written, the
combined ratio merges data that are not precisely
comparable. Nevertheless, the ratio is widely used
as an indication of the trade profit of an insurer. If
the total of these two ratios is less than 100 percent
for the year, underwriting was conducted at a profit,
and in the degree indicated.

LIFE INSURANCE COMPANIES

The statutory accounting procedures applicable to
life insurers, like those required of property and
liability insurers, differ from GAAP. In addition,
principally because of the long-term nature of life in-
surance contracts, the statutory procedures used in
life insurance also differ from those used in the prop-
erty and liability field. Life insurance policies usually
run for many years from the date of issue and entail
a longer commitment on the part of the insurer that
must be recognized in the accounting procedures.

Life Insurer Assets

One of the principal differences in the financial
structure of life insurers and property and liability

insurers is in the composition of assets. As in the
property and liability segment, life insurers distin-
guish between admitted and nonadmitted assets.
However, as we noted in the preceding chapter, the
latter tend to concentrate their investments in bonds
and mortgages, with only a small amount of total
assets invested in stocks (excluding separate
account assets). Because the mortgages and most
bonds are carried at amortized value, the listed or
book value of a life insurer’s assets tends to be
more immune from fluctuations than does that of a
property and liability company.

Life Insurer Liabilities

The principal liabilities of a life insurer, like those
of a property and liability insurer, are its obligations
to its policyholders. The major liabilities appearing
on the balance sheet of a life insurance company
include policy reserves, reserves on supplementary
contracts, dividends left to accumulate, reserves
for unpaid claims, and asset valuation reserve and
interest maintenance reserve.

Policy Reserves Unearned premium reserves arise
in life insurance, but here they are called policy
reserves. Under most forms of life insurance, the
insured pays more than the cost of protection
during the early years of the contract, and the insurer
is required to set up policy reserves representing
the amount of this overpayment. In addition, many
forms of life insurance and annuities have a sub-
stantial savings or investment element, under which
the insured accumulates cash values that will be
paid out at some maturity date in the future. Policy
reserves must be established for these contracts.

Like the reserves in the property and liability field,
life insurance policy reserves contain an element
of redundancy. In life insurance, the redundancy
arises from the rates and reserves being computed
using interest assumptions that are lower than actual
interest earnings, and mortality assumptions that are
higher than actual experience.

Specific requirements for the calculation of mini-
mum life insurance policy reserves are established
by the NAIC’s Standard Valuation Law, which has
been enacted by the various states. The law man-
dates the specific mortality table and interest rate
assumptions that must be used as well as the for-
mula for calculating the reserve. This rules-based
system of regulating life insurer reserves has been
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criticized in recent years. Since 1980, life insurance
products have become increasingly complicated.
Insurers have more underwriting classes, and many
policies contain minimum guarantees that were not
contemplated when the Standard Valuation Law
was developed. Critics argue that, in some cases,
reserves are excessively conservative, while in other
cases, the failure to recognize new risks can result
in inadequate reserves. In response, the NAIC is de-
veloping a new system of principles-based reserving
(PBR), which will rely more on actuarial judgment
in setting reserves. PBR was adopted by the NAIC in
November 2012. It will not become effective, how-
ever, until it has been enacted in at least 42 states
representing at least 75 percent of U.S. life insurance
premiums.

Reserves on Supplementary Contracts Not all
death claims or endowment maturities are paid out
in a lump sum. In many instances, the beneficiary
may elect to leave the policy proceeds with the
insurance company and draw only the interest, or
interest and a part of the principal. These arrange-
ments are evidenced by supplementary contracts,
for which the insurer must establish a reserve recog-
nizing its obligation to the beneficiary.

Dividends Left to Accumulate Life insurance
policies frequently pay dividends, which represent
the insured’s participation in the divisible surplus of
the company. Companies permit the insured several
options in connection with these dividends, one of
which is to leave them on deposit with the company,
where they accumulate interest. When the insured
elects to leave the dividends on deposit, the insurer
establishes a reserve, recognizing its liability to the
insured.

Reserves for Unpaid Claims As in the case of
property and liability insurers, life insurance com-
panies establish reserves for unpaid claims. These
include reserves for claims that have been reported
to the company and are in the process of settlement,
and a reserve for possible deaths that, because of a
delay in reporting, may not be known to the com-
pany. Since life insurance claims tend to be settled
quickly, the amount of these reserves is generally
small.

Asset Valuation Reserve and Interest Mainte-

nance Reserve Since 1951, life insurers have been
required to include special liabilities in their annual
statement to provide a cushion against adverse

fluctuations in the value of assets held. The original
requirement was for a Mandatory Security Valuation
Reserve, which addressed stock and bond values.
This was replaced in 1992 by two reserves: The
Asset Valuation Reserve and the Interest Main-
tenance Reserve. The new reserves address all
invested assets, not just stocks and bonds.11

Life Insurers’ Policyholders’ Surplus

Because life insurance operations are relatively
stable, they do not require surplus in the same
amounts as those of property and liability insurers.
The policyholders’ surplus of life insurers tends to
represent a much smaller percentage of total assets
than does that of property and liability insurers.
Although the policyholders’ surplus of property
and liability insurers generally equals somewhere
between 35 and 50 percent of total assets, policy-
holders’ surplus of life insurers averages less than
10 percent of total assets. Some states (e.g., New
York) impose legal limits on the level of surplus.

Life Insurer Summary of Operations

The annual summary of a life insurer’s operations, as
contained in the NAIC Annual Statement, includes
three principal items of income and three major
deductions from income:

Life Insurer Income Deductions from Income

Premiums from
policyholders

Contractual benefits to
policyholders and
beneficiaries

Considerations on
supplementary contracts
and dividends left with the
company to accumulate

Increases in required
reserves on policies
in force

Investment income Operating expenses and
taxes

Income Although life insurers do not use the
concept of earned premiums as do property and
liability insurers, they accomplish the same end in a
different manner. All premiums due or received are
included as income during the year in which they

11 Property and liability insurance companies carry a Special
Valuation Reserve for Liabilities, but this is not usually a liability
account. Rather, it is an earmarked part of surplus.
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are collected or become due, regardless of whether
they represent payment for current or future pro-
tection. Then, to recognize the company’s obliga-
tions in connection with premiums paid for future
protection, the net increase in the legal reserves is
deducted from income. The effect is to include
as net income only those premiums received for
present protection.

Similarly, when an insured dies or an endowment
policy matures, the claim is treated as a deduction
from income, regardless of whether the policy pro-
ceeds are paid. When the policy proceeds are left
with the company under a supplementary contract,
the amount of the benefit is treated as the premium
on the supplementary contract and is included as
income. Dividends left with the company to accu-
mulate at interest are handled in the same fashion.
When a dividend becomes payable to an insured, it
is treated as a deduction from income even though
the insured may elect to leave the dividend on
deposit. Dividends left on deposit, after having been
deducted from income as a contractual benefit
paid to policyholders, are included as income
under dividends left on deposit. The investment
income of a life insurer is composed of interest
on bonds; mortgage loans, collateral loans, and
bank deposits; dividends on stocks; and real estate
income. Investment income is reported on a gross
basis and on a net basis after deduction of invest-
ment expenses and depreciation of investment real
estate property. Investments generate a significant
part of the income of life insurers. In 2005, net
investment income was about 25 percent of total
revenues for all companies in this industry sector.

Deductions from Income The largest deduction
from income consists of benefits paid to policyhold-
ers, including death benefits, disability benefits,
dividends, and cash surrender values. Such benefits
amounted to about 59 percent of income in 2011.

The second largest deduction is the deduction
for required reserves, which amounts to about 17
percent of income. Transfers to separate accounts
are another four percent of income. The deduction
of the increase in required reserves on policies in
force compensates for the inclusion of all premium
income from policyholders in the income section
of the statement.

Life insurance company operating expenses,
based on industry aggregates, totaled about
14 percent of income during 2011. Included in

the 2011 total were about 7 percent of income
for general and administrative expenses and about
6 percent for commissions to agents.

Surplus Drain in Life Insurance

The surplus of a life insurance company is subject
to a drain during periods of increasing sales
similar to the drain a property and liability insurer
experiences. As an incentive to their agents to
produce new business continually, life insurance
companies pay very high first-year commissions,
sometimes more than 100 percent of the first-year
premium. In a sense, it might be appropriate to
view this first-year commission as an investment
in the production of future premiums under the
policy. However, under the statutory provisions
governing life insurance accounting, all expenses
of operation must be charged against income when
they are incurred. This means that the sale of a new
policy generally results in a reduction in surplus
since the commissions and other expenses together
with the required contribution to legal reserves
exceed the premium received. Unlike the problem
in the property and liability field, state statutes have
recognized this problem and permit life insurers
to compensate for high first-year policy expenses
through a modified reserving system. Under these
modified reserving systems, the insurer is permitted
to compensate for the initial expenses associated
with the policy by deferring the establishment of
the first-year reserve, thereby freeing the bulk of the
initial premium for the payment of expenses.12

REINSURANCE

Nature of Reinsurance

Reinsurance is a device whereby an insurance
company may avoid catastrophic losses in the
operation of the insurance mechanism. As the term

12 The general approach used in these modified reserving systems
is similar. For example, one of the most direct approaches is the
full preliminary term method, which uses the simple expedient
of assuming that the policy is issued one year later for reserve
purposes, thereby freeing the entire first-year premium (except
the amount necessary to cover the policy’s share of death claims)
for the payment of expenses. For a more thorough discussion of
the modified reserving systems, see any standard life insurance
text.
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indicates, reinsurance is insurance for insurers. It is
based on the same principles of sharing and trans-
fer as insurance itself. To protect themselves against
the catastrophe of a comparatively large single loss
or a large number of small losses caused by a single
occurrence, insurance companies devised the
concept of reinsurance. In a reinsurance transac-
tion, the insurer seeking reinsurance is known as
the direct writer or the ceding company, while the
company assuming part of the risk is known as the
reinsurer. That portion of a risk that the direct writer
retains is called the net line or the net retention. The
act of transferring a part of the risk to the reinsur-
ance company is called ceding, and that portion
of the risk passed on to the reinsurer is called the
cession. Reinsurance had a simple beginning. When
the insurer encountered a risk that was too large
to handle safely, the insurer shopped around for
another insurance company willing to take a
portion of the risk in return for a portion of the pre-
mium. A few current reinsurance operations are still
conducted in this manner, which is called facultative
or street reinsurance. In street reinsurance, each risk
represents a separate case for the insurer, and the
terms of reinsurance must be negotiated when the
direct writer finds another insurer that will accept a
portion of the risk. The ever-present danger is that
a devastating loss might occur before the reinsur-
ance becomes effective. The cumbersome nature
of the facultative system led to the development of
modern reinsurance treaties.

Types of Reinsurance Treaties

Two types of reinsurance treaties are available:
facultative and automatic. Under a facultative treaty,
the risks are considered individually by both parties.
Each risk is submitted by the direct writer to the
reinsurer for acceptance or rejection, and the direct
writer is not even bound to submit the risks in the
first place. However, the terms under which reinsur-
ance will take place are spelled out, and once the
risk has been submitted and accepted, the advance
arrangements apply; until then, the direct writer
carries the entire risk.

Under an automatic treaty, the reinsurer agrees
in advance to accept a portion of the gross line of
the direct writing company or a portion of certain
risks that meet the reinsurance underwriting rules of
the reinsurer. The direct writer is obligated to cede

a portion of the risk to which the automatic treaty
applies.

Reinsurance in Property and

Liability Insurance

Risk is shared under reinsurance agreements in the
field of property and liability insurance in two broad
ways. The reinsurance agreement may require the
reinsurer to share in every loss that occurs to a rein-
sured risk, or it may require the reinsurer to pay only
after a loss reaches a certain size. The first arrange-
ment is called proportional reinsurance and includes
quota share treaties and surplus line treaties. The
second approach is called excess-loss reinsurance.

Quota Share Treaty Under a quota share treaty,
the direct-writing company and the reinsurance
company agree to share the amount of each risk
on some percentage basis. Thus, the ABC Mutual
Insurance Company (the direct writer) may have a
50 percent quota share treaty with the DEF Reinsur-
ance Company (reinsurer). Under such an agree-
ment, the DEF Reinsurance Company will pay
50 percent of any losses arising from those risks
subject to the reinsurance treaty. In return, the
ABC Mutual Insurance Company will pay the DEF
Reinsurance Company 50 percent of the premiums
it receives from the insureds (with a reasonable
allowance made to ABC for the agent’s commis-
sion and other expenses connected with putting the
business on the books).

Surplus Treaty Under a surplus line treaty, the rein-
surer agrees to accept some amount of insurance
on each risk in excess of a specified net retention.
Normally, the amount the reinsurer is obligated to
accept is referred to as a number of “lines” and is
expressed as some multiple of the retention. A given
treaty might specify a net retention of $10,000 with
five lines. Under such a treaty, if the direct writer
writes a $10,000 policy, no reinsurance is involved,
but the reinsurer will accept the excess of policies
over $10,000 up to $50,000. These treaties may be
first-surplus treaties, second-surplus, and so on. A
second-surplus treaty fits over a first-surplus treaty,
assuming any excess of the first treaty, and so on for
a third or fourth treaty. To illustrate, let us assume the
ABC Mutual Insurance Company (the direct writer),
has a first-surplus treaty with a $10,000 net retention
and five lines with the DEF Reinsurance Company
and a second-surplus treaty with five lines with the
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GHI Reinsurance Company. If ABC sells a $100,000
policy, it must, under the terms of both agreements,
retain $10,000. The DEF Reinsurance Company will
then assume $50,000 and GHI will assume $40,000:

ABC Mutual Insurance Company $10,000
DEF Reinsurance Company 50,000
GHI Reinsurance Company 40,000

Any loss under this policy would be shared on the
basis of the amount of total insurance each com-
pany carries. Thus, ABC would pay 10 percent of
any loss, DEF would pay 50 percent, and GHI would
pay 40 percent. The premium would be divided
in the same proportion, again with a reasonable
allowance from the reinsurers to the direct writer
for the expense of putting the policy on the books.

Excess-of-Loss Treaty Under an excess-of-loss
treaty, the reinsurer is bound to pay only when a loss
exceeds a certain amount. In essence, an excess-
loss treaty is an insurance policy that has a large
deductible taken out by the direct writer. The excess-
loss treaty may be written to cover a specific risk
or to cover many risks suffering loss from a sin-
gle occurrence. Such a treaty might, for example,
require the reinsurer to pay after the direct-writing
company had sustained a loss of $10,000 on a
specific piece of property, or it might require pay-
ment by the reinsurer if the direct writer suffered
loss in excess of $50,000 from any one occurrence.
There is, of course, a designated maximum limit of
liability for the reinsurer.

Pooling Still another method of reinsurance is
pooling. The pooling arrangement may be similar to
that used in aviation insurance, under the terms of
which each member assumes a percentage of every
risk written by a member of the pool. This pooling
arrangement is similar to a quota share treaty. On
the other hand, the pool may provide a maximum
loss limit to any one insurer from a single loss. After
a member of the pool has suffered a loss in excess
of a specified amount (e.g., $100,000 as a result of
one disaster), the other members of the pool share
the remainder of the loss.

Reinsurance in Life Insurance

In the field of life insurance, reinsurance may take
one of two forms: the term insurance approach and
the coinsurance approach. Under the term insur-
ance approach, the direct writer purchases yearly

renewable term insurance equal to the difference
between the face value of the policy and the re-
serve, which is the amount at risk for the company.
The coinsurance approach to reinsurance in life in-
surance is quite similar to the quota share approach
in property and liability. Under this approach, the
ceding company transfers some portion of the face
amount of the policy to the reinsurer, and the rein-
surer becomes liable for its proportional share of the
death claim. In addition, the reinsurer becomes re-
sponsible for the maintenance of the policy reserve
on its share of the policy.

Functions of Reinsurance

Reinsurance serves two important purposes. The
first is the spreading of risk. Insurance companies
are able to avoid catastrophic losses by passing on
a portion of any risk too large to handle. In addi-
tion, through excess-loss reinsurance arrangements,
a company may protect itself against a single occur-
rence of catastrophic scope. Smaller companies are
able to insure exposures they could not otherwise
handle within the bounds of safety.

The second function reinsurance performs is not
as immediately obvious: It is a financial function.
As we have seen, when the premium volume of an
insurance company is expanding, the net result
will be a drain on the company’s surplus. With an
expanding premium volume, a company faces a
dilemma. The business it is writing may be prof-
itable, but because of the requirements of the
unearned premium reserve, its surplus may be
declining and may reach a dangerously low level.
We say “dangerously low” because, although there
is no standard, the amount of new business a
company may write is a function of its policyhold-
ers’ surplus. In the absence of some other alterna-
tive, a company could expand only to a certain point
and would then be required to stop and wait for the
premiums to become earned, freeing surplus.

Reinsurance provides a solution to this dilemma.
When the direct-writing company reinsures a
portion of the business it has written under a quota
share or surplus line treaty, it pays a proportional
share of the premium collected to the reinsurer.
The reinsurer then establishes the unearned pre-
mium reserves or policy reserves required, and the
direct writer is relieved of the obligation to maintain
such reserves. Since the direct writer has incurred
expenses in acquiring the business, the reinsurer
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pays the direct-writing company a commission for
having put the business on the books. The payment
of the ceding commission by the reinsurer to the
direct writer means that the unearned premium
reserve is reduced by more than the cash that is
reduced, resulting in an increase in surplus. Thus,
if the direct writer transfers $100,000 in premiums
to the reinsurer, the unearned premium reserve of
the direct writer is reduced by $100,000. The pay-
ment to the reinsurer is $100,000 minus a ceding
commission of 40 percent, or $60,000. Since as-
sets have been reduced by $60,000 and liabilities
have been reduced by $100,000, surplus is increased
by $40,000. When reinsurance is used on a con-
tinuing basis, the net drain on the surplus of the
direct-writing company is reduced. In addition, the
market is greatly increased since excess capacity of
one insurer may be transferred to another through
reinsurance.

Risk-Financing Alternatives to Reinsurance

Our discussion of insurance company financial
operations would be incomplete without mention-
ing of one of the most recent developments in insur-
ance finance. This is the securitization of insurable
risk, through which insurance risk is transferred to
the financial markets via insurance-linked securities
or ILS.

Like reinsurance, securitization is designed to
transfer a part of an insurer’s underwriting risk to
another party. To date, the vast majority of securiti-
zations have dealt with the transfer of catastrophic
risk, such as hurricanes and earthquakes although
other risks are starting to be transferred. Securitiza-
tion differs from reinsurance as an approach to risk
financing by its direct link to the capital markets.
Instead of transferring specific portfolios of risks to
a reinsurer, insurers make what, in a sense, is a side
bet with another party (e.g., an investor or specula-
tor) on whether a catastrophe loss will occur. These
side bets take the form of securities traded in a mar-
ket or, in some cases, private placements. Investors
in ILS become a source of external funding for the
industry that can serve as a backstop to protect
surplus against catastrophe losses. The property
and liability industry has about $550 billion
in surplus, which pales in comparison with the
trillions invested in securities markets. If insurance
risks can be commoditized into tradable securities,
the proponents of securitization argue that an

enormous source of funds outside the industry can
be tapped.

The question arises as to why parties out-
side the property and liability insurance industry
would be interested in investing in such securi-
ties. The advocates of insurance securitization sug-
gest several features could appeal to the external
market.

First, ILS offer the potential for diversification; they
fluctuate with a different pattern of gains and losses
than stocks and bonds. Hurricane losses, for exam-
ple, vary with the weather, not with general eco-
nomic conditions. Because of this, the returns on ILS
are believed to be generally uncorrelated with the
financial markets. This, coupled with a relatively
high return (in years in which catastrophe losses are
low) could make these securities attractive to insti-
tutional investors outside the insurance industry. In
addition, there are times when investors believe that
the stock market is overvalued and become nervous
over the prospect of a serious decline. Here, again,
the largely uncorrelated nature of ILS is an appeal-
ing feature.

The most common mechanism for insurance se-
curitization today is catastrophe bonds (also called
act of God bonds and cat bonds). Risk may also
be transferred through insurance derivatives such
as futures and options. Derivatives are financial
instruments whose value is derived (hence the
name) from the value of commodity prices, interest
rates, stock market prices, foreign exchange rates,
and now insurance indexes.

Catastrophe Bonds Cat bonds are bonds in which
the repayment terms vary depending on the occur-
rence of a specific catastrophe. If no catastrophe
loss occurs, the investor obtains a stream of pay-
ments that return interest and principal. However,
if a covered catastrophe occurs, the issuer does not
have to repay some or all of the interest, principal, or
both. In this way, the bond issuer obtains funds from
the bond investors to cover its catastrophe losses.
Investors who purchase cat bonds are speculating
that, during a particular period, a catastrophic loss
will not affect the regions covered by the bonds.
If good weather prevails during the bond period,
the investor wins. If a disaster strikes, the investor
loses. It is the willingness of the speculator to make a
side bet with the insurer that is the essential require-
ment for cat bonds. Most cat bonds have been
issued by insurance companies or reinsurers, but
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they have also been used by some governments and
corporations.13

The bond’s trigger, which determines when the
issuer recovers under the bond, is a particularly
important feature of the bond. The trigger may be
a function of the actual losses of the firm issuing
the bond, some industry-wide index of losses, the
results of a specific model’s estimate of the loss, or a
parametric trigger that is a function of the measured
intensity of the event (e.g., the magnitude of an
earthquake). Because investors tend to prefer a
trigger the insurer cannot manipulate, many triggers
are a function of an industry-wide loss index or the
outcome of a specific catastrophe model. Thus, the
insurer’s recovery under the bond may differ from
its actual losses, a problem known as basis risk.14

Cat bond activity has tended to increase follow-
ing catastrophic losses to the insurance industry,
increasing the industry’s need for capital. The first
catastrophe bonds were issued following Hurricane
Andrew and the Northridge earthquake in the 1990s.
Securitization activity increased following the hur-
ricanes of 2004 and 2005 but dropped during the
financial crisis. It has recovered in recent years,
and there were an estimated $16.5 billion in cat
bonds outstanding by year-end 2012. While this
pales in comparison to total insurance industry sur-
plus, cat bonds are becoming an increasingly im-
portant mechanism for insurers and reinsurers to
manage their property catastrophe exposures.15

13 Technically, with most cat bonds, the insurer creates a special
purpose vehicle (SPV) to issue the bond. The proceeds of the
bond are placed in the SPV, and the SPV provides a reinsurance
contract to the insurance company. This way, the bond proceeds
are protected from the risk that the insurance company might
become insolvent or use the bond proceeds for other purposes.
14 Although the use of cat bonds introduces an element of basis
risk absent from a traditional reinsurance contract, it eliminates
the credit risk inherent in reinsurance contracts, that is, the risk
that the reinsurer may not pay the claim. Because the bond issuer
has the money, there is no risk that the funds won’t be there to
pay the issuer when a catastrophe covered by the bond occurs.
15 While most insurance-linked bonds are aimed at transferring
property catastrophe exposure, there are some exceptions. In
2005, AXA, a French insurer, issued bonds that would be triggered
by a high loss ratio on its French motor insurance policies. Also
in 2005, Oil Casualty Insurance, Ltd., had the first transaction that
securitized liability risk when it issued bonds covering losses on
its excess general liability book of business. Finally, Swiss Re is-
sued bonds in January 2006 covering losses on its credit reinsur-
ance business. See Securitization: New Opportunities for Insurers
and Investors, Sigma No. 7/2006 (Swiss Reinsurance Company
Economic Research & Consulting, Zurich, Switzerland, 2006).

Securitizations in Life Insurance As with
weather-related catastrophes, there have been trans-
actions that attempts to transfer catastrophic mor-
tality risk to the capital markets. Early bonds cov-
ered extreme mortality risk. More recently, some life
insurers have transferred longevity risk to the cap-
ital markets.16 Most securitization activity by U.S.
life insurers, however, has had a different motiva-
tion. In the United States, life insurance reserve
requirements established by the NAIC tend to be
conservative, and most U.S. life insurance securiti-
zations have had the primary goal of releasing the
excess reserves from an insurer’s balance sheets.17

European life insurance companies have also en-
gaged in securitization transactions aimed at pro-
viding immediate recognition of future profits on
an existing book of business. In effect, the insur-
ers are selling the future premium payments on the
business.

Catastrophe Futures and Options A futures con-
tract is a binding contract providing for the deliv-
ery of a specified quantity of some commodity or
financial instrument at some future specified date.
Futures originated as a means whereby the produc-
ers of agricultural products could hedge against a
decline in the prices for their output or by which
a manufacturer could hedge against an increase in
the price of raw materials. In the 1970s, a market

16 In longevity risk transfer, the payment to the investors decrease
if the population lives longer. In Feb. 2013, for example, Aegon
and Deutsche Bank announced a transaction to enable Aegon
to transfer $12 billion Euros in longevity risk to the capital
markets. The transaction was based on Dutch population
data and enabled Aegon to hedge the longevity risk in its
annuity business. Technically, the tranactions was accomplished
through a “longevity risk swap” between Deutsche Bank and
Aegon, with Deutsche Bank selling the securities to investors.
For a discussion of longevity risk and regulatory issues, see
Obersteadt, Ann, “Managing Longevity Risk,” NAIC Center for
Insurance Policy and Research Newsletter, April 2013. Available at
http://www.naic.org/cipr newsletter archive/vol7 managing
longevity risk.pdf
17 Specifically, the insurers have securitized their XXX reserves,
which are required for certain term life insurance policies, and,
more recently, AXXX reserves, which apply to universal life poli-
cies with guarantees. Typically, the insurer forms an SPV that
issues a bond in the amount of the excess reserves. The reserves
are reinsured by the SPV, and the proceeds from the sale of the
bond provide the assets to support the reinsurance contract.
Thus, the bond proceeds are backing the excess reserves, reduc-
ing the assets the insurer is required to hold. The need for these
transactions will diminish when the NAIC’s new principles-based
reserving standard becomes effective.
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developed in financial futures, and it was probably
only a matter of time before insurance futures were
devised. In December 1992, the Chicago Board of
Trade (CBOT) began trading two versions of catas-
trophe insurance futures. The initial response was
sluggish, and in 1995, the CBOT shifted to a new
line of catastrophe insurance options known as PCS
options (because they are based on a benchmark
of catastrophe loss estimates, provided by the firm
Property Claim Services). The volume of trades in
PCS options proved to be disappointing and the
CBOT discontinued these options at the end of
2000.18

The value of a catastrophe insurance option is
directly linked to the industry’s losses from natural
disasters in a particular area over a specified time
period. The greater the losses, the higher the value
of the cash settlement if the option is exercised. By
acquiring call options, which are the right to buy
futures contracts whose price is pegged to disaster
losses, an insurer could earn a trading profit and
arrange a source of funds to pay claims for catas-
trophe losses. By taking the other side of the trade,
investors could collect a favorable return during pe-
riods of favorable loss experience.

If this sounds like a win-lose situation, it is
because it is. Hedging operations are made possi-
ble by speculators who buy and sell futures options
in the hope of making a profit as a result of a change
in price. For the speculator, the futures option is a
speculative risk. Like stock index futures, insurance
futures options will be a zero-sum game. For every
winner, there will be a loser. When an insurer buys an
insurance futures option in anticipation of increas-
ing losses, the other half of the contract is filled by
someone who is betting against the occurrence of
a catastrophe.

The Chicago Mercantile Exchange (CME) began
trading hurricane futures and options on the futures
in March 2007. In mid-2013, three categories of hur-
ricane futures and options contracts were offered,
with the value of each contract based on the CME

18 In 1997, the Bermuda Commodities Exchange (BCOE), which
was incorporated in 1996, began trading insurance futures con-
tracts and options. Like the CBOT, the BCOE offered members
the opportunity to trade in option contracts based on an index
of insured weather-related homeowners’ losses in specific areas
of the United States over specified periods of time. Like the CBOT
it found inadequate market interest and suspended operations
in 2000.

Hurricane Index (CHI), a proprietary index that pre-
dicts the potential damage from a storm based on
its maximum wind velocity and size. The Futures
and Options Contracts reflect the value of the CHI
for a single named storm, the Seasonal Futures and
Options Contracts reflect the accumulated CHI
from all hurricanes over a calendar year, and the
Seasonal Maximum Futures and Options Contracts
reflect damage from the largest hurricane to make
landfall during a calendar year. The volume of trad-
ing has been limited.

Sidecars Sidecars do not represent a form of
securitization, but they are an increasingly impor-
tant mechanism to facilitate the entry of third-party
capital into the reinsurance market. A sidecar is a
separate vehicle established for third party investors
to take a portion of the risk underwritten by a rein-
surer. Sidecars first became popular after Hurricane
Katrina in 2005. Losses from the hurricane forced
reinsurers to replenish their capital, and several rein-
surers found sidecars an attractive mechanism for
doing so. In a sidecar arrangement, the sidecar is
capitalized by investors, and the sponsoring rein-
surer cedes a portion of its business to the sidecar,
typically in a quota share arrangement. The sidecar
investors bear the risk and the return of the ceded
business. The sponsoring reinsurer is responsible for
underwriting and other management functions. For
investors, a sidecar enables them to take a specific
set of risks (e.g., property risks), and limit their expo-
sure to the reinsurer’s other business. For the spon-
soring reinsurer, the sidecar provides a source of
additional capital that enables it to write more busi-
ness. In most cases, sidecars are intended to be a
temporary source of capital. They are structured to
terminate after a few years, allowing the investors to
withdraw their capital.19

Other Insurance-linked Securities There are
other techniques for transfering insurance risk to the
capital markets, including catastrophe swaps, indus-
try loss warranties (ILWs), and contingent capital.
An ILW is like a reinsurance contract but with the
payment based on some industry loss index, rather
than the insurer’s losses. Unlike cat bonds, these

19 Approximately $5 billion was raised to fund reinsurance side-
cars in 2006, the most active year. While sidecars exist, they are
less important today. Many experts believe they could regain im-
portance in the aftermath of another major catastrophe.
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are private transactions, often between an insurer
or reinsurer and a hedge fund.20

Contingent capital gives the insurer the right to
sell securities (e.g., shares of its stock) at a predeter-
mined price if a catastrophe occurs within a given
time frame. This addresses the insurer’s concern
that it might suffer losses and be forced to replenish
capital when its stock price is low.21

Caribbean Catastrophe Risk Insurance Facility

(CCRIF) Following the 2004 hurricanes, which
damaged several Caribbean countries, the mem-
bers of the Caribbean Community (CARICOM)
requested assistance from the World Bank in creat-
ing a Caribbean Catastrophe Risk Insurance Facility
(CCRIF). The facility became operational in June
2007. Eighteen Caribbean countries participated,
and initial capital was provided by $47.5 million in
pledges from Canada, France, the United Kingdom
(UK), the Caribbean Development Bank, and the
World Bank. The CCRIF operates much like an
insurance arrangement, providing participating
countries with immediate access to funds in the
event of a hurricane or earthquake. However, in the
event of a loss, the insurance payment is based on a
parametric trigger. That is, it varies with the intensity
of the event rather than the actual damage incurred.

The CCRIF is controlled by the participating
governments and contributing donors. Member
countries determine the amount of coverage they
wish to purchase and pay a premium based on their
exposure. In addition to its own capital, the CCRIF
uses reinsurance and capital markets instruments to
increase its capacity. 22

20 Hedge funds are investment funds, usually used by more
sophisticated investors and institutions. Because they limit the
eligible investors, they are exempt from many of the regulations
that apply to mutual funds. Thus, they are able to use more
investment strategies. The compensation of hedge funds is
another distinguishing feature, with the hedge fund manager typi-
cally receiving a percentage of profits earned by the fund (e.g,. 20
percent). Hedge funds have been an important source of capital
for reinsurers following major catastrophes.
21 Although this example is based on the sale of stock, contin-
gent capital agreements may allow the sale of debt or other secu-
rities (hybrid securities, which have characteristics of debt and
equity).
22 CCRIF participating countries are the following: Anguilla, An-
tigua and Barbuda, Bahamas, Barbados, Belize, Bermuda, Cay-
man Islands, Dominica, Grenada, Haiti, Jamaica, St. Kitts & Nevis,
St. Lucia, St. Vincent and the Grenadines, Trinidad & Tobago,
Turks and Caicos Islands. In 2007, CCRIF paid nearly $1 miilion
to the Dominican and St Lucian governments related to a 2007
earthquake in the eastern Caribbean. Turks & Caicos Islands re-
ceived $6.3 million following Hurricane Ike in 2008, and Haiti
received $7.75M as a result of a 2010 earthquake.

While it is too early to judge the success of this
facility, supporters hope it will serve as a pilot pro-
gram that could be replicated in other geographic
areas.

TAXATION OF INSURANCE
COMPANIES

Insurance companies, like all business corpora-
tions, are subject to federal, state, and local taxes. At
the federal level, insurers are subject to the federal
income tax. At the state level, they pay income and
property taxes like other businesses and, in addition,
are liable for a number of special taxes levied on
insurers, the most important of which is the pre-
mium tax.

State Premium Tax

Taxation of insurance companies by the states grew
out of the states’ need for revenue and a desire to
protect domestic insurers by a tariff on out-of-state
companies. The premium tax spread from state to
state as a retaliatory measure against taxes imposed
by each state on outside insurance. As time went by,
most states came to levy the premium tax on the pre-
mium income of domestic and foreign insurers.23

Every state currently imposes a premium tax on
insurers operating within its borders. In essence, this
tax is a sales tax on the premiums for all policies sold
by an insurer within the state. The amount of the tax
varies among the states; the maximum in any state
is 4 percent, with the most typical amount being
2 percent. The tax paid by the insurer is added to
the cost of the insurance contract and is passed on
to the policyholder. At one time, over half of the
states imposed higher taxes on out-of-state insurers,
but discriminatory taxation has largely disappeared
today.24

23 Because the levying of taxes on the premium income of in-
surers required a registration and reporting system, the admin-
istrative taxation requirements had a great deal to do with the
development of regulation by the states.
24 Most states have reciprocal or retaliatory premium tax laws.
Under a retaliatory law, the purpose is to impose equally high
taxes on the admitted companies of another state as that state
imposes on the companies of the initial state doing business in
the foreign state. For example, if Iowa taxes all companies doing
business within its borders at the rate of 2 percent and Illinois
taxes the companies organized in Iowa at the rate of 3 percent,
companies from Illinois that are admitted to Iowa would be taxed
3 percent.
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In addition to the premium tax, the states charge
companies and agents license fees before they
can solicit business in the state. The total revenue
received by the insurance department of the states
exceeds the costs of operating these departments;
this makes the insurance department in every state
an income-producing agency. In fact, a critical
concern of the states in the state-versus-federal-
regulation debate is one of revenue. It has been said
that “the power to regulate is the power to tax,” and
many state officials fear that should the federal gov-
ernment assume responsibility for the regulation of
insurance, Congress would begin to look with grow-
ing interest at the state insurance tax revenues,
which amount to more than $1 billion annually.

Federal Income Taxes

For the purpose of taxation under the Internal
Revenue Code (IRC), insurance companies are
classified into three categories: life insurance com-
panies, non-life mutual insurance companies, and
insurance companies other than life or mutual. In
general, all three classes are subject to the same tax
rates as are other corporations. However, they differ
from other corporations, and from each other, in the
manner in which taxable income is determined.25

Life Insurance Companies Life insurance compa-
nies are taxed at standard corporate rates on their life
insurance company taxable income (LICTI), which
is life insurance gross income minus deductions.
Life insurance gross income includes premiums,
decreases in reserves, and other standard elements
of gross income, such as investment income. Deduc-
tions include expenses incurred, death benefits,
increases in certain reserves, policyholder divi-
dends, and certain miscellaneous deductions.

Among the special deductions, the IRC permits a
small-company deduction to life insurers with less
than $500 million in assets. The small-company
deduction allows an eligible insurer to deduct
60 percent of its first $3 million in tentative LICTI,

25 Life insurers are taxed under code Sections 801–820; mutual
insurers other than life or marine are taxed under code Sections
821–826; and insurance companies (other than life and mutual)
and mutual marine insurance companies are taxed under code
Sections 831 and 832. Section 501(a) of the code provides that
fraternal beneficiary societies, voluntary employees’ beneficiary
associations, federal employees’ voluntary beneficiary associa-
tions, local benevolent life and mutual associations, and certain
small property and liability mutuals are exempt from income
taxation.

and the deduction is phased out as tentative LICTI
reaches $15 million. If the phase-out of the deduc-
tion applies, the deduction is reduced by 15 percent
of the excess of tentative LICTI over $3 million and
is phased out when LICTI reaches $15 million.

Although life insurers are permitted to deduct
increases in their reserves, the 1984 tax act dic-
tates the method that must be used. Reserves for
tax purposes cannot exceed the amount taken into
account in computing statutory (annual statement)
reserves.

The most recent change in the taxation of life
insurers was enacted as a part of the Omnibus
Budget Reconciliation Act of 1990 (OBRA). Under
the provisions introduced by OBRA, life insurers are
required to capitalize and amortize policy acquisi-
tion expense. As you will recall from our discussion
of life insurer finances, the high first-year commis-
sions on life insurance policies produce an under-
writing loss, which is recouped as future premiums
are earned. The IRC requires this deferral of the
deduction, thereby increasing LICTI.26

Property and Liability Companies Property and
liability insurers pay the usual corporate income tax
on net underwriting profit and investment income.
The manner in which taxable income is determined,
however, reflects the unique conventions of statu-
tory accounting. The Tax Reform Act of 1986
(TRA-86) substantially revised the provisions of the
IRC under which property and liability insurance
companies (and Blue Cross and Blue Shield organi-
zations) are taxed.27 TRA-86 eliminated certain pro-
visions related to the taxation of mutual insurers
and introduced new rules to reflect the anomalies
of statutory accounting.28

26 Prior to 2001, IRC Section 809 required mutual companies to
reduce their deduction for policyholder dividends, with the re-
duction determined by the differential earnings rate between
stock and mutual life insurers. The differential was set statutorily
at 0 for 2001–2003. Section 809 was repealed in 2004.
27 Prior to the Tax Reform Act of 1986, Blue Cross and Blue Shield
organizations were exempt from federal taxes. TRA-86 repealed
this exemption for years after 1986 and provided for taxation of
these organizations as property and liability insurers.
28 Most mutual property and liability insurers were exempt from
income taxes until 1942. From 1942 until 1962, they were taxed
under special formulas that did not take into account their un-
derwriting gains or losses. The Revenue Acts of 1962 and 1964
eliminated most differences in taxation of mutual and stock in-
surers, except for very small mutuals, which remained exempt
from taxes. The Tax Reform Act of 1986 made stock and mutual
insurers eligible for exemption from income tax if the greater of
their net or written premiums does not exceed $350,000.
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The first feature of statutory accounting addressed
by TRA-86 was the treatment of the unearned
premium reserve that results in a mismatching of rev-
enues and expenses. Under the provisions of TRA-
86, only 80 percent of the increase in the unearned
premium reserve in a given year is deductible in
computing taxes.

TRA-86 requires that property and liability loss re-
serves be discounted to reflect the time value of
money. The annual deduction for incurred losses in-
cludes the increase in loss reserves, but the amount
deducted is subject to statutory discounting.

Any decrease in loss reserves results in income in-
clusion, also on a discounted basis. The discount
rate used is based on the federal midterm rate.

Finally, the IRC disallows a portion (15 percent)
of property and liability insurer’s tax-exempt inter-
est and dividends. This is accomplished by reducing
the deduction for incurred losses by 15 percent of
tax-exempt interest and deductible dividends.29

29 Generally, 80 percent of dividends received by corporations
are deductible in computing taxable income.

IMPORTANT TERMS AND CONCEPTS

annual statement
statutory accounting
GAAP
admitted assets
nonadmitted assets
policyholders’ surplus
earned premiums
unearned premium reserve
reinsurance reserve
incurred losses
paid losses
loss reserves
statutory profit (loss)

loss ratio
expense ratio
combined ratio
written premiums
amortized value
policy reserves
supplementary contracts
reinsurance
ceding company
cession
facultative treaty
automatic treaty
proportional reinsurance

quota share reinsurance
surplus line reinsurance
excess-loss reinsurance
premium tax
insurance-linked securities
catastrophe bonds
asset valuation reserve
interest maintenance reserve
surplus drain
net retention
retrocession
life insurance company taxable

income (LICTI)

QUESTIONS FOR REVIEW

1. What characteristics of the insurance business make
reserves necessary?

2. Is the life insurance policy reserve more analogous
to an unearned premium reserve or a loss reserve in the
property and liability field?

3. Define the unearned premium reserve and briefly
explain how it is calculated. Why is the unearned pre-
mium reserve often referred to as the “reinsurance
reserve”?

4. What does it mean to say that a reserve is redundant?
What type of reserves are considered to be redundant?
Why?

5. The XYZ Insurance Company had an unearned pre-
mium reserve of $20 million at the end of 2006. During
2007, it wrote $25 million in annual premiums. At the end
of 2007, its unearned premium reserve was $23 million.
What were the earned premiums during 2007?

6. The XYZ Insurance Company had loss reserves of
$7 million at the end of 2006. During 2007, it paid
$7 million in losses, and had loss reserves in the amount
of $6 million at the end of 2007. What were the incurred
losses for 2007?

7. The financial statements of the XYZ Property and
Liability Insurance Company indicate the following:

Premiums written 2007 $10,000,000
Unearned premium reserve, Dec. 2006 9,000,000
Unearned premium reserve, Dec. 2007 11,000,000
Losses paid in 2007 6,000,000
Loss reserves, Dec. 2006 5,000,000
Loss reserves, Dec. 2007 4,000,000
Underwriting expense incurred 4,000,000

Compute the statutory profit or loss for the XYZ Company
during 2007.
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8. Give two specific reasons for reinsurance. Distinguish
between facultative and treaty reinsurance.

9. The Tax Reform Act of 1986 (TRA-86) introduced sev-
eral new elements into the taxation of property and lia-
bility insurers. In what way did the TRA-86 deal with the
mismatching of revenues and expenses of property and

liability insurers? How did TRA-86 deal with the redun-
dancy in loss reserves?

10. Explain two techniques that may be used to estimate
the true underwriting profit or loss of a property and lia-
bility insurance company.

QUESTIONS FOR DISCUSSION

1. The primary emphasis in statutory accounting is
supposedly on financial conservatism. However, some
statutory techniques violate this principle. Discuss three
ways in which statutory accounting is ultraconservative
and two areas where the principle of conservatism is
violated.

2. The NAIC has staunchly defended its need to have an
accounting system for insurance companies that differs
from GAAP. On what basis have they argued for a different
system? Do you agree or disagree that a separate system
is needed?

3. A noted insurance authority stated, “The insured
should prefer to purchase insurance from a company

that has a high loss ratio since this is evidence that the
company is returning a high percentage of the premium
dollars collected to its customers.” Explain why you agree
or disagree with this position.

4. To what extent does the movement of surplus of a
property and liability insurer indicate the profitability of
the company’s operations? Would the same be true for a
life insurer?

5. “In view of the relationship of surplus to premiums
that may be written, a severe decline in the stock market
is likely to serve as a brake on price-cutting practices.”
Explain the rationale behind this observation.
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CHAPTER 9

THE LEGAL FRAMEWORK

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify and explain the essential elements of a contract

• Explain how the general law of contracts applies to insurance contracts

• Explain why the principle of indemnity is important to the operation of the insurance
mechanism

• Explain the ways in which the principle of indemnity is enforced in insurance contracts

• Explain what is meant by the statements that insurance contracts are contracts of adhesion,
aleatory contracts, conditional contracts, unilateral contracts, and contracts of utmost good
faith

• Define and explain the nature of waiver and estoppel

• Explain the application of the doctrines of concealment and misrepresentation in the insurance
transaction

The transfer of risk from the individual to the
insurance company is accomplished through a con-
tractual arrangement under which the insurance
company, in consideration of the premium paid by
the insured and his or her promise to abide by the
provisions of the contract, promises to indemnify
the insured or pay an agreed amount in the event
of the specified loss. The instrument through which
this transfer of risk is accomplished is the insurance
contract, which, as a contract, is enforceable by law.

A great deal of the law that has shaped the formal
structure of insurance and influenced its content
derives from the general law of contracts. But be-
cause of the many unique aspects of the insurance

transaction, the general law has had to be modified
to fit the needs of insurance. Our discussion will in-
volve a combination of general contract law and its
modifications relative to insurance, but with partic-
ular emphasis on those principles that are peculiar
to insurance.

INSURANCE AND THE LAW
OF CONTRACTS

We begin our consideration of the legal aspects of
insurance with a discussion of the general laws
of contracts and the manner in which this special
branch of law applies to the insurance transaction.
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General Requirements of an

Enforceable Contract

Insurance law is predominantly derived from the
general law of contracts. Insurance policies, as is
the case with all contracts, must contain certain
elements to be binding legally. These elements of
a contract are the following:

1. Offer and acceptance

2. Consideration

3. Legal object

4. Competent parties

5. Legal form

Offer and Acceptance To have a legally enforce-
able contract, there must be a definite, unqualified
offer by one party, and this offer must be accepted
in its exact terms by the other party. In the case of in-
surance, the offer is normally made by the prospect
when applying for insurance. The acceptance takes
place when the agent binds coverage or when the
policy is issued. There is no requirement that the
contract be in writing.

Under the statute of frauds, some types of con-
tracts must be in writing to be enforceable. The only
section of this statute that might be construed to
apply to insurance contracts is that which requires
written and signed proof of an agreement that by its
terms is not to be performed within one year from its
effective date. This provision has been interpreted
to apply only to agreements that cannot possibly be
performed within one year. Because the insurer’s
promise may be required to be fulfilled within one
year, or even within one day, from the issue date of
the policy, an insurance contract falls outside the
statute. Hence, it may be said that in the absence
of specific legislation to the contrary, an insurance
contract can be oral in nature.1 However, most in-
surance contracts are written and only rarely is an
oral contract used.

An oral contract is as binding on both parties
as a written one. However, the difficulty of proving
the terms of an oral contract, or even its existence,

1 Of course, the states have the power to require that insurance
contracts be in writing, and some states have done so. For exam-
ple, the state of Georgia requires all contracts of insurance to be
in writing. Other jurisdictions prohibit oral contracts in the fields
of life, health, and, occasionally, property and liability insurance.
In the absence of specific legislation specifying that an insurance
contract be in writing, such contracts may be oral.

makes it advisable whenever possible to confine
contractual agreements to those that are written.
In certain instances, however, the situation may
arise in which an oral contract of insurance may be
necessary. When a prospective insured requests cov-
erage from a property and liability agent, the agent
may effect a contract orally, accepting the offer of
the prospect. In such instances, coverage begins
immediately. If a loss occurs before a written binder
is issued,2 or before the policy is issued, the com-
pany that the agent bound to the risk will be liable
for the loss. However, the courts have ruled that if
agents represent more than one company, they must
specify the company with which coverage is bound.
The life insurance agent cannot bind the insurance
company to a risk.

It is appropriate here to review the role of the in-
surance agent in the creation of a contract. In the
property and liability field, in particular, the agent
often acts for the insurer in accepting the insured’s
offer, thereby creating a contract. In addition to the
power to “bind” the company to a risk by accep-
tance, the agent often acts on behalf of the insurer
in other matters. Basically, the agent’s authority to
act on behalf of an insurer takes three forms, each
derived from a somewhat different source: The
authority of the agent may be express authority,
implied authority, or apparent authority.

Express Authority Express authority, sometimes
called stipulated authority, is authority specifically
granted to the agent. Agents are given express
powers by their company in the agency agreement
or contract. The agency contract gives the agent
express authority to represent the company and
generally contains clauses dealing with such things
as the specific and general powers of the agent, the
scale of commissions, and the ownership of the con-
tracts sold, with a provision for cancellation of the
contract.

Implied Authority In addition to those expressly
granted powers, agents have certain implied powers,
sometimes called incidental authority. Implied
authority is the incidental authority required or

2 A binder is a temporary contract, normally issued for 30 days,
that an agent uses as evidence of accepting the offer of the
prospect. The binder issued by the company is accepted by the
insured with the understanding that it provides the same cover-
age as the policy form in use by the company.
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reasonably necessary to execute the express
authority. Although the agency contract may not
specifically authorize the agent to advertise or to
collect premiums from insureds, these are acts that
are reasonably necessary to the duties expressly
authorized.

Apparent Authority Finally, under the doctrine
of apparent authority (sometimes called ostensible
authority) the courts have ruled that agents have
those powers that the public has come to expect
them to have. Because the public accepts that prop-
erty and liability agents can bind their company to
a risk, they have this power even though the com-
pany may not have granted it expressly. Let us say,
for example, that the insurance company has told a
particular agent not to sell any insurance on match
factories, but the agent binds coverage on such an
establishment. Despite the company’s forbidding
the agent to bind such coverage, it would be liable
for any loss that occurred. As far as the public is
concerned, an act by agents is an act by the insur-
ance company. They act on behalf of the company
in the insurance transaction, and under the laws of
agency, these acts are deemed to be those of the
company. If the agent binds the company to a risk,
it is bound to that risk until such time as it effects
cancellation of the contract.

Apparent authority arises only on the condition
that the buyer has no way of knowing that agents
have exceeded their authority. Further, the agents’
authority may be extended by ratification. If agents
exceed their authority and the insurer acquiesces
by acting as if the agents had authority (e.g., by
accepting the premium on coverage the agent
bound while exceeding express authority), the
agents then do have the authority.

Consideration The binding force in any contract
is the consideration, which is the items of value that
each party gives to the other. Like all contractual
arrangements, the insurance transaction requires
that both parties exchange consideration if the
contract is to have a proper legal status. The con-
sideration of the insurance company lies in the
promises that make up the contract, for example,
the promise to pay if a loss should occur. The consid-
eration on the part of the insured is the payment of
the premium or the promise to pay it plus an agree-
ment to abide by the conditions of the contract.
The promise to pay the premium is normally suf-
ficient consideration for a legally binding contract
in property and liability insurance. However, in life

insurance, the first premium must be paid before
the contract will take effect. And in a life insurance
contract, only the first premium constitutes the con-
sideration. This means that premiums subsequent
to the first are not part of the legal consideration
since otherwise the contract could not come into
existence until all the premiums were paid. The sub-
sequent premiums, however, are conditions prece-
dent to the continuance of the contract.

Legal Object A contract must be legal in its
purpose. A contract in which one party agreed to
commit murder for a specified amount would be
unenforceable in court because its object is not
legal. Likewise, an insurance policy that is a gam-
bling contract would be unenforceable as contrary
to public policy, as would a policy that promised to
assume the consequences of the insured’s criminal
acts. Perhaps the most common example of such
a contract is one in which insurable interest does
not exist, which the courts have generally refused
to enforce. However, lack of insurable interest is
not the only possibility. For example, a business
interruption policy written on the operations of
an illegal whiskey still would not be enforceable.
An insurance contract providing physical damage
coverage on the contents of an illegal gambling
establishment might not be enforceable, but legal
opinion is divided. Some courts would hold the
entire contract unenforceable. Some would hold
it unenforceable with respect to the equipment
that can be used only for gambling purposes;
other equipment, such as tables, chairs, beds, and
the like, if destroyed, would be an enforceable
obligation of the insurance company.

Competent Parties The parties to the agreement
must be capable of entering into a contract in the
eyes of the law. In most cases, the rules of compe-
tency are concerned with minors and the mentally
incompetent. The basic principle is that some par-
ties are incapable of understanding the contract
they would enter into; therefore, the courts have
ruled they are not bound by such agreements. In
the absence of a statute to the contrary, a minor
is considered to be a person under the age of 21
although the majority of states have passed laws low-
ering the age to 18 in recent years. In addition, the
marriage of a person creates full contractual com-
petence under the law. The legal rule respecting a
contract with a minor is that, except for contracts
involving a reasonable value of necessities of life,
the contract is voidable at the option of the minor.
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Since insurance has never been held to be a neces-
sity of life by the courts, a minor could purchase
insurance, repudiate the contract, and receive a
refund of all premiums. Several states, however, have
enacted statutes conferring on minors of a speci-
fied age or over the legal capacity to enter into valid
and enforceable life insurance contracts. The age
limit varies from 14 and one-half to 18 years. But in
the absence of such a statute, a minor could, for
example, purchase a life insurance policy at age 15
and pay the premiums until age 20, then repudiate
the contract and receive a return of all the premi-
ums paid. Most courts would probably not permit
the insurance company even to make a deduction
for the cost of the pure life insurance protection
received while the contract was in force. Or a minor
could purchase automobile insurance for a period
of a year, and just before the expiration of the policy
could repudiate the contract and receive a return of
premium despite having had the protection while
the contract was in existence.

Legal Form We have noted that no requirement
exists that the contract be in writing, but in many
instances the form and content of a contract are
governed by state law. Many states, by law, use a
standard fire insurance policy. In life insurance, a
standard policy is not required in any state, but most
insist on the inclusion of certain standard provisions
in all life insurance policies. For example, the policy
must provide that it will be incontestable after it
has been in force during the lifetime of the insured
for two years from the date of issue. Another stan-
dard provision denies the life insurance company
the right to void the policy because of a misstate-
ment in age of the insured. In health insurance, the
Uniform Law, adopted by practically all the states,
demands that all individual and family health insur-
ance contracts include 12 provisions specified and
spelled out in the law.

In addition to the use of standard contracts and
provisions, states require that all types of policies
be filed with, and approved by, the state regulatory
authorities before the policy may be sold in the
state. This, of course, is to determine if the policy
meets the requirements of the law and to protect the
policyholders from an unscrupulous insurance
company that otherwise would take advantage of
the public.

To be in legal form, then, the insurance contract
must have the same wording as the legal standard

policy or must contain, in substance, the intent
of the standard provisions. It must also follow the
proper legal procedure of being filed and accepted
by the state regulatory authority.

Void and Voidable

The terms void and voidable are sometimes incor-
rectly used interchangeably. To speak of a void con-
tract is a contradiction in itself. A contract that is void
is not a contract at all but an agreement without legal
effect. In essence, it lacks one of the requirements
specified by law for a valid contract. A void contract
cannot be enforced by either party. For example, a
contract having an illegal object is void, and neither
of the parties to the contract can enforce it. A void-
able contract, in contrast, is an agreement that, for
a reason satisfactory to the court, may be set aside
by one of the parties. It is binding unless the party
with the right to void it decides to do so. Assume,
for example, that the insured fails to comply with
a condition of the agreement. The company may
elect, if it chooses, to fulfill its part of the contract,
or it may elect to void it and revoke coverage. Or let
us say that a 13-year-old purchases a life insurance
contract. Although this contract would be binding
for the company, in most cases it would be voidable
at the option of the insured. A contract may be held
to be voidable for any one of a number of legal rea-
sons. If one party was forced into the contract under
duress, or if there was an element of fraud involved,
the contract may be voidable.

SPECIAL LEGAL CHARACTERISTICS
OF INSURANCE CONTRACTS

In addition to those principles that apply to all con-
tracts, certain legal characteristics are unique to in-
surance covenants.

Insurance Is a Contract of Indemnity

In many forms of insurance, particularly in prop-
erty and liability, the contract is one of indemnity.
This means the insureds are entitled to payment
from the insurance company only if they have suf-
fered a loss and only to the extent of the financial
loss sustained. Put in its simplest terms, the princi-
ple of indemnity maintains that individuals should
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not be permitted to profit from the existence of an
insurance contract but should be restored to the
same financial condition that existed prior to the
occurrence of the loss. Human nature being what
it is, the ability to profit from the existence of an
insurance policy would lead to the destruction of
property as well as to other more serious crimes.
The principle of indemnity is enforced through legal
doctrines and policy provisions designed to limit the
amount the insured can collect to the amount of the
loss. The four most important of these principles
are the doctrine of insurable interest, the concept
of actual cash value, the other insurance, and the
subrogation provisions of insurance contracts.

Insurable Interest The most important legal doc-
trine giving substance and support to the principle
of indemnity is that of insurable interest. An insur-
ance contract is legally binding only if the insured
has an interest in the subject matter of the insurance
and this interest is insurable. In most instances, an
insurable interest exists only if the insured would
suffer a financial loss in the event of damage to, or
destruction of, the subject matter of the insurance.
To be more specific, an insurable interest involves
a relationship between the person applying for the
insurance and the subject matter of the insurance,
such as a dwelling or a person’s life, so there is a
reasonable expectation of benefit or advantage to
the applicant from the continuation of the subject
matter or an expectation of loss or detriment from
its cessation. In property and liability insurance, this
relationship requires a pecuniary interest, and insur-
able interest is limited to the extent of that pecuniary
interest. In life insurance, it is broad enough to rec-
ognize a sentimental interest or one based on love
and affection.

The doctrine of insurable interest was developed
as a means of ensuring the insurance contract would
not be used for wagering purposes and to mitigate
the moral hazard. So, if Smith can purchase insur-
ance on Brown’s house and collect if the house
is damaged or destroyed, Smith would be profit-
ing from the insurance. Smith might be inclined to
cause the damage. In the absence of the doctrine
of insurable interest, an insurance policy might be
used as a gambling contract and could be an in-
ducement to commit arson.

The doctrine is used in life insurance as a means
to control wagering with human lives. It is intended
to reduce the threat of murder just as it is used in

property insurance to reduce the threat of willful de-
struction of property. If the class of persons who can
legally insure the life of another is restricted to those
who are closely related to the insured by blood or
marriage, or who possess such a financial relation-
ship to the insureds that they stand to gain more by
their continued life than by death, the temptation to
murder the insured will be greatly curtailed.3 There
is even a requirement in some states that the per-
son whose life is to be insured by another must give
consent to the transaction.

Insurable interest in property and liability insur-
ance is established by means of a pecuniary relation-
ship between the insured and the subject matter of
the insurance. Perhaps the most obvious of these
relationships is ownership. For example, if the
insured owns an item of property such as a building
or an automobile and the property is destroyed,
the insured will suffer a financial loss. Ownership,
however, is not the only relationship that gives rise to
insurable interest. If one has an interest in property
for which title is held by another, then this interest
may establish an insurable interest. An example
would be property used as collateral for a debt.
Thus, a mortgagee has an insurable interest in
the property mortgaged, and a lienholder has an
insurable interest in the property on which the lien
is held. In both cases, damage to, or destruction
of, the collateral could cause the creditor financial
loss.4 Legal liability for loss of, or damage to,
property of others in the care of someone else may
also establish an insurable interest. For example,
the operators of an automobile storage garage
could become legally liable for damage to, or
destruction of, customers’ cars in their care if the
proximate cause of loss is their negligence. The fact
that a bailee may become liable for the property
of the bailor establishes an insurable interest that is
important. As long as a relationship exists in which
a financial loss would arise, it is a proper subject
for a legally binding insurance contract.

3 Murder, of course, exists. Murder of the insured by the benefi-
ciary will not relieve the insurance company of its obligation to
pay the proceeds of the policy. The proceeds will not be paid to
the murderer-beneficiary but will be paid to a contingent bene-
ficiary or to the estate of the insured.
4 However, the insurable interest of the mortgagee or the lien-
holder does not extend to the full value of the property used as
collateral but only to the extent of the indebtedness. Obviously,
the financial loss of the creditor would be limited to the balance
of the debt, including unpaid interest.
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An important aspect of the application of the doc-
trine to property and liability insurance involves the
time at which the insurable interest must exist. The
insurance contract will be valid only if the insur-
able interest exists at the time of the loss, regardless
of whether it was present at the contract’s inception
date.

Insurable interest in life insurance requires a dif-
ferent relationship for its establishment, and it must
exist at a different time. Here, a sentimental inter-
est or one based on love and affection is sufficient
to satisfy the requirement even though a financial
loss would not necessarily be involved. The fam-
ily relationship of husband and wife is universally
conceded to satisfy the requirement. A number of
courts, although perhaps a minority, have recog-
nized the relationship of parent and child, of brother
and sister, of grandparent and grandchild, and the
like, as sufficient. But more remote kinships, such as
cousins, have generally been rejected as insufficient
unless a monetary loss would be involved. Other re-
lationships growing out of affinity alone, such as the
interest in the life of one’s mother-in-law, are insuffi-
cient. In other relationships, particularly those of a
business nature, the death of the insured must give
rise to the definite and measurable financial loss
if insurable interest is to exist. Examples of the lat-
ter include the interest of a theatrical producer in
the life of an actor, a professional baseball club in
the lives of outstanding players, a corporation in the
lives of key employees, a partner in the lives of the
other partners, and creditors in the lives of debtors.
There are many others, but these examples should
be sufficient.

In contrast to the requirement in property and
liability insurance, an insurable interest must exist
at the inception of the life insurance contract for
the contract to be legal, but it can be absent at the
time of the insured’s death. For example, if Jones
and Smith are partners in a business operation and
Jones dies, then the partnership must be dissolved.
The heirs of the deceased partner are entitled to
his share of the business even though the sale of
the assets will terminate the venture and may in-
volve all concerned in substantial losses. Because
of this possibility of financial loss, each partner has
an insurable interest in the life of the other. But
what happens to the life insurance policy Jones has
purchased on Smith’s life if a voluntary dissolution
terminates the business? Because the rule in life
insurance is that insurable interest is not required

at the time of the occurrence of the event insured
against, Jones could continue to maintain the pol-
icy and collect the proceeds at Smith’s death. In the
same manner, a creditor could maintain insurance
on a debtor’s life even though the debt has been
paid off.

The extent of the insurable interest depends on
a number of factors. First, and perhaps most impor-
tant, it is assumed that individuals have an unlimited
insurable interest in their own lives. This is based on
the principle that one should be able to dispose of
one’s human life value with the same freedom that
one can exercise in disposing of other property after
death. For example, if a man can find a company
that will sell him $1 million worth of life insurance
and he can pay the premiums on this amount, the
contract would be legitimate even though his death
would not cause a financial loss to anyone. His in-
surable interest in his own life is without limit. The
insured has the right to designate anyone he so de-
sires as the beneficiary of his life insurance, and
the beneficiary does not have to have an insurable
interest in the life of the insured. The beneficiary
has a legal claim to a fixed sum of money on the
occurrence of the insured’s death and, as a con-
sequence, need not prove he sustained a financial
loss because of the death. A third-party applicant for
the insurance, who is to be the beneficiary, however,
must possess an insurable interest, and the amount
of the insurance must bear a relationship to the
extent of the interest. For example, in most juris-
dictions, the insurance procured by a creditor on
the life of a debtor must not be disproportionate to
the amount of the debt as it existed at the time the
policy was issued or as it was reasonably expected
to be thereafter. The purpose of this requirement is
to prevent the use of a debt as a cloak for a wagering
transaction.

Actual Cash Value The second doctrine that is
used to enforce the principle of indemnity is the
concept of actual cash value. No matter how much
insurance individuals purchase, the amount one
may recover is limited to the amount of their actual
loss. If Mr. Smith owns a dwelling worth $50,000 and
he insures it for $100,000, in the event of a loss,
he will be permitted to collect only the actual value
of the house. Generally speaking, if persons were
permitted to collect the face amount of their insur-
ance contracts, regardless of the extent of the finan-
cial loss involved, this would make the operation of
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the insurance principle impossible. Overinsurance
would be common and would lead to willful de-
struction of property. As a result, it would upset any
possibility of predicting losses with any reasonable
degree of accuracy. Both results would be socially
and economically undesirable.

The basis of measuring the financial loss of the
insured varies with the type of contract and the cir-
cumstances surrounding the loss. In most types of
property and liability insurance contracts, the mea-
sure is called actual cash value. This term, however,
does not have a hard-and-fast meaning, and what
constitutes actual cash value in one situation could
not be used in another. Perhaps the most frequently
used definition is “that amount of money neces-
sary to replace the damaged or destroyed property
with new materials at current prices, less depreci-
ation.” For example, let us assume that a dwelling
was constructed in 1960 at a cost of $25,000. Today,
the actual cash value of this structure would be the
amount required to replace it with new materials
at present prices, minus depreciation. If we assume
that construction costs are four times as much as
in 1960, then the replacement cost of the dwelling
new today would be $100,000. If we assume that the
structure has depreciated approximately 30 percent,
then the actual cash value would be $70,000. This
is the value the insurance company would consider
in determining the financial loss of the insured. If
the policyholder had purchased physical damage
insurance with a face value of $80,000 and a total
loss occurred, only $70,000 would be paid because
this amount constitutes the actual cash value of the
property.5

Although actual cash value is the basic measure
of the financial loss of the insured in most types
of property and liability insurance contracts, it is
not the only measure used. In business interruption
and in rent insurance, for example, the measure
of financial loss is the insured’s loss of income
that arises because of inability to use and occupy
the premises because of physical damage to the
property. In extra-expense insurance, the measure is
the amount of abnormal expense incurred to make

5 Under some of the modern property forms, coverage is avail-
able on a replacement cost basis. Under the terms of these con-
tracts, payment is made without a deduction for depreciation,
provided that the insured maintains coverage equal to the full
undepreciated value of the property. See Chapter 24.

possible the continued operation of a business in the
event its premises have been damaged or destroyed
by certain specified perils. In liability insurance, it
would be the amount of damages the insured is ob-
ligated to pay a third party in cases in which the
proximate cause of the injuries of the third party
has been the negligence of the insured. But regard-
less of the method used in measuring the loss, the
principle of indemnity is applicable. The insurance
company will pay only if a loss has occurred and
only to the extent of the financial loss of the insured,
not exceeding the limits of coverage purchased, of
course.

Valued Policies and Cash Payment Policies

These are other possible types of insurance con-
tracts. They are not contracts of indemnity in the
strict sense. Under the valued policy principle,
the insurer agrees on the value of the property at
the time the contract begins and in the event of a
total loss must pay the face amount of the policy.
This type of contract is characteristic of ocean ma-
rine insurance and insurance on fine arts. Life insur-
ance contracts, on the other hand, are cash payment
policies. There is not necessarily an agreement on
the value of the life insured, but the company agrees
to pay the policy’s face value on the death of the
insured.

In ocean marine insurance, the valued policy
is more a historical consequence than a modern
necessity. Many years ago, if a ship were lost at sea,
it could be many months before the loss became
known, and in many cases, it would be nearly
impossible to determine where the loss occurred.
As a consequence, the disagreements arising from
the attempts to determine the value of the destroyed
property at the time and place of the loss were insur-
mountable. In addition, when a ship is lost at sea,
no physical evidence could be used to help estab-
lish the value at the time of the loss. The practical
alternative to actual cash value was the use of an
agreed value for insurance purposes. This principle
of insuring on the basis of an agreed value is still
used today.

In those cases in which it would be difficult or
impossible to determine the amount of the loss after
it has taken place (as in the case of a rare or valuable
work of art), the valued policy is used. Under these
contracts, the face amount of the policy is paid in
the event of a total loss, regardless of the actual
amount of financial loss.
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Valued Policy Laws In addition to its use in ma-
rine insurance, the valued policy principle has been
enacted into law in some form or other in about third
of the states.6 The Nebraska law is an example:

Whenever any policy of insurance shall be written
to insure any real property in this state against loss
by fire, tornado, or lightning, and the property in-
sured shall be wholly destroyed, without criminal
fault on the part of the insured or his assignee, the
amount of the insurance written in such policy shall
be taken conclusively to be the true value of the
property insured and the true amount of loss and
measure of damages.

This is an ill-conceived law and has little, if any,
justification. Fortunately, however, it is limited in its
application. The student should note that it is appli-
cable only to real property, only to the perils of fire,
tornado, or lightning, and only if the loss to the real
property is total.

A valued policy law is perhaps based on the mis-
taken assumption that if an insured pays for a cer-
tain amount of insurance, this is the amount that
should be collected if a total loss occurs. If an in-
sured has a dwelling with an actual cash value of
$80,000 and purchases $100,000 coverage and the
dwelling is totally destroyed by fire, the insurer will
be obligated to pay the $100,000 even though this
will yield the insured a profit of $20,000 and even
though the contract promises to pay only the actual
cash value of the destroyed property.7 To permit the
insured to profit through the existence of the insur-
ance contract is in direct contradiction to the prin-
ciple of indemnity and is contrary to public policy.
Nevertheless, most valued policy laws have been in
existence for many decades.

Cash Payment Policies The principle of indem-
nity is necessary in most forms of property insurance
to prevent the insured from profiting on the insur-
ance contract, but in life insurance, the principle has
limited application. Here, the insurance company
contracts to pay a stated sum of money in the event

6 Valued policy laws exist in Arkansas, California, Georgia,
Kansas, Minnesota, Mississippi, Missouri, Montana, Nebraska,
New Hampshire, North Dakota, Ohio, South Carolina, South
Dakota, Texas, and West Virginia.
7 If there is a conflict between the provisions of a contract and a
statute, the provisions of the statute will prevail.

of the insured’s death, and this sum is payable with-
out reference to any financial loss resulting from
the death. The life insurance contract, therefore, is
a cash payment policy. In life insurance, placing a
monetary value on a human life is difficult, but to the
extent that it can be approximated, most individu-
als would be substantially underinsured. Overinsur-
ance, with the possibility of profiting through the
existence of the insurance contract, is generally an
unimportant problem in life insurance.

The principle of indemnity is applicable only par-
tially in the field of health insurance. Policies pro-
viding benefits for loss of income due to disabil-
ity are cash payment contracts and not contracts
of indemnity. The coverage is for a fixed amount,
as in life insurance, and this amount will be paid
if the insured becomes disabled, even though no
financial loss is suffered or the amount of the
financial loss is less than the insurance. For exam-
ple, if X has a disability policy that will pay $600
per month in the event of total disability arising
from sickness or bodily injury by accident, the insur-
ance company must pay the $600 per month even
though the insured has not had employment for
some time and suffers no loss of earnings because
of the disability. The basic reasons for the use of
the cash payment contracts rather than the indem-
nity principle are much the same in health as in life
insurance. Placing a monetary value on disability
or freedom from it is difficult, so any attempts to do
so after a disability has occurred would be highly
impractical.

Other Insurance Most insurance contracts, other
than life and in most instances health, contain some
clause relating to coverage by other insurance; the
primary purpose of the restriction is that of prevent-
ing the insured from collecting for the same loss
under two policies and thereby profiting from the
existence of duplicate insurance.

One of the most common of the other insurance
clauses is one known as a pro rata clause. The pro-
vision in the basic fire insurance contract may be
used as an illustration:

This Company shall not be liable for a greater pro-
portion of any loss that the amount hereby insured
shall bear to the whole insurance covering the prop-
erty against the peril involved, whether collectible
or not.



CHAPTER 9 THE LEGAL FRAMEWORK 171

An example will clarify the meaning. Let us as-
sume that X has a dwelling with an actual cash
value of $20,000. She purchases $10,000 fire insur-
ance coverage from company A and $10,000 from
company B, and then suffers a fire loss of $5000. If X
could collect $5000 from each insurance company,
which she has every intention of doing, she would
profit from the existence of the insurance. But under
the provisions of the pro rata clause in each policy,
each insurer will be obligated to pay only that pro-
portion of the loss that its insurance bears to the
total fire insurance on the property. Each company
will pay $2500. This will prevent the insured from
profiting.

Another common type of other insurance clause
is one that makes the insurance excess over other
valid and collectible insurance. A partial statement
of the other insurance clause in an inland marine
personal property floater is as follows:

If at the time of the loss or damage, there is
other valid and collectible insurance which would
attach . . . had this policy not been effected, then
this insurance shall apply as excess over all such
other insurance and in no event as contributing
insurance.

This clause is typical of inland marine insurance
contracts and is found to some extent in other prop-
erty and liability insurance contracts. The excess-
over-other-insurance clause is a method of distribut-
ing the insurance in those instances in which more
than one policy covers a specific loss, and similar
to the purpose of the pro rata clause, it prevents the
insured from profiting through the existence of the
insurance contract.

Yet another approach to other insurance is a pro-
vision in some contracts that makes the insurance
inapplicable to property covered by other insur-
ance. A common provision of this type states the
following:

We do not cover articles separately described and
specifically insured by other insurance.

Provisions of this type are referred to as exculpa-
tory clauses since they relieve the insurer of liability
for loss.

The ocean marine contract provides another con-
trast with the pro rata clauses used in property and
liability insurance. Under the U.S. rule, if there is

double insurance, the ocean marine policy with the
earliest effective date is the primary insurance.8 A
policy with a subsequent effective date will be
applicable only if the primary insurance is insuffi-
cient to provide full coverage for the loss.

Subrogation Another contractual provision de-
signed to prevent the insured from making a profit is
the subrogation clause. Here, if the insured collects
indemnity under the policy and the loss has been
caused by the negligence of some third party, the
right to collect damages from the negligent party
must be relinquished to the insurance carrier. How-
ever, relinquishment is required only to the extent
of the amount paid by the insurance company. The
right of subrogation is based on the principle that
if it did not exist, the insured would be permitted
to collect twice for the loss, once from the insur-
ance company and once from the negligent party.
This would be profiting from the existence of the
insurance contract.

The doctrine of subrogation is applicable primar-
ily in property and liability insurance. It is less com-
mon in health insurance and never applies to life
insurance. For example, if X has a $100,000 life insur-
ance contract and is killed while crossing the street
as the result of the negligence of the operator of a
10-ton truck, the widow-beneficiary can collect the
$100,000 from the insurance company, and in addi-
tion can sue the driver and the trucking firm. The
insurance company has no right to reimbursement
from the negligent party. The inapplicability of the
doctrine is based on the principle that, in life insur-
ance, the policy is not a contract of indemnity. Sup-
port is provided in that in terms of one’s economic
value, most individuals will be substantially under-
insured. Therefore, the possibility of profiting from
the existence of a life insurance contract is slight.
The same principles are true in health insurance.
For example, if X has a disability income contract
that will provide a payment of $100 per week in the
event of total disability and X is injured seriously
as a result of the negligent operation of the 10-ton

8 The English rule involved prorating regardless of the order of
the dates on the contracts. Any company providing the insurance
may become liable for the full amount of its coverage. However,
if the insured collects from one specific insurer, the other com-
panies would be liable to this insurer for their pro rata share of
the loss.
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truck, then X can collect the $100 per week from
the insurance company and can collect damages
from the trucking firm without reference to the insur-
ance coverage. The disability insurance company
would have no rights against the negligent third
party.

Insurance Is a Personal Contract

Although insurance coverage may apply to prop-
erty, the risk is transferred to the company from an
individual. While we speak of “insuring a house”
or some other piece of property, the contract is be-
tween the company and a specifically named in-
sured. If the insured should sell the property that is
“insured,” the protection is not binding in favor of
the new owner of the property. Because the com-
pany has a right to decide with whom it will do
business, the insured cannot transfer the contract
to someone else without the written consent of the
insurer. The personal characteristics of the insured
and the circumstances surrounding the subject mat-
ter of the coverage are important to the insurance
company in determining whether it will issue the
policy.

One important aspect of the application of the
personal contract rule to insurance policies is the
right of the insured to assign an insurance policy
to another person. Because the general rule states
that one cannot be forced to contract against one’s
will, the right of the insured to assign the policy
must require the consent of the insurance com-
pany. Otherwise, the company could be legally
bound on a contract with an individual to whom
it would never have issued a policy originally, and
on one in which the nature of the risk is altered
substantially. For example, suppose an automobile
owner decided to sell his or her car to a 17-year-
old boy. If it were possible to assign the insurance
policy to the boy without the consent of the in-
surance company, the company would be in the
position of contracting with a person with whom
originally it would not have dealt. The insured has
the right to assign his or her policy, but in most
contracts, the assigned policy will be legally bind-
ing only with the written consent of the insurance
company.

There are instances in which an insured will as-
sign the proceeds of the policy if a loss occurs, for
example, to a mortgagee, a lienholder, or another
creditor. This type of assignment is valid without

the consent of the insurance company; it does not
change the contracting parties or the nature of the
risk; it merely makes the recipient entitled to a cer-
tain amount of money without making the person a
party to the contract.

The requirement of written consent of the insur-
ance company in the event of an assignment of the
policy is inapplicable to all insurance contracts. Life
insurance policies are freely assignable without per-
mission. The applicable rule is that people having
an interest in a life insurance contract can transfer
this interest, even to a person who does not have
an insurable interest in their life and under circum-
stances in which no financial consideration is in-
volved. Although no restrictions are placed on the
right of the insured to assign a life insurance pol-
icy, the policy provides that the insurance company
will not be bound by any assignment until it has
received written notice of the assignment. This is
for the company’s protection. An owner might, for
example, assign the policy, and the company, not
being aware of the fact, might make payment to
someone other than the person to whom the policy
was assigned. To avoid litigation and eliminate the
possibility of being required to make a double pay-
ment, the company requires written notice of any
assignment and is not bound by the assignment un-
til it has received the notice.

The difference in the application of the rule of
assignment in life insurance as contrasted with its
application in the property and liability field may
be explained largely because an assignment of a
life insurance policy does not alter the nature of
the risk to the insurance carrier but merely changes
the ownership of the contract. The person whose
life is insured is still the person insured, and the
assignment should have no appreciable effect on
the possibility of the insured’s death. In property in-
surance, however, the assignment could have a sub-
stantial effect on the possibility of the occurrence of
a loss.

Insurance Is a Unilateral Contract

Only one party to the contract is legally bound to
do anything. The insured makes no promises that
can be legally enforced. It is true that an insurance
policy is a conditional contract, and if insureds
violate certain conditions of the contract, they
may be prevented from collecting in the event of
a loss.
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Insurance Is a Conditional Contract

An insurance contract is said to be a conditional
contract, which means the conditions of the con-
tract are considered a part of the consideration by
the insured. The insurer is obligated to fulfill its
promises only if the insured has fulfilled his or her
promises. Since an insurance contract is a unilat-
eral contract, insureds cannot be legally required
to meet policy conditions. At the same time, if the
conditions are unmet, they may be prevented from
collecting in the event of a loss. Although policy
conditions are not obligations insureds are required
to keep, they are requisites to recovery under the
policy.

Insurance Is a Contract of Adhesion

A contract of adhesion is one prepared by one of the
parties (the company) and accepted or rejected by
the other (the insured). It is not drawn up through
negotiation; the insured who does not particularly
like the terms of the contract may choose not to
purchase it, but if he or she does purchase it, it must
be accepted as it is.

Because the insurance company has the right to
draw up the contract, the courts have held that any
ambiguity in the contract should be interpreted in
favor of the insured. It is like the case of two small
children and the device commonly adopted to settle
the dispute as to which of the two gets the bigger
piece of pie: “One child cuts and the other gets first
pick.” The company draws up the contract, and the
insured gets the benefit of any doubt.

That the insurance policy is a contract of adhesion
and the insured must accept or reject the terms as
they are written makes the doctrine of “presumption
of intent” important in the area of insurance. Under
this doctrine, the courts have ruled that people are
bound by the terms of a written contract that they
sign or accept, whether or not they have read the
contract. In other words, the court assumes that
the insureds have read the contract and agree with
the terms thereof.

Insurance Is an Aleatory Contract

Briefly, the term aleatory means the outcome is
affected by chance and the number of dollars given
up by the contracting parties will be unequal. The
insured pays the required premium, and if no loss

occurs, the insurance company pays nothing. If a
loss does occur, the insured’s premium is small in
relation to the amount the insurer will be required
to pay. In the sense that it is aleatory, an insurance
contract is like a gambling contract.

Insurance Is a Contract of Utmost Good Faith

Partly owing to the fact that the contract is aleatory,
the insurer and the insured enter into an agreement
in which mutual faith is of paramount importance.
The legal principle of uberrimae fidei (“utmost good
faith”) has deep historical roots in its application to
insurance. In the early days of marine insurance,
an underwriter was often called on to insure a ship
that was halfway around the world and had to ac-
cept the word of the applicant that the ship was
still afloat. The practical effect of the principle of
utmost good faith today lies in the requirement that
the applicant for insurance must make full and fair
disclosure of the risk to the agent and the company.
The risk the company thinks it is assuming must be
the same risk the insured transfers. Any information
one party knows about the risk should be known
to the other. If the insured intentionally fails to in-
form the insurer of any facts that would influence
the issue of the policy or the rate at which it would
be issued, the insurer may have grounds for avoid-
ing coverage. The courts have given meaning to the
principle of utmost good faith through the evolution
of the doctrines of misrepresentation, warranty, and
concealment.

When disagreement concerning the conditions
relating to an insurance contract arises, the insured,
the insurer, or both may turn to the courts for relief.
In some cases, the court will be asked to interpret
the contract when there is disagreement about its
terms. In other cases, the parties may seek rescis-
sion or reformation of the contract. Rescission is the
annulment or abrogation of the contact. The con-
tract is repudiated and declared null from its begin-
ning. The party seeking rescission of a contract must
prove impossibility (usually not the case in insur-
ance) or fraud, misrepresentation of a material fact,
or concealment. In insurance, the insurer usually
seeks rescission of a contract because of a misrep-
resentation or concealment of a material fact by the
insured.

Reformation is a remedy when a written contract
does not reflect the original intent of the parties.
It is used to rectify mutual mistakes or unilateral
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mistakes coupled with fraud by the other party by
rewriting the contract to express the original intent
of the parties. The purpose of reformation is not to
change the terms of the contract. It is to rectify a mis-
statement of those terms when they have somehow
been incorrectly recorded.

Misrepresentation A representation is an oral or
written statement made by the applicant prior to, or
contemporaneously with, the formation of the con-
tract. It constitutes an inducement for the insurer
to enter into the contract. Normally, the represen-
tations are the answers to certain questions given
by the applicant concerning the subject matter of
the insurance. For example, in the negotiation of
a life insurance contract, if the prospect states in
answer to a question that he or she has never had
tuberculosis, this statement is a representation. If the
statement is false, a misrepresentation will exist that
may provide grounds for the insurer’s avoidance of
the contract later on. However, a misrepresentation
may give grounds for rescission of a contract only
if it involves what is known as a material fact. A
material fact is information that, had it been known,
would have caused the insurance company to
reject the application or issue the policy on differ-
ent terms. Facts of minor importance, such as the
age at which one’s grandparents died, if misrepre-
sented, would have had no influence on the terms
of the contract had the truth been known and there-
fore would not provide a basis for rescission of the
contract.

The doctrine of misrepresentation is applied with
varying degrees of strictness. Because frequently in
ocean marine insurance there is little chance for
the insurer to inspect the subject matter of the in-
surance, the company must place greater reliance
on the information supplied by the applicant than
would be the case in domestic insurance. There-
fore, it has always been a rule in ocean marine
insurance that a misrepresentation of a material
fact, even though there was no bad faith on the
part of the insured, is grounds for rescission of the
contract. In other words, even though fraud is not
involved, the fact that certain conditions are mis-
represented and exercise an improper influence is
sufficient to exonerate the carrier from its contrac-
tual obligation.

In most other forms of insurance, the misrepresen-
tation must be made with fraudulent intent before it
can be used by the insurer as grounds for rescission

of the contract. This application of the principle is, of
course, based somewhat on the assumption that the
subject matter of the insurance can be inspected by
the insurance company. The company, then, is not
obligated to depend so strictly for its knowledge on
the information provided by the insured and, there-
fore, cannot have grounds for voidance of a con-
tract unless it can prove a willful intent to defraud
the company. For example, a provision in the basic
fire insurance policy states the following:

This entire policy shall be void if, whether before or
after a loss, the insured has willfully concealed or
misrepresented any material fact or circumstance
concerning this insurance or the subject matter
thereof.

Thus, the fire policy, by its provisions, requires a
willful intent on the part of the insured to defraud
the company before the policy can be voided.

Many applicants for insurance are inclined to mis-
represent important facts. The reason for this is to
obtain insurance when otherwise no company
would issue a policy or to obtain the coverage at
a lower cost.

In some states, there is a statutory requirement
that the misrepresented or concealed material fact
contribute to the loss before it can give grounds for
voiding a policy. These are ill-conceived laws and
have about as much justification as valued policy
legislation. The illogical result of such legislation
may be demonstrated easily. For example, in a non-
medical life insurance contract, the insured could
misrepresent that he has a serious heart impairment.
If the insurer had known this, it would not have
issued the policy. If the insured dies as a result of
an automobile accident and not because of the
heart impairment, the company will be obligated
to pay the proceeds of the policy because the mis-
represented fact did not contribute to the loss. Such
legislation seems to put a premium on fraud or
at least make contracts based on fraudulent intent
more common. The rule followed in most states, that
is, the possibility of voidance whether the misrepre-
sented or concealed fact contributes to the loss or
not, places the insurance contract on a more logical
and justifiable basis.

In life insurance, a misrepresentation may be used
as grounds for voiding a policy only if the false in-
formation is a part of the written application and
only if the application or a photostatic copy thereof
is attached to the policy. In most other forms of
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insurance, the application is rarely a physical part
of contractual arrangement; however, even though
the application is not attached to the policy, the doc-
trine of misrepresentation is applicable.

Some of the best examples of the operation of the
doctrine of misrepresentation are found in automo-
bile insurance. Many automobile insurance com-
panies use a refined premium rating plan, in which
the premium will depend on several factors. The
insured is required to fill out and sign a long appli-
cation form. The signature attests that the applicant
requests the company issue the policy and any re-
newals in reliance on the information provided. The
company obtains representations from the insured
concerning such facts as the number of moving traf-
fic violations of the insured and members of his or
her household in the three years previous to the
issuance of the policy, the ages of the operators in the
household of the insured, previous cancellations of
automobile insurance, and the like. Because the
answers to these questions are representations of
the insured and because automobile insurance is
so important today, it is desirable to see how far the
courts have gone in permitting automobile insurers
to void policies because of misrepresentations in
the application.

In Safeco Insurance Company v. Gonacha, the
Colorado Supreme Court held a policy to be void
because of a misrepresentation by the insured that
he had not had a previous cancellation or had not
previously been refused insurance.9 The court con-
sidered the false information to be material and
grounds for voiding the policy even though the
application was not attached to and made a part
of the policy. In other recent cases, it was held that
a misstatement of age is material to the risk and,
therefore, grounds for voiding the policy10 and that
a representation that the automobile would be prin-
cipally garaged in a community that took a lower
premium than the large city where it actually was
located would also give grounds for voiding the
contract.11

9 350 Pac. (2d) 189. Incorrect statements concerning previous
cancellations have been held in other cases to be grounds for
voiding coverage. Draeosuich v. Allstate Insurance Company, 118
N.E. (2d) 57, is typical.
10 State Farm Mutual Automobile Insurance Company v. Mossey,
195 Fed. (2d) 56.
11 Purcell v. Pacific Automobile Insurance Company, 64 Pac. (2d)
1114.

In Pittman v. West American Insurance Com-
pany,12 the court held that a misrepresentation in
the application concerning previous accidents and
major traffic convictions constituted material mis-
representations and could give grounds for voiding
the policy. Here, the applicant stated that he had
not had any accidents in the three years preceding
the date of the application. However, shortly before
applying for the insurance, he had had an accident
as a result of which he was fined for careless driving.

These cases emphasize the importance of the
doctrine of misrepresentation and the necessity of
providing complete and accurate information to the
insurance company. Students should learn an excel-
lent lesson from these cases particularly the one in-
volving the representation of the place of principal
automobile use. Remember, if you intend to leave
the rural area or small town in which you reside
and go to a large city to attend college, it would be
best to reveal this information to the insurance com-
pany. Otherwise, you may be driving an automobile
around the college campus without any insurance
coverage at all.

Warranties When a representation is made a part
of the insurance contract, usually by physical attach-
ment of the application to the policy, the statements
of the insured then become warranties. Warranties,
by definition, include promises of the insured that
are set forth in the policy. The promise to maintain
certain protective devices, such as burglar alarms
in proper working order at all times, would be an
example. A breach of warranty may give grounds
for voiding a policy, and most important, it may do
so without reference to the materiality of the state-
ment or promise. Therefore, whether the insurer was
prejudiced by the untruth or nonfulfillment of the
promise is not a consideration. The mere breach of
warranty will provide grounds for voiding the con-
tract. The warranty, therefore, differs from a repre-
sentation in that the warranty need not be material
and the warranty must be a part of the contractual
agreement.

A breach of warranty as a means of avoiding a
contract is in general too harsh a doctrine to be
applied to insurance contracts. As a consequence,
its unqualified use is found only in ocean marine in-
surance. Here, for example, if the insured warrants

12 25 C. C. H. (Auto 2d) 349.
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that the ship will be used only in coastwise trade,
any other use, even though it would not materially
increase the risk, would be a breach of warranty and
could void the contract. However, in other forms of
insurance, the use of the doctrine has been modi-
fied substantially. Courts have tended to look with
disfavor on the strict application of the doctrine and,
in most instances, have modified it by requiring that
the breach of warranty materially increase the risk
before it may be used to void an insurance contract.
There have been some statutory modifications of the
use of the doctrine. For example, in life insurance,
the statements of the insured, regardless that they
are part of the contract, can have the legal effect
only of representations. This means that the breach
of warranty must involve a material fact. Other statu-
tory modifications provide that the breach of war-
ranty will prevent recovery by the insured only if it
increased the risk of loss or only if it contributed
to the loss. The disfavor into which warranties have
fallen and the difficulties of enforcing their use are
gradually leading to their abandonment except in
ocean marine contracts. Instead of a promise in the
form of a warranty, such as one requiring the insured
to maintain certain protective equipment (e.g., bur-
glar alarms) in proper working order at all times, the
policy may provide an exclusion to the effect that
the insurance coverage is not applicable while the
equipment is in disrepair.

Concealment The disclosure of proper and
accurate information is not all that is required if
the knowledge of both parties of the material facts
is to be equal. The applicant has the obligation of
voluntarily disclosing material facts concerning the
subject matter of the insurance that the company
could not be expected to know. The failure of the
insured to disclose such facts constitutes a conceal-
ment, and a willful concealment of a material fact
will give grounds for voiding the policy.13

Because the insurance company cannot be
expected to inquire about everything that may be
material to the subject matter of the insurance,
insureds have an obligation to disclose extraordi-
nary facts within the scope of their knowledge. For

13 In ocean marine insurance, the concealment does not have to
be willful. In other forms of insurance, however, the material fact
concealed must be with the intent to defraud.

example, a company normally would not ask in-
sureds in the application whether a whiskey still
is in the basement of their home. However, if the
insured has such an apparatus, this fact must be re-
vealed to the company. If this is not done, the policy-
holder may be dismayed to discover the insurance is
without effect. Legislatures have tampered with this
doctrine, and as is the case with representations,
some states require the concealed fact contribute
to the loss before it gives grounds for voiding the
policy. So, if faulty wiring in the attic, rather than the
still, were the cause of the loss, the policy would
be valid. There are many other possibilities of con-
cealments, yet this example should be sufficient to
recognize that any extraordinary fact related to the
subject matter of the insurance, that the insurance
company could not be expected to know requires
a disclosure of such fact to the insurance company.

Waiver and Estoppel Directly linked to the doc-
trines of concealment and misrepresentation are
those of waiver and estoppel. These relate directly
to the law of agency and to the power of the agent.

Waiver is the intentional relinquishment of a
known right. If the agent issues a contract know-
ing the conditions are being violated, that agent
is deemed to have waived the violation. For exam-
ple, let us assume a man takes out an automobile
liability policy, and in the application he states
that no male drivers under 25 years of age will be
operating the car when his 17-year-old son operates
the car almost exclusively (probably in stock car
races). Let us assume further the agent knows this.
Because the knowledge of the agent is presumed to
be knowledge of the company, the agent is deemed
to have waived this violation when issuing the
policy.

Estoppel prevents a person from alleging or deny-
ing a fact the contrary of which, by his or her own
previous action, the person has admitted. The waiv-
ing of a violation of the contract by the agent estopps
the company from denying liability on the basis of
this violation in the future.

The powers of the life insurance agent, as we have
said, are more limited than are those of the prop-
erty and liability agent. For the property and liabil-
ity agent, however, the powers are broad, and the
power of waiver on the part of the agent has been
extended by court decision. For example, in an
attempt to protect themselves from actions on the
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part of their agents, insurance companies have in-
serted the following clause in the standard fire
policy:

No permission affecting this insurance shall exist
or waiver of any provision be valid, unless granted
herein or expressed in writing added hereto.

Does this clause protect the companies from the
waiver powers of agents? Let us suppose that an in-
surance agent receives a call from a client who says,
“I just put a still in my basement and I wondered if
this would affect my insurance.” (It would because
this is a provision in the policy suspending coverage
at any time the hazard is increased by any means
within the control of the insured.) The agent, how-
ever, says, “Don’t worry about it. It’s OK.” If a fire
occurs, will the insured be able to collect? The com-
pany will probably point to the clause stating that no
waiver is valid unless expressed in writing, but this
may not do much good. Some courts have ruled the
agent can waive the quoted clause along with any
other clauses in the contract. In other words, the
power of agents is so strong that they can waive the
clause prohibiting waiver of any of the clauses in the
contract.

The Parol Evidence Rule While on the subject of
the interpretation of contracts, we should note one
of the important principles of law related to the in-
terpretation of written contracts: the parol evidence
rule. The parol evidence rule holds that when par-
ties to a contract have committed their agreement
to writing, the written contract is presumed to con-
tain the agreement of the parties and the contract
cannot be modified or changed by parol (i.e., oral)
evidence. In simple terms, this means that argu-
ments about what the parties “agreed to” cannot
be used to contradict what the written contract
expresses as the agreement. There are a limited
number of exceptions in which the parol evidence
rule is inapplicable and in which the terms of a
written contract can be modified by oral evidence.
Parol evidence may be admissible in situations in
which the terms of a written contract are incom-
plete, where the contract is ambiguous, or when
there has been a mistake or fraud in the preparation
of the written contract.

With respect to insurance contracts, a strict
application of the parol evidence rule means that
the written contract is the agreement of the parties

and it cannot be modified by the insured’s argument
the agent had agreed to provide coverage different
from that in the contract.14

The Insurance Contract as a Contract

When members of society who have entered into a
contractual arrangement disagree about the terms
of the contract or one of the parties questions the
existence of the contract, either party has recourse
to the courts. The court will decide the issue in ques-
tion and the decision will become a part of the body
of common law. Common law is sometimes termed
unwritten law to contrast it with statutory or written
law, which consists of statutes and codes enacted by
legislatures. Common law is unwritten in the sense
that it can be found only in the various court deci-
sions. Under the doctrine of stare decisis, the courts,
in attempting to decide an issue, look at previous de-
cisions by other courts on the same point. If there is
no precedent available, the court must decide the is-
sue, and in doing so, it creates a precedent. At times,
the courts may deviate from previous precedents on
the grounds that the circumstances are different, or
that such deviation is necessary to serve the ends of
justice.15

Reasonable Expectations We have noted that
with respect to insurance contracts, any ambigu-
ity is interpreted against the insurer. There is a sec-
ond doctrine of policy interpretation with which the
reader should be familiar: the doctrine of reason-
able expectation. The doctrine of the insured’s rea-
sonable expectations represents an extension of the
general rule that ambiguities are to be interpreted
against the insurer. Under this doctrine, the courts
interpret an insurance policy to mean what a rea-
sonable buyer would expect it to mean. When it is
applied, the reasonable expectations of the insured
determine the coverage of the policy, even though
policy provisions may deny those expectations. An
important corollary of this doctrine is that policy

14 Although the insurer would not be held liable for the agent’s
agreement to obtain a different form of coverage than that which
was written, the agent might be liable to the insured for negligent
failure to obtain the appropriate coverage.
15 The common law of this country is based to a large extent on
English common law. The term common was originally applied
to distinguish those doctrines that were common to all of England
from those applied only on a local basis.
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language is to be interpreted as a layperson would
understand it and not as it might be interpreted
by a lawyer or other person skilled in the law of
insurance.16

Complexity of Insurance Contracts The com-
plicated nature of the insurance contract has made
it the butt of many jokes. “Why,” people often ask,
“doesn’t the insurance company make the policy
language simple enough for the layperson to under-
stand?” “Why not cut out some of the excess
wordage?” The answer to both questions is that the
companies are attempting to do that. There is a
trend within the industry toward simplified policy
language, and much progress has been made in this
area. However, it is a difficult task. As a contract
enforceable by law, the insurance policy must set
forth as clearly and as unambiguously as possible
every condition and obligation of both parties. In
addition, the insurer must attempt to define as pre-
cisely as possible the particular event against which
protection is provided while attempting to protect
against misinterpretation by the courts. Even though
companies are attempting to simplify policy word-
ing, the task is complicated by the stern realities of
the law and the possibility that any ambiguity will
be interpreted against the insurer.

Insurance and the Courts The courts play an
important role in the operation of private insurance.
Court decisions are important in the individual
case because they decide the issue. More important
from our point of view, they set precedents that are
applied in future instances. Court interpretations of
insurance policies make policy interpretation diffi-
cult in one sense in that there is always the distinct
possibility the court will construe a contract in a
way the insurer had not considered. However, past
decisions are useful in interpreting contracts, for
they indicate the court’s view of the policy’s mean-
ing. Because the insurer has the option of changing
future contracts, court decisions often influence the
drawing of insurance contracts.

Policy Construction

In the chapters that follow, we will examine a num-
ber of insurance contracts, and although all are

16 See Robert E. Keeton. Basic Text on Insurance Law (St. Paul,
Minn.: West, 1971), p. 357.

different, they are similar in that they are all com-
posed of four basic parts:

1. Declarations

2. Insuring agreement

3. Exclusions

4. Conditions

Declarations The declarations section contains
the statements made by the insured. As we have
seen, these are usually considered to be representa-
tions by the courts. Included in this section is infor-
mation about the location of the property insured,
the name of the policyholder, and other matters re-
lating to the identification of the person or property
insured.

Insuring Agreements In this section, the com-
pany promises to pay for loss if it should result from
the perils covered. Coverage may be provided in
one of two principal ways. It is either on a named-
peril basis, in which case the policy lists the perils
insured against, or it is on an open-peril basis. Open-
peril policies cover loss by any perils except those
specifically excluded.

Exclusions In this section, the company states
what it will not do. The number of exclusions
has a direct relationship to the broadness or
narrowness of the insuring agreement. If the policy
is written on a named-peril basis, the exclusions
may be few, whereas open-peril policies require
more exclusions to eliminate coverage for those
uninsurable perils. The exclusions are a basic part
of the contract, and a complete knowledge of them
is essential to a thorough understanding of the
agreement. Certain perils must be excluded from in-
surance contracts because they are uninsurable or
because the basic premium does not contemplate
the exposure and the coverage must be obtained
through the payment of an additional premium or
under another more specialized contract.

Conditions This section spells out in detail the
duties and rights of both parties. Most of the clauses
contained in it are fairly standard; they relate to
the duties of the insured in the event of loss and
protect the insurance company from adverse loss
experience through increases in the hazard within
the control of the insured.
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IMPORTANT CONCEPTS TO REMEMBER

requirements of an enforceable
contract

offer and acceptance
express authority
implied authority
apparent authority
consideration
legal object
form competent
parties
binder
void contract
voidable contract
contract of indemnity

insurable interest
actual cash value
replacement cost
valued policies
cash payment policies
valued policy law
pro rata clause
exculpatory clause
subrogation clause
personal contract
unilateral contract
contract of adhesion
conditional contract
aleatory contract

utmost good faith
uberrimae fidei
rescission
reformation
misrepresentation
material fact
breach of warranty
concealment
waiver
estoppel
parol evidence rule
reasonable expectation

QUESTIONS FOR REVIEW

1. We have noted several instances in which the princi-
ple of indemnity is not enforced in the various fields of
insurance. List the exceptions to the principle of indem-
nity with which you are now familiar and explain why
each is permitted.

2. Your roommate and you have automobile insurance
policies with identical coverage written by the same insur-
ance company. You both drive the same year and model
car, but his premium is $220 less than yours. He tells you
that he was able to obtain the insurance cheaper by hav-
ing the automobile registered in his father’s name and
having his father purchase the insurance. Advise him.

3. What is meant by the expression, “The policyholder
gets the benefit of the doubt,” in connection with any in-
terpretation of the provisions of the life insurance policy?

4. The principles of insurable interest, subrogation,
actual cash value, and pro rata apportionment all stem
from the broader principle of indemnity. Explain what
is meant by the principle of indemnity, and indicate

specifically in what way each of the four principles men-
tioned above helps enforce the principle of indemnity.

5. In what ways have the doctrines of warranty and mis-
representation been modified in their application to the
field of insurance in the United States?

6. What is the key factor in determining whether a fact
is “material” in the application of the doctrines of misrep-
resentation and concealment?

7. Insurance contracts are said to be aleatory. What
important additional feature of insurance contracts fol-
lows from this characteristic?

8. In what sense is an insurance contract conditional?
In what sense is it unilateral?

9. Strictly speaking, life insurance is not a contract of
indemnity. Nevertheless, there are certain applications of
the principle of indemnity in this field. To what extent
does the principle of indemnity apply to life insurance?

10. Identify and briefly describe the four basic sections
of insurance contracts.

QUESTIONS FOR DISCUSSION

1. It was said that some people carried life insurance
policies on the czar of Russia as a form of speculation.
Although there was no insurable interest, presumably
none of those carrying the insurance were in a posi-
tion to cause intentional injury to the czar. Do you feel
this form of speculation should have been considered
objectionable?

2. Fred Schwartz is from Keokuk, Iowa. He is currently
attending college in New York City. However, he purchases

his automobile insurance from his hometown agent, giv-
ing his hometown address. Do you believe that the insurer
could successfully deny liability in the event of an acci-
dent? On what grounds?

3. Rosie LaRue calls her insurance agent at 3:00 A.M.
and asks the agent to increase the coverage on her
house from $60,000 to $80,000. He agrees to do so. Dur-
ing the night the house burns to the ground, and the
company denies liability for the additional $20,000 in
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coverage. On what grounds do you think the denial is
based? Should the company be obligated to pay the
original $60,000?

4. The subrogation provision enforces the principle of
indemnity by preventing the insured from profiting from
the existence of the insurance contract. What other ben-
eficial effect might it have?

5. Jones tells the insurance company his building is
equipped with a sprinkler system and a guard is on duty

inside the premises when they are closed. Both state-
ments are false. The building is destroyed by a windstorm.
Do you believe an intentional misrepresentation by an
applicant for insurance should permit the insurer to deny
coverage for a loss even if the misrepresented fact had no
relationship to the loss? Why?
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CHAPTER 10

MANAGING PERSONAL RISKS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the exposures that arise in connection with an individual’s income

• Explain the concept of present value and why it is important in measuring life values

• Explain the human life value concept

• Describe how various lifestyles affect the risk of loss from premature death

• Explain the process of needs analysis

• Identify the sources of protection that may be available to an individual as protection in the
event of premature death

• Explain how the risk of disability differs from the risk of premature death

• Explain the relationship between the risk of premature death and longevity risk

We begin our study of specific types of insurance by
looking at personal risks and insurance coverages
designed to deal with them. As explained in Chapter
1, personal risks relate to the loss of the ability to earn
income and include premature death, dependent
old age (longevity or “superannuation”), sickness
or disability, and unemployment.

We treat these risks first to follow the philosophy
of risk management. This entire text is designed to
develop concepts that should be used in dealing
with risks the individual faces. We noted in Chapter
4 that losses with the greatest potential severity merit
first attention. Following this principle, we turn first
to the risk with the greatest potential severity for the

individual and the family unit, the loss of income.
A well-ordered personal insurance program should
begin with protection of the individual’s most valu-
able asset: income-earning ability. It is foolish to in-
sure the property a person owns while neglecting to
insure the asset that produces the property.

When designing a program to meet personal
risks, individuals may have some protection from
a number of sources. Social insurance programs,
discussed in the next chapter, may provide an in-
come in the case of death or disability. For exam-
ple, Social Security provides some resources to meet
the premature death, longevity, and disability expo-
sures. Workers compensation plans pay benefits to

181
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disabled workers and dependents of deceased
workers if the death or disability arose out of employ-
ment. Many individuals receive benefits from their
employers. These may include employer-provided
life insurance, pension plans, disability income
plans, and medical expense insurance. Where gov-
ernment programs or employee benefits do not
meet needs, the individual must make other arrange-
ments through personal savings, insurance, or some
combination.

This chapter will examine the exposures faced
by the individual and family. The next chapter con-
siders Social Security, workers compensation, and
other social insurance programs that may provide
some resources when an individual dies or becomes
disabled or unemployed. Finally, in later chapters,
we will look at insurance products designed to deal
with these risks.

We begin by focusing on those risks that arise
from uncertainty concerning the time of death. The
individual faces two mutually exclusive risks that
arise from the uncertainty concerning the time of
death: premature death and longevity. Premature
death occurs when the death takes place while oth-
ers remain dependent on the individual’s income.
Longevity risk is the risk of outliving one’s income,
that is, the risk of retiring without adequate as-
sets to cover living expenses during the period of
retirement.

The risk of premature death and the risk of super-
annuation are, in a sense, competing and diametric
needs. If the individual dies prematurely, he or she
will have no need for funds that were being accu-
mulated for retirement. If the individual lives until
retirement, provision made for premature death will
not be used.

As we will see when we look at life insurance,
some types of life insurance include an accumulat-
ing fund that can provide funds for retirement. This
means that although the basic function of life insur-
ance is to provide protection against financial loss
arising from premature death, it can be used to in-
sure against premature death and as a vehicle for
accumulating funds.

When no one is dependent on the individual and
his or her death will not deprive anyone, there is no
risk of financial loss, and protection against prema-
ture death is unnecessary. When protection against
premature death is not needed, other approaches
to accumulating funds for retirement will generally
be more attractive than life insurance.

OBJECTIVES IN MANAGING
PERSONAL RISKS

As in the case of risk management, the first step in
managing personal risks is to establish objectives.
Because personal risks involve the potential loss of
income, the objectives in this area logically relate to
the income that would be lost.

The first objective in managing personal risks is
to avoid the deprivation of the individual and those
dependent on him or her in the event of a loss that
causes the termination of income. Achieving this
objective means making arrangements to replace
the income lost as a result of death, retirement, dis-
ability, or unemployment. Insurance is a common
approach to replacing such income.

In addition to this risk management objective,
other objectives may derive from personal finan-
cial planning. One such objective is sometimes the
goal of transferring the maximum wealth possible to
dependents. This second objective is fundamentally
different from the goal of providing for those who
are dependent and who would suffer deprivation if
the income on which they are dependent were ter-
minated. Eventually, offspring reach a point at which
they are no longer dependent on their parents. The
parents’ concern for their children, however, may
not end at this point. Usually, parents want to transfer
wealth to their children (or other heirs) regardless
of the children’s need. To achieve this goal, they
want to avoid the shrinkage that can occur as
assets pass from generation to generation. Fortu-
nately, measures can minimize the shrinkage of the
estate and are referred to as estate planning.1

Finally, in addition to the objectives of protect-
ing dependents from deprivation that would result
from income producer’s premature death and max-
imizing the wealth that is transferred to heirs, the
individual may have other goals. These goals relate
to the individual’s plans for the future and things
he or she hopes to achieve. They may include the
education of children or grandchildren, charitable

1 Like the risk of income loss to dependents, premature death can
cause estate shrinkage. In the case of the estate, death is prema-
ture if it occurs before the individual has taken the appropriate
steps to minimize the shrinkage of the estate. Although the pro-
cess of estate planning is beyond the scope of this text, we will
address those facets of the estate shrinkage exposure that have
implications for life insurance purchases.
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gifts, and other personal aspirations that might be
frustrated by premature death.

OTHER STEPS IN MANAGING
PERSONAL RISKS

The remaining steps in managing personal risks are
the same as those discussed in Chapter 2: identify-
ing the risks, measuring and evaluating those risks,
selecting the risk management technique that will
be used to address the risk, designing and imple-
menting a plan to implement the decision, and
evaluation and review. We have noted the perils
that give rise to personal risks: death, superannu-
ation, disability, and unemployment. Because the
risks relating to the loss of income may differ
depending on the peril that threatens income, we
will discuss the remaining steps in dealing with
personal risks separately for each of the perils that
threaten income.

MANAGING RISKS ASSOCIATED
WITH PREMATURE DEATH

Death can be a source of loss in two ways. The
first is in triggering the expenses associated with
death. These consist primarily of funeral costs, pay-
ment of debts owed by the individual, and death
transfer costs such as the cost of probate and estate
taxes. The second loss occasioned by death is the
loss of income that would have been earned by the
deceased.

Identifying Risks Associated

with Premature Death

On first consideration, it might seem that the risk
of income loss resulting from premature death is
universal. After all, no one lives forever. But death
does not automatically result in financial loss. The
individual who dies does not suffer financial loss;
the financial loss is sustained by others who are de-
pendent on the income earned by the individual.
The essential ingredient in the risk of income loss
due to premature death is the existence of some-
one who would suffer deprivation as a result of
the individual’s death. The first step in determining
whether the risk of lost income exists is to determine

whether anyone will suffer deprivation as a result of
the death. When no one will be deprived of income
as a result of death, there is no risk of financial loss
due to premature death.

The expenses that arise directly from an individ-
ual’s death, such as burial expenses, can be funded
out of assets owned by the individual at the time of
death. If the deceased had no assets at the time
of death, burial costs must be paid by survivors
or by the state. Overall, however, the costs created
by death, the so-called last expenses, are usually
modest and seldom require significant measures.2

The loss of income that results from the individual’s
death may be greater, and it is the loss of one’s
income-earning ability that is the major risk manage-
ment problem with which most people must deal.

Measuring Risks Associated

with Premature Death

Two approaches have been suggested to evalu-
ate the risk of premature death: human life value
and needs analysis. The human life value concept
focuses on the earnings of the individual that would
have been lost in cases of premature death. Needs
analysis focuses on the income and cash needs
that must be met following an individual’s prema-
ture death and compares those needs to resources
already available.3

The Human Life Value The application of the
concept of human life value to insurance purchase
decisions is generally credited to S. S. Huebner.4

Simply stated, the human life value is based on the
individual’s income-earning ability; it is the present
value of the income lost by dependents as a result
of the person’s death. Any attempt to measure the
human life value must necessarily consider present
value, a concept familiar to students who have
studied finance. Because an understanding of this

2 Debts owed by the individual at the time of death represent a
unique exposure. If an individual dies with debts that exceed
assets, the loss falls on the creditors. Some people may feel a
moral obligation to provide funds for payment of debts that exist
at the time of their death, but there is no legal obligation.
3 We cannot place a value on human life. What we attempt to mea-
sure is the income-producing capacity of the individual, which
is different.
4 S. S. Huebner, The Economics of Life Insurance, 3rd ed. (New
York: Appleton-Century-Crofts, 1959), p. 5.
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concept is essential to a meaningful measurement
of income flows, we will pause for our discussion
to review the concept for those readers who have
not encountered it in their previous studies. (The
student who is familiar with the concept of present
value and the time value of money can flip forward
through the pages to the point where we resume our
discussion.)

Time Value of Money and Present Value The
term time value of money refers to the fact that $1
today is worth more than $1 a year from now (or
at some other time in the future).5 This is because
$1 can be invested at some positive rate of return
and will be worth more in the future. If $1 can be
invested at 6 percent, $1.06 is the future value of a
present dollar in one year at 6 percent. If we assume
that the $1.06 is reinvested at 6 percent, the future
value of $1 invested at 6 percent for two years is
$1.00 times 1.06 times 1.06, or, $1.1236. Continuing
the computation, we can determine the future value
of $1 invested for any number of years; this is called
compounding, reflecting the fact that interest is paid
on the interest earned in previous periods.

Just as it is sometimes useful to know the future
value of a present dollar, we sometimes want to
know the present value of a future dollar. The
present value of a future dollar is the amount that
will be required, invested at a specified rate of inter-
est, to equal a dollar in a specified number of years.
The present value of a future dollar one year from
now is computed by dividing the present value of
a present dollar ($1) by the future value of a dollar
at the specified rate of interest. For example, $1 in-
vested at 6 percent for a year will be worth $1.06 at
the end of the year. How much must we have, so that
if we invest it at 6 percent it will equal $1 at the end
of the year?

$100

$106
= $0.943396

This $0.943396 is the present value of a future
dollar or the discount factor. If we invest $0.943396
at 6 percent, it will equal $1 at the end of a year.

5 The expression “A bird in the hand is worth two in the bush”
expresses the time value of birds, and suggests a discount rate of
0.5 as the present value of a future bird. Here we are doing the
same thing with money.

We can divide the present value of a dollar in one
year by the future value of a future dollar in one
year to determine the present value of a dollar in
two years:

$0.943396

$1.06
= $0.889996

Present value tables are available that indicate the
present value of a future dollar for various numbers
of years and at various rates. Table 10.1 indicates the
present value of a future dollar at various interest
rates from 1 to 40 years. It indicates the value of
$1 to be received at the end of some number of
years at various discount rates. It tells how much
an individual would have to invest at a given rate
of interest to receive $1 at some time in the future.
Reading down the table, we can see that one must
invest about $0.31 at 6 percent to have $1 at the end
of 20 years.

Discounted Income Flows One of the most useful
applications of the concept of present value is in dis-
counting a flow of income to determine its present
value. We can estimate the human life value by dis-
counting the expected stream of income that would
accrue to the dependents as a result of their bread-
winner’s continued employment. If we deduct the
amount of the income that would be consumed by
the producer personally and discount the remain-
der, we have a notion of the present value of the
stream of income that would be lost.

Human Life Value Illustrated For the purpose of
illustration, consider a 25-year-old person, who we
will assume plans to work until age 65. If we estimate
that his or her average earnings will be $60,000 annu-
ally and that two-thirds of the income will be con-
sumed by dependents, the individual’s economic
value to dependents is $40,000 a year for 40 years.
However, the life value at age 25 is not measured by
this total figure, but by the amount that, invested at
some conservative rate of interest, would yield an
income of $40,000 per year for 40 years. We could
compute this amount by discounting the $40,000 in
each year by the appropriate rate for that year. Alter-
natively, we can consult a table such as Table 10.2,
which indicates the present value of $1 each year for
different numbers of years. Table 10.2 shows that a
present investment of $15.046 will yield an income
of $1 per year for 40 years, assuming a 6 percent
interest rate. By multiplying $40,000 times $15.046,
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TABLE 10.3 Economic Value of $10,000 Annual Income to

Dependents

Present Value of $10,000 Per YearYears Until
Age Retirement At 5% At 6% At 7% At 8%

20 45 177,740 154,588 136,055 121,084
25 40 171,590 150,462 133,317 119,246
30 35 163,741 144,982 129,476 116,545
35 30 153,724 137,648 124,090 112,577
40 25 140,939 127,833 116,535 106,747
45 20 124,622 98,182 114,699 105,940
50 15 103,796 97,122 91,079 85,594
55 10 77,217 73,600 70,235 67,100
60 5 43,294 42,123 41,001 39,927

we obtain the sum that will yield $40,000 a year for
40 years, $601,840.6

Other things being equal, the economic value of
the individual generally decreases over time and
disappears at retirement age. Table 10.3 indicates
the declining economic value at different assumed
rates of interest associated with an average annual
income to dependents of $10,000. This table also
illustrates the impact of the interest rate selected on
the value indicated.

This method of calculating the economic value
of a life is fraught with many difficulties, the chief
of which is estimating future changes in income.
These changes may be expected as the individual
progresses in his or her career and are important
determinants of the life value. Estimates of future
earnings can at best be nothing more than a pro-
jection based on present earnings in the person’s
occupation. Furthermore, as noted, the human life
value will change if future earnings are discounted
at a different rate.7

Finally, the fact that the present value of an indi-
vidual’s income-producing ability is a given amount
does not necessarily mean this is the sum for which
it should be insured. If the loss of the individual’s
income would deprive no one, insurance is un-
necessary. In addition, a part of the income lost

6 The calculation can be performed on many calculators that
include financial functions.
7 The difficulties involved in the calculation do not, however,
invalidate the concept. Even though considerable guesswork is
required, this is still the most acceptable method of calculating
the economic value of a human life. Although it is probably a
defective technique for determining the amount of life insurance
that should be purchased, it is widely used in determining the
amount of damages payable in wrongful death and injury cases.

through the person’s death may be replaced by
other sources, such as Social Security or life insur-
ance available under a group insurance program in
connection with employment.

The amount of life insurance that an individual
should purchase is determined by the so-called
needs approach, which determines the amount of
life insurance required based on analysis of the
needs that would have to be met by dependents
should the income producer die. While Huebner’s
life value concept focuses on the income that would
be lost, the needs approach attempts to identify the
allocation of that income and to determine the pur-
poses to which it would have been put.

The effect of the income loss occasioned by pre-
mature death depends on the circumstances. These
circumstances include how important the income is
to the survivors and whether it can be replaced from
other sources. If the survivors were not employed at
the time of the income producer’s death, they may
be able to find employment to replace the lost in-
come. If the income is not replaced, the survivors’
standard of living may decline. The basic function
of life insurance, then, is to replace the income that
is lost by dependents if the income producer on
whom they are dependent dies. The primary rea-
son for the purchase of life insurance is to prevent a
decline in the standard of living of dependents and
to permit the dependents to live in a manner that
approximates the style they would have enjoyed if
the income producer had not died.

Needs Analysis The needs approach attempts to
determine the amount of life insurance that should
be purchased based on analysis of the needs of
those who would suffer financial loss. Needs anal-
ysis has three basic steps. The first step is to iden-
tify the needs that would arise or continue to exist
following the death of the individual. Second, re-
sources available to meet those needs must be iden-
tified. Potential resources at death might include
savings, employer-provided life insurance, and var-
ious social insurance programs. Finally, the differ-
ence between needs and available resources repre-
sents unmet needs, and life insurance is one tool
that may be used to meet this remaining need.
Although the concepts are different, there is a rela-
tionship between the human life value idea and the
needs approach to determining the amount of in-
surance needed in a particular situation. In sum-
marizing the needs that would exist if the wage
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earner should die, we are looking at the other side of
the income-expenditure equation. Whereas the life
value concept focuses on the income that would
be lost, the needs approach attempts to identify
the allocation of that income and determine the
purposes for which it would have been used. In
addition, the needs approach attempts to recognize
unusual or irregular expenditures that may result
from the death of the individual and additional
expenses that may accompany the period of read-
justment following a wage earner’s death.

For example, there may be a need to provide a
source of funds to support the living expenses of
surviving dependents. The amount of this need will
vary, depending on marital status, the roles of hus-
band and wife, the presence of children (or plans
for children), and the employable skills of depen-
dents. A variety of lifestyles are possible, each with
different implications regarding the need for life
insurance.

Lifestyles and the Needs Approach One way
to illustrate the difference between the human life
value approach and the needs approach to life in-
surance is to consider how different lifestyles affect
the need for life insurance.

• Single individual The single individual without
dependents usually has little need for death pro-
tection. Unless parents (or others) are dependent
on a single person, replacing the income that
might stop is unnecessary. Enough life insurance
to cover any indebtedness and a fund for last
expenses constitutes the extent of the need. How-
ever, a young single person may want to purchase
life insurance because he or she may become
uninsurable.

There are, of course, many single individuals
who have dependents. These include widowed
and divorced persons with children, single per-
sons who support their parents, and single per-
sons with other dependents. For these individuals,
the need for death protection parallels that of the
married couple with children.8

• Childless couple As with the unmarried person,
the need of a childless couple for death protection
is modest, particularly if both are employed. When

8 Specific insurance applications relating to divorced persons will
be discussed shortly.

both spouses are employed outside the home, the
need for death protection on the part of the other
is usually limited to an amount needed to meet
any indebtedness and to cover final expenses.
However, if the childless state is a temporary one
and the couple intends to have children, they may
need to buy life insurance to guarantee future in-
surability.

• Persons with children When children enter the pic-
ture, the problem becomes somewhat more com-
plicated. Both parents may be employed outside
the home, or one parent may act as homemaker
while the other produces income. In the first case,
in which both parents earn income, the standard
of living may be threatened if either income is lost.
Unless there is a willingness to reduce the family’s
standard of living in the event of a reduction in
family income, the income of both spouses may
have to be insured. When one parent works out-
side the home and the other acts as homemaker,
the principal focus will be on insurance for the
income-producing partner. The amount of insur-
ance required in this case will depend, in part,
on the ability and inclination of the homemaker
spouse to obtain employment in the event of the
income producer’s death.

It is also important to recognize the contribution
of the homemaking spouse. Such a spouse makes an
economic contribution to the family, and the loss of
the services he or she provides would create a finan-
cial burden for the family. When funds are available,
this exposure should be insured, but such cover-
age ranks below coverage on an income-producing
spouse.9

In the case of a single parent with children, the sit-
uation is essentially the same as for the family with
a single working spouse but without the “cushion”
of a potentially employable surviving spouse. In ad-
dition, some plan should exist for the guardianship
and care of the surviving children.

Divorce and Income Needs Divorce is a trau-
matic experience for the participants for a variety
of reasons, one of which is the dramatic change in

9 In addition to the loss of homemaking and child care services
provided by the homemaking spouse, death causes other losses.
One seldom recognized loss is the increase in income taxes to
the surviving spouse resulting from the inability to use the joint
return in filing federal income taxes.



CHAPTER 10 MANAGING PERSONAL RISKS 189

the financial situation of both parties. When one
of the parties has been dependent on the income
of the other, the divorce settlement may provide for
continued support of that party through alimony, the
money paid to a former spouse under a divorce or
separation settlement. When there are minor chil-
dren, the court will likely order child support pay-
ments. In such cases, the recipient of the alimony
or child support payments faces the same risk as-
sociated with the premature death of the payer as
before the divorce. The need for life insurance on
the payer is, therefore, as great, if not greater, as in the
case of the married couple. Insurance and annuities
may be used to secure the obligations under a qual-
ified domestic relations order or divorce decree.10

Although income planning in a divorce situation in-
volves many of the same considerations as income
planning for the family unit, it differs in the sense
that the decisions are often dictated by the court.
Many of the decisions relating to needs are made
for the parties, and the court may specify the man-
ner in which these needs will be met. Further, the
arrangement may have tax implications for the par-
ties. The tax ramifications relating to insurance in
divorce proceedings are discussed in Chapter 16.

Classification of Needs The question often
arises, How does one anticipate the amount that
will be needed to replace the wage earner’s in-
come? Two approaches exist. The first is to deduct
from current expenditures the portion of family in-
come consumed by the wage earner. The remain-
der is the amount the family will require should the
wage earner die. This approach, however, ignores
the changes in expenditures that may occur as
a result of the wage earner’s death. The second
approach, which seems more logical, is to con-
struct a household or family budget summarizing
the required expenditures. A family budget is a plan
through which one establishes spending goals and
monitors how well the household is doing in meet-
ing these goals. Most budgets are based on historical
expenditures and will include provisions for weekly,
monthly, quarterly, and annual expenditures. Many
individuals have never constructed a budget for

10 A qualified domestic relations order is a judgment or order
that relates to the provision of child support, alimony, or property
rights to a spouse, a former spouse, or a child and which is made
under a state’s community property or other domestic relations
law.

their day-today living and have, therefore, given little
thought to the amounts that would be needed
following the death of the wage earner. For those
individuals who do not currently budget, construct-
ing a needs-oriented insurance program may be the
first attempt at budgeting. Although a family budget
is the starting point for determining needs, it may be
classified in various ways; the traditional approach
includes the following:

Cash Needs Income Needs

Fund for last expenses Funds for readjustment
and debts Dependency period income

Emergency funds
Mortgage payment funds Life income for spouse
Educational funds

The first group, cash needs, represents those
needs for which a lump-sum amount is desirable
at death. The nature of the fund for last expenses,
also called the cleanup fund, is obvious. Death may
be accompanied by high medical expenses, funeral
costs, and other unplanned outlays, and the fund
for last expenses is intended to cover these. Ideally,
medical expenses will be covered by a well-planned
health insurance program. Whether specific funds
should be provided for the payment of debts de-
pends on the circumstances, but the planner should
consider whether such funds should be provided as
a part of the life insurance proceeds. Assuming that
medical expenses associated with the last illness
are covered by health insurance, something in the
range of from $10,000 to $15,000 is usually adequate
for the fund for last expenses.

The purpose of emergency funds is to provide the
survivors with a cushion for unexpected expenses
that may arise as the family makes its transition to life
without the deceased and thereafter. Although the
selection of the amount for an emergency fund is
somewhat arbitrary in any case, a typical allowance
is $5000 to $10,000.

The mortgage payment fund may be a particu-
larly effective way of reducing the amount of in-
come needed during the dependency period. If the
mortgage permits prepayment without penalty, sub-
stantial savings in future interest payments can be
gained by paying off the loan at the death of the
income producer. Conversely, if the mortgage is not
paid off, the payments may be met by providing a
higher income during the years it has to run.
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Although educational needs are typically listed
as a separate need, this is arbitrary, and parents may
differ in attitude regarding the obligation to help
finance a child’s college education. Some parents
provide considerable assistance, but many students
finance their own college education through loans
and part-time employment. If the parents plan to as-
sist their children with college expenses, the income
protection plan should specifically recognize these
expenses as part of the income need. Provision for
college expenses can take one or two forms: A spe-
cific lump sum can be made available to each child
to help defray the cost of college, or the income of
the dependency period can be extended to provide
income throughout the college years.

The remaining three needs represent income
needs. The need for continued income to support
the family’s lifestyle may be greater than immedi-
ate cash needs, and it is the loss of one’s income-
earning ability that is the major risk management
program with which most people must deal.

The income needs are classified into three
groups, representing three different periods in the
family’s life cycle. Many experts recommend a sepa-
rate readjustment period following the death of the
wage earner, during which the family’s income is
higher than it will ultimately be. They believe that
the family will have certain nonrecurring expendi-
tures as it adjusts to its new way of life immediately
following the death. When the family will suffer a
decline in standard of living following the death of
an income earner, the readjustment period provides
some time to accomplish that readjustment.

Income needs during the dependency period are
the largest in most programs and consist of income
required during the period for which others, for
example, the children, would be dependent on the
wage earner. The length of the dependency period
income will usually depend on the number of chil-
dren, their ages, and the relative contribution of
the income producer to total family income. When
both spouses are employed outside the home, the
specifics of the situation will determine the percent-
age of each income that should be insured. The
contribution of each income to family needs and
the continuing needs that would have to be met
will dictate whether both incomes or a part of both
should be insured. When one spouse produces all
of the family income, it will usually be necessary to
insure a high percentage of that income. In either
case, the important factor is the income producer’s

contribution to family welfare and the family needs
that will have to be met from some other source if
he or she dies. As we will see in the next chapter,
the children and surviving spouse may be eligible
for Social Security benefits following the death of
the wage earner. (Typically, children are eligible for
benefits as long as they are under age 18, and the
surviving spouse is eligible until the youngest child
reaches age 16.) By themselves, however, Social
Security benefits are rarely sufficient to allow the
family to maintain its previous standard of living.

The ability of a homemaker spouse to obtain
employment in the event of the death of the income-
producing spouse is also a factor. However, the
net gain from such employment is generally less
than the received wages. First, the spouse must pay
taxes, including Social Security and income taxes,
on the earnings. Second, the spouse may lose Social
Security benefits to which he or she was other-
wise entitled because earnings in excess of certain
amounts allowed reduce the Social Security
benefits.11 Additional costs will be incurred by work-
ing, including clothing, transportation, lunches, and
child care. If life insurance provides adequate
income, the surviving spouse may elect to work
outside the home. Without it, he or she is compelled
to do so.

Finally, when the children are grown, the spouse
may still need to replace a part of the wage earner’s
income. This is true if the surviving spouse is not
employed outside the home and has few employ-
ment opportunities if the income-producing spouse
should die. Based on the structure of Social Secu-
rity benefits, the spouse’s life income may be conve-
niently divided into two parts. The first starts when
the youngest child reaches 18, at which time Social
Security benefits cease, and continues until the
spouse’s Social Security benefits resume again at
age 60 or 62. Because the spouse receives no Social
Security benefits during this time, it is sometimes
called the blackout period. During this period,
the entire income must come from life insurance,
employment, savings, or some other source. After
the blackout period, Social Security benefits will
resume, and a lesser amount of supplementary
income will become necessary.

11 The exact amount of Social Security benefits that would be lost
depends on the circumstances. Loss of Social Security benefits
is discussed in the next chapter.
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   Age of wife   28

Age of child   3

Age of child   1

43   45

18   20

16   18

60

$3000

$2000

$1000

$1603.00 OASDI benefit until
younger child reaches age 16

Unfilled needs

Unfilled needs

$663.60 OASDI benefit until
younger child reaches age 18 $632.60 per month

widow's OASDI benefit

$1200.00 per month from
widow's unemployment

FIGURE 10.1 Needs Analysis Chart

Under the needs approach, these income re-
quirements of the family are usually listed on a
monthly basis over time. The presentation indicates
the amount of income needed, the amount avail-
able from Social Security and other sources, and
the extent of the unfilled need. This information
may be summarized in graphic form, as shown in
Figure 10.1. The chief benefit of this graphic analysis
is that it helps the individual visualize the amounts
needed as a flow of income. The perceptive student
will note, however, that the needs presented in the
chart are measured in constant dollars. Because
actual needs will increase with inflation, the ideal
approach is one in which the effects of inflation can
be recognized. Various approaches have been used
to address the problem of inflation in needs analysis
with varying degrees of success. Today, with finan-
cial calculators and computer spreadsheets, factor-
ing inflation into the measurement of future income
needs is much easier.

Determining future income needs combines the
processes of compounding and discounting. First,
to estimate future income needs, present needs
are projected at an estimated inflation rate. Social
Security benefits, which are subject to automatic
adjustment for inflation, are projected at the same
rate of inflation. If the spouse is employed, his or her
income is also projected at an assumed rate for wage
increases. The difference between the inflation-
adjusted gross need and the inflation-adjusted

sources of income represents the unfilled need. To
determine the present value of this unfilled need,
the projected deficiency is discounted using a dis-
count rate that represents the anticipated earnings
on the funds that will be purchased to meet the
unfilled need. Table 10.4 illustrates this process.

The current value of the remaining unmet needs
in Table 10.4 is $153,768. This $153,768 amount sum-
marizes the difference between projected income
needs and the projected sources of funds to meet
these needs. It is the present value of the differ-
ence between needs and available resources. To
determine the portion of this amount that must
be insured, existing resources should be consid-
ered. Suppose the individual has $50,000 in life
insurance available from his or her employer and
a savings of $20,000. This leaves a remaining un-
met need of $83,768 ($153,768 minus $70,000) that
may be covered by the purchase of additional life
insurance.12

Capital Liquidation versus Capital Conserva-

tion Once future income needs have been esti-
mated and combined, the remaining question con-
cerns the funding to meet the needs. There are two

12 Our calculations have various assumptions, any one or all of
which may not be fulfilled. It should be recognized that despite
the illusion of precision implied by the multidecimal calculations
of our computers, the projections are a guess.
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basic strategies, capital conservation and capital liq-
uidation. The preceding illustration uses a capital
liquidation approach since it assumes the principal
will be consumed in meeting the projected income
needs. Under the capital conservation approach,
sufficient funding is provided so investment earn-
ings alone will supply the income stream without
depleting the capital. Under this approach, also
called capital needs analysis, the amount of fund-
ing required is an amount that is sufficient, together
with other assets, to provide investment income
that will cover the projected needs of the family. A
capital conservation approach will require a greater
amount of capital than the capital liquidation
approach, but the difference in the amount required
for the two approaches will depend on the period
for which the income stream must be provided
and the return earned on the capital. The longer
the period and the higher the investment return,
the smaller the difference in the principal required
under the capital conservation and capital liquida-
tion approaches.13

The choice between the capital liquidation and
capital conservation strategies relates to objectives.
The capital liquidation approach is designed to
meet the single risk management strategy of pro-
tecting dependents against deprivation that might
result if the income stream on which they depend is
interrupted. The capital conservation strategy seeks
to meet the personal financial planning objective of
transferring wealth to heirs.

A Continuing Task The principal defect of the life
value and the needs approaches is they rely on static
analysis, determining the amount of insurance at a
specific point in time. This results in the purchase
of an insurance amount that may be correct at that
time but will become inaccurate as time goes by.
Because the life value of the individual decreases
over time as the end of the income-earning years
approach, the fixed amount may be excessive. The
needs of each individual will vary, depending on the
age, the number of children, and financial assets. In
addition, the wants of the individual may change
over time because, during each period of life, differ-
ent needs appear more crucial.

13 For a discussion of the capital needs analysis concept, see
Thomas J. Wolff, Capital Needs Analysis—Basic Sales Manual
(Vernon, Conn.: Vernon Publishing Services, 1977).

The Estate Liquidity Need

As previously noted, one of the objectives in man-
aging the risk of premature death may be the goal
of transferring the maximum wealth possible to de-
pendents. One of the impediments to achieving this
objective arises because estates shrink as they pass
from one individual to another. Several factors are
responsible for this. First, there is the shrinkage that
results from the debts of the decedent, for all debts
must be paid before the estate may be passed on to
the heirs. In addition, the costs involved in probate
and administration generally amount to between
4 percent and 5 percent of the estate. Finally, and fre-
quently the most burdensome, there are the federal
estate tax and the state inheritance tax.14 Although
risk control measures such as estate planning can
reduce the amount of these costs, the need for
liquidity in the estate to meet death costs that can-
not be reduced represents a need that can be met
with life insurance.

Estate Planning

Minimizing estate shrinkage is an area in which risk
control measures, generally referred to as estate
planning, can be effective in reducing potential
losses. Estate planning is the process through which
one arranges one’s affairs so as to yield the most
effective accumulation, management, and disposi-
tion of capital and income. It involves decisions
regarding how an individual’s financial affairs will
be managed following his or her death and who will
do the managing. A major goal of estate planning is
to reduce the shrinkage of an estate as it passes from
one generation to the next. The greatest shrinkage
of the estate has historically come from the federal
estate tax, a tax that is imposed on the transfer of a
taxable estate.

Federal Estate Tax The federal estate tax, also
known as a death tax, is a tax imposed on wealth
transfers made at the holder’s death. From the time
it was enacted in 1916, there has been pressure for

14 The estate tax is a tax on the right to transmit property at death;
the inheritance taxes are levied by the states on the right of an
heir to receive a bequest.
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repeal of the federal estate tax.15 Congress passed
legislation repealing the estate tax in 2000, but Pres-
ident Clinton vetoed it.

The basic features of the estate tax today were
adopted by the Tax Reform Act of 1976 (TRA-76),
which unified the tax on three types of transfers:
transfers at the time of death, gifts made prior to
death, and generation-skipping transfers. The law
required that taxable gifts made during the lifetime
of the deceased be combined with the decedent’s
estate to compute the taxable estate. The generation-
skipping transfer imposes a tax on wealth that
“skips” a generation (e.g., a bequest by a grandpar-
ent to a grandchild). This tax is intended to ensure
that taxes are paid at each generational level and
cannot be avoided by using a trust or other means
to transfer wealth.

Between 2001 and 2012, the structure of federal
estate taxes was uncertain. Laws enacted in 2001
and 2010 made changes to the federal estate tax law
but provided that the changes would sunset at some
point in the future.16 This bizarre scenario created
challenges for estate planners. The American Tax-
payer Relief Act of 2013 (ATRA-2013) rectified the
situation, creating a permanent structure for federal
estate taxes going forward and allowing for a more
certain planning environment.

The federal estate tax applies to one’s entire
taxable estate, meaning the gross estate minus

15 The current federal estate tax was enacted in 1916 to help
finance World War I. The pressure for repeal stems, in part, from
historical precedent. A death tax has been imposed as a tempo-
rary expedient on three previous occasions, and repealed when
the target funding had been raised. A death “stamp” tax was
enacted in 1797 to pay for a naval buildup and abolished just
five years later in 1802. The federal death tax was again enacted
in 1862 to raise revenue for the Civil War. After the war ended,
Congress repealed the tax in 1870. The third federal death tax
was enacted in 1898 to finance the Spanish-American War. As
before, the estate tax was abolished after the war in 1902. With
the advent of World War I, the estate tax was reintroduced in 1916
and has existed in various forms since.
16 In 2001, Congress passed and President Bush signed into law
the Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA-2001). Among numerous other changes, EGTRRA-2001
contained provisions under which, beginning in 2002, the federal
estate tax would be gradually reduced until January 1, 2010, when
it would terminate. Then, on January 1, 2011, unless a future
Congress passed another law, the estate tax would automatically
revert to the system that existed in 2001 at the time EGTRRA-2001
was enacted. In December 2010, Congress passed the Tax Relief,
Unemployment Insurance Reauthorization, and Job Creation Act
of 2010. This reimposed the estate tax but provided for a $5 million
exemption that was scheduled to sunset on December 31, 2012.

allowable deductions, but any tax payable is sub-
ject to a unified credit that reduces the actual
tax payable. The unified credit was $220,550 in
2001, which exempted $675,000 from the estate tax.
Estates in excess of the exempt amount were taxed
at rates from 37 percent to 55 percent (applicable
to estates in excess of $3 million), and a 5 percent
surtax was applied to estates from $10 million to
$21 million. Today, the estate tax exemption is
$5 million, increased for inflation, or $5.25 million
in 2013. Estates above that level are taxed at 40 per-
cent. Like the estate tax, the generation-skipping
transfer tax rate is 40 percent with an exemption of
$5.25 million in 2013.

Gift Tax Prior to TRA-76, estates and gifts were
subject to separate taxes, each with its own exemp-
tion and progressive tax rates. TRA-76 combined
these into a single unified estate gift tax with the pre-
viously indicated unified credit. Gifts during one’s
lifetime that exceed $10,000 per donee per year
(adjusted for inflation) are combined with the tax-
able estate and subject to a single credit and tax rate
schedule.

Certain gifts are not subject to the gift tax how-
ever. These include gifts that are less than the an-
nual exclusion ($14,000 in 2014), tuition or medical
expenses paid directly to a medical or educational
institution, and gifts to a spouse, political organiza-
tion, or charity.

Basis of Inherited Property Heirs who receive
property from a decedent are generally not required
to carry over the decedent’s income tax basis for
that property for income tax purposes. Rather, their
basis for the property is equal to the fair market value
at the date of the decedent’s death (or six months
after death in some cases). Thus, any appreciation
that occurs from the time the decedent acquired
the property until his or her death is permanently
shielded from the capital gains tax.

Portability ATRA-2013 provides for portability of
the estate and gift tax exemption between spouses.
Portability was first introduced in the Job Creation
Act of 2010, and it was made permanent in 2013.
Portability allows a surviving spouse to use the
decedent’s unused exclusion. So, for example, if a
husband dies in 2013 and uses only $3 million of
his available exclusion, the wife is allowed a total
exclusion of $7.5 million (her original $5.25 million
exclusion plus the remaining $2.25 exclusion from
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the husband’s estate). To claim the additional exclu-
sion, an estate tax return must be filed at the death
of the first spouse.

The Taxable Estate The taxable estate is deter-
mined by deducting certain allowable exemptions
from the gross estate. The gross estate includes the
fair market value of all real and personal property
owned by the individual at the time of death, in-
cluding the individual’s interest in any property that
is owned jointly with another. In addition to other
assets, the gross estate includes the proceeds of life
insurance policies on the individual’s life, no mat-
ter how payable, if the deceased possessed any in-
cidents of ownership in the policies. Incidents of
ownership means such ownership rights as the right
to change beneficiaries, to borrow against the cash
value of the policies, or to collect the cash values.
Inclusion of life insurance proceeds in an estate can
be avoided if proceeds are payable to a named ben-
eficiary such as a spouse, child, or friend and if the
insured avoids incidents of ownership in the policy
at death (and at any time within three years before
death). If the insured has no incidents of owner-
ship, the proceeds will be excluded from the tax-
able estate even though the insured may have paid
the premiums on the policy. The premium could
be considered a gift to the beneficiary and subject
to the $10,000 annual exclusion from the gift tax.
Some individuals avoid incidents of ownership by
having their spouses own policies on their lives and
by giving up the right to change beneficiaries or to
exercise any of the policy options.17

Deductions The gross estate is subject to cer-
tain deductions in determining the taxable portion.
These include, for example, death taxes paid to
the states, charitable contributions, and foreign
death taxes. Prior to the Economic Growth and Tax
Relief Reconciliation Act of 2001 (EGTRRA-2001),
a state death tax credit was available; however, this
was gradually phased out between 2001 and 2004.
In 2005, the state death tax credit was completely
repealed and replaced by a deduction for death
taxes paid to any state or to the District of Columbia.

17 When incidents of ownership exist, they may be transferred to
another party, such as a spouse or child. If the transfer occurs
within three years of the individual’s death, the insurance pro-
ceeds may be brought back into the estate as a gift that was made
in contemplation of death.

The most important deduction from the gross
estate is the marital deduction. Since 1982, an unlim-
ited marital deduction has been allowed for estate
and gift tax purposes. This means that an individual
may give his or her spouse gifts in any amount with-
out gift tax liability, and property passing from one
spouse to the other is not subject to the federal
estate tax. However, the estate tax marital deduc-
tion applies only to the part of the estate that passes
from the deceased to a surviving spouse.

Trusts

A common tool for implementing estate planning
strategies and for the administration of an estate is
a trust. A trust is an arrangement under which the
holder (called the trustee) undertakes the manage-
ment of another’s property (called the corpus of the
trust), for the benefit of designated persons. The per-
son establishing the trust is called the grantor, trustor,
or the creator of the trust. Those who receive income
from the trust are known as beneficiaries, and per-
sons to whom the corpus of a trust will pass at the
death of the beneficiary or beneficiaries are called
remaindermen.

The most widely used trusts are the testamentary
trust, which is a part of the will and, as its name
implies, takes effect after death, and the living or
inter vivos trust, which is established during the life-
time of the creator and which may be revocable or
irrevocable in nature.

Testamentary Trust A testamentary trust will not
reduce estate taxes upon the death of the testator
and will not lighten estate settlement costs. The po-
tential trust property remains in the estate of the
testator until distribution after the will has been pro-
bated. It is handled and taxed like all other property.
However, it can reduce taxes and administration
costs when the trust beneficiary dies. An individual
who wishes to leave property to heirs other than a
spouse to maximize the impact of the tax credit, but
who wants at the same time to provide for a surviving
spouse, may establish a testamentary trust with the
spouse as the beneficiary of the trust and the other
heirs as remaindermen. For estate tax purposes, the
property in trust is not subject to the marital deduc-
tion but instead uses all or part of the unified credit.
Although the surviving spouse enjoys the income
from the trust, the property will be excluded from
his or her estate at the time of death. This permits full
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use of the tax credit by the trust grantor while simul-
taneously providing an adequate level of income to
the surviving spouse.

Living Trusts Living trusts, or inter vivos trusts, may
be revocable or irrevocable. A revocable inter vivos
trust is one in which the creator reserves the right
to terminate the trust and acquire the property. The
creator can reduce estate administration costs if the
trust remains in force after his or her death for the
property to pass outside the will. The beneficiaries
will not have to wait until the will is probated to
receive their allotted income and principal. The re-
vocable trust does not, however, reduce the estate
tax liability.

An irrevocable inter vivos trust is one in which the
creator relinquishes the right to terminate the trust
and acquire the property. An absolute and irrevoca-
ble trust takes the property out of the grantor’s estate,
thereby eliminating certain administrative costs. In
addition, estate taxes may be reduced to the extent
that the trust is established through gifts subject to
exclusion from the federal gift tax (e.g., the annual
$10,000 exemption per donee or the spouse gift
exemption). Since such gifts are excluded from the
gift tax, they are not subject to unification in com-
puting the estate tax.

Irrevocable Life Insurance Trust One type of liv-
ing trust that deserves special note is the irrevocable
life insurance trust (ILIT), which is used to avoid the
incidents of ownership in a life insurance contract
that makes the insurance proceeds taxable under
the federal estate tax. (If the policy beneficiary is
a surviving spouse, the proceeds can escape estate
taxation because of the unlimited marital deduc-
tion but will be subject to tax in the estate of the
surviving spouse.) An ILIT avoids incidence of own-
ership that would otherwise make the life insurance
benefits taxable.

Under an ILIT, life insurance is purchased and
managed by a trustee subject to the instructions
provided in a life insurance trust agreement. The
trustee purchases a life insurance policy on the per-
son to be insured, normally with the trust named
as the beneficiary. At the insured’s death, the life
insurance proceeds are paid to the trust and dis-
tributed from the trust to the trust beneficiaries. The
premiums are paid from funds transferred to the
trust as gifts. Although the Internal Revenue Code
(IRC) exempts $12,000 in gifts per donee annually,

the exemption applies to gifts of a present interest,
while gifts to an irrevocable trust represent future
interest gifts and usually do not qualify for the
exemption. However, the annual gift tax exemption
will apply if beneficiaries are given the right to with-
draw amounts that are placed in the trust on a yearly,
noncumulative basis.18 Instead of making the gift
directly to the beneficiaries, the grantor contributes
funds to the trust for their benefit. The trustee
then notifies each trust beneficiary a gift has been
received on his or her behalf, and unless the bene-
ficiary elects to receive the gift now, the trustee will
use the contribution to pay the premium on the life
insurance policy. Obviously, a key feature of the ILIT
is the willingness of the beneficiaries not to with-
draw the gift, which they must have the right to do
if it is to qualify as a gift.

In addition to addressing the issue of incidence of
ownership, an ILIT allows one to leverage the funds
passed to family members as gifts through the pur-
chase of insurance, the proceeds of which are an
effective way to pay any estate taxes that remain af-
ter the maximum gifting has occurred.

LONGEVITY RISK

Longevity risk, the risk of living too long, is prob-
ably less threatening than the threat of premature
death. Still, it is a risk that deserves attention. The re-
tirement risk is influenced by the increased hazard
of physical disability as one grows older and also
by societal conventions. Many people consider age
65 the “normal” retirement age, but this is a recent
notion in human history. In earlier periods, people
worked until they died or until they became physi-
cally incapable of working.

Today, retirement is a significant event in a per-
son’s life. Indeed, it may be said that people spend
their entire lives preparing for retirement. As in
the case of the biblical famine of ancient Egypt,
resources are accumulated during the income-fat
years to be consumed during the income-lean years.
The amount that must be accumulated during the

18 The right to withdraw gifts to a trust is called “Crummey pow-
ers,” after the individual involved in the case in which the princi-
ple was established. Crummey v. Commissioner, 397 F.2.d 82 (9th
Cir. 1968).
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income-fat years depends on a variety of circum-
stances and is influenced by the standard of living
the individual wishes to maintain after retirement
and the rate of inflation. A part of the risk associ-
ated with retirement is that the individual will not
have accumulated sufficient assets by the time re-
tirement arrives to afford an adequate standard of
living. The second part is that the assets that have
been accumulated will not last for the remainder of
the individual’s lifetime.

The Risk of Outliving the

Retirement Accumulation

Before turning to the subject of accumulating funds
for retirement, let us address the second part of the
retirement risk, which is the easier of the two risks to
manage: the risk that once funds have been accu-
mulated, the individual may outlive those funds.

Except in unusual cases, the funds accumulated
for retirement will be limited. Some strategy is
needed to guarantee that the individual will not
outlive the assets that have been accumulated. The
conventional tool for this problem is a life annuity,
under which a capital sum is converted into a
stream of income over the individual’s remaining
life. An annuity may be defined as a periodic
payment that continues for an individual’s entire
lifetime. The person whose life governs the duration
of the payments is called the annuitant.

Annuities have been called “upside-down life in-
surance,” and in a sense they are a reverse appli-
cation of the law of large numbers as it is used in
life insurance. The function of a life annuity is to
liquidate a principal sum, regardless of how it was
accumulated, over the lifetime of the annuitant. It
may involve the liquidation of a sum derived from
a person’s savings (including the annuity itself) or
the liquidation of life insurance cash values or death
benefits in the form of a life income to the owner or
beneficiary of the policy.

Under the annuity principle, the law of averages
operates to permit a guaranteed lifetime income to
each annuitant. Some people who reach age 65 will
die before they reach age 66. Others will live to be
100. Those who live longer than average will offset
those who live for a shorter period than average,
and those who die early will forfeit money to those
who die later. Every payment the annuitant receives
is part interest and part principal. In addition, each

payment is part survivorship benefit in that it is com-
posed in part of the funds of group members who
have died.19

Estimating the Accumulation Need

As with the premature death exposure, the individ-
ual may have a number of resources available to
meet the longevity exposure. Employer provided
retirement plans and Social Security benefits are
two important sources for most individuals. These
benefits are usually payable over the lifetime of the
individual, commencing at retirement. The individ-
ual must usually supplement these plans with per-
sonal savings or life insurance policies that include
a savings element.

The need for retirement income can be measured
in a way similar to that used in measuring death
needs. The individual’s income needs during retire-
ment are projected at some assumed rate of infla-
tion, together with Social Security benefits, which
are deducted from the needs. If pension benefits will
be available, they are also deducted in determining
the postretirement need that must be met from sav-
ings. The remaining retirement income need may
be met by purchasing a life annuity beginning at
retirement age. In this case, sufficient funds must
be accumulated by retirement age to cover the pur-
chase price of the annuity.

In measuring the life insurance need, we discount
future income needs to determine the present value
of future needs. Because the retirement need is a de-
ferred need, the time value of money serves a differ-
ent function in planning for retirement. In this case,
we determine the amount that will be needed in the
future and calculate the contributions required to
reach the target accumulation, given some assumed
rate of return. We can compute the future value of
$1 contributed each year to an accumulating fund
and invested at a specified rate and, thereby, deter-
mine the annual or monthly contribution that will
be required to meet a specific accumulation goal in
a specified number of years at some assumed rate
of return. We will defer our discussion of this pro-
cess until Chapter 19 when we discuss the various
options available to meet income needs during the
retirement period.

19 Annuities are discussed in Chapter 18.
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THE RISKS ASSOCIATED
WITH DISABILITY

In discussing the need for life insurance, there may
be instances in which no one would suffer finan-
cial deprivation in the event of a person’s death and
there is no need for life insurance. The disability in-
come need is fundamentally different. In the case of
the disability exposure, the absence of dependents
does not eliminate the need for income since the
disabled person will need income during a period
of disability. The income need may be greater in
the case of an individual without a spouse. When a
disabled person has a spouse, the domestic partner
may be able to provide some income for the couple.
In addition, the nondisabled spouse will serve as a
care provider. The single individual does not have
the cushion of a spouse’s income and will have to
hire a care provider. This means the percentage of a
single person’s income that must be replaced in the
event of disability may be higher than of a person
with a spouse.20

For the individual with dependents, if the wage
earner becomes disabled, the family’s income
needs will be as great as they would be if he or
she died. In fact, they will probably be greater. As in
the case of life insurance, the needs vary with the
number of children in the family and with other re-
sponsibilities the insured may have. As in the case of
death, benefits available under employer provided
plans and social insurance plans should be consid-
ered in determining the need for other protection.

Some authorities argue that loss-of-income pro-
tection should come even before life insurance.
When a wage earner is disabled, his or her earnings
stop as surely as if death had occurred. This “living
death” of disability can be economically more
severe than actual death. If the breadwinner of the
family dies, the family’s income stops; if he or she
is disabled, the income stops and expenses remain
the same and usually increase. A disabled person,
by definition one whose ability to work is impaired,
must depend on sources other than employment
for income. When persons other than the disabled
individual were supported by the lost income, the
problem became worse.

20 In this sense, marriage represents a risk-sharing technique and
the treatment of risk by combining a small number of exposure
units.

TABLE 10.5 Probability of Death and Disability at

Various Ages

Probability of Probability of

Death Before 90-Day Disability

Age Age 65a Before Age 65b

25 24% 54%
30 23 52
35 22 50
40 21 48
45 20 44
50 18 39
55 15 32
60 9 9

aBased on 1980 CSO Mortality Table.

bBased on 1985 Commissioners Disability Table.

Source: McGill’s Life Insurance, Edward E. Graves (ed.), (Bryn

Mawr, Pa.: The American College, 1994).

In addition to disability being more burdensome
financially to the individual and dependents than is
usually supposed, the chance of loss at most ages
is greater than the chance of death. Table 10.5 indi-
cates the probability of death and disability at vari-
ous ages.

As indicated by the data in the table, the prob-
ability of disability of at least 90 days is higher
at every age during the individual’s working years
than is the probability of death. Nearly half the peo-
ple who reach age 35 will be disabled for at least
three months before reaching age 65, and the aver-
age length of the disability will be more than five
years.

Needs Analysis for the Disability Risk

A needs analysis for the disability risk is much like the
needs analysis for premature death. First, income
needs for each year are projected by examining
the amount required to maintain the family in the
event of disability. Usually, the income needs of the
family will not diminish much if the wage earner
is disabled. There may be a modest reduction in
some expenses associated with employment, such
as the cost of commuting, business lunches, and
perhaps a part of the clothing budget, but the reduc-
tion will probably be small. Although there may be
an increase in medical expenses, adequate medical
expense insurance should be available to meet the
increased medical care costs.
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In determining disability income needs, the need
to continue to plan for the retirement years must be
considered. In our discussion of disability income
contracts, we will see that most insurers will pro-
vide coverage for disability arising out of accident
for the individual’s entire lifetime but limit coverage
for disability arising out of sickness until age 65. How,
one may ask, do we provide for income beyond age
65 for the individual who is disabled as a result of
sickness? The answer is that the income need after
age 65 is treated as a part of the individual’s retire-
ment needs. The need for income after age 65 will
exist whether or not the person is disabled, and pru-
dent individuals accumulate funds to supplement
Social Security benefits. Because insurers do not
offer lifetime disability coverage for illness, a dis-
ability protection program should provide benefits
in an amount that will permit the disabled person
to continue making contributions to his or her re-
tirement program. In this way, the accumulation of
funds intended for retirement will be there at age 65
whether or not the individual is disabled.

Resources Available to Meet

the Disability Risk

After determining the needs, the next step is
to identify any benefits available from existing
sources. Several sources may provide protection
against lost income during disability. For disability
that arises out of and in the course of employment,
most injured workers are entitled to benefits under
their state workers compensation law. The amount
of these benefits depends on the worker’s earnings
at the time of the injury and is specified by law.
In addition, workers in California, Hawaii, New
Jersey, New York, Rhode Island, and Puerto Rico
are covered for nonoccupational disabilities by
compulsory programs under which the benefits are
prescribed by law. Finally, workers who are totally
and permanently disabled and who meet special el-
igibility requirements qualify for disability benefits
under the Social Security program. The eligibility
requirements under this program are strict, and
benefits are payable only if the individual is unable
to engage in any “substantially gainful employ-
ment.” This is more strict than the typical group or
individual disability income plan, and individuals
can commonly be eligible for private disability ben-
efits but not for Social Security disability benefits.

In 2013, average earnings of $1,040 or more were
considered substantial and would result in the dis-
continuation of the benefits under Social Security.21

Besides these government-sponsored or super-
vised programs, the most common source of recov-
ery is through group or individual disability income
policies. In some instances, employers self-insure a
program of disability benefits for their employees,
providing cash benefits or paid sick leave. In others,
the paid sick leave plans are integrated with disabil-
ity income insurance purchased from commercial
insurers.

Addressing Unmet Disability Income Needs

Unmet needs are determined by subtracting avail-
able resources from the needs that have been iden-
tified. Disability insurance may then be purchased
to cover the unmet needs. The most important dis-
ability income need is long-term disability coverage
for occupational and nonoccupational disabilities
to supplement Social Security. In addition, most
people will need short-term disability coverage
for disabilities not covered under Social Security
(including the Social Security waiting period). A
properly coordinated disability income program
provides coverage for occupational and nonoccu-
pational injuries in an amount that meets the fam-
ily’s need for income during the entire period of
disability. The coverage for occupational disability
should supplement workers compensation benefits
so the combined workers compensation and dis-
ability income insurance provide the same level
of coverage as for nonoccupational disabilities.
Disability insurance is discussed in more detail in
Chapter 20.

EVALUATING THE MEDICAL
EXPENSE EXPOSURE

No personal risk management program is complete
without some protection against medical expenses.
The major consideration in the area of medical
expense coverage should be protection against the

21 Disabled workers who are blind are allowed to earn up to
$1,740 per month. Eligibility requirements for Social Security dis-
ability income benefits and workers compensation are discussed
in Chapter 11.
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catastrophic loss. A variety of plans are available,
ranging from plans covering a specific class of med-
ical expenses with a small deductible to plans cov-
ering a broad array of expenses with a larger annual
deductible. Because of the variety of plans avail-
able and that most individuals are covered for these
expenses under employer-provided plans, we defer
discussion to Chapter 21.

MANAGING THE RISK
OF UNEMPLOYMENT

We have addressed three of the perils that threaten
income: premature death, longevity, and disability.
It seems appropriate that we recognize the exis-
tence of the fourth peril and comment on the risk
management alternatives available with respect to
unemployment.

Although the techniques used in managing the
unemployment risk are essentially the same as those
used in managing the risk of other perils that
threaten income, the range of alternatives is more
limited. With respect to risk transfer, for example,
there are limited options. State unemployment in-
surance programs exist in all states and most indi-
viduals will have some protection from this source.
These programs are designed to provide protection
against involuntary unemployment when the indi-
vidual is available for work but is temporarily unem-
ployed. The protection from this source is limited in
duration and in amount.

In addition to the protection available under the
state unemployment insurance programs, unem-
ployment insurance is available on a limited basis
in connection with installment credit. Usually, the
coverage is overpriced.

State Unemployment Insurance Programs

The U.S. system of unemployment compensation
was created by the Social Security Act of 1935, which
gave states a financial incentive to create state un-
employment insurance programs.22 Each state has

22 Federal law imposes a tax on employers of 6 percent on wages
up to $7000 per year paid to an employee but permits a tax credit
of 5.4 percent if the employer participates in a state-approved
unemployment compensation program and pays taxes on a
timely basis.

enacted separate legislation and operates a sepa-
rate program, and the programs differ in many re-
spects. Nonetheless, some similarity exists given the
requirements of federal law.23

Eligibility for Benefits The eligibility require-
ments vary from state to state, but all call for pre-
vious employment in a covered occupation and
continued attachment to the labor force as a pre-
requisite for benefits. In most states, the worker
must have earned a certain minimum income dur-
ing the preceding year, referred to as the base
period. Some states require that the worker must
have been paid a stated dollar minimum during
the base period, and a few demand a specified
number of weeks of employment with a minimum
amount of earnings each week. Most states require
the employee to have earned some multiple of the
weekly benefit amount that he or she will receive
(e.g., 30 times).

Continued attachment to the labor force is re-
quired. The basic philosophy of the unemployment
compensation program is only those workers who
are legitimate members of the labor force are
eligible for benefits. Therefore, unemployment
must be involuntary before the worker can collect
benefits, which means the worker must be willing
and able to work. This is the principal reason that
benefits are payable through the state employment
offices. The worker desiring to draw benefits must
present himself or herself at the employment office
to collect the money and must be willing to accept
suitable work if it is offered.24 The question of what
constitutes suitable employment can be thorny,
but normally the administrative staff of the state
employment office decides whether the work is
appropriate. The worker who feels he or she has
been unfairly treated is entitled to a hearing. Follow-
ing the philosophy that only those who are invol-
untarily unemployed are entitled to benefits, most

23 The student will no doubt want to look at the unemployment
compensation act of his or her own state. The U.S. Department
of Labor Web site contains current information on state unem-
ployment compensation laws.
24 For example, students unavailable for work while attending
school and women who quit their jobs because of pregnancy or
to get married are ineligible for benefits. However, since 1978,
states are prohibited from automatically disqualifying women
from unemployment benefits solely on the basis of pregnancy.
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state laws deny or limit benefits to workers who quit
without sufficient reason or who are discharged for
misconduct.25

Benefits under State Unemployment Laws The
worker who meets the requirements of previous em-
ployment and involuntary unemployment is enti-
tled to certain benefits as a matter of right, without
the necessity of meeting a needs test. There is no
uniformity among the states in the amount of ben-
efits to which the qualified worker is entitled, and
the benefits payable in some states are higher than
those in others.

In all states, the amount of the benefits to which
the worker is entitled is related to previous earn-
ings. In most states, the method of determining
benefits is to take some percentage or fraction of
the worker’s wages during the quarter of highest
earnings in his or her base year. One of the most
commonly used fractions is 1/26. If the worker was
fully employed during the quarter, the 1/26 benefit
provides a weekly benefit equal to approximately
50 percent of his or her normal full-time earnings.
The amount of the benefit is subject to a state weekly
maximum and minimum. Most states now provide
for an automatic adjustment of the benefit maxi-
mum to coincide with changes in the state’s aver-
age weekly wage of those in covered employment.
A few provide for a sliding maximum based on the
number of dependents the unemployed worker has.
The maxima under effect in the various state laws
in January 2013 varied from $235 a week (in
Mississippi) to $1011 a week (in Massachusetts).
Most states provide for a one-week waiting period
before benefits begin, but 9 states do not require a
waiting week.

In addition to imposing limits on the amount, all
states stipulate a maximum period for which bene-
fits are payable. In most states, this is 26 weeks. How-
ever, Massachusetts has a 30-week maximum. In
periods of high and rising unemployment in a state,
benefits are payable for up to an additional 13 weeks

25 In such circumstances, benefits may be completely or partially
forfeited. For example, under the Iowa law a worker discharged
for misconduct forfeits from four to nine weeks of benefits. A
worker who voluntarily quits a job forfeits all benefits for which
he or she had accumulated credit in that particular job, but the
benefits given up are those accumulated only during the job that
was quit.

under the federal Extended Unemployment Com-
pensation Program.26 Furthermore, the federal gov-
ernment has occasionally created federally funded
programs of supplemental benefits during periods
of national recession. For example, during 2013, the
federal government provided up to an additional
47 weeks of benefits, depending on the state,
through an Emergency Unemployment Compensa-
tion Program.

Retention and Risk Reduction

The limited range of transfer alternatives means that
for most people, the alternatives for managing the
risk of unemployment are retention and reduction.
Unfortunately, the risk of unemployment is one of
those involuntarily retained risks. As in the case of
other retained risks, recognizing the risk is a first
step in dealing with it. The individual should do two
things to address the risk of involuntary unemploy-
ment. The first is to recognize it as a retained risk
and provide a cushion to cover the loss if it should
occur.

Most authorities recommend an emergency or
contingency fund equal to the amount of three to
six months’ expenses. The purpose of this fund is
to cover expenditures during a period of reduced
income or unemployment. With an emergency
fund of this type, the involuntary retention of the
unemployment exposure is at least partially funded.
The emergency fund, combined with the benefits
available from unemployment insurance, will pro-
vide a cushion for unemployment losses if they
occur.

In addition to maintaining adequate funding for
the retention of this risk, it also makes sense to re-
duce the likelihood that the loss will occur. In the
real world, a comprehensive education and spe-
cialized work skills remain the most effective loss-
prevention measures against the peril of involuntary
unemployment. For students, this means selecting
a career that is relatively immune to fluctuations in
employment.

26 Extended benefits are triggered when the unemployment rate
in a state averages 5 percent or more over a 13-week period and
is at least 20 percent more than the rate for the same period in
the two preceding years. The federal government funds approxi-
mately 50 percent of the cost of extended benefits.
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IMPORTANT CONCEPTS TO REMEMBER

premature death
longevity risk
human life value
time value of money
present value discounting
needs approach
capital needs analysis
insurance programming
fund for last expenses
cleanup fund
emergency fund

dependency period
capital liquidation strategy
capital conservation strategy
readjustment expense fund
premarital period
pre-child years of marriage
child-raising years
years approaching retirement
blackout period
estate planning
intestate

federal estate and gift tax rates
incidents of ownership
gross estate
taxable estate
trust
living trust
life insurance trust agreement
life annuity
retirement risk
disability risk
unemployment risk

QUESTIONS FOR REVIEW

1. Briefly explain how the human life value approach
differs from the needs approach in determining the
amount of life insurance an individual should purchase.
What is the relationship between the two approaches?

2. What, if any, are the defects in using the human life
value concept in determining the amount of life insurance
an individual should purchase?

3. The need for life insurance varies with the individ-
ual’s lifestyle. How does this need differ for single individ-
uals, childless couples, and persons with children?

4. Identify the “needs” traditionally considered in deter-
mining the amount of life insurance required for a family.

5. Identify the sources other than life insurance that
might provide resources to meet needs in the case of pre-
mature death.

6. One tool for dealing with the risk of outliving one’s
income is a life annuity. Briefly explain how a life annuity
is able to do this.

7. Identify the resources that might be available to
address the retirement risk.

8. Explain why the disability needs for a particular indi-
vidual are likely to be even greater than the needs in the
case of premature death.

9. How should one deal with the dilemma created
because disability resulting from sickness may extend
beyond age 65, but insurers are generally unwilling to
provide coverage for such disabilities beyond age 65?

10. Identify the resources that may be available for an
individual who experiences a disability.

QUESTIONS FOR DISCUSSION

1. The changing lifestyles of many Americans have
modified some of the traditional principles of insurance
buying. With an increase in the number of two income
families, do you think that the overall need for life insur-
ance has (a) increased or (b) decreased? Why?

2. It is often stated that one of the most neglected
areas in the life insurance field is that of insurance on
the homemaker spouse. In facing the risk management
decision regarding life insurance for the family, where
do you think that life insurance on a spouse who is not
employed outside the home should fit?

3. What reasons can you suggest for providing a life-
time income to a spouse after any children have been

raised? Under what circumstances would you recom-
mend against providing such a lifetime income?

4. “On first consideration, it might seem that the risk of
income loss resulting from premature death is universal.
After all, no one lives forever. But death does not automat-
ically result in financial loss.” Explain why you agree or
disagree with this statement.

5. “The effect of the income loss occasioned by pre-
mature death depends on the circumstances.” Describe
a combination of circumstances in which the effect
of income loss occasioned by premature death is
insignificant.
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CHAPTER 11

SOCIAL INSURANCE
PROGRAMS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify and describe the major classes of benefits in the Old-Age, Survivors, Disability, and
Health Insurance Program (OASDHI)

• Identify the persons who are eligible for benefits under the Old-Age, Survivors, and Disability
Insurance (OASDI) program and how eligibility for benefits is derived

• Explain how benefits under the OASDI program are financed

• Explain how the amount of benefits received under OASDI is determined and the circum-
stances that can lead to a loss of benefits

• Evaluate the financial soundness of the Social Security system and identify the proposals that
have been suggested to improve that soundness

• Explain the rationale for workers compensation laws and outline the principles on which the
workers compensation system is based

• Describe the operation of the workers compensation system, including the types of injuries
covered and the types of benefits

In Chapter 10, we noted how state unemployment
insurance programs address the risk of income loss
associated with unemployment. In this chapter, we
turn to other social insurance programs that con-
tribute to the security of the individual: the Social
Security and workers compensation systems. We
study these social insurance programs to acquire
tools that may be used in dealing with the risks to
income facing the individual. Our examination will
allow us to relate the benefits under these programs

to the overall risk management problem facing the
individual.

OLD-AGE, SURVIVORS, DISABILITY,
AND HEALTH INSURANCE

The Old-Age, Survivors, Disability, and Health Insur-
ance Program (commonly known as Social Secu-
rity) protects eligible workers and their dependents

204
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against the financial losses associated with death,
disability, superannuation, and sickness in old age.
The benefits available under the program to the
dependents of a deceased worker or to a disabled
worker and his or her dependents are an important
part of an individual’s income protection program.
The retirement benefits are a fundamental element
in the individual’s retirement program. Any attempt
to fit insurance to the needs of the family must con-
sider the benefits available under OASDHI. There
are four classes of benefits:

1. Old-age benefits The old-age part of OASDHI pro-
vides a lifetime pension beginning at an individ-
ual’s full retirement age (or a reduced benefit
as early as age 62) to each eligible worker and
certain eligible dependents. The amount of this
pension is based on the worker’s average earn-
ings during some period in the working years.
The full retirement age depends on the worker’s
year of birth and ranges from 65 to 67.

2. Survivors’ benefits Although the Social Security
Act originally provided only retirement benefits,
complaints that the system was unfair to work-
ers who died before retirement (or after retire-
ment) induced Congress to expand the program,
extending benefits to the dependents of a de-
ceased worker or retiree. The survivors’ portion
of the program provides covered workers with a
form of life insurance, the proceeds of which are
payable to their dependent children and, under
some conditions, surviving spouses.

3. Disability benefits Disability benefits were added
to the program in 1956, when such benefits were
extended to insured workers who became dis-
abled between the ages of 50 and 64. In 1960,
this coverage was broadened to all workers who
met certain eligibility requirements. A qualified
worker who becomes totally and permanently
disabled is treated as if he or she had reached
retirement age, and the worker and dependents
become eligible for the benefits that would
otherwise be payable at full retirement age.

4. Medicare benefits The Medicare portion of the
system was added in 1965. It offers people over 65
and certain disabled persons protection against
the high cost of hospitalization, skilled nursing,
hospice care, home health services, and other
kinds of medical care. In addition, it provides
an option by which those eligible for the basic

benefits under the medical program may pur-
chase subsidized medical insurance to help pay
for doctors’ services and other expenses not
covered by the basic plan.1

All income benefits are subject to automatic
adjustments for increases in the cost of living.
Benefits for all recipients are increased automat-
ically each January if the Consumer Price Index
(CPI) shows a rise in the cost of living during the
preceding year. Congress retains the right to legis-
late increases in benefit levels, and there is no auto-
matic increase in any year for which Congress has
legislated an increase.

Eligibility and Qualification Requirements

Initially, the act covered only about 60 percent of the
civilian workforce. The major classes not included
were the self-employed, agricultural workers, gov-
ernment employees, and employees of nonprofit
organizations. Coverage was gradually expanded
until nearly all private employment and self-
employment qualify for OASDHI. Today, more than
95 percent of the labor force is covered, most on
a compulsory basis. Most of those not covered are
state, local, or federal employees.2

To qualify for benefits, an individual must have
credit for a certain amount of work under Social
Security. Insured status is measured by quarters of
coverage, and individuals earn these quarters by
paying taxes on their wages. Some benefits are
payable only if the worker has enough quarters of
coverage to be considered fully insured, whereas
other benefits are payable if the worker is merely
currently insured.

Quarter of Coverage For most employment
before 1978, an individual earned one quarter of
coverage for each calendar quarter in which he
or she paid the Federal Insurance Contribution Act
(FICA) tax on $50 or more in wages. (A calendar

1 The original income protection elements of Social Security
(Old-Age, Survivors, and Disability Insurance) are referred to
as OASDI. The expanded system, which includes Medicare, is
OASDHI. Medicare benefits are discussed in Chapter 22.
2 Employees who are covered under a state or local government
retirement system may elect to be included under OASDHI by
referendum. Federal employees hired after December 31, 1983,
are included in the OASDHI program.
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quarter is any three-month period beginning
January 1, April 1, July 1, or October 1.) Since 1978,
the level of earnings on which FICA taxes must be
paid for a quarter of coverage is adjusted annu-
ally, based on increases in average total wages for
all workers. By 2013, one quarter of coverage was
granted for each $1160 of earnings, up to a maxi-
mum of four quarters per year. Further increases will
take place as the average total wages for all workers
increase.

Fully Insured Status Fully insured status is
required for retirement benefits. To be fully insured,
the worker must have one quarter of coverage for
each year starting with the year in which he or she
reaches age 22, up to, but not including, the year in
which the worker reaches age 62, becomes disabled,
or dies. For most people, this means 40 quarters of
coverage. No worker can achieve fully insured status
with fewer than 6 quarters of covered employment,
and no worker needs more than 40 quarters. Once
a worker has 40 quarters of coverage, he or she is
fully insured permanently.

Currently Insured Status To be currently insured,
a worker needs 6 quarters of coverage during the
13-quarter period ending with the quarter of death,
entitlement to retirement benefits, or disability.
Basically, currently insured status entitles children
of a deceased worker (and the children’s mother or
father) to survivor’s benefits and provides a lump-
sum benefit in the event of the worker’s death.

Financing

The OASDHI program is administered by the Social
Security Administration.3 It is financed through a
system of payroll and self-employment taxes levied
on all persons in the program. For wage earners, a
tax is paid on wages up to a specified maximum
by employers and employees. In the original act of
1935, a tax rate of 1 percent applied to the first $3000
of an employee’s wages, and the employer and em-
ployee were each liable for the tax up to a $30 annual
maximum each. When the Medicare program was
added in 1965, a separate Hospital Insurance (HI)

3 The Social Security Administration maintains an exceptionally
useful Web page at http://www.ssa.gov/. The site provides current
detailed information on all facets of the OASDHI program with a
link to the Medicare Web site (http://www.medicare.gov).

tax was added, which was combined with the Old-
Age, Survivors, and Disability tax to make up the
total FICA tax. The tax rate and taxable wage base
to which it applies have increased over time as the
program has expanded. In 2013, the Old-Age, Sur-
vivors, and Disability tax was 6.2 percent and the
Medicare tax was 1.45 percent, making a combined
rate of 7.65 percent, payable by the employee and
matched by the employer.

The Old-Age, Survivors, and Disability tax
applies to a taxable wage base that automatically
increases in the year following an automatic bene-
fit increase. Like the automatic increases in benefit
levels, congressional changes in the taxable wage
base override the automatic adjustment provisions.
Automatic increases in the earnings base are geared
to the increase in average wages for all workers. With
the legislated changes and automatic adjustments,
the taxable wage base had increased to $113,700
by 2013 and will continue to increase in the future.
Historically, the Medicare tax applied only up to
the maximum taxable wage base. The 1993 Tax
Reform Act eliminated the maximum wage base for
the Medicare tax, and the tax now applies to total
earned income without limit.

Self-employed persons pay a tax rate that is equal
to the combined employer-employee contribution
(i.e., 15.3 percent in 2013). Self-employed persons
are allowed a deduction against income taxes equal
to half the self-employment taxes paid for the year.

In addition to the basic OASDI and Medicare taxes
that apply to everyone, the Patient Protection and
Affordable Care Act of 2009 (“Obamacare”), created
two new taxes, targeted at high income individu-
als, that become effective in 2013. The Unearned
Income Medicare Contribution Tax is a new tax on in-
vestment income. Specifically, the tax is 3.8 percent
of the lower of (1) net investment income for the
year and (2) modified adjustable gross income
(AGI) over a threshold amount. The threshold
amount is $250,000 of modified AGI for married
individuals filing jointly, $200,000 for single individ-
uals, and $125,000 for a married individual filing
separately, and these thresholds are not indexed.
Certain sources of income are exempt from the tax,
including tax-exempt municipal bond interest, non-
taxable veteran’s benefits, and distributions from
qualified retirement plans.

The Additional Medicare Tax is .9% of wages, com-
pensation, and self-employment income above a
threshold. The threshold is $250,000 for married
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taxpayers filing jointly, $125,000 for a married tax-
payer filing separately, and $200,000 for a single
taxpayer. There is no employer match on the these
taxes, and the thresholds are not indexed.

Some costs are financed from general funds of the
U.S. Treasury. Among these are certain costs under
the Medicare program and cash payments to some
uninsured persons over age 72.

Amount of Benefits

Most OASDHI benefits are based on a benefit called
the primary insurance amount (PIA). The PIA is the
amount of the retirement benefit payable to a worker
who retires at normal retirement age (which is
between 65 and 67, depending on the year of birth).
It is computed from the individual’s average indexed
monthly earnings (AIME), which is the worker’s
average monthly wages or other earnings during his
or her computation years, indexed to current wage
levels. All monthly income benefits under OASDI to
the worker and his or her eligible dependents are
based on the PIA.

Computing the Primary Insurance Amount

The first step in computing the primary insur-
ance amount is to determine the average indexed
monthly earnings. This is the average monthly earn-
ings on which the worker paid FICA taxes, indexed
to current wage levels. It is calculated by indexing
prior earnings, dropping some low years, and cal-
culating the average.

Indexing Earnings A worker’s past earnings are
indexed to wage levels in effect in the second year
prior to eligibility, by comparing average wages
covered by Social Security over the years. For
example, consider an individual who reached age
60 in 2011 and was applying for benefits in 2013.
Since individuals are first eligible for retirement
benefits at age 62, prior earnings would be indexed
to the year in which the person reached age 60, or
2011. Average earnings in 2011 ($42,979.61) were
4.9797 times average earnings in 1975, so wages
earned in 1975 would be indexed by multiplying the
worker’s FICA-taxed wages in 1975 by 4.9797. Other
years’ wages would be similarly adjusted. Earnings
after the index year are not adjusted.

Dropping Low Years After indexing prior earn-
ings, the individual may be permitted to drop some
low years of earnings. The number of years that must

be included when computing the average depends
on the age of the individual and the type of bene-
fits for which he or she is applying.4 An individual
who works longer than the required number of years
may be able to exclude some additional years of low
earnings. On the other hand, if the individual was
not employed at least the required number of years,
some years of zero earnings must be included when
calculating the average.

Computing the Primary Insurance Amount

After dropping the allowed number of years of low
earnings, total indexed earnings are divided by the
number of months included to produce the AIME.
The AIME is converted to the PIA using a formula
prescribed by law. The formula used in converting
the AIME to the PIA provides for a higher percentage
of the average indexed earnings at lower income
levels than at higher income levels.5 For a worker
with low earnings (45 percent of average wages
during working years), the PIA is about 50 percent of
preretirement earnings, but workers with high earn-
ings (160 percent of average wages) receive about
30 percent of preretirement earnings.

Classes of Benefits

Retirement Benefits Workers who are fully
insured are entitled to receive a monthly pension
for the rest of their lives. If the worker retires at full
retirement age, the benefit is equal to 100 percent of
his or her PIA. Workers may elect to receive benefits
as early as age 62, but the benefit is reduced 5/9 of

4 Calculating the number of years to include requires first calcu-
lating the number of elapsed years. Elapsed years are the years
beginning the year in which the worker reached age 22 and end-
ing with the year before the one in which the worker becomes
62, dies or is disabled. Most workers must calculate the AIME
using the years of earnings equal to the number of elapsed
years minus 5. For workers applying for retirement benefits, this
requires 35 years of earnings (40 minus 5). Fewer years may be
included if the PIA is being calculated for a worker who has died
or became disabled.
5 For a worker reaching age 62 in 2013, the PIA was computed
on the basis of the following formula: 90 percent of the first $791
of AIME, plus 32 percent of the AIME from $791 to $4768, plus
15 percent of the AIME above $4768. The dollar amounts in the
formula, known as bend points, are subject to adjustment based
on changes in the national average monthly wages. See the Social
Security Web site for illustrative benefits (http://www.ssa.gov). For
example, an individual who has earned at least the maximum
taxable wage base each year since age 22 and retires in 2013 at
age 65 would receive a monthly benefit of $2414.
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1 percent for each month prior to full retirement age
that benefits commence (a 20 percent or greater
reduction at age 62). The age at which full retire-
ment benefits are payable was originally age 65, but
in the year 2000, it began increasing in gradual steps
to age 67. Workers who delay retirement receive an
increase in their PIA for each month between full
retirement age and 72 that they delay retirement.
This credit varies, depending on the date of birth. It
increased according to a legislated schedule until it
reached 2/3 percent per month in 2008.

In addition to the benefits received by the worker
at retirement, others may receive benefits if the
worker was fully insured. Total benefits received by
the family, however, are subject to an overall maxi-
mum family benefit.

Spouse’s Benefit The spouse of the retired worker
(or a spouse divorced after 10 years of marriage) is
entitled to a retirement benefit at full retirement age
equal to 50 percent of the worker’s PIA. Like the
retired worker, the spouse may choose a perma-
nently reduced benefit as early as age 62. The ben-
efit to the spouse of a retired worker is reduced
25/36 percent for each month prior to full retirement
age.6

Children’s Benefit The benefit for children of a
retired worker is payable to three classes of depen-
dent children: (1) unmarried children under age
18; (2) unmarried children age 18 or over who are
disabled, provided they were disabled before reach-
ing age 22; and (3) unmarried children under age
19 who are full-time students in an elementary or
secondary school. The benefit to each eligible child
of a retired worker is 50 percent of the worker’s.

Mother’s or Father’s Benefit A retired worker’s
spouse who has not yet reached age 62 may still
be entitled to a benefit if he or she has care of a
child who is receiving a benefit. A mother’s benefit is
payable to the wife of a retired worker and a father’s
benefit is payable to the husband of a retired worker
if either has care of child under 16 or a disabled

6 A divorced spouse is entitled to receive a retirement benefit even
if the worker on whose account the benefit is based continues
working if both parties are at least age 62, were married for 10
years, and have been divorced for at least two years.

child who is receiving a benefit.7 This benefit is
50 percent of the worker’s PIA.

Family Maximum All income benefits payable to
a worker and his or her dependents are subject to a
family maximum. The family maximum is based on
a formula applied to the PIA.8 If total family benefits
are greater than the family maximum, each individ-
ual’s benefit, except the retired worker’s, is reduced.

Survivors’ Benefits Benefits are payable to certain
dependents of a deceased worker, provided that the
worker had insured status, which varies for the differ-
ent classes of survivors’ benefits. Once again, total
benefits are subject to an overall maximum family
benefit. The benefits payable under this part of the
program include the following:

Lump-Sum Death Benefit A $255 lump-sum
death benefit is payable to the surviving spouse or
children of the deceased worker.

Children’s Benefit The children’s benefit is
payable to dependent children of a deceased
worker in any of the three classes noted earlier. The
benefit to each eligible child of a deceased worker
is 75 percent of the worker’s PIA.

Mother’s or Father’s Benefit A mother’s or
father’s benefit is payable to the widow or widower
of a deceased worker who has care of a child
under 16 (or a disabled child over 16) who is
receiving benefits. This benefit is 75 percent of the
worker’s PIA.

Widow’s or Widower’s Benefit The widow or
widower of a deceased worker (or a worker’s
divorced wife of 10 years of marriage) is entitled
to a retirement benefit at age 65 equal to 100 per-
cent of the worker’s PIA. The widow or widower
may elect to receive a permanently reduced benefit
as early as age 60. The widow’s or widower’s benefit
is also payable to the spouse of a deceased worker
who becomes disabled after age 50 and not more

7 Prior to 1975, the law provided only for a “mother’s” benefit (i.e.,
a benefit to the female spouse of a retired or deceased worker
with a child in her care). The U.S. Supreme Court ruled that
the provision of such a benefit only to females was unconstitu-
tional and that it deprived working women of a form of protection
afforded to working men.
8 This formula, like the PIA formula, includes dollar bend points
that are subject to adjustment based on increases in the average
total wages of all workers.
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than 7 years after the death of the worker or the end
of his or her entitlement to a mother’s or father’s
benefit. A disabled widow or widower age 50 to 59
who is entitled to a benefit receives 71.5 percent of
the PIA. 9

Parents’ Benefit The parents’ benefit is payable
to a deceased worker’s parents who are over age
62 if they were dependent on the worker for sup-
port at the time of death. One parent is entitled to a
retirement benefit at age 62 equal to 821/2 percent
of the worker’s PIA. The maximum benefit for two
dependent parents is 150 percent of the worker’s
PIA (75 percent each).

Required Insured Status Under the survivors’
benefit program, the children’s benefit, mother’s
or father’s benefit, and lump-sum death benefit are
paid if the worker is fully or currently insured. All
other benefits are payable only if the worker was
fully insured.

Disability Benefits Disability benefits are payable
to a worker and eligible dependents when a worker
who meets special eligibility requirements is dis-
abled within the meaning of that term under the
law. Disability is defined as a “mental or physical
impairment that prevents the worker from engaging
in any substantial gainful employment.” The dis-
ability must have lasted for 6 months and must be
expected to last for at least 12 months or be ex-
pected to result in the prior death of the worker.
Persons who apply for Social Security benefits
are referred to the state agencies called disability
determination services (DDSs) to evaluate the dis-
ability. If the state agency is satisfied that the worker is
disabled as defined by the Social Security Act, the
individual is certified as such and benefits are paid.
However, benefits do not start until the worker has
been disabled for five full calendar months.

Qualification requirements for disability benefits
depend on the worker’s age. Workers who become
disabled before reaching age 24 qualify if they have
6 quarters out of the 12 quarters ending when
the disability began. Workers who became disabled
between ages 24 and 31 must have 1 quarter of cov-
erage for each 2 quarters beginning at age 21 and

9 The widow’s or widower’s retirement benefit is reduced 19/40
of 1 percent for each month prior to full retirement age that the
benefits commence (thus, a benefit equal to 711/2 percent or less
of the PIA at age 60).

ending with the onset of disability. Workers over age
31 must be fully insured, and must have 20 out of
the last 40 quarters in covered employment.

In general, disability benefits are payable to
the same categories of persons and in the same
amounts as retirement benefits but are subject to
a special family maximum benefit. Total monthly
payments for a disabled worker with one or more
dependents are limited to the lower of 85 percent
of the worker’s AIME or 150 percent of the worker’s
disability benefit (but not less than 100 percent of
the worker’s PIA).10

The disability insurance program has a number
of provisions designed to encourage beneficiaries
to return to gainful employment. Beneficiaries may
be referred to state vocational rehabilitation agen-
cies for assistance. They are permitted to return to
employment for a “trial work period” without
adversely affecting their benefits. Any month in
which the beneficiary earned more than $750 (for
2013) is counted as part of the trial work period. The
individual does not lose disability benefits until he
or she has had nine such months during a rolling
60-month period.

Summary of Qualification Requirements

Although the preceding discussion may seem com-
plicated, the nature of the qualification require-
ments can be summarized concisely, and although
all qualifications are important, some seem more
so than others. The survivors’ benefits payable to
children and mother’s or father’s benefits require
only that the worker have been fully or currently
insured. To be eligible for any retirement benefits,
the worker must have been fully insured. Table 11.1
summarizes the qualification requirements for the
various categories of benefits under OASDHI.

Loss of Benefits—the OASDHI Program

A person receiving benefits may lose eligibility
for benefits in several ways. The most common

10 Disability benefits under OASDHI may be reduced if the in-
dividual also receives workers compensation benefits. The law
limits combined benefits to 80 percent of the disabled person’s re-
cent earnings. Some states have reverse offset plans under which
workers compensation benefits are reduced if the worker is enti-
tled to Social Security benefits.
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TABLE 11.1 Insured Status Required for OASDHI Benefits

Benefit Insured Status Required of Workers

Survivors’ Benefits
Children’s benefit Fully or currently insured
Mother’s or father’s benefit Fully or currently insured
Dependent parent’s benefit Fully insured
Widow or widower age 60 or over Fully insured
Lump-sum death benefit Fully or currently insured

Retirement Benefits
Retired worker Fully insured Spouse of retired worker
Fully insured Child of retired worker Fully insured Mother’s or father’s benefit
Fully insured

Disability Benefits
Disabled worker Twenty of last 40 quarters fully insured or
Dependent of disabled worker Six of last 12 quarters if under age 24

One of every 2 quarters since age 21 if between 23 and 31
Medicare Benefits Entitlement to cash benefits under Social Security or Railroad

Retirement, or have reached age 65 before 1968, or meet special
eligibility requirement

causes of disqualification under the law are the
following:11

1. Divorce from a person receiving benefits For
example, a retired worker’s wife or husband who
is receiving a benefit based on the qualification
of that worker loses the right to the benefit after
divorce unless he or she was married to the
worker for 10 years or longer.

2. Attainment of age 18 by a child receiving benefits
The benefit payable to the child of a deceased,
retired, or disabled worker stops when the child
reaches age 18 unless the child is in high school,
in which case the benefit is payable until age 19.
When the child reaches age 16, the mother’s or
father’s benefit stops even though the child con-
tinues to receive a benefit. The child-raising
widow or widower of a deceased worker, there-
fore, faces a period during which no benefits are
payable. Between the time the youngest child
turns 16 and the time the widow or widower
reaches age 60, no benefits are payable. This
period is commonly referred to as the blackout
period.

11 In addition to the causes of disqualification listed, benefits may
be lost because of conviction of treason, sabotage, or subversive
activity; deportation; work in foreign countries unless that work
is covered under OASDHI; and the refusal of rehabilitation by a
disabled beneficiary.

3. Marriage The rules governing the loss of benefits
through marriage or remarriage are complicated.
As a rule, if a person receiving a monthly bene-
fit as a dependent or survivor marries someone
who is not a beneficiary, his or her payment stops.
On the other hand, when both parties are benefi-
ciaries, payments may continue. For example, a
widow receiving mother’s benefits (because of a
child under 16) will keep her benefits if she mar-
ries an individual receiving retirement or disabil-
ity benefits. There are a number of exceptions to
these rules.12 Interested persons should contact
their local Social Security office for a determina-
tion in specific situations.

4. Adoption If a child receiving a benefit is adopted
by anyone except a stepparent, grandparent,
aunt, or uncle, the payment to the child stops.

5. Disqualifying income Sometimes, persons receiv-
ing Social Security benefits continue to work.
Some work full-time, others only part-time. The
same is true with respect to dependents receiv-
ing benefits. The Social Security laws provide that
if a person receiving benefits earns additional
income, he or she may lose a part or all of his or

12 For example, children under 18 lose their benefits if they marry,
regardless of whom they marry. Widows, widowers, and surviv-
ing divorced spouses lose their benefits based on the deceased
worker’s earnings if they remarry before age 60. Benefits to a sur-
viving spouse or a divorced surviving spouse are not terminated
if he or she remarries after age 60.
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her benefits, depending on the amount earned.
Certain amounts of earnings are permitted, but
earnings in excess of these amounts reduce the
Social Security benefit.

Disqualifying Income For 65 years, from its incep-
tion in 1935 until 2000, the Social Security System
enforced an “earnings test,” under which benefits
payable to beneficiaries could be reduced if the
beneficiary had earned income. In 2000, faced with
what most people agreed was a growing crisis in the
system, Congress decided to eliminate the Social
Security earnings test for persons over the normal
retirement age. This means that a worker can con-
tinue to work full-time and draw his or her full Social
Retirement benefit.

For beneficiaries under their normal retirement
age, the earnings test remains, and Social Security
benefits are reduced if the individual’s earned
income exceeds exempt amounts. The annual
exempt amount of earnings increases each year,
based on increases in national earnings. In 2013,
the exempt earnings amount for persons under the
normal retirement age was $14,640. For earnings in
excess of the exempt amount, $1 in benefits will be
withheld for each $2 in earnings in excess of the
exempt amount.

Because some earnings can reduce Social Secu-
rity benefits, it is important to distinguish those types
of income that do not affect Social Security bene-
fits. Among the items that do not count as disqual-
ifying income are (1) pensions and retirement pay,
(2) insurance annuities, (3) dividends from stock
(unless the person is a dealer in stock), (4) interest
on savings, (5) gifts or inheritances of money or
property, (6) gain from the sale of capital assets,
and (7) rental income (unless the person is a real
estate dealer or participating farm landlord).

Taxation of Benefits Social Security benefits were
originally exempt from taxes. Beginning in 1984,
however, beneficiaries who have significant income
in addition to the Social Security benefits must pay
taxes on a portion of their Social Security benefits.
The amount of the benefits subject to tax depends
on the combined income and the filing status of the
individuals. Combined income is the sum of adjusted
gross income (AGI), tax-exempt interest, and half of
the Social Security benefits. If combined income for
an individual is between $25,000 and $34,000 or if
income for a couple filing jointly is from $32,000 to

$44,000, 50 percent of the Social Security benefit
may be taxed. For combined income above $34,000
for a single individual or $44,000 for a couple filing
jointly, up to 85 percent of benefits may be taxed.

Because the provisions relating to taxation of
Social Security benefits in the second tier were en-
acted later and are superimposed on the first tier, the
system will become clearer if we discuss the two tiers
in the sequence in which they became effective.

For the first tier, the amount of benefits subject
to tax is the smaller of (1) half the Social Security
benefits or (2) half of the amount by which mod-
ified AGI (adjusted gross income plus tax-exempt
interest) plus half of the Social Security benefits
exceed the so-called base amounts, namely $25,000
for single taxpayers and $32,000 for married taxpay-
ers filing jointly.13

Because the formula for the first tier is confusing,
let us consider an example. Abner, Baker, and Cole
are all single taxpayers, and each receives $18,000
in Social Security benefits. Abner has $10,000 in
earned (taxable) income, Baker has $15,000 in
earned income, and Cole has $30,000 in taxable
income. In addition, each has $5,000 in tax-exempt
interest. The determination of the portion of Social
Security benefits that must be included as taxable
income is made as follows:

Abner Baker Cole

Earned income $10,000 $15,000 $30,000
Tax-exempt interest 5,000 5,000 5,000
Modified AGI 15,000 20,000 35,000
Plus: Half of Social 9,000 9,000 9,000

Security benefit
Combined income 24,000 29,000 44,000
Less: Base amount 25,000 25,000 25,000

Excess combined
income over base 0 4,000 19,000

Half of Social 9,000 9,000 9,000
Security benefits

Half of excess of
combined income
over base 0 2,000 9,500

Amount taxable 0 2,000 9,000

As this chart shows, none of Abner’s Social Secu-
rity benefits will be included in taxable income. His

13 The base amount for married taxpayers who file separate re-
turns but who live together at any time during the year is zero.
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combined income plus half of his Social Security
benefit is less than the $25,000 base amount; since
this is less than half of the Social Security benefit,
none of his benefits is taxable. Baker’s combined
income plus half of his Social Security benefits
exceeds the base amount by $4000; half of this
$4000 is smaller than half of the Social Security
benefits, so $2000 is includable in taxable income.
Finally, Cole’s combined income plus half of his
Social Security benefits exceeds the $25,000 base
amount by $19,000. Since half of the $19,000 is
greater than half of his Social Security benefits, he
will be taxed on half of the Social Security benefits.

Perhaps because the rules were not sufficiently
complex, Congress added the second tax tier for
tax years beginning in 1994. Under the new rules,
persons whose modified AGI plus half the Social
Security benefit exceeds $34,000 ($44,000 on a joint
return) will be taxed on up to 85 percent of their
Social Security benefit. These taxpayers must in-
clude in gross income the lesser of the following:

• 85 percent of the total benefits received, or

• 85 percent of the amount by which AGI plus half
of the Social Security benefits exceeds the $34,000
or $44,000 threshold, plus the smaller of (1) the
amount that would have been included under pre-
1993 law or (2) $6000 on a joint return ($4500 on
a single return).

Cole, who would have been required to include
$9000 in Social Security benefits under prior law,
is subject to the new threshold. Using the $34,000
threshold effective since 1994, determination of the
benefits includable in Cole’s taxable income is the
following:

Post 94

Taxable income $30,000
Tax-exempt interest 5,000

Modified AGI 35,000
Plus: 50 percent of Social Security

benefit
9,000

Combined income 44,000
Less: Base amount 34,000

Excess combined income over base 10,000
Includable in taxable income is
—the lesser of 85 percent of Social

Social Security benefit 15,300
or
—the sum of 85 percent of the excess 8,500
—plus the smaller of $4,500 or the

amount includable under prior law 4,500 13,000

To compute the taxable income for persons
whose combined income exceeds the higher
thresholds, the amount that would have been in-
cludable under prior law must first be computed.
The amount that is included is then the lesser of
85 percent of the Social Security benefit ($15,300)
or 85 percent of the combined income in excess of
the threshold ($8500) plus the smaller of $4500 or
the amount that would have been includable under
the previous rules ($9000). Since $8500 plus $4500
($13,000) is less than $15,300, $13,000 will be includ-
able in taxable income.

Social Security recipients fall into three classes
with respect to taxation of benefits: (1) persons
whose Social Security benefits are not taxed;
(2) persons who must include up to 50 percent of
their Social Security benefits in taxable income; and
(3) persons who must include up to 85 percent of
their Social Security benefit in their taxable income.
Revenues from the increased taxation of Social
Security benefits are transferred to the Medicare
Hospital Insurance (HI) trust fund.

Soundness of the Program

One of the central issues in the debate over passage
of the Social Security Act was the system’s financing.
Many authorities proposed that the federal govern-
ment support the program out of general revenues;
others maintained that it should be financed com-
pletely by the contributions of the workers and their
employers. The decision was reached that only
revenues provided by Social Security taxes would
be used to pay benefits. The intent at that time (and
the principle that has, for the most part, been carried
down to the present) was that the system should be
self-supporting from contributions of covered work-
ers and their employers. The bases for this decision
were complex, but one of the primary reasons was
to give the participants a legal and moral right to the
benefits.14

Once the issue of a self-supporting program was
settled, there was disagreement over whether to

14 As Franklin D. Roosevelt aptly put it, “Those taxes were never a
problem of economics. They are politics all the way through. We
put those payroll contributions there so as to give the contributors
a legal, moral, and political right to collect their pensions and
their unemployment benefits. With those taxes in there, no damn
politician can ever scrap my social security program.” Quoted in
Arthur M. Schlesinger, Jr., The Coming of the New Deal (Boston:
Houghton Mifflin, 1959), pp. 308ff.
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fund the program with a reserve similar to those
used in private insurance or whether to operate it
on a pay-as-you-go basis. The proponents of a pay-
as-you-go approach prevailed, creating the system
in use.

Pay-as-You-Go System Under the pay-as-you-go
system, those who are eligible receive benefits out
of Social Security taxes paid by those who are work-
ing. In turn, today’s workers will receive benefits
after retirement from funds paid by the labor force at
that time. The money collected is allocated to trust
funds, from which the benefits are paid. There are
separate trust funds for the Old-Age and Survivors
program, the Disability program, the Hospital Insur-
ance program of Medicare, and the Supplementary
Medical Insurance program. The trust funds were
conceived as a contingency reserve to cover peri-
odic fluctuations in income but not to fund liabili-
ties to future recipients.

The rationale for the pay-as-you-go system seems
logical. Given a stable system with a high ratio of tax-
payers to beneficiaries, modest tax rates can support
relatively generous benefits. When current workers
retire, their retirement benefits will be funded by
a new generation of taxpayers (and a larger one if
there is population growth). Moreover, those taxpay-
ers will make contributions based on higher earn-
ings as a result of improved national productivity. In
theory, this results in an increasing level of benefits.

Difficulties arise, however, when the relationship
between the number of beneficiaries and the num-
ber of taxpayers changes adversely. If fewer taxpay-
ers can support the benefits, tax rates must rise. That
is, in fact, what has happened.

The combined Social Security contribution for
employers and employees climbed from a modest
$348 in 1965 to $17,396 for workers earning $113,700
in 2013, with further increases likely in the future. For
the average wage earner, the greatest increase in the
cost of living over the past 25 years has been the hike
in Social Security taxes.

The increasing tax for workers covered under
the program and the predicted financial difficul-
ties stem from two causes: the increasing number
of beneficiaries under the program and the increas-
ing level of benefits. In 1947, when only retired per-
sons and survivors were eligible for benefits, about 1
out of every 70 Americans received Social Security
checks. With the expansion of the program to
include disabled workers and their dependents,
coupled with the changing age structure of the

population, the ratio of beneficiaries to taxpayers
had increased to about 1 to 3.3 by 1998. As the large
cohort of post-World War II baby boomers reaches
age 65, the ratio will become even worse. In 2035, it
is projected that there will be 2 taxpayers for each
beneficiary with a continued gradual decrease after
that due to increasing longevity.

The growth in the number of recipients and
increasing benefit levels caused the system to reach
a critical point in the late 1970s. In December 1977,
Congress enacted a Social Security bailout plan
to save the system from impending bankruptcy. It
included the largest peacetime tax increase in the
history of the United States up to that time. In sign-
ing the 1977 amendments, President Jimmy Carter
stated, “Now this legislation will guarantee that from
1980 to the year 2030, the Social Security funds will
be sound.” Unfortunately, the measures designed to
save the system did not contain a sufficient margin
of safety. As a result, the salvation was short-lived
and another financing crisis occurred in 1981–1983.
By 1981, the system’s board of trustees warned in
its annual report to Congress that, even under the
most optimistic assumptions, the OASDI trust fund
would be bankrupt by the end of 1982. In 1982, the
Old-Age and Survivors Trust Fund was forced to bor-
row from the Disability and Hospital Insurance trust
funds to meet benefits obligations. Recognizing that
corrective action was imperative, President Reagan
appointed the bipartisan National Commission on
Social Security Reform in December 1981 to review
the system’s financing problems and to recommend
a solution. In mid-1983, Congress enacted legisla-
tion embodying the commission’s proposals. The
1983 legislation included massive tax increases in
1988 and 1990, a gradual increase in the normal
retirement age beginning in the year 2000, and tax-
ation of Social Security benefits for persons with
incomes above a certain level.

In an effort to avoid a repetition that occurred
as a result of faulty assumptions in the 1977 legisla-
tion, the changes enacted in 1983 were made on the
basis of ultraconservative estimates. Recognizing
the need to plan for the large numbers of individ-
uals retiring in the next century, Congress enacted
changes that would result in surpluses for a period
of time, that is, revenues exceeding disbursements.
Because the economy performed better than had
been anticipated, the Social Security trust funds in-
creased from modest contingency funds totaling
about $45 billion in 1982 to more than $2 trillion
in 2007. According to the 2013 Annual Report of
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the Board of Trustees of the OASDI Trust Funds,
combined assets of the Old Age Survivor Insurance
Fund and Disability Income Fund are projected to
increase over the next several years, from $2.678
billion at the beginning of 2012 to $3.06 billion at
the beginning of 2021. Beginning in 2021, however,
assets will begin to decline, as benefits exceed taxes
and interest. Under intermediate assumptions, trust
fund assets are projected to be exhausted in 2033.15

A further complication is that the assets of the trust
funds are invested only in federal government secu-
rities, a special class of securities that are only avail-
able to the Social Security program. In effect, this
means the federal government is borrowing from the
program. The securities are backed by the full faith
and credit of the federal government, and as the trust
funds decrease, the federal government will have to
redeem the bonds. Some experts point to the chal-
lenge of doing so, particularly with the concerning
federal debt and deficit positions. Thus, there con-
tinues to be a basis for concern about the long-run
soundness of the program. The fundamental imbal-
ance between workers and recipients will continue
to grow, increasing the difficulty of funding benefits
to future recipients.

Proposals for Change In the face of these prospec-
tive difficulties, a number of changes in the system
have been proposed. Some suggest a revision in the
financing of the system; others call for a reevalua-
tion of benefit levels.

Proposals for Changes in Financing The propos-
als for changes in financing the system have been
many and varied. One approach suggests that the
increased costs of the system be financed through
higher taxes rather than through raising the earnings
base. Proponents of this position argue that benefit
increases should not be financed by the “painless”
process of increasing the tax base. Higher tax rates
would require all covered workers to share in the in-
creased cost, thereby making the desirability of the
increased benefits an issue to be considered by all.

Other proposals for changes in the system’s fund-
ing take a directly opposite position, maintaining
the system is highly regressive (most burdensome
on low-income groups) and the tax base should be
eliminated completely, with Social Security taxes

15 2012 Annual Report of the Board of Trustees of the Old-Age
and Survivors Insurance (OASI) and Disability Insurance (DI)
Trust Funds.

applying to all income earned. Others of this school
have suggested the system should be financed out of
general revenues rather than through a separate tax.

Proposals for Changes in Benefit Levels The
Social Security system was originally developed on
the principle that the amount of the social insurance
benefit should be sufficient to provide a floor of pro-
tection, meaning an amount sufficient to maintain
a minimum standard of living. This floor of protec-
tion was then to be supplemented by the individual
through private insurance or other devices. Some
critics believe the system provides benefits to recip-
ients in excess of this floor of protection level. They
have suggested that the level of benefits be limited.

A second proposal for changing the benefits struc-
ture focuses on the age for receiving full retirement
benefits. When the Social Security Act was passed in
1935, the normal retirement age for benefits was 65.
The 1983 amendments instituted a gradual increase
in this age to 67 years by the year 2022. Some critics
argue this compromise did not go far enough and
there should be a significant and faster increase in
the normal retirement age. They base this argument
on the dramatic improvements in life expectancy
since 1935, resulting in a longer period of retirement
for current retirees.16

A third proposal focuses on changes in the way
benefit increases are determined. Currently, bene-
fits increase annually by the increase in the Con-
sumer Price Index (CPI). Economists argue that
the CPI overstates the effect of price increases on
consumers because the measure ignores how
people adjust their buying patterns to a change in
relative prices. For example, if beef prices increase
while chicken does not, consumers might consume
more chicken. Failing to account for these substitu-
tion effects is known as substitution bias. In response
to the problem, the U.S. Department of Labor’s
Bureau of Labor Statistics developed an alterna-
tive measure, known as the Chained-CPI, which pro-
duces slightly lower measures of inflation. A num-
ber of policymakers have recommended using the
Chained-CPI for determining Social Security cost-of-
living adjustments (COLA), which would result in a

16 According to Hardy and Hardy, Social Insecurity, in 1935, the re-
maining life expectancy for a man retiring at age 65 was 11.9 years.
(For a woman it was 13.2 years.) By 2009, the life expectancy of
a 65-year-old in the United States was 17.6 years for a male and
20.3 years for a female, according to the OECD.



CHAPTER 11 SOCIAL INSURANCE PROGRAMS 215

reduction in COLAs of approximately .25 percent
annually. In March 2013, the Congressional Budget
Office estimated such a change would cut Social
Security benefits by a total of $127.2 billion between
2014 and 2023.

Privatizing Social Security The most dramatic
proposal for addressing the financial problems
affecting Social Security is that it be privatized, with
a change from the current pay-as-you-go system to a
program with advance funding, in which contribu-
tions by workers and their employers are invested
in the private sector. At one time, this would have
been unthinkable. As long as Social Security was
a “good deal” for participants and provided bene-
fits that were substantially greater than the contribu-
tions they had made, a fundamental reform such as
privatization was politically impossible. The current
crisis in the system and the increasing imbalance
between participant contributions and benefits has
opened consideration to a variety of alternatives,
including privatization, an idea that some scholars
support.

One of America’s most respected economists,
Professor Martin Feldstein of Harvard University,
has argued in favor of privatization.17 The problem,
according to Professor Feldstein, is the pay-as-you-go
system we use to finance the Social Security system.
With benefits financed by current tax revenues, the
600 percent increase in the tax rate and the growth
in the labor force since the Social Security Act was
adopted has permitted the Social Security System
to pay retirees more in benefits than those retirees
paid in taxes during their working years. For cur-
rent workers, and for those who will be entering
the labor force, Social Security tax rates will have to
increase to balance the aging of the population and
the increasing number of retirees relative to those
who are working. This means that the rate of return
that future workers will receive on their contribu-
tions is limited to the rate at which Social Security
tax revenues will increase. This, it appears, will be
limited to the increases, which in turn depends on
the growth in incomes and population. According
to Feldstein, the implicit rate of return that is achiev-
able from these sources is a modest 2.5 percent.

17 See “Time to Privatize Social Security,” by Martin Feldstein, Wall
Street Journal, March 8, 1996.

If the problem is a low rate of return, Feldstein
argues, why not invest Social Security revenues
where the return will be greater? Historically, over
the past 30 years, funds that have been invested
in stocks and bonds have earned a higher return
than the U.S. government assets in which the funds
are invested. Shifting contributions from the current
unfunded system to a funded program with Indi-
vidual Retirement Accounts (IRAs) or 401(k) plans
would permit employees to earn that higher rate of
return. Professor Feldstein estimated that if contribu-
tions were invested in a funded account earning a
real return of 9 percent, the cost of financing Social
Security benefits would be cut by about 80 percent.

Many other nations have done what Professor
Feldstein has recommended, shifting from un-
funded pay-as-you-go systems to funded privatized
systems. Although the approach adopted by other
countries differs in detail, the common thread is
requiring that employer and employee contribu-
tions be invested in mutual funds or similar private
assets.

The difficulty, of course, is that a privatized
system cannot be achieved immediately. There
would be a transition period, and the Social Secu-
rity Administration would have to continue to pay
benefits to existing retirees while new funds were
accumulated and invested through the individual
accounts. Critics also argue that total administrative
costs will increase and many workers are not com-
petent to make their own investment decisions.

Report of the Advisory Council on Social

Security In January 1997, a special Advisory Coun-
cil on Social Security appointed in 1994 to examine
the long-term financing of Social Security issued its
report. The council concluded that the program
faces “serious problems in the long run,” requiring
attention in the near term. These problems, accord-
ing to the council, were the funding deficit in the
immediate future and beyond, the issue of equity
from one generation to another, and the increasing
skepticism among younger workers about the future
of the system.18

18 An average worker born in 1915 and retiring at age 65 in 1980
could expect to collect about $60,000 more in benefits than the
worker had paid into the system (adjusted for inflation and in-
terest). Persons born in 1936 will just about break even. Persons
born after 1960 can expect to pay at least $30,000 more in payroll
taxes than they will receive in benefits.
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All council members agreed the current pay-
as-you-go system should be changed and recom-
mended there be partial advance funding for Social
Security. Despite agreement about the problems
facing the system, the council could not agree on
a single proposal to address the system’s financial
costs will be higher with a privatized system and that
problems.

Bush Commission to Strengthen Social Secu-

rity During the 2000 election campaign, candidate
George W. Bush argued strongly for a program of par-
tial privatization, a plan labeled by his Democratic
opponent as a risky scheme. In January 2001, almost
immediately upon taking office, President George
W. Bush appointed a new President’s Commission
to Strengthen Social Security to consider the future
of Social Security.

After eleven months of public hearings and
debate, the commission issued its final report in
December 2001.19 The commission developed three
separate models for consideration, all of which pro-
vide for voluntary private investment accounts. The
report met with immediate disapproval from the
opponents of privatization.

Beyond proposing private accounts, the Bush
Commission concluded that Social Security can-
not be rescued from the impending financial
problems without cutting benefits for retirees and
disabled Americans, using money from elsewhere
in the federal budget, or both. In the commission’s
view, whether additional funds are committed to the
system or benefit levels are brought to a level that
can be sustained within current projected revenues,
private accounts will enhance retirement security.

The issue of privatization remains highly con-
tentious. Unquestionably, it involves the largest
structural change in the program since its inception
in 1935. While it is clear that changes must eventu-
ally be made to the OASDI program to address its
fiscal problems, whether private accounts will be
part of the solution remains unclear.

There is widespread recognition that the Social
Security system’s funding problems require a solu-
tion, yet no solution is in sight. The Social Secu-
rity Commission reported in 2001, pointing to the

19 The President’s Commission to Strengthen Social Security es-
tablished its Web site early in its proceedings. In addition to the
final report, the site provides a record of the commission’s pro-
ceedings. See http://www.commtostrengthensocsec.gov/.

looming crisis, but twelve years later, no action had
been taken. This will likely remain a haunting prob-
lem for our society, solved only when it becomes an
immediate crisis.

WORKERS COMPENSATION

Workers compensation is a social insurance pro-
gram that provides covered workers with protection
against work-related disability and death. Workers
compensation provides benefits for the cost of
medical care and income to workers and their
dependents when a worker is disabled or killed as
a result of a work-related injury or occupational
disease. The workers compensation system is based
on statutes that exist in all states that require covered
employers to provide benefits specified by the law
to covered workers and their dependents.

Historical Background

The workers compensation laws were enacted in
response to a growing dissatisfaction with the sys-
tem then in use for compensating injured employ-
ees and their dependents. Under English common
law, which had developed in a society dominated
by handicraft industries, certain legal principles
evolved that made it difficult if not impossible
for an injured worker to collect indemnity for an
industrial injury. These doctrines were embodied
in the special branch of law that had developed
to deal with injuries to workers, called employers
liability law. Under employers liability law, a worker
who was injured on the job could collect for the
injury only if he or she could prove the injury
resulted from the employer’s negligence. To es-
tablish fault, the employee had to prove that the
employer had violated one of five common-law obli-
gations: (1) to provide the employee with a safe
place to work; (2) to provide safe tools and equip-
ment; (3) to provide sane and sober fellow employ-
ees; (4) to set up safety rules and enforce them;
and (5) to warn of any dangers in the work that the
worker could not be expected to know about.

Although these common-law obligations estab-
lished a basis for recovery of damages, the employer
could interpose three common-law defenses that
were often sufficient to defeat the worker’s claim.
The first was contributory negligence. Under this doc-
trine, if the employee’s own negligence contributed
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to the accident in the slightest degree, he or she lost
all right to collect damages. The second defense
was the fellow servant rule, which held that the em-
ployer was not liable when the worker was injured
by a fellow employee. Finally, the assumption-of-risk
doctrine held that an employee was presumed to
accept the normal risks associated with the job. If
a worker continued employment while knowing, or
when he or she might have been expected to dis-
cover, that the premises, tools, or fellow employees
were unsafe, he or she was deemed to have assumed
the risks connected with the unsafe conditions.

Although the severity of the common-law de-
fenses was softened, the modifications did not solve
the fundamental problems inherent in a system
based on the principle of negligence.20 To estab-
lish negligence, litigation was necessary, and in most
cases, the worker did not have the resources to bring
suit. Even if the worker won the suit, a substan-
tial portion of the judgment went to the attorney
who had accepted the case on a contingency basis.
The size of the attorney’s fee commonly represented
50 percent of the amount of the judgment. Finally,
there were some cases in which workers were in-
jured where there was no employer negligence.
Although the injured worker could find no one to
sue, the financial loss in such instances was just
as severe as when the employer was at fault. The
unsatisfactory status of the worker under common
law, and the social and economic consequences of
industrial injuries led to a new way of distributing
the financial costs of industrial accidents.

Rationale of Workers Compensation Laws

The workers compensation principle is based on
the notion that industrial accidents are inevitable
in an industrialized society. Because the entire
society gains from industrialization, it should bear
the burden of these costs. workers compensation
laws are designed to make the cost of industrial
accidents a part of the cost of production by impos-
ing absolute liability on the employer for employee

20 The doctrine of contributory negligence was replaced by the
doctrine of comparative negligence, under which the worker was
allowed recovery in inverse relationship to his or her own negli-
gence. The fellow servant doctrine was modified to the less severe
vice-principal rule, which provided that supervisors did not fall
under the fellow servant doctrine.

injuries regardless of negligence. The costs are thus
built into the cost of the product and are passed to
the consumer. The basic purpose of the laws is to
avoid litigation, lessen the expense to the claimant,
and provide for a speedy and efficient means of
compensating injured workers.

The first workers compensation laws were passed
in Germany (1884) and England (1897). In the
United States, workers compensation laws were
enacted by the states shortly after the turn of the
century. Workers compensation laws now exist in
all 50 states.21

Principles of Workers Compensation

Although the laws of the various states differ some-
what in detail, the basic principles they embody are
more or less uniform. There are five general princi-
ples on which all the laws are based.

Negligence Is Not a Factor in Determining

Liability As a basic principle of law, liability for
injury to another is generally based on the concept
of negligence or fault. In general, without neg-
ligence, there can be no liability for injury to
another.22 Workers compensation laws represent an
exception to this principle and impose liability on
the employer for injury to an employee that arises
out of and in the course of employment regardless
of fault. If the worker is injured, the employer is
obligated to pay benefits according to a schedule
in the law regardless of whose negligence caused
the injury. The employer is considered liable with-
out any necessary fault on his or her part and will be
assessed the compensable costs of the job-related
injury, not because he or she was responsible for it,
caused it, or was negligent, but because of social
policy. All but two laws are compulsory and require

21 There are also workers compensation laws in American Samoa,
Guam, Puerto Rico, and the Virgin Islands in addition to three
federal laws (applicable to civilian workers of the federal govern-
ment, longshoremen and harbor workers, and nongovernment
workers of the District of Columbia), making a total of 57 laws.
22 The law dealing with liability for injuries arising out of negli-
gence is called tort law. The law of torts is discussed in Chapter 20.
workers compensation laws represent an exception to the law of
torts since they impose liability on the employer for injuries to
employees without regard to the question of fault.
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every employer subject to the law to accept the act
and pay the compensation specified.23

Indemnity Is Partial but Final The second princi-
ple of workers compensation involves the amount
of the benefit. The indemnity to the worker is
partial, meaning the benefit is usually less than the
employee might receive if he or she were permitted
to sue and the employer were found to have been
negligent. However, the worker is entitled to the
benefits as a matter of right, without having to sue.
In return for the entitlement to benefits regardless
of the employer’s fault, the worker gives up the right
to sue the employer.24

Periodic Payments The third principle concerns
the basis of payment of benefits, which is arranged
to ensure a greater degree of security for the re-
cipients. Usually, the indemnity is paid periodically
instead of in a lump sum although the periodic
payments may sometimes be commuted to a lump
sum. The requirement of periodic rather than lump-
sum settlement is designed to protect the recipi-
ent against financial ineptness and the possibility
of squandering a lump sum.

Cost of the Program Is Made a Cost of Produc-

tion Unlike many other social insurance coverages,
the employees are not required to contribute to the
financing of workers compensation coverage. The
employer must pay the premium for the insurance
coverage, or pay the benefits required by law, with-
out any contribution by workers. The employer can
predict the cost of accidents under a workers com-
pensation program and build this into the price of
the product, thereby passing the cost of industrial
accidents on to the consumer.

Insurance Is Required As a general rule, the
employer must purchase and maintain workers
compensation insurance to protect against the
losses covered under the law. All states require the

23 Coverage is elective in New Jersey and Texas. In these states,
either the employer or employee can choose to be exempt from
the law.
24 Employers liability law still applies to employments not cov-
ered under workers compensation. For example, in most states
an injured farm worker or domestic servant has a remedy against
the employer only under employers liability laws, which means
the negligence of the employer must be the cause of the injury,
and the employer will usually have the right to interpose the
common, law defenses.

employers coming under the workers compensa-
tion law to insure their obligations either through
commercial insurance companies or a state fund
or by qualification as a self-insurer. In 5 states,
the insurance must be purchased from a monop-
olistic state insurance fund. In 20 states, the pri-
vate insurance industry operates side by side with
the state workers compensation insurance funds.25

Under the workers compensation insurance policy,
the insurer promises to pay all sums for which the
insured (i.e., the employer) is obligated under the
law.

Penalties for failure to insure are severe. Forty-
four states make failure to insure punishable by
fines (ranging from $25 to $50,000 depending on
the state), imprisonment, or both. Other laws pro-
vide that the employer may be enjoined from doing
business in the state. In addition, about four-fifths of
the states allow common lawsuits by the employee
against a noninsuring employer.26

An Overview of State

Workers Compensation Laws

Although it is difficult to generalize about state
workers compensation laws, there are general simi-
larities among the laws. The following discussion is
intended to provide an overview of the laws and to
identify the major areas in which the laws differ.27

Persons Covered under State Laws None of
the state workers compensation laws covers all
employees in the state. The most frequently ex-
cluded classes of employment are agricultural and

25 North Dakota, Ohio, Washington, and Wyoming had monopo-
listic state funds in 2013. At one time, West Virginia also had a
monopolistic fund, but it was converted to a private insurance
company, Brickstreet, in January 2006. At the beginning of 2013,
there were 15 states in which workers compensation funds op-
erated by the states competed with private insurers: Arizona,
California, Colorado, Idaho, Kentucky, Maryland, Minnesota,
Missouri, Minnesota, Montana, New York, Oklahoma, Oregon,
Pennsylvania, Texas, and Utah. The Maryland fund was sched-
uled to convert to a private insurance company, Chesapeake
Employers’ Insurance Company, effective October 1, 2013. In
addition, five states have mutual insurance companies created
by the state legislature to offer workers compensation insurance:
Hawaii, Louisiana, Maine, New Mexico, and Rhode Island.
26 States that allow common lawsuits against noninsuring em-
ployers give the employee the option of a common lawsuit or the
benefits under the workers compensation law.
27 Details regarding individual state laws may be found at
http://www.workerscompensation.com/.
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domestic employees. Fewer than 20 states cover
agricultural workers on the same basis as other
categories. About half of the state laws cover
domestic workers, but coverage is usually compul-
sory only if the worker meets certain requirements
(e.g., minimum number of hours worked per week
or minimum earnings). About three-fourths of the
states exclude casual employees, who are those
whose work is occasional, incidental, or irregular.28

In addition, about a fourth of the states have numer-
ical limitations, providing that if the employer has
fewer than a specified number of employees (rang-
ing from two to five), the employees need not be
covered under the act. The remainder of the states
and the federal laws require the employer of one or
more people to be covered under the law.

The laws usually permit the employer of persons
omitted from the law to bring these workers under
the law voluntarily. This applies to excluded classes
of employment and to the employer with fewer than
the number of employees specified in the law.

Injuries Covered The workers compensation laws
stipulate that employee injuries are compensable
only when connected with employment, requiring
that the injury arise out of and in the course of
employment. Usually, there is little difficulty in de-
termining whether the injury is compensable, but
problems do arise. The question may arise first
whether the injured employee was “in the course of
employment” at the time of the accident in cases
where the injury was sustained while coming to
or from the job or while the worker participated
in social events connected with employment. The
greater problem frequently comes up when it is clear
the injury occurred in the course of employment,
but there is a question whether it was caused by
the employment. Injuries sustained while at work
are considered to arise out of the work, but there
are exceptions. Injuries may be noncompensable
if they are deliberately self-inflicted or result from

28 Casual employment is usually excluded only if the employ-
ment is casual and not for the purpose of the employer’s trade
or business. Unless both elements are present (i.e., the work is
occasional, incidental, and irregular and not for the purpose of
the employer’s trade or business), the workers are included. The
courts tend to construe the meaning of “casual” employment
against the employer to increase the coverage of the act.

intoxication.29 In addition, there may be difficulties
in such cases as heart attacks, mental or nervous dis-
orders, or suicide. Often, the only way these ques-
tions can be settled is by litigation, and litigation
involving these issues has been almost endless. The
courts have usually taken a liberal attitude and have
done their best to compensate the injured worker or
his or her dependents.

Occupational Disease In addition to the traumatic
type of injury, all laws provide compensation for
occupational disease. All states provide coverage for
all occupational diseases under a separate occu-
pational disease law or by defining injury broadly
enough under the workers compensation law to in-
clude disease. Some states have specific conditions
for particular diseases, such as silicosis, asbestosis,
and AIDS.

Workers Compensation Benefits There are
usually seven classes of benefits payable to the
injured worker or his or her dependents under the
workers compensation laws:

1. Medical expenses

2. Total temporary disability

3. Partial temporary disability

4. Total permanent disability

5. Partial permanent disability

6. Survivors’ death benefits

7. Rehabilitation benefits

Medical Expense Benefits Medical expense
benefits account for about 60 percent of total
benefit payments under workers compensation.
Medical expenses incurred through employment-
related injuries are covered without limit. In an effort
to control costs, many states have established medi-
cal fee schedules that limit payments to providers of
medical care, and a number of states have placed
limits on the employee’s choice of physician.

Total Temporary Disability There are four
classes of disability income benefits under the work-
ers compensation laws. The most frequent type of
disability is total temporary disability, which exists

29 Normally, before it is considered a bar to recovery, the intoxica-
tion rather than some other factor must be the proximate cause
of the injury.
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when the worker is unable to work because of an
injury but will clearly recover and return to work.
All states provide for a waiting period before dis-
ability benefits are payable. This waiting period is a
deductible, eliminating coverage for short periods
of disability, thereby reducing administrative costs.
The normal waiting period is one week although
some states have waiting periods as short as three
days. Normally, the waiting period does not apply if
the disability lasts beyond some specified number
of weeks, usually four.

The amount of the benefit is set by statute and
varies with the worker’s wage and in some cases
with the number of dependents. The most frequently
used percentage of the injured worker’s wage is
662/3 percent, subject to a dollar maximum and min-
imum also imposed by the law. In some states, the
dollar maximums and minimums are adjusted pe-
riodically by the state legislature, but in 40 states
they are based on the state average weekly wage
(SAWW). The minimums in these states range from
15 to 50 percent of the SAWW. Maximums range from
60 to 200 percent of the SAWW, with 100 percent
being the most common. Some states provide for
a sliding scale of benefits based on the number
of dependents. More than 90 percent of the states
provide benefits for the entire period of disability.
In the remaining jurisdictions there is a time limit
(ranging from 104 to 500 weeks) or a dollar limit on
the benefits.

Partial Temporary Disability Many states pro-
vide disability benefits for partial temporary disabil-
ity to cover those cases in which the worker cannot
pursue his or her own occupation but can engage
in some work for remuneration. In these cases, com-
pensation is based on a percentage of the difference
between the wages received before the injury and
those received afterward. This benefit is subject to a
maximum and minimum and is usually payable for
the same period as total temporary disability.

Total Permanent Disability A worker is totally
and permanently disabled when he or she is unable
to obtain any gainful employment because of the
injury and is expected to remain so. In practice,
total permanent disability benefits are payable to
a worker who remains disabled after exhausting
total temporary disability benefits. The benefit for
total permanent disability is usually computed on
the same basis as the total temporary disability ben-
efit and is subject to the same minima and maxima,

but the benefits are payable for life or, in some states,
for a specified number of additional weeks.

In addition to requiring the inability to obtain
gainful employment, most laws specify that the loss
of both hands, arms, feet, legs, or eyes, or any com-
bination of two of these constitutes total and perma-
nent disability.

Partial Permanent Disability An injury resulting
from an industrial accident may be deemed a par-
tial disability on one of two bases. In one instance,
the loss of a member such as an arm or a leg is con-
sidered a partial permanent disability. In addition,
the disability may consist of a disability of the body
generally (e.g., an injured spine). In the case of a dis-
ability not involving the loss of a limb, a percentage
disability is usually determined, and a benefit equal
to some multiple of the weekly disability benefit as
specified by law is payable for the various percent-
ages so determined.30 The compensation for the loss
of a member such as an arm or leg is usually some
multiple of the weekly disability benefit, which may
be commuted and paid as a lump sum (for exam-
ple, 230 weeks for an arm or 125 weeks for an eye).
There are wide variations among the states in the
amount of compensation for the various extremi-
ties and also in the stated value of one member as
opposed to another.31

In most states, the compensation for scheduled
injuries is payable in addition to any benefits other-
wise given the injured worker under the total tempo-
rary disability benefit. However, some states limit the
total temporary disability benefit when payment is
made for a scheduled injury, and a few states deduct
the amount paid under total temporary disability
from the allowance for the scheduled injury.

Death Benefit Benefits are payable when a
worker is killed, and all laws allow two types of
death benefits. Under the first, payment is made

30 The procedure varies among the states. Some use as a base the
period for which total permanent disabilities are payable. Thus,
if total permanent disability is payable for 500 weeks, and the
worker is 50 percent disabled, the partial permanent disability
benefit is payable for 250 weeks. In those states in which total
permanent disabilities are payable for life, the law may specify
a maximum number of weeks on which percentage disabilities
are to be computed.
31 For example, some states place a greater value on an arm than
on a leg, while other states value a leg more highly. It would be
interesting indeed to discover how the values were determined
for the various parts of the body.
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for the reasonable expenses of burial, not to ex-
ceed some maximum amount, ranging from $2000
to $15,000. The second death benefit is a survivors’
benefit payable to dependents. The survivors’ bene-
fit is usually paid as a weekly sum, determined by the
usual formula. Although the definition of dependent
varies from state to state, most laws provide that a
dependent may be a spouse, a child of the deceased
worker, or a dependent parent. A child is usually
defined as under 18 years of age or physically or
mentally incapacitated and receiving support from
the worker. The child may be natural born, adopted,
a stepchild of the deceased worker, or even an
unborn child if conceived before the worker’s
injury.

Under about three-fifths of the laws, the survivors’
benefit is payable to a surviving spouse for life or un-
til remarriage, without limit. Five states provide for a
maximum number of weeks (250 to 1040), and six
others set an aggregate dollar maximum. In about
half the states, survivors’ benefits are based on the
number of dependents.

Rehabilitation Benefits Nearly all the state laws
contain specific rehabilitation benefit provisions,
but even when state law does not enumerate such
benefits, they are provided. Under these provi-
sions, the injured worker may be entitled to addi-
tional compensation during a period of vocational
training, transportation and other necessary ex-
penses, artificial limbs and mechanical appliances,
and other benefits. The funds for payment of the

rehabilitation benefits may or may not come from
the employer or its insurance company. In some
cases, state funds are used. In others, funds come
from insurers in death cases in which no surviv-
ing dependents receive benefits. Finally, the Federal
Vocational Rehabilitation Act provides for federal
funds to aid states in this program.

Second-Injury Funds Under most workers com-
pensation laws, the loss of both arms, feet, legs, eyes,
or any two thereof constitutes permanent total dis-
ability. As a result, situations may arise in which an
injury that is partial in nature leaves a worker totally
disabled; a worker who has lost an arm or a leg in an
industrial accident and who has returned to work
will be totally incapacitated by another such acci-
dent. To encourage employers to hire partially dis-
abled workers, most states established second-injury
funds to cover the additional cost of a later injury.
When a worker suffers a second injury that causes
total permanent disability, and the injury is of a
nature that would constitute only partial permanent
disability but for the previous injury, the employer
is liable only for the benefits payable for the par-
tial disability. The second-injury fund pays the dif-
ference between the partial and the total perma-
nent disability. In recent years, a number of states
have repealed their second-injury funds on the basis
that they are unnecessary given the passage of the
Americans with Disabilities Act, which protects dis-
abled workers from discrimination.

IMPORTANT CONCEPTS TO REMEMBER

Social Security
social insurance
Old-Age, Survivors, Disability,

and Health Insurance
(OASDHI)

Old-Age, Survivors, and
Disability Insurance (OASDI)

Medicare
quarter of coverage
Federal Insurance Contribution

Act (FICA) tax
fully insured
currently insured
retirement benefits
survivors’ benefits
disability benefits

children’s benefit
mother’s (father’s) benefit
parents’ benefit
widow’s (widower’s) benefit
lump-sum benefit
averaged indexed monthly

earnings (AIME)
primary insurance amount
disqualifying income
pay-as-you-go system
floor of protection
common law
employers’ common-law

obligations
employers’ common-law

defenses

contributory negligence
fellow servant rule
assumption-of-risk doctrine
casual employee
out of and in the course of

employment
medical expense benefits
total temporary disability
partial temporary disability
total permanent disability
partial permanent disability
rehabilitation benefits
second-injury fund
occupational disease
absolute liability
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QUESTIONS FOR REVIEW

1. Identify and briefly describe the four classes of ben-
efits available to those covered under Old-Age, Survivors,
Disability, and Health Insurance (OASDHI).

2. Explain how benefit levels are automatically ad-
justed under OASDHI. How are the increases in benefits
financed?

3. Outline the requirements for fully insured status under
OASDHI.

4. What benefits does a fully insured worker have that a
currently insured worker does not?

5. What benefits does a worker who is only currently
insured have?

6. Under what circumstances can a person who is en-
titled to Social Security benefits become ineligible for
benefits?

7. Under what conditions is a children’s benefit payable
under Social Security? How is “child” defined for benefit
purposes?

8. Explain the nature of the common-law obligations
and the common-law defenses of employers’ liability. Are
these obligations and defenses ever used today? Under
what circumstances?

9. Identify and explain the five general principles on
which workers compensation laws are based.

10. Identify and briefly describe the classes of benefits
that are provided to injured workers under the workers
compensation laws.

QUESTIONS FOR DISCUSSION

1. Social Security provides protection against financial
loss to dependents resulting from premature death of the
wage earner and provides wage earners with retirement
benefits. Do you think that the enactment or expansion
of the Social Security Act has adversely affected life insur-
ance sales? Why or why not?

2. Many observers have voiced concern about the
soundness of the Social Security system, pointing to the
growing number of recipients and the increasing benefit
levels. To what extent do you believe that the Old-Age, Sur-
vivors, Disability, and Health Insurance (OASDHI) system
is in trouble? What would you recommend in the way of
corrective action?

3. The OASDHI program has been called “the great-
est chain letter in history.” To what aspect of the Social

Security system does this probably refer? Do you agree or
disagree with the observation and why?

4. The Social Security trust funds are invested in U.S.
Treasury securities. Although there is little question re-
garding the safety of these instruments, many observers
have expressed alarm over this arrangement. Do you be-
lieve that the current arrangement, in which the trust funds
are invested in Treasury bonds is a good thing, a bad thing,
or a matter of no consequence? Why?

5. Which, if any, of the three proposals contained in the
report of the Advisory Council on Social Security released
in 1997 do you personally prefer? Why?
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CHAPTER 12

INTRODUCTION TO LIFE
INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Distinguish between the two broad types of life insurance contracts

• Explain how the cash value arises in some life insurance contracts

• Distinguish between participating and nonparticipating life insurance contracts

• Explain the importance of renewability and convertibility features in term life insurance
policies

• Describe the distinguishing characteristics of universal life insurance, adjustable life insurance,
and variable life insurance

• Identify and describe the four major marketing classes of life insurance

• Describe the distinguishing features of group life insurance and explain the basis for its cost
advantages

We begin our study of specific types of insurance
with life insurance. We do this for two reasons. First,
the life insurance policy is one of the simplest of all
the insurance contracts. The insuring agreement is
straightforward and to the point, there are relatively
few exclusions, and the conditions and stipulations
are easily understood.

In addition, we treat life insurance before the
wide range of other insurance coverages that may
be needed by individuals because many college
students will soon be considering the purchase of
life insurance, some even before graduation. By

treating life insurance at this point, some students
may avoid costly mistakes.

SOME UNIQUE CHARACTERISTICS
OF LIFE INSURANCE

Life insurance is a risk-pooling plan, an economic
device through which the risk of premature death
is transferred from the individual to the group.
However, the contingency insured against has
certain characteristics that make it unique; as a
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result, the contract insuring against the contingency
is different in many respects from other types of
insurance. The event insured against is an eventual
certainty. No one lives forever. Yet life insurance
does not violate the requirements of an insurable
risk for it is not the possibility of death that is
insured but rather, untimely death. The risk in life
insurance is not whether the individual is going to
die but when, and the risk increases yearly. The
chance of loss under a life insurance contract is
greater in the second year of the contract, as far as
the company is concerned, than it was in the first
year and so on, until the insured dies. Yet through
the mechanism of the law of large numbers, as we
shall see, the insurance company can promise to
pay a specified sum to the beneficiary no matter
when death comes.

There is no possibility of partial loss in life insur-
ance as there is in the case of property and liability
insurance. Therefore, all policies are cash payment
policies. In the event that a loss occurs, the company
will pay the face amount of the policy.

Life Insurance Is Not a Contract of Indemnity

The principle of indemnity applies on a modified
basis in the case of life insurance. In most lines of
insurance, an attempt is made to put the individual
back in the same financial position after a loss as
before the loss. For obvious reasons, this is impos-
sible in life insurance. The simple fact is we cannot
place a value on a human life.

As a legal principle, every contract of insurance
must be supported by an insurable interest, but in
life insurance, the requirement of insurable interest
is applied differently than in property and liability
insurance. When the individual taking out the policy
is the insured, there is no legal problem concerning
insurable interest. The courts have held that every
individual has an unlimited insurable interest in his
or her own life and that a person may assign that
insurable interest to any one. In other words, there
is no legal limit to the amount of insurance one may
take out on one’s own life and no legal limitations
as to whom one may name as beneficiary. 1

1 Although there is no legal limit, insurance companies often
impose limits for underwriting reasons. Not only is the amount
of insurance a company is willing to write on a life limited, but
companies are reluctant to issue a policy with a beneficiary when
no apparent insurable interest exists.

The important question of insurable interest
arises when the person taking out the insurance is
someone other than the person whose life is con-
cerned. In such cases, the law requires that an insur-
able interest exists at the time the contract is taken
out. Many relationships provide the basis for an
insurable interest. Husbands and wives have an
insurable interest in each other as do partners. A
corporation may have an insurable interest in the
life of one of its executives. In most cases, a parent
has an insurable interest in the life of a child
although the extent of this interest may be limited
by statute. A creditor has an insurable interest in
the life of a debtor although this is usually con-
fined by statute to the amount of the debt or slightly
more.

The question of insurable interest seldom arises in
life insurance because most life insurance policies
are purchased by the person whose life is insured.
In addition, the consent of the individual insured
is required in most cases even when there is an in-
surable interest. The exception to this requirement
exists in certain jurisdictions where a husband or
wife is permitted to insure a spouse without the
other’s consent.

TYPES OF LIFE INSURANCE
CONTRACTS

Based on their distinguishing characteristics, six dis-
tinct types of life insurance contracts exist: (1) term,
(2) whole-life, (3) endowment, (4) universal life,
(5) variable life, and (6) variable universal life.
Term insurance, whole-life, and endowment con-
tracts were the traditional forms of life insurance
and have existed for many years. Universal life, vari-
able life, and variable universal life insurance con-
tracts are more recent innovations, and date from
the 1970s and early 1980s. Ignoring the subtle dif-
ferences among some of these types of policies for
the moment, we can divide life insurance products
into two classes: those that provide pure life insur-
ance protection, called term insurance, and those
that include a savings or investment element, which
we will call cash value policies. Based on this classi-
fication system, life insurance products are divided
into two classes:
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Term Insurance Cash Value Insurance

(Pure Insurance Protection) (Protection and Savings)

Term insurance Whole-life insurance
Endowment insurance
Universal life insurance
Variable life insurance
Variable universal life insurance

Although the policies we have classified as cash
value policies differ, these contracts are more similar
than they are different. Later in the chapter, we will
discuss the distinguishing characteristics of these
contracts, but for the moment, let us focus on the
difference between term insurance, which provides
pure insurance protection, and cash value life
insurance, which combines insurance with a saving
element. Because whole-life insurance is the proto-
type cash value contract, it can serve as a repre-
sentative in our discussion for cash value policies
generally.

Reasons for Difference in Term

and Cash Value Insurance

As a point of departure, let us examine the dis-
tinctions between policies that provide pure pro-
tection and those that combine insurance with an
investment.

The simplest form of life insurance is yearly renew-
able term. This type provides protection for one year
only, but it permits the insured to renew the policy for
successive periods of one year at a higher premium
rate each year, without having to furnish evidence
of insurability at the time of each renewal. This is
life insurance protection in its purest form.

The easiest way to understand the operation of
any mechanism is to try it. In life insurance, as in
other forms of insurance, the fortunate many who
do not suffer loss share the financial burden of the
few who do. In life insurance, each member of the
group pays a premium that represents the member’s
portion of the benefit to be paid to the beneficia-
ries of those who die. Mortality data tell us that at
age 21, 0.48 out of every 1000 females will die.2

2 This example is based on the 2001 CSO Composite Female
Mortality Table, which was adopted by the NAIC in December
2002. According to the previous mortality table, the 1980 CSO
Mortality Table, the mortality rate at age 21 was 1.07 per 1000
females.

To simplify the mathematics, let us assume that there
are 100,000 females in the group. On that basis of
past experience, we may expect 48 of them to die.
If we wish to pay a death benefit of $1000 to the
beneficiary of each woman who dies, we will need
$48,000. Ignoring, for the present, the cost of operat-
ing the program and any interest that we might earn
on the premiums we collect, and assuming that the
mortality table is an accurate statement of the
number who will die, we will need to collect $0.48
from each individual in the group to provide the
needed $48,000.3 During the years, 48 members of
the group will die and $48,000 will be paid to their
beneficiaries.

The next year, we would find that the chance of
loss has increased, for all members of the group are
older, and past experience indicates that a greater
number will die per 1000. At age 24, it will be
necessary to collect $0.54 from each member. At
age 30, the cost will be $0.68. At age 40, the cost
per member will have almost tripled from the cost
at age 21, and it will be necessary to collect $1.30.
By the time the members of the group reach age
40, we will have to collect $3.08 from each. At age
60, we will need $8.01, and at age 70, we will need
$17.81 from each member. It does not take a great
deal of insight to recognize that, before long, the
plan is going to bog down if it has not done so be-
fore the member reaches age 70. At age 70, when the
probability of death is greater than before, the mem-
bers may find that they cannot afford the premium
that has become necessary. At age 80, we will need
$43.86 from each member, and at age 90, $121.92.
At age 100, we will need $275.73. The increasing
mortality as the group grows older makes yearly
renewable term impractical as a means of provid-
ing insurance at advanced ages. Yet, many insur-
ance buyers want coverage that continues through-
out their lifetime. Insurers have found a practical
solution.

3 The $0.48 indicated in our simplified calculation reflects mor-
tality only. In actual practice, life insurance rates include two
additional factors: interest and loading. Life insurers specifically
recognize the investment income that will be earned on premi-
ums by assuming that premiums will be paid at the beginning of
the year and that deaths will occur at the end of the year. The dis-
counted value of future mortality costs is called the net premium.
A loading for expenses is added to the net premium to derive the
gross premium, which is the amount the buyer pays.



CHAPTER 12 INTRODUCTION TO LIFE INSURANCE 227

The Level Premium Concept

A practical method of providing life insurance for
the entire lifetime of the insured is to use a level
premium. The whole-life insurance policy was the
original type of lifetime policy. It provides protec-
tion at a level premium for the entire lifetime of the
insured. This lifetime protection is possible because
the premium is set at a level that is higher than nec-
essary to fund the cost of death claims during the
early years of the policy, and the excess premiums
are used to meet the increasing death claims as the
insured group grows older.

The level premium for an ordinary life policy of
$1000 purchased by a female at age 21 and the one
for yearly renewable term insurance beginning at
age 21 are illustrated in Figure 12.1. The line that con-
stitutes the level premium is the exact mathematical
equivalent of the yearly renewable term premium
curve. This means that the insurance company will
obtain the same amount of premium income and
interest from a large group of insureds under either
plan, assuming that neither group discontinues its
payments.

The level premium plan introduces features that
have no counterpart in term insurance. From a
glance at Figure 12.1, it is clear that under the level
premium plan, the insured pays more than the cost
of pure life insurance protection during the early
years the policy is in force. This overpayment is

0

100

200

300

400

500

600

700

800

900

1000

21 45 70 95

Net level
premium $4.79

Yearly renewable
term premium

121

Attained age (years)

A
nn

ua
l c

os
t 

pe
r 

$
1

0
0

0
 (

$
)

FIGURE 12.1 Comparison of Net Premiums per $1000 Yearly
Renewable Term and Whole Life

indicated by the difference between the term and
the level premium lines up to the point at which the
lines cross. The overpayment is necessary so the
excess portion, when accumulated at compound
interest, will be sufficient to offset the deficiency
in the later years of the contract. The excess pay-
ments during the early years of the contract create
a fund that is held by the insurance company for
the benefit and credit of the policyholders. The
fund is invested, usually in long-term investments,
and the earnings are added to the accumulating
fund to meet the future obligations to the policy-
holders. The insurer establishes a reserve or liabil-
ity on its financial statement to reflect these future
obligations.

Again from Figure 12.1, it appears that the reserve
should increase for a time and then diminish. It also
appears the area of redundant premiums in the early
years of the contract will always be insufficient to
equal the inadequacy in the later years. In the case
of a single individual, this would be true, but many
insureds are involved, and the law of averages
permits a continuously increasing reserve for each
policy in force. Some insureds will die during the
early years of the contracts, and the excess premi-
ums they have paid are forfeited to the group. The
excess premiums forfeited by those who die,
together with the excess premiums paid by the
survivors, will offset the deficiency in later years
and, with the aid of compound interest, will con-
tinue to build the reserves on the survivors’ poli-
cies until they equal the face of the contract at age
100. Death is bound to occur at some time, and in a
whole-life policy, the insurance company knows that
a death claim must ultimately be paid.4 Aggregate
reserves for the entire group of insureds increase
and then decrease, but individual policy reserves
continue to climb, mainly because the aggregate
reserves are divided among a smaller number of
survivors each year. Figure 12.2 shows the growth in
the reserve on an ordinary life policy purchased at
age 21.

4 The 2001 CSO Mortality Table assumes the last policyholders
die before reaching age 121. Thus, a policy written under the
2001 CSO Table matures at age 121. If the insured has not died
by this time, the insurance company will, in effect, declare him
dead and pay the face value of the policy. The 1980 CSO Mortality
Table had a maximum lifespan of 100 years, thus, earlier policies
matured at age 100. Mortality tables are discussed in more detail
in Chapter 13.
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FIGURE 12.2 Increase in Reserve on Whole-Life Policy

The level premium plan introduces the features of
the redundant premium during the early years of the
contract and the creation of the reserve fund. The
insured has a contractual right to receive a part of
this reserve in the event the policy is terminated,
under a policy provision designated the nonforfei-
ture value (discussed in Chapter 15). The contrac-
tual right to receive a part of the excess premiums
paid under the level premium plan, therefore,
represents an investment element in the contract for
the insured. When a policyholder dies, the death
benefit could be viewed as being composed of
two parts—the portion of the reserve to which the
insured would have been eligible and an amount
of pure insurance. Under this view, the face amount
of the policy is seen as a combination of a decreas-
ing amount of insurance (the net amount at risk)
and the increasing investment element (the growing
reserve). The decreasing insurance and the increa-
sing investment element always equal the face
amount of the policy.

The policy reserve is not solely the property of the
insured. It is the insured’s only if and when the policy
is surrendered. If this occurs, the contract no longer
exists, and the insurance company is relieved of all
obligations on the policy. As long as the contract is in
full force, the reserve belongs to the insurance com-
pany and must be used to pay the death claim if the
insured should die. As mentioned, the reserve must
be accumulated by the company to take care of
the deficiency in the level premium during the later
years of the contract.

The preceding analysis suggests that the use
of level premium insurance has two distinct
advantages. First, by paying an amount in excess

of the cost of pure life insurance during the early
years of the contract, the insured avoids a rising
premium in the later years; this will make it finan-
cially possible to maintain the insurance until the
policyholder’s death even though it occurs at an
advanced age. Second, if the insured survives, he
or she has accumulated a savings fund that can be
used for income in old age (or any other purpose
the insured decides).

TAX TREATMENT OF LIFE INSURANCE

The accumulating fund that arises from the over-
payment of premiums and the insured’s right to
withdraw the cash values based on these overpay-
ments adds an investment element to the protection
function of life insurance. Before continuing with
our discussion, let us pause to examine the way in
which this investment element and life insurance
are treated for tax purposes.

Life insurance policies are granted favorable tax
treatment in two ways. First, amounts payable to
a beneficiary at the death of an insured are gen-
erally not included in taxable income.5 In addi-
tion, income earned on the cash surrender value of
life insurance policies is not taxed currently to the
policyholder. The investment gain on a life insur-
ance policy is taxed at the termination of the con-
tract prior to death only to the extent that the cash
value exceeds the policyholder’s investment in the
contract (i.e., the sum of all premiums paid on
the contract). Because the total amount of premi-
ums paid includes the cost of life insurance pro-
tection, this represents an understatement of the
taxable gain. Both features of this tax treatment are
obviously beneficial to the insured or beneficia-
ries. Given the favorable treatment of the investment
return arising from life insurance cash values, it
was probably inevitable that entrepreneurial inge-
nuity would find a way to exploit that tax treatment.

5 An exception exists in the case of transfer for value. An example
of a policy transferred for value would be if A purchases from B
an existing policy for $10,000 on B’s life, paying B $3000 for the
policy. If B dies, A will be taxed on the $7000 gain. The taxation
of policies transferred for value does not apply if the transferee
is the person insured, a partner of the insured, or a corporation
of which the insured is a director or stockholder.
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Over time, new forms of life insurance with greater
overpayments were developed to take advantage of
the favorable tax treatment. It was also probably
inevitable that Congress would question whether
the tax treatment of life insurance created unin-
tended loopholes in the tax system. The issue arose
because, although the Internal Revenue Code (IRC)
granted favorable tax treatment to life insurance,
there was no statutory definition of the term life in-
surance. Congress concluded that the absence of a
definition of life insurance allowed some products
that were designed primarily as investment instru-
ments to shelter what would otherwise be taxable
income because the products were called life
insurance. Congress, therefore, sought to construct
a definition of life insurance that would preserve the
favorable tax treatment of those instruments that are
life insurance but deny it to contracts that are invest-
ment instruments.

If the contract fails to meet the definition of
life insurance at any time, the pure insurance
portion of the contract (the difference between the
face amount and the cash surrender value) will be
treated as term life insurance. The cash surrender
value will be treated as a deposit fund, and income
earned on the fund will be taxable. In addition, all
income previously deferred will be included in the
insured’s income in the year the contract fails to
qualify as a life insurance contract. The new defi-
nition of life insurance generally applies to policies
issued after 1984.

Code Definition of Life Insurance

The 1984 act contains two tests for determining
whether a contract is a life insurance contract.
One test deals with a cash value accumulation; the
second involves a guideline premium test and a
cash value corridor test. Regardless which test is
selected for a contract, it must be satisfied at all
times for the life of the contract. Both tests are
designed to limit the types of contracts that qualify
as life insurance to those contracts that involve only
a modest investment and yield a modest investment
return.

The cash value accumulation test will be met if the
cash surrender value of the contract at any time does
not exceed the net single premium that is required to
fund future benefits, assuming the contract matures

no earlier than age 95.6 In general, the net single
premium for this test is computed using the greater
of a 4 percent annual effective rate of interest or the
rate guaranteed when the contract is issued.

The second test has two requirements that must
be met: a guideline premium test and cash value
corridor test. A contract can satisfy the guideline
premium test if the sum of the premiums does not
exceed the greater of two limitations: the guideline
single premium or the sum of the guideline level pre-
miums. The guideline single premium must use the
greater of a 6 percent annual interest rate or the rate
guaranteed when the contract is issued. The guide-
line level premium is the amount, over a period
that does not end before age 95, necessary to fund
future benefits. In effect, the guideline premium
tests eliminate from the definition of life insur-
ance those policies with premiums greater than
the amount required to fund the contract’s death
benefits.

The net single premium, guideline single pre-
mium, and guideline level premium must be cal-
culated using reasonable mortality charges, which
cannot exceed the mortality charges specified in
the prevailing commissioners standard table at the
time the contract was issued. Prior to 2004, the pre-
vailing standard was the 1980 CSO Mortality Table.
In 2004, the 2001 CSO Mortality Table became the
prevailing standard, after 26 states had adopted it.
Federal law provides a transition period for moving
to a new mortality standard. In November 2006, the
Internal Revenue Service (IRS) announced that use
of the 2001 CSO tables would be mandatory for any
contracts issued after 2008. This has had the result
of reducing the amount of cash value permitted for
a given level of life insurance protection.

The cash value corridor test is designed to
disqualify any contract that builds up excessive
amounts of cash value in relation to the life insur-
ance risk. The cash value corridor test will be satis-
fied if the death benefit at any time is more than a
percentage (supplied in the table contained in the
1984 act) of the cash surrender value. In general,
the applicable percentages begin at 250 percent for
an insured 40 years of age or younger and decrease

6 The net single premium is the insured’s share of the discounted
value of future claims. The net single premium is discussed in
Chapter 13.
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TABLE 12.1 Percentages for Corridor Test

Insured’s Age at
Start of Contract Year Percentage

But not

More than more than From To

0 40 250 250
40 45 250 215
45 50 215 185
50 55 185 150
55 60 150 130
60 65 130 120
65 70 120 115
70 75 115 105
75 90 105 105
90 95 105 100

Source: Internal Revenue Code, Section 7702.

to 100 percent for an insured 95 years of age (see
Table 12.1).

When the values in the table are applied, the
applicable percentage is decreased by a ratable
portion for each full year. For each age bracket,
the percentage is decreased by the same amount
for each year in that bracket. For example, for the
55-year-old to 60-year-old age bracket, the applica-
ble percentage falls from 150 to 130 percent, or four
percentage points for each annual increase in age.
At age 57, the applicable percentage will be 142 (150
minus 8).

CURRENT LIFE INSURANCE
PRODUCTS

Now that we have an idea about why term insurance
differs from cash value life insurance, we can take a
closer look at some of those differences as they are
reflected in the insurance products from which con-
sumers can choose. We will begin this examination
by returning once again to term insurance.

Term Insurance

We know that term insurance provides temporary
protection. It is called term because the coverage is
for a limited term. The period for which the coverage
will be provided may be 1 year, 5 years, 10 years, or
20 years. It may be term to expectancy, which is term
insurance for the period the insured is expected to
live, according to the mortality tables.

In its purest form, a term policy is purchased
for a specified time period and the face amount
is payable only if the insured dies during this
period. Nothing is paid if the insured survives the
term period. It is customary, however, for term poli-
cies to include provisions relating to renewability
and convertibility.

Renewable Term Renewable-term policies
include a contractual provision guaranteeing the
insured the right to renew the policy for a limited
number of additional periods, each usually of the
same length as the original term period. For exam-
ple, if the insured purchases a 10-year term policy
at age 25 and survives this period, he or she has
the option of renewing the policy for an additional
10 years without having to prove insurability. The
level premium for this 10-year period will be higher
than that for the first 10 years because of the
insured’s more advanced age. The insured may
renew the policy at age 45 and perhaps at age 55.
However, most insurance companies, because of
the element of adverse selection, impose an age
limit beyond which renewal is not permitted. A
limited number of companies offer term policies
that are renewable to age 100.

Convertible Term The conversion provision grants
the insured the option to exchange the term
contract for some type of permanent life insurance
contract without having to provide evidence of
insurability. The options to renew regardless of insur-
ability and to convert without evidence of insura-
bility provide the insured with complete protection
against loss of insurability.7 The conversion is usually
effected at the policyholder’s attained age, but it
can be made retroactive to his or her original age.
For example, if the insured decides to convert the
term policy to whole life at age 32, and to convert
at the attained age, the premium on the whole-life
policy will be the same as if it had been purchased
at age 32, which it is. However, the policy can be
converted at the original age of 25, and the pre-
mium rates on the converted policy will be those

7 To minimize the element of adverse selection, most companies
impose a time limit within which the conversion must take place.
In the 10-year term policy, the insured could be required to con-
vert within 7 or 8 years after the date of issue of the original
contract. If the policy is renewable, however, the only limitation
is that conversion must take place before the limiting age for re-
newal or that it be converted within a certain period before the
expiration of the last term for which it can be renewed.
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the insured would have paid if the whole-life policy
had originally been purchased at age 25. However,
the insured will be required to pay a lump sum to the
insurer that is sufficient to bring the reserve on the
converted policy to the level it would have reached
if originally purchased at age 25.

The right of conversion was almost a universal
trait of term policies, but this is no longer the case. As
price competition in term insurance has intensified,
some insurers have determined that by eliminating
the conversion privilege, or limiting it to the first five
years of the policy, they can offer a lower-priced term
product. The consumer should, of course, weigh the
lower price of these products against the absence
of convertibility.

Variations in Renewal and Conversion Privi-

leges Renewal and conversion provisions and the
premium structure in term policies may be com-
bined in a variety of ways, creating a myriad of
different contracts. Many term policies permit
renewal for another period at a level premium. Some
term policies that start off with a level premium for
5, 10, or 20 years become annually increasing pre-
mium policies after that initial period. Still other
policies have a reentry provision that allows the
insured to requalify through a somewhat abbrevi-
ated underwriting process and continue the policy
at a relatively low rate. If the insured does not qual-
ify, he or she may keep the policy but at a higher
premium. Often, this premium is a multiple of the
prior premium and is a guaranteed maximum that
is stated in the policy. Because these subtle varia-
tions in renewability and conversion privileges can
produce significant differences in protection and
cost, they are important considerations in the selec-
tion of term insurance products. Understanding the
differences among apparently similar contracts is a
requisite for an informed decision.

Advantages and Disadvantages of Term Insur-

ance The advantages and disadvantages of term
insurance stem from its dual character as pure pro-
tection and temporary protection. With respect to
term’s nature as pure protection, because the pre-
mium for term insurance covers protection only,
term insurance provides the greatest amount of
protection for a given dollar outlay. Because it is
temporary protection, it may be better suited to
meet temporary insurance needs than permanent
insurance would be.

As in the case of its advantages, the disadvantages
of term insurance stem from its nature as pure pro-
tection and temporary protection. Term insurance
is misused when it is used to meet permanent needs.
In addition, because insurers are subject to a greater
element of adverse selection in term policies than
in policies that include an investment element, the
cost of term insurance may be somewhat greater
than the cost of death protection in permanent
insurance.

Whole-Life Insurance

In our discussion of the difference between term
insurance and cash value insurance, we used the
whole-life policy as the representative of cash value-
type contracts. This seems appropriate, since the
whole-life policy is the standard approach to perma-
nent insurance, and other cash value policies may
be described in terms of the way(s) in which they
differ from whole life.

Straight Whole Life The term straight whole life
refers to a contract in which the premiums are
payable for the entire lifetime of the insured. It is
also called continuous premium whole life.

The principal advantage of straight whole life is
that it provides permanent protection for permanent
needs and can be continued for the entire lifetime
of the insured. In addition, because it includes a
cash value, it serves the dual function of protection
and saving. The savings element in the policy can
be borrowed for emergencies, or it can be used to
pay future premiums under the policy.

Straight whole life has disadvantages when it is
used to fill a need for which it was not designed.
When it is used to meet a temporary need, the
amount of coverage that may be purchased may
be less than if the need were met with term insur-
ance. Conversely, there are permanent life insurance
needs, and permanent insurance should be used to
meet such needs. Insurance to provide liquidity for
estate tax purposes, for example, is a permanent
need that cannot be met by temporary life insur-
ance contracts such as term insurance.

Limited-Payment Whole Life Limited-payment
(limited-pay) whole life is a variation of the whole-
life policy, differing only in the manner in which
the premium is paid. As in the case of a straight
whole-life policy, protection under the limited-pay
whole-life policy extends for the whole of life, but
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the premium payments are made for some shorter
period of time. During the period that premiums
are paid, they are sufficiently high to prepay the
policy. Thus, under a 20-payment life policy, during
the payment period, one pays premiums that are
high enough to permit one to stop payment at the
end of 20 years and still enjoy protection equal to
the face amount of the policy for the remainder of
one’s life.

Universal Life Insurance

Universal life (UL) insurance was introduced in 1979
by Hutton Life, a subsidiary of the stock-brokerage
firm E. F. Hutton. The essential feature of universal
life, which distinguished it from traditional whole
life, is that, subject to specified limitations, the pre-
miums, cash values, and level of protection can be
adjusted up or down during the term of the contract
to meet the owner’s needs. A second distinguishing
feature is that the interest credited to the policy’s
cash value is geared to current interest rates but is
subject to a minimum such as 4 percent.

In effect, the premiums under a universal life
policy are credited to a fund (which, following tra-
ditional insurance terminology, is called the cash
value), and this fund is credited with the policy’s
share of investment earnings after the deduction of
expenses. This fund provides the source of funds
to pay for the cost of pure protection under the
policy (term insurance), which may be increased
or decreased, subject to the insurer’s underwrit-
ing standards. Universal policyholders receive an-
nual statements indicating the level of life insurance
protection under their policy, the cash value, the
current interest being earned, and a statement of
the amount of the premium paid that has been used
for protection, investment, and expenses.

Some insurers set the minimum amount of cov-
erage for their universal life products at $100,000;
other companies offer contracts with an initial face
amount as low as $25,000. As in the case of other
forms of permanent insurance, the policyholder
may borrow against the cash value, but in the case
of universal life, he or she may also make with-
drawals from the cash value without terminating
the contract.

To understand the excitement that universal life
insurance brought to the insurance market when
it was introduced, recall that interest rates in this
country reached a historic high in the early 1980s.
The high rates of interest that were credited to UL

cash values, combined with the favorable tax treat-
ment and the ability to withdraw a part of the cash
value (as opposed to borrowing against the cash
value), enhanced the contract’s appeal. Universal
life enjoyed a phenomenal growth throughout the
1980s.

Universal life received a warm response in the
insurance market when it was introduced; this was
primarily a result of timing. It was not an accident
that UL products were first offered during the era of
record-level interest rates in the late 1970s and early
1980s. Investors who purchased universal life poli-
cies in 1982, when the rate on money market funds
reached 15 percent, thought that these rates would
go on forever. They were wrong. When interest rates
fell, so did the performance of UL policies. Many
insureds who had been mesmerized by unrealistic
projections had purchased the policies with the
expectation that the investment earnings would pay
future premiums. When the investment earnings on
the policy fell short, the insureds were compelled
to pay unexpected premiums to continue their
coverage.

The market share of UL insurance fell in the late
1990s but has been growing again in recent years,
reaching 40 percent of new sales by 2012. The mar-
ket share of whole-life insurance, in contrast, has
fallen from 82 percent of life insurance sales in 1980
to 32 percent of sales in 2012 (based on first-year
premiums).

Variable Life Insurance

Variable life insurance is a whole-life contract in
which the insured has the right to direct how the
policy’s cash value will be invested and the insured
bears the investment risk in the form of fluctua-
tions in the cash value and in the death benefit.
Variable life is patterned after the variable annu-
ity, which has been available to groups since 1952
and to individuals for over a decade.8 Like the

8 The variable annuity, which predated variable life insurance by
over two decades, is discussed in Chapter 18. Briefly, however,
it attempts to cope with the impact of inflation on retirement
incomes by linking the accumulation of retirement funds to the
performance of common stocks. The annuitant’s premiums are
used to purchase units in a fund of securities, much like an open-
end investment company. These units are accumulated until re-
tirement, and a retirement income is then paid to the annuitant
based on the value of the units accumulated. The concept is
based on the assumption that the value of a diversified portfolio
of common stocks will change in the same directions as the price
level.
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variable annuity, variable life is designed as a solu-
tion to the problem of the decline in the purchas-
ing power of the dollar that accompanies inflation.
Early variable life insurance policies were patterned
after the so-called ratio plan, a concept originally
suggested by New York Life. Under this plan, the
amount of the premium was fixed, but the face
amount of the policy varied, subject to a mini-
mum, which was the original amount of insurance.
The cash value of the policy was not guaranteed
and fluctuated with the performance of the portfo-
lio in which the premiums had been invested by
the insurer. This fluctuating cash value provided
the funds to pay for the varying amount of death
protection. Some insurers offered policyholders a
choice of investments, with the underlying fund
invested in stock funds, bond funds, or money
market funds.

Although variable life policies have been avail-
able in other countries for some time,9 this type of
insurance developed slowly in the United States,
largely because of the regulatory conflicts that
had accompanied the emergence of the variable
annuity. Although the NAIC approved model legis-
lation providing for the sale of variable life policies
in 1969 and recommended this legislation to the
states, there remained the problem of the equity-
based nature of the contract and the qualifica-
tion requirements of the Securities and Exchange
Commission (SEC). In 1972, seeking to avoid some
of the difficulties that had been encountered in
connection with the variable annuity, the insur-
ance industry petitioned the SEC for an exemp-
tion on variable life. After conducting hearings, the
SEC ruled that variable life would be treated as
a security.10 This meant that variable life policies
could be sold only by agents registered as broker-
dealers with the National Association of Securities
Dealers (now FINRA).

9 Variable life insurance has been available in the Netherlands
since the mid-1950s, where it was originally introduced by a
Dutch insurance company, DeWaerdye, Ltd. Under the Dutch ver-
sion of variable life insurance, the face amount, the cash value,
and the premiums are all variable, based on a fund invested in
common stocks.
10 The SEC granted an exemption from the provisions of the In-
vestment Company Act of 1940 with respect to the separate funds
in which the insurer invested the assets generated by variable life
policies, but the policy itself must be registered under the Securi-
ties Act of 1933, and agents selling variable life must be registered
as broker-dealers under the Securities and Exchange Act of 1934.

Variable Universal Life Most variable life insur-
ance policies sold today are structured as variable
universal life insurance (VUL). It combines the flex-
ible premium features of universal life with the
investment component of variable life. The policy-
holder decides how the fund will be invested, and
the fund’s performance is directly related to the
performance of the underlying investments.

In 2012 variable universal life insurance repre-
sented about 7 percent of new sales, based on first-
year premiums.

Adjustable Life Insurance

Adjustable life insurance was introduced in 1971
and predates universal life insurance. It was the
first version of modern flexible premium policies.
Since the development of universal life insurance,
adjustable life insurance has diminished in impor-
tance although some policies purchased in the
1970s are still in force.

Like universal life insurance, an adjustable life
policy allows the buyer to adjust various facets of the
policy over time as the need for protection and the
ability to pay premiums change. Within certain lim-
its, the insured may raise or lower the face amount
of the policy and may increase or decrease the pre-
mium over the life of the policy.

Adjustable life insurance differs from universal
life insurance in several ways. First, changes in
the premium of an adjustable life policy are more
structured than is the case with universal life insur-
ance. The insurer must be notified of the proposed
change, and once the change is made, the new pre-
mium must be paid until another formal change
is made. In universal life, the premiums can vary
according to the preference of the insured without
prior notification to the insurer. In addition, in a
universal life policy, the investment and protection
elements are unbundled, and the insured receives
annual reports concerning investment income, mor-
tality cost, and other expenses. This transparency is
absent in adjustable life insurance.

Endowment Life Insurance

Although endowment policies were one of the vic-
tims of the changes in the tax code enacted in 1984,
our discussion of life insurance policies would be
incomplete without at least a brief mention of these
contracts.
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Under endowment life policies, which, like term
insurance, are issued for a period such as 10 years
or 20 years, the insurer promises to pay the face
of the policy if the insured dies during the policy
period and promises to pay the face of the policy
if the insured survives until the end of the period.
(“You win if you live and you win if you die.”)
Endowment policies are investment instruments
that combine a pure endowment with a death bene-
fit.11 Because they require premiums far in excess of
the amount required to fund the death benefit, they
do not qualify as life insurance under the current
provisions of the tax code.

Participating and Nonparticipating

Life Insurance

Before leaving our discussion of the types of life
insurance policies, we should note an additional
differentiation among life insurance policies: the
distinction between participating and nonpartici-
pating types. A participating policy is one on which
annual dividends are paid to the policyholder.
Originally, such policies were issued only by mutual
life insurers, but many stock life insurers now offer
them. Under a participating policy, a substantial
margin of safety is built into the premium, sufficient
to reflect a willful overcharge but justified on the
assumption that if the extra premium is unneeded,
it will be returned to the policyholder as a dividend.

Because of the long-term nature of life insur-
ance contracts, companies must calculate premium
charges under traditional policies on a conservative
basis. Once the premium rate on traditional policies
is established, it must be guaranteed for the entire
policy. It cannot be altered even if the basic factors
used in the computation change considerably. Over
a long period, shifts in the premium factors could
occur: Mortality rates may change; the expenses
of operating the company may increase, particu-
larly if the long-run trend of prices is upward; and
interest rates may change, down or up. If the current

11 A pure endowment is a contract that promises to pay the face
amount of the policy only if the insured survives the endowment
period. The benefits that each survivor receives are contributed
to in part by the members of the group who do not survive to
collect. If the purchaser of a pure endowment dies before the
end of the period, there is no return. Pure endowment policies
trace their roots to tontine policies, which provided payment to
persons who survived until some deferred time, or until the other
participants had died.

premium rates are to be sufficient to enable insur-
ers to fulfill their obligations on contracts that may
continue for many decades in the future, a safety
margin must be used in calculating the premium.
The participating concept permits the insurer to
establish a more generous margin in the form of
an intentional overcharge, which will be returned
to the policyholder if unneeded. The safety margin
on nonparticipating policies is narrower because
the cost of the insurance to the policyholder can-
not be adjusted at a later time. The gross premium
charged on nonparticipating policies must reflect,
at least for competitive reasons, the cost of providing
the insurance. Any profit realized in the operation
will be used to provide dividends to stockholders as
well as surplus funds that may be used as a buffer
for future adverse experience.

GENERAL CLASSIFICATIONS
OF LIFE INSURANCE

There are three main classes of life insurance, distin-
guished by the manner in which they are marketed:

1. Individual life insurance

2. Group life insurance

3. Credit life insurance

Individual Life Insurance

Individual life insurance is sold to individuals, typi-
cally through life insurance agents.12 Premiums are

12 Traditionally, individual life insurance comprises two subcate-
gories: ordinary life insurance and industrial life insurance. Ordi-
nary life insurance has a face amount of $1000 or more and pre-
miums that are paid annually, semiannually, quarterly, or monthly.
Industrial life insurance has a face amount of less than $1000 and
premiums that are payable as frequently as weekly. The most dis-
tinctive feature of industrial life insurance is that the premiums
are collected by a representative of the insurance company at the
home of the insured. The weekly premium and its collection at
the insured’s home were important factors in keeping the policies
in force, but this method of distribution and, hence, the policy
are expensive. Industrial life insurance currently represents less
than one tenth of 1 percent of all life insurance in force. Monthly
Debit Ordinary (MDO) life insurance, also known as home
service life insurance, is similar to industrial life insurance but
with face amounts of $1000 or more. Like industrial life, pre-
miums are collected at the insured’s home, and expenses and
premiums are relatively high. Because the volume of MDO life
insurance is included in insurance company reports as ordinary
life, there is no dependable data on the magnitude of this segment
of the life insurance market.
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paid annually, semiannually, quarterly, or monthly.
Individual life insurance currently accounts for
54 percent of all life insurance in the United States.
The average face amount for newly purchased indi-
vidual policies in 2011 was $162,000.∗

Group Life Insurance

Group life insurance is a plan in which coverage
can be provided for a number of persons under
one contract, called a master policy, usually without
evidence of individual insurability. It is generally
issued to an employer for the benefit of employees
but may be used for other closely knit groups. The
individual members of the group receive certificates
as evidence of their insurance, but the contract is
between the employer and the insurance company.
Group life insurance programs sponsored by an
employer may be contributory or noncontributory.
Under a contributory plan, which is the more com-
mon approach, employer and employees share the
cost of the insurance. Under a noncontributory
plan, the employer pays the entire cost.

In most states, the groups to which group life insur-
ance may be issued are defined by laws patterned
after an NAIC Model Group Life Insurance Law. The
NAIC Model Group Life Insurance Law definition
includes the following six groups:

1. Current and retired employees of one employer

2. Multiple employer groups

3. Members of a labor union

4. Debtors of a common creditor

5. Members of associations formed for purposes
other than to obtain insurance, provided the as-
sociation has at least 100 members and has been
in existence for at least two years

6. Members of credit unions

In addition to these standard groups defined in
the NAIC model law, some state laws authorize “any
other group approved by the commissioner,” gener-
ally referred to as discretionary groups. The require-
ments for the first six groups are defined in the law,
and no specific permission is required for the pur-
chase of insurance by such groups. Discretionary

∗ American Council of Life Insurers, 2012 Life Insurers Fact Book.

groups require specific approval by the insurance
commissioner, which will be granted only if the pro-
posed coverage meets a balancing test set forth in
the law. Generally, the laws state that the commis-
sioner will approve such groups if the plan meets
three conditions. First, the issuance of the group
policy must be judged not contrary to the best
interest of the public. Second, the issuance of the
group policy will result in economies of acquisition
or administration costs. Finally, the benefits under
the group policy must be reasonable in relation to
the premium charged.

The basic feature of group life insurance is the
substitution of group underwriting for individual
underwriting. This means there is no physical exami-
nation or other individual underwriting methods
applicable to individual employees. The major prob-
lem of the insurance company is, therefore, that of
holding adverse selection to a minimum, and many
of the features of group life insurance derive from
this requirement. For example, when the premium
is paid entirely by the employer, 100 percent of the
eligible employees must be included. When the plan
is contributory, with the premium paid jointly by the
employer and the employees, more than 75 percent
of the eligible employees must participate. Further-
more, the amount of insurance on each participant
must be determined by some plan that will pre-
clude individual selection. In most instances, the
amount of insurance is a flat amount for all employ-
ees, or it is determined as a percentage or multiple of
the individual’s salary. If group life insurance were
provided without any required minimum number
or percentage of employees, and if the employees
could choose to enter the plan or stay out, a dispro-
portionate number of impaired individuals would
subscribe to the insurance. If the employee could
choose the amount of insurance, the impaired lives
would tend to take large amounts while those in
good health would opt for only small amounts. For
group insurance to be practical, safeguards must
be provided to prevent and minimize the element
of adverse selection.

The cost of group life insurance is comparatively
low for the following reasons. First, the basic plan
under which most group life insurance is provided
is yearly renewable term insurance, which provides
the lowest cost form of protection per premium
dollar. For employer-sponsored plans, the flow of
insureds through the group maintains a stable aver-
age age as older employees retire, die, or leave the
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firm and their places are taken by younger workers.
In addition, the expenses of medical examina-
tions and other methods of determining insurabil-
ity are largely eliminated. Third, group life involves
mass selling and administration, with the result that
expenses per life insured are less under group
policies than under the marketing of individual poli-
cies. Finally, when group life insurance is part of
an employee’s compensation, tax advantages re-
duce the cost. Under current federal tax laws, an
employer may deduct as a business expense pre-
miums on group term life insurance up to $50,000
per employee, and amounts paid by the employer
for such insurance are nontaxable as income to
the employee. This means the employees would
have to receive something more in salary than the
amount paid by the employer for the insurance to
purchase an equivalent amount of life insurance
individually.13

The coverage under group life insurance con-
tracts is generous. There are no exclusions, and the
insurance proceeds are paid for death from any
cause, including suicide, without restrictions as to
time. In addition, most policies include a conver-
sion provision, under which the insured employee
may, within 31 days after termination of employ-
ment, convert all or a portion of the insurance to
any form of individual policy currently offered by
the insurance company, with the exception of term
insurance. Conversion is at the attained age of the
employee and cannot be refused by the insurance
company because of the worker’s uninsurability.

Although the original group idea was to sub-
stitute group underwriting and group marketing
for individual underwriting and marketing, group
underwriting has changed somewhat since the
beginning of group life insurance. Under the first
group life insurance laws, the definition of groups
for insurance purposes were restrictive, requiring a
minimum number of members, usually 50 or 100
lives.14 Over time, statutory requirements concern-
ing the minimum number of individuals in a group

13 For example, an employee in a 28 percent tax bracket would
have to receive $277 in before-tax income to pay the equivalent
of $200 in premiums contributed by the employer for group life
insurance.
14 The first NAIC model group law, adopted in 1917, set the min-
imum for groups at 50. Many states reduced this to 25, and the
number has gradually dropped to 10.

have shrunk, and with the decrease in the number,
the nature of group underwriting has changed.
As the minimum number of members required
for group coverage fell, insurers introduced ele-
ments of individual underwriting for smaller groups.
Although group underwriting is still used for large
groups, state laws often allow insurers the right to
require evidence of individual insurability on
groups. Whether an insurer will require evidence of
individual insurability for group coverage depends
on the size and nature of the group.

Group life insurance has become an impor-
tant branch of life insurance today, accounting for
over 40 percent of all such protection in force in
2011. For many persons who would not be insur-
able under individual life insurance, it provides the
only means for obtaining coverage. For others, the
low-cost group life insurance is an excellent supple-
ment to the individual life insurance program.

Credit Life Insurance

Credit life insurance is sold through lending in-
stitutions to short-term borrowers contemplating
consumer purchases and through retail merchants
selling on a charge account basis to installment buy-
ers. It includes mortgage protection life insurance
of 10 years’ duration or less that is issued through
lenders.15 The insurance protects the lenders and
debtors against financial loss should the debtor die
before completing the required payments. The life
of the borrower is insured for an amount related
to the outstanding balance of a specific loan, and
the policy generally provides for the payment of
the scheduled balance in the event of the debtor’s
death. The insurance is term insurance, decreasing
in amount as the loan is repaid. The major suppliers
of credit life insurance, and the lenders who are
usually involved as vendor beneficiaries of this cov-
erage, include commercial banks, sales finance
companies, credit unions, personal finance compa-
nies, and retailers selling goods and services on a

15 Credit life insurance is frequently sold in conjunction with a
companion coverage: credit accident and health insurance. This
insures against the disability of the borrower through accident or
illness and provides benefits by meeting required payments for
a specific loan during the debtor’s disability. Benefits are com-
monly subject to some dollar maximum per payment and some
maximum number of payments.
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TABLE 12.2 Life Insurance in Force in the United States, by Year (policies and certificates in millions/amounts in millions)

Individual Group Credit Total

Policies/

Year Policies Amount Certificates Amount Policiesa Amount Certificates Amount

1900 14 $7,573 — — — — 14 $7,573
1910 29 14,908 — — — — 29 14,908
1920 64 38,966 2 1,570 b $4 66 40,540
1930 118 96,539 6 9,801 b 73 124 106,413
1940 122 100,212 9 14,938 3 380 134 115,530
1950 172 182,531 19 47,793 11 3,844 202 234,168
1960 195 381,444 44 175,903 43 29,101 282 586,448
1970 197 773,374 80 551,357 78 77,392 355 1,402,123
1980 206 1,796,468 118 1,579,355 78 165,215 402 3,541,038
1990 177 5,391,053 141 3,753,506 71 248,038 389 9,392,597
1995 166 6,890,386 147 4,604,856 57 201,083 370 11,696,325
2000 163 9,376,370 156 6,376,127 50 200,770 369 15,953,267
2005c 166 9,969,899 167 8,263,019 40 165,605 373 18,398,523
2010c 152 10,483,516 109 7,830,631 23 111,805 284 18,425,952
2011c 151 10,993,501 112 8,119,879 23 105,685 286 19,219,065

aIncludes group credit certificates
bFewer than 500,000
cIncludes fraternal benefit societies

Source: American Council of Life Insurers, 2012 Life Insurers Fact Book.

charge account or installment basis. Some com-
panies specialize in writing credit life, whereas for
other insurers, it represents only a small part of their
total business. The coverage is sold on an individual
and a group basis. In the former, borrowers receive
individual policies. In the latter, a master policy is
issued to the lending institution, and the individual
borrowers receive certificates outlining their cov-
erage. Approximately 85 percent of the credit life
insurance is written on a group basis.

Although credit life insurance was introduced in
1917, its growth was modest until the end of World
War II. After 1945, it grew rapidly, closely paralleling
the increase in consumer debt. From an insignif-
icant $365 million in coverage in 1945, it had
increased to about $166 billion, or about 0.9 percent
of total life insurance in force by the end of 2005.
Evidence of its growing significance is that only
about 7 percent of all outstanding consumer credit
was protected by credit life inusrance in 1945, but
by 2000, the percentage had climbed to more than
80 percent.

The amount of credit life insurance in force
began to decline in 2006, with a rapid decrease
beginning in 2009, accompanying the decrease in
overall household debt that followed the financial

crisis. By year-end 2011, the amount of credit life
insurance had fallen to about $106 billion or 0.55
percent of total life insurance in force.

Total Life Insurance in Force

in the United States

Total commercial life insurance in force at the end
of 2011 exceeded $19 trillion. More than 97.5 per-
cent was issued by stock or mutual life insurance
companies, and the remainder was written by frater-
nal societies and other private insurers.16 Over time,
the percentage of life insurance written by stock
insurers has grown, reflecting the wave of de-
mutualizations during the 1990s and early 2000s.
Table 12.2, which lists the insurance in force with
commercial life insurance companies from 1900
through 2011, indicates the distribution of the insur-
ance by class and depicts its growth and changing
distribution over time.

16 As noted in Chapter 5, fraternals represent a special class of mu-
tual insurers, usually associated with a lodge or fraternal order,
that provide life insurance to their members. Most fraternals orig-
inally used the assessment principle, but the majority currently
operate on a legal reserve basis.
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Other Types of Life Insurance

In addition to the life insurance issued by legal re-
serve life insurance companies, a small amount is
written by other types of insurers.

Wisconsin State Life Insurance Fund The
Wisconsin State Life Insurance Fund issues policies
with a $1000 minimum and a $10,000 maximum to
persons in the state at the time of issuance. Although
the program has been in effect since 1911, the total
amount of insurance under the program is less than
1 percent of all life insurance in the state.

Veterans’ Life Insurance The Department of
Veterans Affairs (VA) has sold life insurance to
veterans since World War I, and the total amount
of government life insurance in force under these
programs was about $12.9 billion at the end
of 2011. Most of the programs are closed to
new entrants. The two that remain open, the
Service-Disabled Veterans Insurance Program and
the Veterans’ Mortgage Life Insurance Program,
are designed for individuals with service-related
disabilities.17

17 Servicemen’s Group Life Insurance (SGLI) and Veterans
Group Life Insurance (VGLI), which are sold by private insur-
ers, are included in the private insurance industry totals in
Table 12.2.

In addition to the veterans’ life insurance pro-
grams in which the government acts as the insurer,
there are two other programs supervised by the Vet-
erans Administration and subsidized by the federal
government: the Servicemen’s Group Life Insurance
(SGLI) Program and the Veterans’ Group Life Insur-
ance (VGLI) Program. However, these are underwrit-
ten by the private insurance industry.

Members of the U.S. military, including cadets and
midshipmen at the service academies, are automat-
ically insured under the SGLI Program for $100,000.
Service members who wish to do so, may elect
in writing to be covered for a lesser amount, or
may elect not to be covered at all. A related pro-
gram, SGLI Family Coverage, provides coverage for
spouses and dependent children of those covered
by SGLI. Total life insurance in force under the two
programs was over $1.2 trillion in 2011.

SGLI may be converted to five-year renewable
term coverage under the VGLI Program. Coverage
is limited to the amount the service member had
at the time of separation and may be continued in
increments of $10,000 from $10,000 to $200,000.
The VGLI Program may be renewed for an addi-
tional five-year term at the end of each five-year
term, or it may be converted to an individual per-
manent life insurance policy without evidence of
insurability.

IMPORTANT CONCEPTS TO REMEMBER

term insurance
cash value life insurance
net premium
gross premium
level premium
policy reserve
nonforfeiture value
transfer for value
guideline premium test

cash value corridor test
term to expectancy
renewable term
convertible term
yearly renewable term
straight whole-life insurance
limited-pay whole-life insurance
universal life insurance
variable life insurance

variable universal life insurance
adjustable life insurance
endowment life insurance
pure endowment
participating life insurance
nonparticipating life insurance
policy dividend
group life insurance
credit life insurance

QUESTIONS FOR REVIEW

1. Distinguish between term insurance policies and cash
value policies.

2. Explain what is meant by the statement that term in-
surance is pure protection.

3. Under a whole-life policy, the overpayment by the in-
sured during the early years of the contract offsets under-
payments in later years. This being the case, the reserve
should reach a peak and then gradually decline. How do
you explain the fact that it does not?
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4. Under a whole-life policy, the amount payable in the
event of the insured’s death can be viewed as consisting
of two parts. Explain this concept.

5. Describe the ways in which life insurance policies
receive favorable tax treatment.

6. John Jones buys a renewable, convertible, nonpartici-
pating term insurance policy. Explain the precise meaning
of each of the italicized words.

7. Describe the distinguishing characteristics of univer-
sal life, variable life, and variable universal life insurance.

8. What is the difference between a participating and
a nonparticipating life insurance contract? How do their
premiums reflect this difference?

9. Life insurance may be classified according to the
manner in which it is marketed. Identify the three classes
of insurance based on this classification and explain the
distinguishing characteristics of each.

10. Distinguish between individual and group life insur-
ance arrangements, and identify the sources of the cost
advantage for group life insurance.

QUESTIONS FOR DISCUSSION

1. To what extent are the proceeds of a life insurance
policy exempt from the claims of the creditors of the ben-
eficiary? On what basis can such exemptions be justified?

2. The Internal Revenue Code (IRC) provides certain
tax advantages to life insurance. Some observers argue
that this gives life insurance an unfair advantage over other
savings vehicles, such as mutual funds. Do you agree or
disagree? Why?

3. The life insurance policy reserve arises because of the
overpayment of premiums in the early years of the policy.
When a policy lapses, state laws require that the insurer
return a part of that overpayment to the policyholder as a
nonforfeiture benefit. There are other policies in which a
similar cost and premium structure exists, but insurers are
not required to provide nonforfeiture benefits if the policy

lapses. For example, long-term care insurance (discussed
in Chapter 22) is typically written without nonforfeiture
benefits. Do you think insurers should be required to pay
nonforfeiture benefits for these policies? Why or why not?

4. Dividends paid to policyholders on participating poli-
cies are treated by the IRS as a return of premium and are
not subject to income tax. Dividends to shareholders in
a stock company, however, are taxable income to the re-
cipients. Do you believe this difference in treatment is
justified? Why or why not?

5. Discuss the potential for adverse selection when in-
sureds exercise the renewability or convertibility option
in a term life insurance policy. Which is more likely to be
affected by adverse selection?
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CHAPTER 13

THE ACTUARIAL BASIS
OF LIFE INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Differentiate between net premiums and gross premiums in life insurance

• Identify the three factors that are used in computing life insurance rates and explain
how each enters into the computation

• Describe the nature of a mortality table and explain the nature of the entries for
each age

• Describe the net single premium and explain the way it is computed

• Explain the relationship of the net single premium to annual level premiums and
describe the way in which annual level premiums are computed

• Explain how the net premium for an annuity is computed

• Distinguish between benefit-certain life insurance contracts and benefit-uncertain
contracts and explain the significance of the distinction

In this chapter, we will examine the manner in
which the insurance company determines the pre-
miums for the various types of contracts it offers. The
purpose here is not to attempt to make the readers
competent actuaries. The purpose is to help the
reader gain an appreciation of the differences
among the various contracts. As we will see, differ-
ences in premiums among the various forms reflect
the differing probabilities of payment under the
policies, the length of time for which protection
applies, and the manner in which the premiums are
to be paid.

LIFE INSURANCE PREMIUM
COMPUTATION

There are three primary elements in life insurance
ratemaking:

1. Mortality

2. Interest

3. Loading

The first two (i.e., mortality and interest) are
used to compute the net premium, which measures

240
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only the cost of claims and omits the provision
for operating expenses. The net premium plus an
expense loading constitute the gross premium,
which is the selling price of the contract and the
amount the insured pays. For the most part, we will
confine our discussion here to the net premium,
realizing the premiums we develop are “net” and
an additional charge to cover expenses, called
the loading, must be added to arrive at the final
premium.1

Mortality

The mortality table is a convenient method of
expressing the probabilities of living or dying at any
given age. It is a tabular expression of the chance
of losing the economic value of the human life.
Because the insurance company assumes the indivi-
dual’s risk and since this risk is based on life con-
tingencies, the company must know within reason-
able limits how many people will die at each age.
Based on past experience and applying the theory of
probability, actuaries can predict the number of
deaths among a given number of people at some
given age.

Tables 13.1 and 13.2 are mortality tables, specif-
ically, the 2001 Commissioners Standard Ordinary
tables (2001 CSO tables) for males and females.2

The mortality table is not, as its form might suggest,
a history of a group of people from the year they
were born until they all died. The information does

1 In reality, the process of setting premiums and reserves for life
insurance policies is considerably more complex than presented
here. Actuaries will use stochastic models to measure how the
policy will perform under a variety of assumptions as to future in-
terest rate scenarios and policyholder lapse rates. The examples
are simplified for purposes of illustration.
2 The illustrations in this chapter use the 2001 Commissioners
Standard Ordinary (CSO) composite mortality table for females.
This is one of six tables developed by the Academy of Actuaries
and the Society of Actuaries and adopted by the NAIC in
December 2002. These tables are referred to as the Commission-
ers Standard Ordinary Tables because they have been adopted
by the NAIC for minimum reserve valuation under ordinary
policies. There are three tables for female mortality (smoker, non-
smoker, and composite) and three for male mortality (smoker,
nonsmoker, and composite). These tables will replace the 1980
CSO mortality tables for reserve and nonforfeiture valuation pur-
poses. The 2001 CSO tables are derived from the experience
of 21 life insurers during the period 1990 to 1995 and reflect
increases in life expectancy since the 1980 CSO tables were
developed. Consequently, the 2001 CSO tables are expected to
produce reserves that are approximately 20 percent less than
those produced by the 1980 CSO mortality tables.

not come to the actuary in the form shown. The
actuary determines the rate of death at each given
age (e.g., the number dying per thousand at ages 1,
2, 3, 4, and so on) and, based on this information,
builds a table with an arbitrary number of lives at the
beginning age. For our purposes, we have started
with 100 million lives; this figure, known as the
radix, is completely arbitrary. Any number could
have been used, for it is the ratio of the number
dying to the number living that is important.
Tables 13.1 and 13.2 contain five columns each:
(1) age; (2) the number living at each age out of
the original 100 million; (3) the number of those
living at the start of a given year who will die in
that year; (4) the ratio of persons dying to persons
living expressed as deaths per thousand; and
(5) the number of years that those living at any given
age can expect, on the average, to live.

Given the mortality table (the chance of loss),
the problem of computing the insurance premium
at any given age becomes a matter of simple arith-
metic. According to the 2001 CSO table for female
lives, for example, out of an initial 100 million
females, there are 98,498,982 alive at age 35. Of that
number, 95,544 will die before reaching age 36. This
represents a death rate of 0.97 per 1000. To insure
each of the 98,498,982 members of the group alive at
age 35 for $1000 for one year will require $95,544,000
(95,544 times $1000). If we collect $0.97 from each
insured (98,498,982 times $0.97), we will have a suf-
ficient fund to pay all claims. The $0.97 represents
the net premium (the cost of losses only) that each
insured contributed:

$95,544,000

98,498,982
= $0.97

Interest

Thus far in our computation, we have not consid-
ered the factor of interest. All life insurance policies
provide for the payment of the premium before the
contract goes into effect, but the benefits will not
be paid until some time in the future. Because the
insurance company collects the premium in
advance and does not pay claims until a future date,
it has the use of the insured’s money, and it must be
prepared to pay him or her interest on it. Life insurers
collect vast sums of money, and since their obliga-
tions mature in the future, they invest this money
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TABLE 13.1 2001 Commissioners Standard Ordinary Mortality Table—Male Lives

Number Number Deaths Life Number Number Deaths Life
Age Alive Dying per 1000 Expectancy Age Alive Dying per 1000 Expectancy

0 100,000,000 97,000 0.97 76.62 61 87,898,251 961,607 10.94 19.85
1 99,903,000 55,946 0.56 75.69 62 86,936,644 1,064,974 12.25 19.06
2 99,847,054 38,940 0.39 74.74 63 85,871,670 1,177,301 13.71 18.29
3 99,808,114 26,948 0.27 73.76 64 84,694,369 1,290,742 15.24 17.54
4 99,781,166 20,954 0.21 72.78 65 83,403,627 1,405,351 16.85 16.80
5 99,760,212 20,950 0.21 71.80 66 81,998,276 1,514,508 18.47 16.08
6 99,739,262 21,943 0.22 70.81 67 80,483,768 1,616,919 20.09 15.37
7 99,717,319 21,938 0.22 69.83 68 78,866,849 1,723,241 21.85 14.68
8 99,695,382 21,933 0.22 68.84 69 77,143,608 1,823,675 23.64 13.99
9 99,673,449 22,925 0.23 67.86 70 75,319,933 1,940,995 25.77 13.32

10 99,650,524 22,920 0.23 66.88 71 73,378,939 2,065,617 28.15 12.66
11 99,627,604 26,899 0.27 65.89 72 71,313,321 2,233,533 31.32 12.01
12 99,600,705 32,868 0.33 64.91 73 69,079,788 2,391,542 34.62 11.39
13 99,567,836 38,831 0.39 63.93 74 66,688,246 2,539,488 38.08 10.78
14 99,529,005 46,779 0.47 62.95 75 64,148,758 2,688,474 41.91 10.18
15 99,482,226 60,684 0.61 61.98 76 61,460,283 2,832,090 46.08 9.61
16 99,421,542 73,572 0.74 61.02 77 58,628,193 2,985,348 50.92 9.05
17 99,347,970 86,433 0.87 60.07 78 55,642,846 3,147,159 56.56 8.50
18 99,261,538 93,306 0.94 59.12 79 52,495,686 3,310,378 63.06 7.98
19 99,168,232 97,185 0.98 58.17 80 49,185,308 3,449,858 70.14 7.49
20 99,071,047 99,071 1.00 57.23 81 45,735,451 3,576,055 78.19 7.01
21 98,971,976 98,972 1.00 56.29 82 42,159,396 3,648,474 86.54 6.57
22 98,873,004 100,850 1.02 55.34 83 38,510,922 3,678,178 95.51 6.14
23 98,772,153 101,735 1.03 54.40 84 34,832,744 3,672,416 105.43 5.74
24 98,670,418 103,604 1.05 53.45 85 31,160,328 3,632,359 116.57 5.36
25 98,566,814 105,466 1.07 52.51 86 27,527,968 3,548,630 128.91 5.00
26 98,461,348 110,277 1.12 51.57 87 23,979,338 3,413,459 142.35 4.66
27 98,351,071 115,071 1.17 50.62 88 20,565,879 3,223,290 156.73 4.35
28 98,236,000 114,936 1.17 49.68 89 17,342,589 2,980,844 171.88 4.07
29 98,121,064 112,839 1.15 48.74 90 14,361,745 2,695,125 187.66 3.81
30 98,008,225 111,729 1.14 47.79 91 11,666,620 2,361,790 202.44 3.57
31 97,896,495 110,623 1.13 46.85 92 9,304,829 2,026,871 217.83 3.35
32 97,785,872 110,498 1.13 45.90 93 7,277,958 1,703,333 234.04 3.15
33 97,675,374 112,327 1.15 44.95 94 5,574,625 1,400,011 251.14 2.96
34 97,563,048 115,124 1.18 44.00 95 4,174,614 1,123,681 269.17 2.78
35 97,447,923 117,912 1.21 43.05 96 3,050,933 871,468 285.64 2.62
36 97,330,011 124,582 1.28 42.11 97 2,179,464 660,770 303.18 2.47
37 97,205,429 130,255 1.34 41.16 98 1,518,694 488,837 321.88 2.32
38 97,075,174 139,788 1.44 40.21 99 1,029,857 352,057 341.85 2.19
39 96,935,385 149,280 1.54 39.27 100 677,800 246,170 363.19 2.07
40 96,786,105 159,697 1.65 38.33 101 431,630 164,054 380.08 1.96
41 96,626,408 172,961 1.79 37.39 102 267,576 106,511 398.06 1.86
42 96,453,446 189,049 1.96 36.46 103 161,065 67,196 417.20 1.76
43 96,264,398 206,968 2.15 35.53 104 93,869 41,073 437.56 1.66
44 96,057,429 229,577 2.39 34.61 105 52,795 24,244 459.21 1.57
45 95,827,852 253,944 2.65 33.69 106 28,551 13,768 482.22 1.48
46 95,573,908 277,164 2.90 32.78 107 14,783 7,491 506.69 1.39
47 95,296,744 302,091 3.17 31.87 108 7,293 3,885 532.69 1.30
48 94,994,653 316,332 3.33 30.97 109 3,408 1,910 560.31 1.22
49 94,678,321 333,268 3.52 30.07 110 1,498 884 589.64 1.14
50 94,345,053 354,737 3.76 29.18 111 615 382 620.79 1.07
51 93,990,316 381,601 4.06 28.28 112 233 152 653.84 0.99
52 93,608,715 418,431 4.47 27.40 113 81 56 688.94 0.92
53 93,190,284 459,428 4.93 26.52 114 25 18 726.18 0.85
54 92,730,856 510,020 5.50 25.65 115 7 5 765.70 0.79
55 92,220,836 569,003 6.17 24.79 116 ∗ ∗ 807.61 0.72
56 91,651,834 630,565 6.88 23.94 117 ∗ ∗ 852.07 0.66
57 91,021,269 695,402 7.64 23.10 118 ∗ ∗ 899.23 0.61
58 90,325,867 746,995 8.27 22.27 119 ∗ ∗ 949.22 0.55
59 89,578,872 805,314 8.99 21.45 120 ∗ ∗ 1000.00 0.50
60 88,773,558 875,307 9.86 20.64

∗Fewer than 5
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TABLE 13.2 2001 Commissioners Standard Ordinary Mortality Table—Female Lives

Number Number Deaths Life Number Number Deaths Life
Age Alive Dying per 1000 Expectancy Age Alive Dying per 1000 Expectancy

0 100,000,000 48,000 0.48 80.85 61 90,665,380 786,975 8.68 23.27
1 99,952,000 34,983 0.35 79.89 62 89,878,404 843,958 9.39 22.47
2 99,917,017 25,978 0.26 78.92 63 89,034,446 902,809 10.14 21.68
3 99,891,038 19,978 0.20 77.94 64 88,131,637 965,923 10.96 20.90
4 99,871,060 18,976 0.19 76.95 65 87,165,714 1,032,914 11.85 20.12
5 99,852,085 17,973 0.18 75.97 66 86,132,801 1,104,223 12.82 19.36
6 99,834,111 9,983 0.10 74.98 67 85,028,578 1,181,047 13.89 18.60
7 99,824,128 20,963 0.21 73.99 68 83,847,531 1,263,582 15.07 17.86
8 99,803,165 20,959 0.21 73.00 69 82,583,949 1,351,073 16.36 17.12
9 99,782,206 20,954 0.21 72.02 70 81,232,875 1,446,758 17.81 16.40

10 99,761,252 21,947 0.22 71.03 71 79,786,118 1,553,436 19.47 15.69
11 99,739,304 22,940 0.23 70.05 72 78,232,682 1,666,356 21.30 14.99
12 99,716,364 26,923 0.27 69.07 73 76,566,326 1,783,995 23.30 14.31
13 99,689,441 29,907 0.30 68.08 74 74,782,331 1,906,949 25.50 13.64
14 99,659,534 32,888 0.33 67.10 75 72,875,381 2,033,223 27.90 12.98
15 99,626,646 34,869 0.35 66.13 76 70,842,158 2,162,811 30.53 12.34
16 99,591,777 38,841 0.39 65.15 77 68,679,347 2,294,577 33.41 11.71
17 99,552,936 40,817 0.41 64.17 78 66,384,770 2,428,355 36.58 11.10
18 99,512,120 42,790 0.43 63.20 79 63,956,415 2,561,454 40.05 10.50
19 99,469,329 45,756 0.46 62.23 80 61,394,961 2,692,783 43.86 9.92
20 99,423,574 46,729 0.47 61.26 81 58,702,178 2,882,864 49.11 9.35
21 99,376,844 47,701 0.48 60.28 82 55,819,314 3,067,271 54.95 8.81
22 99,329,144 49,665 0.50 59.31 83 52,752,042 3,207,852 60.81 8.29
23 99,279,479 49,640 0.50 58.34 84 49,544,191 3,332,838 67.27 7.79
24 99,229,839 51,600 0.52 57.37 85 46,211,353 3,440,435 74.45 7.32
25 99,178,240 53,556 0.54 56.40 86 42,770,918 3,464,017 80.99 6.87
26 99,124,684 55,510 0.56 55.43 87 39,306,901 3,568,674 90.79 6.43
27 99,069,174 59,442 0.60 54.46 88 35,738,228 3,612,063 101.07 6.02
28 99,009,732 62,376 0.63 53.49 89 32,126,165 3,598,773 112.02 5.64
29 98,947,356 65,305 0.66 52.53 90 28,527,392 3,478,060 121.92 5.29
30 98,882,051 67,240 0.68 51.56 91 25,049,332 3,177,508 126.85 4.96
31 98,814,811 72,135 0.73 50.60 92 21,871,825 2,993,815 136.88 4.61
32 98,742,676 76,032 0.77 49.63 93 18,878,009 2,862,661 151.64 4.26
33 98,666,644 80,907 0.82 48.67 94 16,015,348 2,727,574 170.31 3.93
34 98,585,738 86,755 0.88 47.71 95 13,287,774 2,573,310 193.66 3.63
35 98,498,982 95,544 0.97 46.75 96 10,714,464 2,310,681 215.66 3.38
36 98,403,438 101,356 1.03 45.80 97 8,403,782 2,004,134 238.48 3.18
37 98,302,083 109,115 1.11 44.84 98 6,399,648 1,549,739 242.16 3.02
38 98,192,967 114,886 1.17 43.89 99 4,849,910 1,237,842 255.23 2.82
39 98,078,082 120,636 1.23 42.94 100 3,612,067 995,955 275.73 2.61
40 97,957,446 127,345 1.30 42.00 101 2,616,112 779,183 297.84 2.42
41 97,830,101 135,006 1.38 41.05 102 1,836,929 591,877 322.21 2.23
42 97,695,095 144,589 1.48 40.11 103 1,245,052 434,598 349.06 2.06
43 97,550,507 155,105 1.59 39.17 104 810,454 306,846 378.61 1.89
44 97,395,401 167,520 1.72 38.23 105 503,608 206,766 410.57 1.74
45 97,227,881 181,816 1.87 37.29 106 296,842 131,599 443.33 1.60
46 97,046,065 198,944 2.05 36.36 107 165,243 78,803 476.89 1.47
47 96,847,121 219,843 2.27 35.43 108 86,440 44,141 510.65 1.36
48 96,627,278 241,568 2.50 34.51 109 42,300 23,088 545.81 1.25
49 96,385,709 267,952 2.78 33.60 110 19,212 11,177 581.77 1.16
50 96,117,757 296,043 3.08 32.69 111 8,035 4,952 616.33 1.08
51 95,821,714 326,752 3.41 31.79 112 3,083 2,003 649.85 1.00
52 95,494,962 361,926 3.79 30.90 113 1,079 734 680.37 0.93
53 95,133,037 399,559 4.20 30.01 114 345 250 723.39 0.86
54 94,733,478 438,616 4.63 29.14 115 95 73 763.41 0.79
55 94,294,862 480,904 5.10 28.27 116 23 18 804.93 0.73
56 93,813,958 528,173 5.63 27.41 117 ∗ ∗ 850.44 0.67
57 93,285,785 577,439 6.19 26.57 118 ∗ ∗ 892.44 0.61
58 92,708,346 630,417 6.80 25.73 119 ∗ ∗ 935.11 0.56
59 92,077,930 680,456 7.39 24.90 120 ∗ ∗ 1000.00 0.50
60 91,397,474 732,094 8.01 24.08

∗Fewer than 5
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and earn interest on it. Because they do earn
interest on the funds they collect, they do not need
to collect the full amount of future losses from the
group members. They can collect less than the full
amount of the losses, invest it, and then pay the
losses out of the total fund of principal and inter-
est. Thus, the present value of a future dollar dis-
cussed in Chapter 10 is an important concept in
the computation of premiums. To simplify computa-
tion, we will assume that all premiums are collected
at the beginning of the year and all claims mature
at the end of the year. The allowance for interest
is made by discounting the future claims to obtain
their present value. If we bring the interest into the
computation of premiums, the net premium will be
something less than would be necessary to charge
each insured for his or her cost of the death claims of
the group.

Returning to our example of $1000 worth of insur-
ance for one year for each of the 98,498,982 females
alive at age 35, and assuming interest at the rate of
4 percent, the cost of the claims for the group as a
whole is $91,869,231 (compared with $95,544,000
without interest).3 If we invest $91,869,231 at
4 percent, it will equal $95,544,000 at the end of
one year. The cost per individual becomes $0.9327
or $0.93 ($91,869,231 divided by 98,498,982).

To recapitulate, a one-year term policy at age 35
without interest costs the following:

$95,544, 000

98,498,982
= $0.97

A one-year term policy at age 35 with interest
costs the following:

$95,544,000 × 0.96154

98,498,982
= $0.93

Now, if we want to insure the survivors for another
year, we will find that the premium is higher because

3 As in the selection of the mortality table, the insurer has free-
dom in selecting the interest assumption for premium compu-
tation. For many years, the interest rate for computing policy
reserves was set at 4.5 percent in most states (5.5 percent for
single-premium policies). The NAIC’s current model valuation
law, however, specifies a variable interest assumption for com-
puting policy reserves. The specified rate depends on the lesser
of a 36-month or 12-month monthly average of rates earned on
seasoned corporate bonds ending June 30 prior to the year of
policy issue. The specific formula varies by product type and
guaranteed duration of the policy. For 2007, the valuation inter-
est rate for policies with a guaranteed duration of more than
20 years was 4 percent. Because of the long-term nature of life
insurance contracts, insurers tend to use conservative interest
rate assumptions.

fewer members are alive to pay the costs, and at the
same time the number of deaths will have increased.

At age 36:

$101,356,000 × 0.96154

98,403,438
= $0.99

At age 37:

$109,115,000 × 0.96154

98,302,083
= $1.07

At age 38:

$114,886,000 × 0.96154

98,192,967
= $1.13

At age 39:

$120,636,000 × 0.96154

98,078,082
= $1.18

By the time the insureds reach age 65, the mortal-
ity table indicates that only 87,165,714 of the original
100,000,000 will be alive and that 1,032,914 of those
still alive will die before reaching 66. Thus, the net
premium for the one-year term policy at age 65 will
be the following:

$1,032,914,000 × 0.96154

87,165,714
= $11.39

Because premiums are based on mortality, they
increase as the group of insureds grows older, and as
the insureds reach advanced ages, the cost becomes
prohibitive. In general, it becomes advisable to level
out the cost of protection by charging slightly more
during the early years to offset a deficiency during
the later ones.

The Net Single Premium

It is possible to compute a lump-sum payment that
if made by the members of the group, will pay all
mortality costs over a term longer than one year. The
computation of all long-term policies makes use of
this concept. The net single premium is a sum that
if paid when the policy is issued and if augmented
by compound interest, will pay the benefits as they
come due. Let us assume, for example, that instead
of purchasing insurance annually, our 35-year-old
female and the other members of her group wish to
purchase a five-year term contract. How much must
we charge each individual at the beginning of the
five-year policy to permit us to pay the death claims
as they mature?
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The process of computing the net single premium
for a five-year term policy is much the same as that
used in computing the annual premium. However,
since the charge will be made at the inception of
the policy and all claims will not have been paid
until the end of the five-year period, the company
will have the use of the money for varying lengths
of time. To compensate for this, we compute the
present value of future claims by discounting the
claims due at the end of the first year for one year,
those due at the end of the second year for two
years, those due at the end of the third year for three
years, and so on, throughout the policy term. For
example, we know from our previous computation
that we need $91,869,231 to meet the $95,544,000
in claims that will mature at the end of the first
year. At the end of the second year, we can expect,
according to the mortality table, claims in the
amount of $101,356,000. Applying the discount
factor for two years, we find we will need only
$93,709,320 ($101,356,000 × 0.92456) at the begin-
ning of the contract to meet the obligations that will
mature in two years. Continuing the process for the
full five years, we obtain the present value of all
future claims:

Number Amount Present Value

Age of Claims of Claims Discount of Claims

35 95,544 $95,544,000 0.96154 $91,869,231
36 101,356 $101,356,000 0.92456 $93,709,320
37 109,115 $109,115,000 0.88900 $97,002,838
38 114,886 $114,886,000 0.85480 $98,205,034
39 120,636 $120,636,000 0.82193 $99,153,998

$541,537,000 $479,940,421

During the five-year period, the company will be
called on to pay $541,537,000 in death benefits.
The present value of these claims is $479,940,421.
In other words, $479,940,421 is the amount that will,
when invested and with the interest earned on it,
permit the company to meet the total obligations
during the policy period. This is the cost of claims
for the group as a whole. To find the cost of claims for
each individual in the group, we divide the present
value of future claims by the number of entrants in
the group:

$479,940,421

98,498,982
= $4.8725

If you add the individual annual premiums ($0.93,
$0.99, $1.07, $1.03, $1.18), you will notice the net
single premium for a five-year term policy is
somewhat less than the summation of the annual

premiums for the same five years ($4.87 compared
with $5.30). The lower premium for the single-
premium contract stems from two facts. First, the in-
surer has a part of the insured’s premium for a longer
period when the policy is paid in advance, and the
cost is reduced by the greater amount of interest
that is earned. Second, in the five-year term policy,
all insureds pay their full share of the five-year mor-
tality costs in advance. In the annual premium case,
some insureds will die before later premiums
become due. In effect, those who die during the
early years under the five-year term policy “overpay”
their share of the mortality costs, which reduces the
cost to the survivors.

Calculating the net single premium on any of the
various policies we have discussed follows the same
procedure. In the case of the whole-life policy, for
example, all the future claims under the policy are
discounted (clear to the end of the mortality table),
ending at age 120. A summation of all the present
values of future claims divided by the number of
entrants at age 35 would give the net single premium
for the whole-life policy. In a sense, a whole-life pol-
icy is a term policy to age 121 since the premium
on the whole-life policy is computed in the same
manner as described above. The only difference is
in the number of years involved.

If we carry the computation out to the end of the
mortality table, using the same technique as in the
five-year policy, we obtain the present value of all
future claims under a whole-life contract:

Number Amount Present Value
Age of Claims of Claims Discount of Claims

35 95,544 $95,544,000 0.96154 $91,869,231
36 101,356 $101,355,000 0.92456 $93,708,395
37 109,115 $109,115,000 0.88900 $97,002,838
38 114,886 $114,886,000 0.85480 $98,205,034
39 120,636 $120,636,000 0.82193 $99,153,998
•
•
•

115 73 $72,000 0.04172 $3,045
116 18 $18,000 0.04011 $722
117 4 $4,000 0.03857 $154
118 0 $1000 0.03709 $37
119 0 $70 0.03566 $0
120 0 $0 0.03429 $0

$17,933,832,734

The present value of future claims, $17,933,
832,734, represents the amount the insurance com-
pany must have to pay all the death claims under
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the whole-life contract as they occur. Divided by the
98,488,982 entrants at age 35, the net single premium
for the whole-life contract is $182.07:

$17,933,832,734

98,488,982
= $182.07

The Net Level Premium

The net single premium is the basis for computing
the level premium on long-term policies. Although
some policies are sold on a single-premium basis, in
the event of an early death, the cost of the insurance
is high compared with the annual cost. In addition,
most people cannot afford the single premium.

To determine the net level premium, we compute
the net single premium and convert it to a series
of annual payments, considering the premiums that
can be expected and the year in which the expected
premium will be paid. To do this, we use the concept
of the annuity due. Annuities, as we have seen, are
concerned with the number of survivors. In comput-
ing an annuity due, we ask, What is the current value
to the insurance company if each member of the
group pays $1.00 for a given number of years while
they are still alive? The same principles of mortality
and compound interest apply but in a somewhat re-
verse order. A promise by each of the policyholders
alive at age 35 to pay $1 for the next five years will be
worth something less than a payment of 98,498,982
times $5. Some entrants will die; in addition, the
company will not have the money immediately, so
it will lose some interest income on the funds. If we
refer to Table 13.2, we find 98,403,438 members of
the original group will be alive at age 36 to pay their
$1.00. In addition, if we assume a 4 percent rate of
return, each dollar paid in one year is worth only
about $0.962 today. Every year, fewer members of
the group are alive. In addition, the current value
of each future $1.00 decreases the longer the time
before the dollar must be paid. We can determine
the value of $1.00 paid by each policyholder for
the next five years as follows:

Present Present
Value of Value of

Age Number Living $1.00 Payments

35 98,498,982 × $1.00 due now 1.00000 98,498,982

36 98,403,438 × $1.00 due in 1 year 0.96154 94,618,691

37 98,302,083 × $1.00 due in 2 years 0.92456 90,885,801

38 98,192,967 × $1.00 due in 3 years 0.88900 87,293,190

39 98,078,082 × $1.00 due in 4 years 0.85480 83,837,555

455,134,220

Thus, if each policyholder alive at age 35 agrees to
pay $1 for the next five years, the total has a current
value of $455,134,220. To fund the net single pre-
mium for the five-year term policy for each policy-
holder alive at age 35, the insurance company needs
$479,940,421 today. Thus, the insurance company
needs to collect more than $1 from each policy-
holder to cover the future claims costs. In fact, the
insurance company must collect $1.0545 from each
policyholder alive during the next five years:

$479,940,421

$455,134,220
= $1.0545

To convert the net single premium for a whole-
life contract to the annual level premium, we use
the same approach, but we use the entire mortal-
ity table to age 121. The present value of $1.00 a
year for life from each policyholder alive at age 35
is $2,094,693,870. The net single premium for the
whole-life policy was $17,933,832,771. Thus, the net
level premium is $8.56 per year:

$17,933,832,771

$2,094,693,870
= $8.5616

Computing the premiums for limited-payment
(limited-pay) whole-life policies also uses this
basic procedure. A limited-pay whole-life policy
is the actuarial equivalent of a straight life policy
except for the way in which the premiums are paid.
To compute the premium for a 20-payment whole-
life contract, we begin with the net single premium
for a whole-life policy. Under a 20-payment policy,
we will spread the premiums over a 20-year period
rather than over the total lifetime of the insured.
To make the conversion from a net single premium
to 20 payments, we compute the present value of
payments of $1.00 by those policyholders still alive
each year during the next 20 years. That amount is
$1,375,298,570. Thus, the net annual premium on a
20-pay whole-life policy is the following:

$17,933,832,771

$1,375,298,570
= $13.04

The net single premium of $182.07 is mathemati-
cally the same as a payment of $13.04 from each of
the surviving members of the group for a 20-year
period. Each of the premiums for the whole-life
policy we have computed is the equivalent of the
other two. It makes no difference to the insurer
whether the insured makes a net single-premium
purchase by paying $182.07, or agrees to pay $13.04
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each year for 20 years, or $8.56 each year for as long
as he or she lives.

RESERVES ON LIFE
INSURANCE POLICIES

Under the level premium plan, the insured pays
more than the cost of the protection during the early
years of the contract. The difference between what
the insured pays and the cost of the protection rep-
resents the policy reserve. This represents the pre-
payment of future premiums and is the basis for the
cash value.

To illustrate the effect of the prepayment of costs
under the level premium plan, Table 13.3 shows the
reserve on five one-year term policies beginning at
age 35, a five-year term policy on a single-premium

basis, and a five-year term policy on a level premium
basis. The table indicates the initial reserve and the
terminal reserve for each policy for each year. The
reserve on a policy at the end of the policy year
is known as the terminal reserve, and the terminal
reserve at the end of a year plus the net premiums for
the next year is known as the initial reserve of that
next year. The average of the initial and terminal
reserves for any year is called the mean reserve for
that year. It is the mean reserve for all active policies
that the insurance company is required by law to
have on hand at all times.

As indicated in Table 13.1, under the one-year
term option, the premiums collected at the begin-
ning of each year are sufficient with interest income
to pay the death claims for the year. When the five-
year term policy is purchased on a single-premium
basis, a significant reserve is created at inception.

TABLE 13.3 Policy Reserves—Net Single Premium and Net Level Premium for Five-Year Term Policy and Net Premium for Five

Annual Term Policies

Five One-Year Term Policies

Number Number Annual Initial Reserve Plus Minus Terminal

Age Alive Dying Premium Reserve Interest Death Claims Reserve

35 98,498,982 95,544 0.932692 $91,869,231 95,544,000 −95,544,000 $0
36 98,403,438 101,356 0.990389 $97,457,692 101,356,000 −101,356,000 $0
37 98,302,083 109,115 1.067305 $104,918,269 109,115,000 −109,115,000 $0
38 98,192,967 114,886 1.125002 $110,467,308 114,886,000 −114,886,000 $0
39 98,078,082 120,636 1.182692 $115,996,154 120,636,000 −120,636,000 $0
Total Premiums Paid: 5.298080

Net Single Premium

Number Number Single Initial Reserve Plus Minus Terminal

Age Alive Dying Premium Reserve Interest Death Claims Reserve

35 98,498,982 95,544 4.872542 $479,940,421 499,138,038 −95,544,000 403,594,038
36 98,403,438 101,356 $403,594,038 419,737,799 −101,356,000 318,381,799
37 98,302,083 109,115 $318,381,799 331,117,071 −109,115,000 222,002,071
38 98,192,967 114,886 $222,002,071 230,882,154 −114,886,000 115,996,154
39 98,078,082 120,636 $115,996,154 120,636,000 −120,636,000 0
Total Premiums Paid: 4.872542

Net Level Premium

Number Number Single Initial Reserve Plus Minus Terminal

Age Alive Dying Premium Reserve Interest Death Claims Reserve

35 98,498,982 95,544 1.054502 $103,867,412 108,022,109 −95,544,000 12,478,109
36 98,403,438 101,356 1.054502 $116,244,770 120,894,560 −101,356,000 19,538,560
37 98,302,083 109,115 1.054502 $123,198,342 128,126,276 −109,115,000 19,011,276
38 98,192,967 114,886 1.054502 $122,555,994 127,458,234 −114,886,000 12,572,234
39 98,078,082 120,636 1.054502 $115,995,806 120,635,639 −120,635,000 0
Total Premiums Paid: 5.272512
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Each year, interest is added and death claims are de-
ducted, and the result is the terminal reserve for the
year. The reserve gradually diminishes until the final
year, when it is just sufficient to pay death claims.
Under the level premium option, the reserve in-
creases during the first three years, as the insureds
overpay the cost of protection, and then diminishes
as death costs exceed premium income and interest
in the last two years.

Unlike the reserve on term policies, the reserves
on whole-life policies, endowments, and limited-
payment whole-life policies do not diminish but
continue to accumulate, reaching the face amount
of the policy. Because these reserves represent
payments by group members that are more than
the current cost of the insurance protection, group
members have a vested interest in these reserves.
In effect, the reserves represent a prepayment for
future protection. If an individual decides to with-
draw from the group and does not wish the future
protection for which he or she has paid, that person
is entitled to a return of a portion of his or her pre-
miums. In a sense, the reserve “belongs” to mem-
bers of the group, and a member who leaves the
group is entitled to withdraw a portion of the reserve.
Permanent insurance contracts such as whole-life,
limited-payment, and endowment policies develop
a cash saving fund that is the insured’s property. On
withdrawing from the group, the insured is entitled
to a surrender value based on the policy reserve.
Normally, a policy does not develop a cash value
until after the second year, and its surrender
value rarely equals the full amount of the policy
reserve until it has been active for 10 or 15 years. The
reserve required for any given policy depends on the
insured’s age at the issue date, the assumed rate of
interest, and the policy type. Since the reserve
equals an amount that, together with all future
premiums and interest on these premiums and
the reserve, will equal future benefits, the lower
the amount of future premiums and the higher the
amount of future claims, the higher must be the
reserve. A simple identity should prove helpful in
understanding this relationship:

Reserve = Present value of
future benefits

− Present value of
future premiums

A whole-life policy, if continued, will be payable
as a death benefit or as an endowment at age 121.
The accumulating reserve, which will be required
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FIGURE 13.1 Reserve accumulation of cash value policies.

for payment as an endowment at age 121, results in
a decreasing amount of risk under the policy. For
example, when Mr. X purchases $100,000 of whole-
life coverage, he obtains $100,000 of immediate pro-
tection. As he pays more into the policy, the cash
value accumulates. After 10 years, the policy has a
cash value of, say, $30,000. The point that is often
overlooked is the actual amount of protection
has declined and the insurance amounts to only
$70,000. If the insured dies, his beneficiary will
collect $100,000, but $30,000 of this amount con-
sists of his investment.4 Under the permanent forms
of life insurance, the policyholder does not have
$1000 in life insurance protection for each $1000 of
face amount but rather, $1000 minus the insured’s
own accumulated cash value. The actual insurance,
or “risk,” of the insurance company is constantly
being reduced.

The major differences among the various forms
of cash value life insurance are the rates at which
the reserve accumulates. Perhaps these differences
and the relationship of the policy reserves under the
various contracts can be shown better graphically.
Figure 13.1 illustrates the reserve accumulation of
various policies purchased by a female insured at
age 35. The lines in the chart indicate the accumula-
tion of the policy reserve for a level-premium whole-
life contract, a 20-payment life contract, and a policy
paid up at age 65. The most important line for our
purposes is the one designated net single premium.
If the insured purchases a whole-life contract with
a net single premium of approximately $108, this

4 An alternative approach would be to say that the beneficiary
collects $100,000 and that the investment is forfeited to the com-
pany. The net effect is the same.
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amount will be sufficient to equal the face of the
policy at age 121. The interest on the net single pre-
mium will be credited to the reserve, and together
with this interest, the net single premium will be
sufficient to pay death claims for the group mem-
bers and accumulate to the face of the policy at age
121. All the other reserve lines begin at zero, but
as the insured overpays the premium, the excess is
accumulated as the policy reserve. At any time at
which the policy reserve equals the net single pre-
mium line, premium payments may be discontin-
ued. Remember, there are no additional premium
payments due under the net single-premium con-
tract. So, if the reserve under any other form equals
the net single-premium line, interest on that reserve
will be sufficient, as in the case of the net single pre-
mium, to pay all death claims and still reach $1000
by age 121. Thus, under the 20-payment life policy,
the reserve equals the net single premium line at
age 55; under paid-up at 65 policy, they are equal at
age 65. Thus, other things being equal, the reserve
on a 20-payment life and a 30-payment life will be
the same at the end of 30 years since the reserve on
each policy must by that time be sufficient to pay all
future benefits under the policy when credited with
interest.5

BENEFIT-CERTAIN AND
BENEFIT-UNCERTAIN CONTRACTS

Thus far, we have seen that the computation proce-
dure of the premium for all forms of life insurance is
similar. The present value of the future claims under
the contract is summed, obtaining the net single pre-
mium. The net single premium is then distributed
over the selected premium payment period, using
the concept of an annuity due, which considers in-
terest and survival probability.

5 A policy is paid up when no further premiums are due on it and
the reserve is sufficient, with the interest on it, to pay all future
claims under the policy. Since

Reserve = Present value of
future benefits

− Present value of
future premiums

a policy is paid up when

Reserve = Present value of
future benefits

The present value of the future benefits under a
life insurance contract varies with the probability
that the insurer will be required to make payments,
which changes with the length of time for which the
insurance is to be provided and with the nature of
the insurer’s promise. If the insurer agrees to pay
the policy’s face amount if the insured dies within a
specified period, as in term insurance, the present
value of future benefits will be the individual’s share
of the discounted death claims that are expected to
occur during that period. The longer the period for
which the insurance is to be provided, the greater
will be the present value of future benefits. Suppose
that the insurer agrees to pay the face amount if
the insured dies within a specified period and to
make payment if he or she survives that period, as
in the case of an endowment or whole-life policy.
In that case, the present value of future benefits
will be the individual’s share of the discounted
death claims during the period and the discounted
value of the endowment benefit. Assuming that the
insured persists, the payment of the face of the
policy is a certainty.6

All forms of permanent life insurance are benefit-
certain contracts. If the insured continues to live,
the policy’s face amount will be payable, meaning
the probability that the insurer will be required to
make payment is 100 percent. Term contracts, on
the other hand, are benefit-uncertain contracts, in
that payment will be made if the insured dies during
the policy period. Because the probability of loss
under these contracts is less than 100 percent, the
present value of future claims is less than that of
the present value of future claims under the benefit-
certain contracts.

In Chapter 12, we noted that the increasing prob-
ability of death at advanced ages makes the cost of
insurance at those ages prohibitive. Using the 2001
CSO mortality table and assuming a 4 percent inter-
est rate, the net premium for a one-year term con-
tract of $1000 face amount at age 70 for a female
is $17.13. At age 80, it is $42.17, and at age 90, it is
$117.23. Few people would be willing to purchase
life insurance coverage at these rates, so the level-
premium plan was developed to avoid the impact
of the increasing mortality.

6 A policy is mature when the face of the policy is payable. Thus,
the whole-life policy matures at age 121.
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The level premium contract does not avoid the
costs inherent in the higher mortality at advanced
ages. The actuarial equivalent of the increasing one-
year term rate must be charged even under the level
premium plan, but the higher costs are hidden by
premium redistribution and the compound interest
on the overpayments made during the contract’s
early years. It makes no difference whether the pre-
miums are paid on an annually increasing basis or if
they are leveled out via the level premium; the costs
are there. The real secret to the operation of the level
premium plan and permanent forms of insurance is
the magic of compound interest rather than the law
of large numbers. The level premium plan does not
avoid the higher mortality costs at advanced ages;
instead, it spreads them over a longer period.

Consider the probabilities found in the various
forms of life insurance. A young man, age 21, may
purchase a term-to-age-65 policy. The probability
that he will die and that the insurance company will
be required to pay the face amount of the policy is
about 16 percent. If he purchased a term-to-age-75
contract, the probability that the company would
be required to pay the face of the policy increases
to 39 percent. Protection to age 85 involves a proba-
bility of 69 percent. What is the probability if he pur-
chases a whole-life or endowment contract? Since
the company will inevitably pay the face amount of
these policies, the probability is 100 percent.7

At some point, the death “risk” ceases to be a
risk. The probability increases each year until the
loss becomes a certainty. The exposure under term
insurance contracts, on the other hand, is a true

7 The probability of death after age 65 is much greater than is
the probability of death up to age 65. In fact, the probability of
death during the 10-year period from age 65 to age 75 exceeds
the probability for the entire period from age 21 to age 65.

contingency, meaning an event that may or may not
occur. Mortality costs for the entire life span, that is,
to the end of the mortality table, do not constitute
an insurable risk. Mortality costs up to age 65, how-
ever, represent a reasonable approximation of the
insurable risk.

Some question whether insurance covering to the
end of the mortality table is a proper application of
the insurance mechanism. Insuring under a benefit-
certain policy such as a whole-life policy involves
the accumulation of an investment rather than a dis-
tribution of losses through the law of large numbers.
As the insureds under permanent forms of life insur-
ance continue their premium payments, the over-
payment piles up and the compound interest on
the overpayment accumulates, so that the insureds
build up a fund that reduces the risk facing the in-
surance company. Whereas a rational person would
probably refuse to purchase insurance at age 75, or
80, or 85, or 90 on an individual year-to-year basis,
this is precisely what the whole-life contract does.
However, since the costs associated with the high
probabilities can be hidden by the redistribution
of premiums and compound interest, the whole-
life contract is a salable product, but the high cost
is not avoided. The only way in which the cost of
death at advancing ages can be avoided is by refus-
ing to purchase coverage against death at advancing
ages.

The most intriguing aspect of the distinction
between the benefit-certain and the benefit-
uncertain contracts is that it illustrates that there is
nothing magical or mystical about the insurance
equation. The insurance company must collect
sufficient premiums to pay the claims it will incur.
The benefit-certain contracts are possible only
because of the compounding interest on the in-
sured’s overpayment of premiums during the early
years of the contract.

IMPORTANT CONCEPTS TO REMEMBER

net premium
gross premium
mortality tables
loading

annuity due
net single premium
net level premium
terminal reserve

mean reserve
initial reserve
benefit-certain contract
benefit-uncertain contract
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QUESTIONS FOR REVIEW

1. What are the primary elements in life insurance
ratemaking? Which are used in computing net premiums?
The gross premium?

2. The insurer must estimate in advance the mortality
and the interest that will be earned on policyholders’ pre-
miums. How do insurers attempt to guard against devia-
tions from these estimates?

3. The net single premium for a five-year term policy at
age 35 is $4.87 (2001 CSO table, female lives, 4 percent in-
terest assumption). Why can we not compute the annual
premium for a five-year term policy by dividing $4.87 by
5?

4. Explain what is meant by the term present value. Ig-
noring the concept of present value, what is the net single
premium for a whole-life policy?

5. At age 28, Mr. Jones purchased a whole-life policy,
paying the premium in one single payment. On the same
day, Mr. Smith bought a 20-pay whole-life policy identical
in all other respects to the one Jones purchased. At what
point will the reserve on the two policies be equal? Why
must they be equal at this point?

6. Under a whole-life policy, the actual amount at risk by
the insurance company is constantly decreasing. Explain
what is meant by this statement.

7. In a given year, would you expect the initial reserve,
the mean reserve, or the terminal reserve of a particular
policy to be highest? In your answer, distinguish among
the three measures. Which is most significant for regula-
tory purposes?

8. What is the difference between a policy that is paid
up and one that is mature?

9. Briefly explain the distinction between benefit-
certain and benefit-uncertain life insurance contracts.

10. You have been called on as a consulting actuary by
a tribe of natives in an underdeveloped country. Owing to
warfare with the neighboring tribes, the mortality rate in
the country is high. At the same time, the interest rate is
high. On the basis of the mortality and simplified discount
tables given here, compute the following:

a. The one-year term rate for ages 21–25
b. The net single premium for a five-year term policy at

age 21
c. The net single premium for a five-year endowment at

age 21
d. The annual premium for the five-year endowment at

age 21

Mortality Table

Age Number Alive Number Dying

21 1000 10
22 990 20
23 970 30
24 940 40
25 900 50

Compound Discount Table

Present value of $1.00 One year from now = $0.90
Two years from now = $0.80
Three years from now = $0.70
Four years from now = $0.60
Five years from now = $0.50

QUESTIONS FOR DISCUSSION

1. An article on life insurance in a midwestern news-
paper stated: “It makes good sense to purchase life insur-
ance at an early age since the cost of coverage increases
the longer you wait.” Do you agree or disagree with this
statement?

2. Assume you have two groups of policies, each con-
sisting of 1000 policies, issued at the same time to groups
of the same age. One group consists of single-premium
whole-life policies and the other of 20-payment whole-life
policies. If mortality is less than anticipated, which group
will show the largest mortality savings?

3. “A young man, age 21, may purchase a term-to-age-
65 policy. The probability that he will die and the insur-
ance company will be required to pay the face amount
of the policy is about 12 percent. If he could purchase
a term-to-age-75 contract, the probability the company
would be required to pay the face amount of the policy
increases to 27 percent. Protection to age 85 involves a
probability of 53 percent.” Reflecting on the rules of risk
management discussed in Chapter 3, what conclusions
can one draw concerning the purchase of benefit-certain
contracts?
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4. “Other things being equal, the lower the interest as-
sumption used in the computation of the premium, the
lower will be the reserve on a policy at any point in time.”
Do you agree or disagree? Why?

5. It has been shown that wide differences in cost exist
among life insurers for the same type of policy. The three
factors used in premium computation are the basis for
these differences in cost. To which of the three factors
would you attribute the widest differences in cost?
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CHAPTER 14

THE LIFE INSURANCE
CONTRACT—GENERAL

PROVISIONS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Describe the common provisions of life insurance contracts

• Explain the purpose and importance of the incontestable clause in life insurance contracts

• Identify and explain the distinction among the various types of beneficiaries that may be
designated in a life insurance contract

• Identify and describe the settlement options and explain the circumstances in which each of
the settlement options might be used

Unlike many other insurance contracts, there is no
standard policy form that must be used in life in-
surance. Although there is no uniform contract, the
states have enacted legislation that makes certain
provisions mandatory in life insurance policies. The
most commonly required provisions include the
following:

1. The policy shall constitute the entire contract.

2. There must be a grace period of 30 days or 1
month.

3. The policy shall be contestable only during the
first 2 years.

4. Misstatement of age shall be cause for an adjust-
ment in the amount of insurance.

5. Reinstatement must be permitted.

6. Participating policies shall pay dividends on an
annual basis.

7. Nonforfeiture values must be listed for at least
20 years.

8. The nonforfeiture values to which the insured
is entitled must be listed after the payment of
three premiums.

9. Loan values must be listed.

10. Installment or annuity tables shall show the
amount of benefits to which the beneficiary is
entitled if the policy is payable in installments
or as an annuity.

253
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Some of these provisions pertain only to certain
types of policies and do not, therefore, appear in
all life insurance policies. For example, provisions
relating to dividends are included only in partici-
pating contracts, while those relating to cash values
are not found in term policies where there is no
cash value. To provide a systematic basis for analy-
sis, we have divided life insurance policy provisions
into two classes: those that are included in every
life insurance policy are discussed in this chapter;
those that are included only in certain policies, or
whose inclusion is optional, will be analyzed in
Chapter 15.

INCEPTION OF THE LIFE
INSURANCE CONTRACT

Coverage under the life insurance policy is effec-
tive as soon as the contract comes into existence.
The fundamental question, then, is, When does
the policy come into existence? The answer hinges
on a detail in the eyes of many insureds: whether
the first premium accompanies the application for
insurance. If the application is sent to the insurer
without the premium, it is considered an invitation
to the insurer to make an offer, which it does by
issuing a policy. There is no contract until the appli-
cant has accepted the insurer’s offer, which he or
she does by taking the policy and paying the first
premium. If the insured should die during the
period between making the application and receiv-
ing the policy and paying the first premium, no ben-
efits will be paid, for the policy has not come into
existence. For the most part, this is not the usual
procedure.

Normally, the premium accompanies the appli-
cation for insurance. The company acknowledges
receipt of the premium with a conditional binding
receipt. The typical binding receipt makes the policy
effective as of the date of application, provided
the applicant is found to be insurable according
to the underwriting rules of the company. If the
individual does not meet the company’s under-
writing standards, it may offer a rated policy or a
policy subject to limitations. This, in effect, repre-
sents a counteroffer by the insurer, and the appli-
cant is again in the situation in which he or she
may accept or reject the insurer’s offer. A situation
might arise in which the underwriter is forced to
determine whether a deceased person would have

qualified for insurance if he or she had not died. If
the applicant would have qualified, then the com-
pany is bound to pay the death benefit since the
policy went into effect conditionally at the time of
the application.1

GENERAL PROVISIONS OF LIFE
INSURANCE CONTRACTS

Although certain provisions are required by law, in
many cases they are not spelled out exactly. How-
ever, the final wording adopted by the insurance
company must be approved by the commissioner
of insurance. In addition, even in the case of those
provisions not required by law, competition gener-
ally forces them to be similar. So, although there is
no “standard” life insurance policy, the provisions
discussed here are common to all life contracts.

Entire Contract Clause

When the application is incorporated as a part
of the policy contract, the representations of the
insured become contractual provisions and can
be used as evidence in a contest of the contract’s
validity. To prevent the use of other evidence, most
states require the inclusion of a clause in life insu-
rance policies stating the policy and the applica-
tion attached to it constitute the entire contract
between the insurer and the insured. The typical
policy expresses this provision as follows:

This policy and the application, a copy of which
is attached when issued, constitute the entire
contract. All statements in the application, in the
absence of fraud, shall be deemed representations
and not warranties. No statement shall void this
policy or be used in defense of a claim under it
unless contained in the application.

In declaring the statements of the insured are to
be considered representations and not warranties,
the clause requires the insurer to prove the materi-
ality of any misrepresentations by the insured. This
provision is beneficial to the insured.

1 Although the conditional binding receipt is the normal pro-
cedure, some companies use a binding receipt that is not con-
ditional. Coverage is effective immediately under interim term
insurance, which continues until the contract is issued.
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Ownership Clause

A life insurance policy is a piece of property. The
policy may be owned by the individual on whose
life the policy is written, by the beneficiary, or by
someone else. In most cases, the insured is the
policy owner. The person designated as the owner
has vested privileges of ownership, including the
right to assign or transfer the policy, receive the cash
values and dividends, or borrow against it. At the
death of the insured, the beneficiary becomes the
owner of the policy.

Beneficiary Clause

The beneficiary is the person named in the life
insurance contract to receive all or a portion of
the proceeds at maturity of the policy. The desig-
nation of the beneficiary is an important aspect of
the policy and is designed specifically to reflect the
insured’s decisions concerning the disposition of
his or her insurance. In an endowment or retirement
income policy, the beneficiary may be the insured
or, in the event of the insured’s death, the estate or a
third party. In most instances, it is best not to name
the estate as beneficiary, particularly when it is in-
tended that the proceeds will go to certain individu-
als. If a specific beneficiary is named, the proceeds
will be paid to the designated person or persons
directly after the insured’s death, and they will not
be subject to estate administration, with its accom-
panying probate costs and creditors’ claims against
the insured. But most important, if a specific benefi-
ciary is named, the payment of the proceeds will not
be delayed until the entire estate has been settled.

A beneficiary may be primary or contingent. A
primary beneficiary is the person first entitled to the
proceeds of the policy following the death of the
insured. A contingent beneficiary is entitled to the
policy benefits only after the death of the primary
or direct beneficiary.

The customary type of beneficiary designation
is the donee or third-party beneficiary. The benefi-
ciary may be a specific individual or a class desig-
nation. To ensure the insured’s intentions are
accomplished, he or she should designate the bene-
ficiary or beneficiaries with care. For example, a
man may wish that his wife be the primary benefi-
ciary and his children by this wife are to be
the class-contingent beneficiaries. Proper identifi-
cation could be accomplished in this case by the

designation of “my wife, Elizabeth Hallquist Jones”
as the primary beneficiary and “the children of my
marriage to Elizabeth Hallquist Jones” as the contin-
gent beneficiaries. The children then would receive,
and share equally, the proceeds if the wife should
predecease the insured.2

Beneficiaries may be classified many ways, but for
our purpose the most important variable is whether
the insured reserves the right to change the desig-
nation. Beneficiary designations may be revocable
or irrevocable. In the former, the insured reserves
the right to change the designation at any time; in
the latter, the insured imposes a restriction on the
use of this right.

The revocable designation is used in the vast
majority of life insurance contracts today. As the
owner of the contract, the insured has the right
to designate anyone as the beneficiary even if the
person named has no insurable interest in the
policyholder’s life. If, at the inception of the con-
tract, the insured designates a beneficiary and
reserves the right to change this designation, then
the change may take place at any time and any
number of times during the term of the policy. This
means that the interest of a revocable beneficiary is
nothing more than an expectancy subject to all the
rights and privileges that the insured may exercise in
the contract. The insured is the complete owner of
the contract and the revocable beneficiary cannot
interfere in any manner with the insured’s exercise
of these rights. The insured may borrow on the
policy, surrender the contract for cash value, assign
the policy, or do anything else that he or she wishes
without any legal interference from the beneficiary.
The only time the beneficiary acquires a legal inter-
est in the contract is at the insured’s death. But even
here, the right of the beneficiary to the proceeds is
subject to the conditions of any settlement options
selected by the insured.

If the insured designates an irrevocable benefi-
ciary, the right to exercise the privileges granted by
the contract, except with the consent of the benefi-
ciary, is lost; the insured loses complete ownership

2 There are many reasons for the use of care in the designation
of the beneficiary. For example, if the insured designates as ben-
eficiary “my wife, Mrs. John Jones,” to whom is he referring? Is
this his present or a former wife? Or if he designates “my chil-
dren” as a class beneficiary, which children does he desire to
include? Would adopted or illegitimate children be included?
And what about children of a former wife? These difficulties may
be avoided with a little care.
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of the policy, which then becomes the joint property
of beneficiary and insured. This means the insured
cannot change the beneficiary designation without
the latter’s consent and the acquisition of a policy
loan or an assignment of the contract will require
the permission of the beneficiary. However, if the
irrevocable beneficiary should predecease the
insured, most policies today provide the interest
of the beneficiary shall terminate and all rights
in the contract will revert to the insured. As a
consequence, the irrevocable beneficiary does not
become the complete owner of the policy; this
person’s interest is conditionally vested along with
that of the insured.

Collateral Assignment In the designation of the
beneficiary, the insured (owner) designates the
party to receive the policy proceeds at death. The
insured can assign a part of the policy proceeds to
another party after the policy is issued. This is often
done as security for a loan. Because the assignment
of the policy proceeds serves as a collateral for the
loan, the transaction is called a collateral assign-
ment. Collateral assignment is a partial and usually
temporary transfer of ownership rights to the lender
(or other party).

Incontestable Clause

One unusual provision that is required in life poli-
cies is the incontestable clause. The usual policy pro-
vision reads as follows: “This policy shall be incon-
testable after it has been in force during the lifetime
of the insured for two years from the date of issue.”3

This means the contract’s validity cannot be ques-
tioned for any reason after it has been in force during
the lifetime of the insured for two years. The ratio-
nale for this restriction is based on the long-term
nature of the life insurance contract. It is to assure
the person insured and the beneficiary that they
will not be harassed by lawsuits long after the origi-
nal transaction and at a time in which all evidence
of the original transaction has disappeared and

3 By statute in most states, the incontestable clause must be a
provision in all life insurance contracts, and no state permits the
period to exceed two years from the date of issue of the contract.
Some insurers, perhaps for competitive reasons, have shortened
the contestable period to one year, which is permissible under
the law. However, courts have generally refused to uphold a pro-
vision that makes the contract incontestable from date of issue,
particularly in those cases where fraud is involved.

original witnesses have died. The effect of the clause
is not that of justifying a contract involving fraud.
The courts justify the clause on the grounds that
they are not condoning fraud, but after an insur-
ance company has been given a reasonable oppor-
tunity to investigate the validity of the contract, it
should then relinquish its right on the grounds that
the social advantages will outweigh the undesirable
consequences.4

The clause is applicable for two years during the
lifetime of the insured. This means that the death
of the insured during the contestable period sus-
pends the operation of the clause. If this were not
the case and if the beneficiary knew that the in-
sured had made material misrepresentations in the
application, he or she could wait until the end of
the two-year period before submitting the claim and
would be protected against voidance of the contract
because of the insured’s fraudulent acts.5

Misstatement of Age Clause

The incontestability clause does not apply to the
misstatement of age by the insured. Since the
amount of insurance a given premium will purchase
varies with the age of the insured, the applicants
for insurance tend to understate their age.6 The

4 However, there are a few instances in which fraud would be
so abhorrent that impossibility of nullification because of the in-
contestable clause would be a distinct violation of public policy.
For example, courts will permit insurers to deny liability after
the contestable period has terminated in those cases in which
insurable interest did not exist at the inception of the contract.
Liability could also be denied if it is discovered that a healthier
person impersonated the applicant in the medical examination,
particularly if this person would have been the beneficiary under
the policy.
5 In years past, the incontestable clause did not contain the lan-
guage “for two years during the lifetime of the insured.” In a cel-
ebrated case, Monahan v. Metropolitan Life Insurance Company
(283 III. 136, 119 N.E. 68), an insured died during the contestable
period and the company denied liability, alleging breach of war-
ranty. The beneficiary, however, waited until the two-year period
had expired and then sued the company. The Supreme Court of
Illinois held that the policy was incontestable and ordered the
insurance company to make payment.
6 For rating purposes, life insurers assume that the individual’s age
changes at the midpoint between birthdays. (Health insurers, in
contrast, usually use the applicant’s age at his or her last birthday
until the next birthday is reached.) Insurers will often agree to
backdate a life insurance policy to allow the insured to purchase
the coverage at a lower age if the insured pays the premium for
the backdated period of coverage. Most state insurance laws limit
the period for which a policy may be backdated to not more than
six months.
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misstatement of age clause provides that in the event
the insured has misstated his or her age, the policy
face amount will be adjusted to the amount of
insurance the premium paid would have purchased
at the correct age. In other words, the amount of
the policy is adjusted; the contract is not voided.
The typical policy provision reads as follows: “If the
age of the insured has been misstated, the amount
payable shall be such as the premium paid would
have purchased at the correct age.”

For example, the premium on a certain policy is
$20 per $1000 at age 40. The premium on the same
policy is only $15 per $1000 at age 31. The insured
in question was a particularly youthful-looking indi-
vidual and convinced the agent and the insurance
company that she was 31 years old, when in reality,
she was 40. She purchased a $10,000 policy, pay-
ing the annual premium of $150. On her death,
the insurance company discovered that she was
40 years old when the policy was issued. In this
event, the company would pay 15/20 of the face
amount, or $7500. This is the amount of insurance
the individual could have purchased for the pre-
mium that she paid if she had given her correct age.

Grace Period

We have learned that the consideration for the insur-
ance company’s promise is the payment of the first
premium by the insured. Although subsequent pre-
miums are not a part of the legal consideration, they
must be paid when due or the contract will end. A
premium due date is designated in the policy, and
the premium should be paid on or before that date.
The insured may pay the premium annually, semi-
annually, quarterly, or monthly.

If the insured does not pay the premium on the
due date, technically the contract will lapse. The
time of lapsing, however, is subject to a modification
that is in the nature of a grace period and is almost
universally required by statute. A typical statement
of the grace period clause in a life insurance con-
tract is as follows:

A grace period of 31 days shall be allowed for pay-
ment of a premium in default. The policy shall
continue in full force during the grace period. If
the insured dies during such period, the premium
in default shall be paid from the proceeds of this
policy.

Thus, for example, if the premium due date is
May 1, and the insured does not pay it on this
date, the policy allows a grace period of 31 days
before lapsing. If he or she should die on May 15,
the proceeds of the policy will be paid but minus
the amount of the premium in default. If the insured
pays the premium before the end of the grace
period, the policy continues in effect as if payment
had been on time. The purpose of this clause is not to
encourage procrastination in the payment of premi-
ums (although it does) but rather to keep the policy
from lapsing when the owner of the policy inadver-
tently neglects to pay the premium.

Reinstatement

Practically all permanent life insurance contracts
permit reinstatement of a lapsed policy. However,
the reinstatement is subject to certain specific con-
ditions. The provisions of a typical contract read as
follows:

This policy may be reinstated within five years
after the date of premium default if it has not been
surrendered for its cash value. Reinstatement is
subject to (a) receipt of evidence of insurabil-
ity of the insured satisfactory to the Company;
(b) payment of all overdue premiums with interest
from the due date of each at the rate of 6 percent
per annum; and (c) payments or reinstatement of
any indebtedness existing on the date of premium
default with interest from that date.

Reinstatement is not an unconditional right of
the insured. It can be accomplished only if the
risk has not changed for the insurance company
and only if, by payment of the back premiums with
interest, the reinstated policy would have the same
reserve as it would have had if the policy had not
been lapsed. The conditions necessary are specific.
First, reinstatement is possible only if at the time of
lapsing the insured did not withdraw the cash value
of the policy. Withdrawal of the surrender value in
cash terminates the contract forever. Second, rein-
statement must be effected within a specific time
period, normally five years after the lapse. Third,
the insured must provide proper evidence of insur-
ability. His or her health must be satisfactory, and
other factors, such as financial income and morals
must not have deteriorated substantially. Fourth, re-
instatement can be effected properly only if the
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insured pays the overdue premium plus interest and
pays or reinstates any indebtedness that may have
existed. These conditions may appear burdensome,
and some may appear unnecessary. However, they
are required if the contract is to be maintained in
its original form and they are important if the insur-
ance company is to avoid what would otherwise be
a substantial element of adverse selection.7

Suicide Clause

Almost universally, suicide during a stipulated
period after inception of the contract is excluded. A
typical suicide exclusion reads as follows: “If within
two years from the date of issue the insured shall
die by suicide, whether sane or insane, the amount
payable by the Company shall be the premiums
paid.” Some companies, however, limit the suicide
exclusion period to one year. The reason for the ex-
clusion is, of course, that of protecting the insurer
against a person who might purchase the insurance
with the deliberate purpose of committing suicide.8

The assumption of the two years is that during this
length of time, if the insured has not committed sui-
cide, the reason for doing so will probably have dis-
appeared. After the exclusion period is over, death
by suicide is treated the same as any other cause of
death, and coverage is justified on the assumption
that it should be provided for as a hazard of life to
which practically all people are subject.9

7 The question may arise concerning the application of the in-
contestability clause to the reinstated policy. Is the entire contract
subject to contest for two years after the reinstatement, is only the
information concerning the reinstatement subject to contest, or
is neither applicable? There is some difference of opinion in the
courts. However, the majority opinion is that a reinstated contract
is contestable for the same period as prescribed in the original
contract but only with respect to the information supplied for the
reinstatement. Representations in the original application for the
policy may not be contested.
8 The courts have evolved the doctrine of presumption against
suicide, which states that the love of life is sufficient grounds for
a presumption against suicide. The burden of proof of suicide is
on the company, and the insurance company must prove con-
clusively the death was a suicide or pay the face of the policy.
9 Some states have statutes that impose restrictions on the right
of the insurer to avoid liability if the insured commits suicide.
In Missouri, for example, the law does not permit any exclusion
at all. The insurer can deny liability only if it can prove the in-
sured contemplated suicide at the time the policy was purchased.
Needless to say, this intent is difficult, if not impossible, to prove,
so insurers in Missouri do not attempt to do so.

Aviation Exclusions

At one time, nearly all life insurance policies ex-
cluded death resulting from aviation. Today, most
policies cover loss from aviation accidents although
an additional premium may apply in the case of pri-
vate pilots and the pilots and crews of commercial
airlines. The single area in which aviation exclusions
are still found is with respect to military aircraft,
and the exclusion can usually be eliminated for an
additional premium.

War Clause

During times of war, or when war appears imminent,
insurance companies usually insert a clause in their
policies that provides for a return of premium plus
interest rather than payment of the face amount
of the policy if the insured dies under excluded
circumstances.

War exclusions may be divided into two classes:
exclusions based on status and exclusions of results.
Under a status-type clause, death while serving as a
member of the military is excluded, regardless of
cause. Under the results-type exclusion, coverage is
denied only if the death results directly from war.10

The purpose of the war clause is not so much to
avoid payment to beneficiaries of insureds who are
killed in the war as to prevent adverse selection.
If the clause were not put into policies sold dur-
ing wartime, those who faced a higher chance of
loss would obtain larger amounts of insurance than
they might otherwise purchase. The result would be
selection against the company.11

SETTLEMENT OPTIONS

The average person, in thinking about the settle-
ment of life insurance policies, normally thinks of
a lump sum being paid to the insured’s beneficiary.

10 Hazle v. Liberty Life Insurance Company, 186 S.E. 2d 245, 257
S.C. 456 (1972).
11 Deaths in past wars have not proved to be catastrophic for
insurers. After each of the wars in which the United States has
been engaged in the twentieth century, insurance companies
found they could cover the deaths that were excluded under the
war clause of policies issued and paid the face amount of these
policies retroactively.
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TABLE 14.1 Installments for a Fixed Period

Minimum Monthly Installments for Each $1000 of Net Proceeds

Period Monthly Period Monthly Period Monthly

(Years) Payment (Years) Payment (Years) Payment

1 $84.65 11 $9.09 21 $5.56
2 43.05 12 8.46 22 5.39
3 29.19 13 7.94 23 5.24
4 22.27 14 7.49 24 5.07
5 18.12 15 7.10 25 4.93
6 15.35 16 6.76 26 4.84
7 13.38 17 6.47 27 4.73
8 11.90 18 6.20 28 4.63
9 10.75 19 5.97 29 4.53

10 9.83 20 5.75 30 4.45

While the vast majority of death claims are paid in a
lump sum, a portion of life insurance death benefits
is disbursed in some other manner. In addition to
the lump-sum settlement, there are certain optional
modes of settlement that may be used to pay out the
proceeds of the policy. Normally, the owner (who
in most cases is the insured) elects the option
under which the proceeds of the policy are to be
paid. If no election is in force when the policy
becomes payable, the beneficiary is entitled to
select the option desired. Unless the insured
(owner) has made a provision that denies the right,
the beneficiary may change to some other mode of
settlement.

Interest Option

Under the interest option, the proceeds of the
policy may be left with the insurance company,
to be paid out at a later time, in which case only
the interest on the principal amount is paid to the
beneficiary. A minimum rate of interest is guar-
anteed in the policy, but under participating
options, many insurance companies pay excess
interest above the guaranteed rate if additional
interest is earned by the company.12 Normally, the
interest option is selected when there are proceeds
from other policies available for income, and the

12 Most policies today guarantee interest between 3 percent and
4 percent, but older policies may have higher guarantees. The
recent low interest rate environment has reduced the spread
between what the insurer earns on its portfolio and the policy
guarantees, putting stress on insurer profits.

principal of the policy is not needed until some later
time.

Installments for a Fixed Period

The insured may specify (or the beneficiary may
elect) to have the proceeds of the policy paid out
over some specified interval. The insurance com-
pany computes how much it can pay out of the
policy proceeds and the interest on them during
each of the required periods so the entire principal
and interest will have been distributed by the end
of the period. The rate of interest credited to the
unpaid balance is specified in the policy, but as in
the case of the interest option, excess interest may
be payable under participating policies. The same is
true of the other settlement options discussed in the
paragraphs that follow. A typical schedule of install-
ments for a fixed period is reproduced in Table 14.1.
The longer the period of time for which the com-
pany promises to pay the installments, the smaller
each installment must be. According to Table 14.1,
a $100,000 policy would provide $1812 per month
if paid over a 5-year period and only $983 if paid
out over a 10-year period. These payments (and the
other payments discussed below) are based on the
contract’s minimum guaranteed interest rate, which
is 3.5 percent. If the insurer’s investment earnings
are higher than the guaranteed minimum, all install-
ments will be increased to reflect the higher earned
interest.

The fixed period selected may be any number of
years, usually up to 30. This option is most valu-
able where the chief consideration is to provide
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income during some definite period, such as the
child-raising years.

Installments of a Fixed Amount

The owner of the policy (or the beneficiary) may
elect to have the proceeds of the policy paid out
in payments of some fixed amount ($500, $1000,
$1500, and so on) per month for as long as the
principal plus interest on the unpaid portion of the
principal will last. Since the amount of each install-
ment is the controlling factor under this option, the
length of time for which the payments will last will
vary with the amount of the policy. In a sense, the
installments-of-fixed-amount option is similar to the
installment for a fixed period. Under one option,
the amount to be paid determines the length of time
the benefits will last, and under the other, the length
of time for which the benefits are to be paid deter-
mines the amount of the benefits.

Life Income Options

In addition to the options listed, the policy gives
the insured’s beneficiary the right to have the pro-
ceeds paid out in the form of an annuity. In such
cases, the proceeds of the policy are used to make
a single-premium purchase of an annuity. Although
the various life insurance companies list many life
income options, they may be classified into four
basic categories.

Straight Life Income Under a straight life income
option, the proceeds of the policy are paid to the
beneficiary on the basis of life expectancy. The
beneficiary is entitled to receive a specified amount
for as long as he or she lives but nothing more. If
the beneficiary dies during the first year of the pay
period, the company has fulfilled its obligations,
and no further payments are made. Beneficiaries
who live longer than the average are offset by those
who live only a short time.

Life Income with Period Certain Under this
option, the beneficiary is paid a life income for as
long as he or she lives, but a minimum number
of payments is guaranteed. If the beneficiary dies
before the number of payments guaranteed has
been made, the payments are continued to a contin-
gent beneficiary. Normally, the period certain, as the
time for which payments are guaranteed is known,
is 5, 10, 15, or 20 years.

Life Income with Refund Under the life income
with refund option, the beneficiary is paid a life
income for as long as he or she lives, and if the
policy proceeds have not been paid out by the time
the beneficiary dies, the remainder of the proceeds
will be paid to a contingent beneficiary. The life
income with refund may be a life income with
installment refund, in which case installments are
continued until the contingent beneficiary has
received the difference between the original policy
proceeds and the amount received by the direct
beneficiary, or it may be a cash refund. Under the
cash refund, installments do not continue to the
contingent beneficiary; instead, that individual is
paid a lump sum.

Joint and Survivor Income The joint and survivor
income option is a somewhat specialized option,
designed to provide income to two payees. The pay-
ments continue after the first of the two payees has
died and stops with the death of the second. A modi-
fication of this plan provides that the benefit amount
will be decreased when the first of the two payees
dies. The benefit to the surviving payee will be
either two-thirds or half (or some other fraction)
of the original income amount. The benefit is com-
puted on the basis of two lives, its amount depend-
ing on the age of both beneficiaries.

Payments The amount payable under any one of
the life income options depends on the age and
sex of the beneficiary, plus the plan selected. For
obvious reasons, the company cannot afford to pay
as high a monthly income if it guarantees to pay it
for some guaranteed time period. When a period
certain is selected, the mortality gains under the
annuity are eliminated for whatever the length of
the period certain. Table 14.2 illustrates a typical
life income option table for single lives, and
Table 14.3 details a joint and survivor life income
option.

To illustrate the operation of Table 14.2, let us
assume the policy proceeds amount to $100,000 and
the beneficiary is a 70-year-old female. Because the
life expectancy of women is greater than of men,
a given number of proceeds dollars will provide a
higher monthly income to a male than to a female.
If our 70-year-old female beneficiary selects a life
income without a period certain, she will receive a
guaranteed payment of $506 a month for life, but
payments will cease on her death, regardless of the
amount that has been paid out. She may select a
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TABLE 14.2 Single Life—Life Income Payments

Minimum Monthly Life Income Payments per $1000 Proceeds

Chosen Period (Years) Chosen Period (Years)

Male Adjusted Age Zero 10 20 Refund Female Adjusted Age Zero 10 20 Refund

55 $3.77 $3.74 $3.64 $3.59 55 $3.48 $3.46 $3.41 $3.37
56 3.85 3.82 3.70 3.65 56 3.54 3.52 3.47 3.42
57 3.94 3.90 3.76 3.71 57 3.61 3.59 3.52 3.48
58 4.02 3.98 3.83 3.78 58 3.68 3.66 3.59 3.54
59 4.12 4.07 3.89 3.85 59 3.76 3.74 3.65 3.60
60 4.22 4.16 3.96 3.93 60 3.84 3.82 3.72 3.67
61 4.33 4.26 4.03 4.01 61 3.93 3.90 3.78 3.74
62 4.44 4.36 4.10 4.09 62 4.03 3.99 3.85 3.82
63 4.57 4.47 4.18 4.18 63 4.13 4.08 3.93 3.89
64 4.70 4.59 4.25 4.27 64 4.23 4.18 4.00 3.98
65 4.84 4.71 4.32 4.37 65 4.35 4.29 4.08 4.06
66 4.99 4.84 4.39 4.47 66 4.47 4.40 4.16 4.16
67 5.15 4.97 4.47 4.58 67 4.60 4.52 4.24 4.25
68 5.32 5.11 4.54 4.69 68 4.74 4.65 4.32 4.36
69 5.50 5.26 4.61 4.81 69 4.90 4.78 4.40 4.46
70 5.70 5.41 4.68 4.93 70 5.06 4.92 4.48 4.58
71 5.90 5.57 4.74 5.06 71 5.24 5.07 4.55 4.70
72 6.12 5.73 4.80 5.20 72 5.43 5.23 4.63 4.83
73 6.36 5.90 4.86 5.34 73 5.63 5.40 4.70 4.97
74 6.61 6.07 4.91 5.50 74 5.86 5.57 4.77 5.11
75 6.88 6.25 4.96 5.65 75 6.10 5.76 4.84 5.26
76 7.17 6.43 5.01 5.82 76 6.36 5.95 4.90 5.42
77 7.48 6.62 5.05 6.00 77 6.64 6.14 4.95 5.60
78 7.81 6.80 5.09 6.19 78 6.94 6.35 5.00 5.78
79 8.16 6.99 5.12 6.39 79 7.27 6.55 5.05 5.97
80 8.54 7.18 5.15 6.59 80 7.63 6.76 5.09 6.17
81 8.95 7.36 5.17 6.81 81 8.02 6.97 5.12 6.39
82 9.38 7.54 5.20 7.04 82 8.44 7.18 5.15 6.61
83 9.85 7.72 5.21 7.28 83 8.90 7.39 5.18 6.85
84 10.35 7.89 5.23 7.54 84 9.39 7.59 5.20 7.10

85 and over 10.89 8.05 5.24 7.80 85 and over 9.93 7.78 5.22 7.37

TABLE 14.3 Joint and Survivor Life Income Option

Joint and Survivor Monthly Payments (with 10 Years Certain)

Female Adjusted Age

Male Adjusted Age 55 60 65 70 75 80 85 and Over

55 $3.17 $3.31 $3.44 $3.55 $3.63 $3.68 $3.71
60 3.26 3.45 3.64 3.81 3.95 4.05 4.11
65 3.33 3.57 3.83 4.08 4.31 4.49 4.61
70 3.38 3.66 3.99 4.34 4.69 4.99 5.20
75 3.42 3.73 4.11 4.56 5.05 5.51 5.86
80 3.44 3.77 4.20 4.72 5.34 5.98 6.52

85 and over 3.45 3.80 4.25 4.83 5.55 6.35 7.08
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life income with 10 years certain, in which case the
policy will pay $492 a month for as long as she lives,
but at least for 10 years. The slight decrease in the
amount payable under the 10-year-certain option
as compared with the payment without a period
certain results from there being no mortality gain
to survivors during the first 10 years. If a 20-year
period certain is selected, the amount of the
monthly benefit is reduced more. Under the 20-year-
certain option, the monthly benefit amount will be
$448. Finally, the woman might select a life income
with installment refund. Under this option, the in-
surer will pay her $458 a month for life, and at least
until the full $100,000 has been paid out. At the age
specified, the amount payable under the installment
refund option is less than the amount payable under
the life income with 10 years certain but slightly
more than the amount payable under the life in-
come with 20 years certain. This is because the guar-
antee to pay 20 years certain calls for a commitment
to pay for a greater number of years than would be
required to consume the original $100,000.

Table 14.3 indicates the payment that will be
made under a joint and survivor life income option.
Under this particular agreement, the company will
make payments of the specified amount until both
individuals have died, whch is at least for 10 years.
For example, assuming the same $100,000 in policy
proceeds, with male and female beneficiaries both
age 70, payment would be made in the amount of
$434 a month. Payments would continue until the
second payee has died, that is, jointly and to the sur-
vivor. If both payees die before the end of the 10-year

period, payments will continue to a contingent ben-
eficiary. Under other contracts, provisions might be
made for a reduction in the benefit at the death of
the first beneficiary.

Taxation of Policy Proceeds under

Various Settlement Options

As a general rule, benefits payable to a beneficiary
under a life insurance policy are not subject to taxa-
tion under the federal income tax except insofar
as the benefits are composed in part of interest
on the policy proceeds. When a life insurer pays
death benefits to a beneficiary in a series of install-
ments (under one of the installment options or a life
income option), a part of each payment is consid-
ered a nontaxable death benefit, and a part is treated
as taxable interest income. For example, suppose
the proceeds of the insured’s life insurance policy
amount to $100,000. The spouse elects to take the
proceeds under an installment option and receives
$11,796 a year for 10 years. The $1796 in excess of
the death benefit received each year is taxable as
interest.

When proceeds are payable under one of the life
income options, the taxable interest is determined
by computing the portion of each installment that
represents payment of principle, based on the ben-
eficiary’s life expectancy as indicated by gender-
neutral mortality tables prescribed by the Internal
Revenue Service (IRS). The difference between the
amount of the installment and the excludable prin-
cipal is taxable as interest income.

IMPORTANT CONCEPTS TO REMEMBER

binding receipt
entire contract clause
incontestable clause
misstatement of age clause
primary beneficiary
contingent beneficiary
direct beneficiary
revocable beneficiary

grace period
reinstatement provision
suicide exclusion
settlement options
life income with period certain
life income with refund option
life income with installment

refund

installments for a fixed period
installments of a fixed amount
interest option
ownership clause
straight life income option
joint and survivor income

QUESTIONS FOR REVIEW

1. Some life insurance contract provisions are designed
for the protection of the insured and some for the
protection of the insurance company. Indicate whether
each of the following provisions is designed for the

benefit of the insured, the company, or both: (a) the en-
tire contract provision; (b) the incontestability provision;
(c) the suicide provision; (d) the misstatement of age
provision.
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2. Explain the difference among the insured, the owner,
and the beneficiary of a life insurance policy. Give a spe-
cific example in which each party might be a different
person.

3. Briefly distinguish between a direct beneficiary and a
contingent beneficiary; between a revocable and an irre-
vocable beneficiary.

4. Explain in detail the obligation of the insurer under
a straight life income option, life income with 10 years
certain, and life income with installment refund.

5. Settlement options of life insurance policies include
lump sum, the interest option, installments for a fixed
period, installments of a fixed amount, and life income
options. Explain each.

6. What are the rights of a person who is designated as
an irrevocable beneficiary?

7. Describe the taxation of life insurance proceeds
payable under the policy settlement options.

8. What is meant by reinstatement? Under what condi-
tions may a policy that has lapsed be reinstated?

9. At age 30, John Doe applies for a life insurance policy,
stating that he is 28 years old. The misstatement is discov-
ered at the time of his death. Does it make any difference
if the misstatement is discovered before or after the end
of the incontestability period? Why?

10. The settlement option providing a life income with
cash or installment refund seems too good to be true. How
can the insurance company agree to pay for as long as the
beneficiary-annuitant lives and agree to pay out at least
the face amount of the policy?

QUESTIONS FOR DISCUSSION

1. The incontestability clause seems to permit fraud to
go unpunished. Do you think that this exception is justi-
fied? On what grounds?

2. John Jones dies, leaving $100,000 in life insurance
policy proceeds to his widow. Widow Jones elects to have
the $100,000 paid out under the life income option. At
the end of the first year, after having received $7176 in in-
come, widow Jones is struck by a car and killed. Selection
of a straight life income option was a foolish mistake on
her part. Discuss.

3. The interest rate guaranteed under the settlement
options of a life insurance policy seems low in compar-
ison with alternatives available to the beneficiary. Does
the guarantee of 3.5 percent or 4 percent constitute
undue enrichment of the insurer at the expense of the
beneficiaries?

4. The exposure of insurers to adverse selection is not
restricted to the underwriting process. To what extent, if
any, is the insurer subject to any form of adverse selection
under policy settlement options?

5. On January 1, 2005, Sam Smith gave his application
for life insurance to his agent, including his first premium
payment. On the application, he neglected to notify the
company of a mild heart attack he had suffered eight years
earlier. On February 15, he received notification from the
company that his application had been accepted. He
failed to pay the premium due on January 1, 2007, and
on January 30, 2007, he died of a massive coronary in-
farction. Discuss in detail the liability of the insurance
company with reference to specific clauses that apply in
this instance.
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CHAPTER 15

THE LIFE INSURANCE
CONTRACT—OTHER

PROVISIONS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Describe the nonforfeiture options in life insurance contracts and explain the source of these
values

• Identify and describe the dividend options in life insurance policies and explain the source of
dividends

• Explain the importance of the disability waiver of premium provision and the guaranteed
insurability option

In addition to those provisions discussed in the last
chapter that are included in all life insurance poli-
cies, many provisions are included only in certain
contracts or are optionally included at the request of
the insured. These provisions are the subject matter
of this chapter. First, we will examine the nonforfei-
ture values, which are included in those policies that
accumulate a cash value. In addition, we will discuss
the dividend provisions found in participating con-
tracts. Finally, we will consider a number of optional
provisions that can be inserted into most policies to
provide additional benefits or to deal with special
situations.

NONFORFEITURE VALUES

As you will recall from the discussion of the grace
period in the preceding chapter, if the insured fails
to pay the premium within the grace period, the
policy will lapse. Years ago, life insurance policies
had no nonforfeiture values, and in the event of a
missed premium, the policy was terminated with no
return to the insured. Some critics argued that con-
sidering the overpayments the insured had made
under the level-premium system, this was unfair to
the policyholder and resulted in unjust enrichment

264
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of the insurer. Today, under the Standard Nonfor-
feiture Law, at any time after the policy has begun
to develop a cash value, the insured may discon-
tinue premium payments and obtain the return of
a part of the overpayment. Normally, policies do
not begin to accumulate a cash value until after
the end of the second policy year, and although
there is a relationship between the policy reserve
and the cash value, the cash value of the pol-
icy rarely equals the full amount of the policy
reserve until the policy has been in force for 10 to
15 years.

On deciding to stop payment of premiums, the
insured is entitled to the cash value of the policy,
which may be taken in one of three ways:

1. The insured may take the cash listed in the table
of nonforfeiture values.

2. The insured may take a paid-up policy in some
reduced amount. The amount of the reduced
policy will be the amount the cash value would
purchase as a net single premium.

3. The policy may be continued as term insurance
for as long as the cash value will permit. The
cash value is used to make a net single-premium
purchase of a term policy in the face amount
of the policy. If the insured does not request
another option, the company will normally pro-
vide extended term insurance.

Table 15.1 is a typical table of nonforfeiture
options. It lists the guaranteed values at the end
of each policy year, in this case, for a $200,000
policy issued on June 30, 2008, to a 35-year-old
male. The law requires that these values be listed
for at least the first 20 years of the policy, but
they are commonly given for advanced ages of the
insured.

Cash Option

To illustrate the operation of the surrender provi-
sion, let us assume that Mr. X purchases an ordi-
nary life policy with a face value of $200,000 at age
35. Let us further assume that he lapses the policy
after 10 years and chooses to withdraw the cash
surrender value. The insurance company would
send him a check for $19,733. If he should decide
to drop the policy and take the surrender value

TABLE 15.1 TABLE OF GUARANTEED VALUES

For $200,000 Insurance Amount (Policy Issued June 30, 2008)

End of Cash Paid-Up Extended Term

Policy Year Value Insurance Insurance To

1 $ 0 $ 0 June 30, 2009
2 1,922 8,766 November 6, 2017
3 3,914 17,233 October 1, 2023
4 5,969 25,382 June 18, 2028
5 8,094 33,237 December 9, 2031

6 10,289 40,808 October 25, 2034
7 12,552 48,089 March 9, 2037
8 14,881 55,082 March 9, 2039
9 17,275 61,794 December 13, 2040

10 19,733 68,230 July 24, 2042

11 22,252 74,397 January 15, 2044
12 24,838 80,318 May 29, 2045
13 27,492 86,003 August 24, 2046
14 30,236 91,503 October 15, 2047
15 33,070 96,820 November 7, 2048

16 35,987 101,944 November 6, 2049
17 38,986 106,877 October 15, 2050
18 42,056 111,608 September 3, 2051
19 45,197 116,145 July 5, 2052
20 48,398 120,483 April 19, 2053

Age 60 65,213 139,459 September 27, 2056
Age 65 83,228 154,660 September 3, 2059
Age 70 101,861 166,747 April 30, 2061

Values are increased by Paid-up Additions and dividend accu-

mulations and decreased by Policy Debt.

in cash at age 65, the guaranteed amount would
be $83,228.1

The Standard Nonforfeiture Law requires a surren-
der value be made available in cash, but it permits
a company to delay or postpone payment of the
cash value for a period of six months after policy
surrender. This is known as a delay clause and is
mandatory in all policies. Its purpose is to prevent
substantial investment losses in case many insureds
cash in their contracts after a relatively short period
as might occur during a major economic recession.
Insurers pay little attention to the clause and
perhaps would use it only under the most unusual
circumstances.

1 The figures used are the guaranteed surrender values. If the pol-
icy is participating, that is, if dividends are paid on the contract,
and if the dividends are left with the insurance company, the cash
surrender value could be greater than those shown in the table.
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A typical policy provision specifying the cash
surrender value is as follows:

The cash value at any time when all premiums due
have been paid shall be the reserve on this policy
less the prescribed deduction, plus the reserve on
any paid-up additions and the amount of any div-
idend accumulations. The owner may surrender
this policy for its cash value less any indebtedness.
The insurance shall terminate upon receipt at the
Home Office of the policy and a written surrender
of all claims. The Company may defer paying the
cash value for a period not exceeding six months
from the date of surrender. If payment is deferred
30 days or more, interest at the rate of 3 percent per
annum from the date of surrender to the date of
payment shall be allowed on the cash value less
any indebtedness.

The six-month-delay provision is statutory. It was
adopted in 1934 when bank closings during the
Great Depression led to fears that insurers would
experience the same “runs” on cash values that had
led to the closing of many banks.

If the insured surrenders the policy for its cash
value, the entire contract is terminated and the com-
pany has no further obligations.2

Paid-Up Reduced Amount

The second surrender option is paid-up whole-life
or endowment insurance. Here, in lieu of obtaining
the cash surrender value in cash, with complete ter-
mination of any insurance, the insured will receive
a reduced amount of paid-up insurance that will be
payable under the same conditions as the original
policy. The paid-up policy of reduced amount provi-
sion in a typical policy reads as follows:

In lieu of the extended term insurance, this policy
may be continued in force as participating paid-
up life insurance. The insurance will be for such
amount as the cash value will purchase as a net
single premium at the attained age of the insured.
Any indebtedness shall remain as a lien against the
policy. Such paid-up insurance may be requested
before or within three months after the date of

2 At the time the policy is surrendered, the excess of cash surren-
der value over net premiums paid is taxable as income.

premium default. A request shall be made by
written notice filed at the Home Office.

Thus, according to Table 15.1, if the insured lapses
the policy at the end of 10 years, he or she could use
the cash value as a net single premium at his or her
attained age to purchase a paid-up whole-life con-
tract with a face value of $68,230. At age 65, the
reduced paid-up insurance would be $154,660. The
paid-up contract will have a cash and loan value
on the same general terms as those of the original
policy. If the original policy is a limited-payment
(limited pay) contract, the paid-up insurance of
reduced amount will be whole life. But if the orig-
inal contract is endowment insurance, protection
in a reduced amount will be granted only for the
remainder of the endowment period. If the insured
survives the endowment period, the payment at that
time will also be less.

This option perhaps has its greatest attraction for
older insureds who no longer have a substantial
need for life insurance protection. To be relieved
of the burden of continued premium payments and
still have a substantial amount of life insurance in
force, the policy could be lapsed and the paid-up
policy of reduced amount option selected.

Extended Term Insurance

The third surrender option is paid-up term insur-
ance, and the benefit is commonly referred to as
extended term insurance. Here, the amount of the
term insurance will be the same as the face value
of the original contract. The variable will be the
length of the term period rather than the amount
of the insurance, and the length of the period will
be that which the cash value used as a net single pre-
mium will purchase at the insured’s attained age. For
example, Table 15.1 shows that if the insured lapses
the policy at the end of the 10th year and chooses
the extended term option, he or she would have
a paidup term policy with a face value of $200,000
until July 24, 2042, or a period of 24 years and 24 days
past when the insured lapses the policy. The contract
could continue into the insured’s 70th year of age.
If the policyholder should die during this term, the
insurer will pay the $200,000 to the beneficiary. But if
the policyholder outlives the term, the commitment
of the insurance company will be terminated.

The extended term option normally subjects the
insurer to an element of adverse selection. Many
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insureds in poor health who must discontinue pre-
mium payments are inclined to select the extended
term option. As a result, the death rates under
extended term insurance tend to be greater than
normal. For this reason, insurance companies are
permitted to calculate net premiums for extended
term on mortality factors higher than those shown
in the mortality table. However, because of compe-
tition, most insurance companies have not taken
advantage of this provision in the Standard Nonfor-
feiture Law.

Policy Loan Provisions

One of the most important secondary benefits of a
life insurance contract is the policy loan provision.
The insured may, at any time, obtain a loan from the
insurance company, usually equal to the full amount
of the cash surrender value, using the policy as col-
lateral for the loan. The loan provision is subject to
a delay clause similar to that previously discussed
in connection with the cash surrender value and
under which the company may delay making the
loan for up to six months. As in the case of surren-
der, the option of delay is rarely exercised.

The loan will bear interest at some percentage
stipulated in the policy (5 or 6 percent in older
policies but up to 8 percent in newer contracts),
or the loan may be subject to a variable rate. During
the 1970s, insurers experienced significant disinter-
mediation as policyholders took cash value out of
their life insurance policies to invest it elsewhere at
higher rates.3 Because life insurance rates explic-
itly consider the investment income that will be
earned on prepaid premiums, the lower earnings
realized on policy loans created a subsidy from non-
borrowers to borrowers. In an effort to address this
problem, the NAIC adopted a new Model Policy Loan
Interest Rate Law in December 1980, which permits
variable interest-rate policy loans. Some variation

3 The term disintermediation refers to the risk facing insurance
companies, banks, savings and loan associations (S&Ls), and
other financial intermediaries who derive their investable funds
from depositors or other groups and then invest those funds in
long-term obligations. The “risk” is that the depositors may de-
cide to withdraw their funds, requiring the institution to liquidate
investments at a loss. For insurance companies, disintermedia-
tion risk arises from the possibility that policyholders may borrow
the cash value in their contracts or cash the policies in to obtain
funds for more attractive investments.

of the model law has been enacted by every
state. As explained later, the existence of a loan
under a participating policy may affect the policy
dividends.

Although some insurers charge interest in ad-
vance, the more common practice is to charge
interest at the end of the year. If the interest is not
paid when due, it is added to the policy loan. If the
insured dies while the indebtedness exists, the loan
plus interest will be deducted from the proceeds of
the policy.

An insured who becomes financially embar-
rassed and needs temporary funds may borrow on
his or her life insurance policy. For example, accord-
ing to Table 15.1, the insured could borrow as much
as $19,733 on the $200,000 policy purchased at age
35 if the policy had been in effect for 10 years and
could do so merely by assigning the contract to the
insurance company as security for the loan. The
advantage of this right should be obvious. First, it
would be practically impossible for the insured to
borrow elsewhere and pay only a true annual rate
of 6 to 8 percent interest. Compare this with the rate
that one would have to pay the XYZ Finance Com-
pany, perhaps 18 percent or more. Second, the
insurance company cannot refuse the loan regard-
less of its purpose. Finally, there is no legal obliga-
tion to repay the loan, and the insured will not be
hounded for repayment as might be the case with
an overdue loan from a finance company.

The policy loan right carries some substantial dis-
advantages. The most important is, of course, the
ease with which the loan can be acquired and the
lack of legal pressure for repayment. If the insured
does not repay the loan, the indebtedness will con-
stitute a lien against the contract to be subtracted
from the proceeds when the insured dies. This could
defeat the purpose of the life insurance.

Automatic Premium Loan

Most policies contain an automatic premium loan
provision. A typical provision reads as follows:

A premium loan shall be automatically granted to
pay a premium in default. A premium for any other
frequency permitted by this policy shall be loaned
whenever the loan value, less any indebtedness, is
sufficient for such premium but is insufficient for
a loan of the premium in default. A revocation or
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reinstatement of this provision shall be made by
written notice filed at the Home Office.

If this provision is included in the contract and
the insured does not pay the premium on the
due date, the company automatically will pay the
premium and charge it against the cash value of
the policy. The loan will bear interest at the rate
applicable to policy loans as stipulated in the
contract. The effect of the provision is to extend the
original face amount of the insurance, decreased
by the amount of the loan plus interest, for as
long as the remaining cash value is sufficient to
permit the advance of an additional premium. This
provision may benefit the policyholder, particularly
for one who forgets to pay the premium within the
grace period or one who cannot pay the current
premium because of financial difficulties. The most
important aspect is that the policy does not lapse.
When the insured is financially able, he or she can
start paying the premiums and will not be subject
to the conditions imposed in the event of a rein-
statement. Another advantage is that any special
coverages such as double indemnity and disability
coverages will remain in force.4 In addition, if the
policy is participating, dividends will continue to
be paid, which would be false under the extended
term option. After the policy has been in effect for a
period of time, it is possible for the increase in cash
value each year to exceed the premium payment.
In these cases, the policy is capable of sustaining
itself, for a loan against the cash value to pay the
premium permits an increase in the cash value
that is sufficient to pay the next year’s premium.
Of course, the amount of protection provided
by the policy is decreased by the amount of any
loans outstanding, so the automatic premium loan
provision must be considered as a device that
can consume protection under the policy. There
are disadvantages in the automatic premium loan
provision. Most important, if the premium payments
are not resumed by the insured and the cash value
of the policy is low, the contract may terminate. It
is even possible that the period in which the policy
will remain in force under automatic premium

4 These coverages of the original contract will not remain in force
in the surrender options of paid-up policies of reduced amount
and extended term.

loan will be shorter than under the extended term
option, and the amount of insurance coverage will
be less. The automatic premium loan feature has
the disadvantage of being used on the slightest
provocation. An insured who has the choice of
paying the current premium or using the money
to finance a Friday-night party may be inclined to
choose the party of course, with the solemn promise
that the loan will be paid off in the near future.

Most companies offer this provision, but it is
optional, and an election must be made at the time
the policy is taken out or at least before the premium
is in default. Various companies handle the option
differently: some specify that the insured must
notify the company if he or she wants the provision
to apply, while others make the provision automatic,
and the insured must specify if it is not wanted.

DIVIDEND PROVISIONS

Participating policies, as we have noted previously,
are those under which the insured is entitled to par-
ticipate in the divisible surplus of the company. Obvi-
ously, only participating policies on which dividends
are payable will include the provisions discussed
here. The dividends payable to the insured reflect
the difference between the premium charged for a
given class of policies and their actual cost based on
the experience of the insurer. Favorable deviations
from the assumptions used in the calculation of the
gross premium are the source of the surplus from
which the policy dividends are paid. The savings
in mortality, the excess interest, and the savings in
expenses will yield a surplus each year. A portion of
this gain will be transferred to company surplus or
to a special-contingency reserve to be used if neces-
sary for future losses arising from adverse-mortality
experience, extremely low interest earnings, or un-
usually high operating expenses. The balance will
be distributed as dividends.

In some companies, the amount of the dividend
payable on a particular policy may reflect the exis-
tence of a policy loan. Because policy loans trans-
fer to policyholders’ funds that would otherwise be
invested elsewhere, they represent an opportunity
to cost to the insurer. Under a system called direct
recognition, the dividend is reduced by recognizing
the difference between the interest on the policy
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loan and the amount of investment income that
would otherwise be earned on the funds. When an
individual has a fixed interest rate policy loan and
borrows at a rate lower than the insurance company
can earn, direct recognition causes his or her div-
idends to decrease. If that same individual has a
variable loan rate, the dividends generally continue
as if no borrowing took place. Failure to reflect
the existence of outstanding loans in the dividend
scale would result in a subsidy from nonborrowers
to borrowers.5

The policyholder is provided with several divi-
dend options. The dividend may be taken in cash,
applied toward the payment of the policy’s current
premium, applied to the purchase of paid-up addi-
tions to the policy, or left on deposit with the insur-
ance company to accumulate at interest.

The policyholder normally makes an election as
to the disposition of the dividends when purchasing
the policy. However, a new election may be made
at any time with one possible qualification: If the
insured does not elect to use the dividends to pur-
chase paid-up additions to the face of the policy or
one-year term insurance at the inception of the con-
tract, he or she must file evidence of insurability if
this option is selected at some later date.

Several of the options are so simple as to require
little explanation. If the insured chooses to receive
the dividends in cash, the insurer will send him or
her a dividend check on each anniversary of the
contract, the money to be used in anyway at all. If
the dividend is to be applied toward payment of the
next premium, the insurer will indicate the amount
of the dividend on the premium due notice and the
insured will remit only the difference between the
gross premium due and the amount of the dividend.
If the insured chooses to use the dividend to pur-
chase paid-up additions to the policy, the dividend
will be used as a net single premium at his or her
attained age to purchase whatever amount it could
purchase at that age. The additions will be payable
under the same conditions as the basic policy, that
is, as whole-life or endowment insurance. The paid-
up additions, like the basic policy, are participating,

5 Although most companies do not reduce dividends unless and
until a policy owner borrows, some companies reduce the div-
idends on policies that have fixed loan interest rates regardless
of the borrowing that occurs.

and they may be surrendered for their cash value at
any time.

Some insurers offer still another dividend option,
generally referred to as the fifth dividend option,
under which dividends may be used as a single
premium to purchase one-year term insurance at
net rates. This is an attractive alternative to the
insured, permitting an increase in protection at
favorable rates.

The insured may choose to leave the dividends
on deposit with the insurance company. Interest at
some guaranteed rate will be paid on the deposit,
and the insured will share in the company’s excess
interest earnings.6 If the insured should die, the
accumulated deposits will be paid in addition to
the face of the basic contract. If the policy is surren-
dered, the deposits will be added to the surrender
value; they may be added to the face amount of the
paid-up policy of reduced amount or to extended
term.

Should the dividends be left with the company
as deposits or to purchase paid-up additions, the
insured can convert the basic contract into a fully
paid-up policy at an earlier date than called for by
the terms of the original contract. For example, an
ordinary life policy might be fully paid up at age 55;
a 20-payment life might be paid in 15 years; and an
endowment at age 65, purchased at age 25, might
be paid up by age 50.

A policy is considered to be fully paid when the
reserve of the basic contract plus the value of the
dividend additions or deposits equals the net single
premium for the policy in question at the insured’s
attained age. The insurance company will inform
the policyholder when this point is reached. The
insured will then surrender the paid-up additions
or the deposits, and from this time on will have no
premium payment obligation on the policy.

After the original policy has become fully paid, it
will continue to be participating. It is possible that,
in time, the reserve value of the basic policy plus the
reserve value of the dividend additions or deposits
will equal the face of the policy. In this case, the
policy matures as an endowment, and the insured
may obtain a check for the face of the policy if he
or she so desires.

6 This interest will be taxable as income to the insured. The div-
idends are nontaxable for they are treated as the return of an
overcharge rather than income.
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IMPORTANT OPTIONAL PROVISIONS

Disability Waiver of Premium Provision

The disability waiver of premium provision is one of
the most important options available to a person
purchasing life insurance. Under the provisions of
this coverage, the company agrees to waive all pre-
miums coming due after the insured has become
totally and permanently disabled. The benefits of
this provision should be obvious. Once an individ-
ual has become disabled, it will undoubtedly be
difficult, if not impossible, for the person to obtain
insurance coverage; it is, therefore, essential to be
able to continue the existing coverage. In essence,
this benefit provides for the waiving of all premi-
ums on the contract during the period of disability
and the continuation of the contract as if the premi-
ums were paid. This means that the cash value will
increase and the dividends will be paid to the
insured just as if payment of the premiums was con-
tinuing. The provision is so important, desirable,
and inexpensive that many companies include it
automatically in their policies. If it is not an auto-
matic provision, the insured should elect to have it
included.

The most difficult problem in connection with the
disability waiver of premium provision is determin-
ing what constitutes total disability. A typical insur-
ance clause reads as follows:

Total disability means disability which (a) resulted
from bodily injury or disease; (b) began after the
issue date of this policy and before the policy
anniversary nearest the insured’s sixty-fifth birth-
day; (c) has existed continuously for at least six
months; and (d) prevents the insured from engag-
ing for remuneration or profit in any occupation.
During the first 24 months of disability, occupa-
tion means the occupation of the insured at the
time such disability began; thereafter, it means any
occupation for which he or she is or becomes rea-
sonably fitted by education, training, or experience.
The total and irrecoverable loss of the sight of both
eyes, or the use of both hands, or of both feet,
or of one hand and one foot, shall be considered
total disability even if the insured shall engage in
an occupation.

First, the disability may arise from sickness or from
bodily injury. For example, if the insured contracts a
severe case of tuberculosis or has a complete mental

breakdown, the disability benefits would be forth-
coming. The same is true if the incapacity is the
result of an automobile accident. The disability must
occur before a specified age (our definition speci-
fies age 65) although the customary limiting age in
most contracts is now 55 or 60.7 Furthermore, the
provision requires that the disability has lasted for
six months.8

Disability is defined in this provision as the in-
ability of the insured to engage in his or her own
occupation during the first two years of incapacity.
Thereafter, disability is defined in terms of an occu-
pation for which he or she is reasonably fitted by
education, training, or experience. For example, if
a dentist should lose his or her right arm in an acci-
dent, he or she will be totally disabled in the occu-
pation of dentistry, and the premiums on the policy
will be waived. However, if a college professor teach-
ing economics should lose his or her right arm, the
loss presumably would have little effect on his or
her ability to engage in that occupation. But after a
period of two years, if the dentist can pursue some
occupation for which he or she is reasonably fitted
by education, training, or experience, or for which
he or she becomes reasonably suited, the benefits
would cease. Therefore, if the dentist becomes a
faculty member in a dental college or a sales repre-
sentative for a dental supply firm, it would be a job
for which education, training, or experience has
prepared him or her.

By definition, the benefits will be paid under cer-
tain circumstances regardless of the insured’s ability
to engage in an occupation. If the disability arises
from the total and irrecoverable loss of both eyes,
or the use of both hands, or of both feet, or of one
hand and one foot, the disability shall be considered
total, even if the insured can engage in an occupa-
tion. Therefore, if the dentist should lose an arm and
a leg in the accident, the disability benefits in the
life insurance policy will be paid even though the

7 The student should not confuse the time the disability must be-
gin with the duration of the benefits. If the disability commences
before the limiting age, then it could continue for the lifetime of
the insured. However, if it should commence after the limiting
age, the company would have no liability under the contract.
8 At this point, the student will probably ask whether the benefits
are paid during the six-month waiting period. In most instances,
the waiver of premium benefit is provided from the commence-
ment of the disability. This means that premiums will be waived
even for the first six months.
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dentist teaches in a dental college or works for a
dental supply firm.

The disability waiver of premium benefit is not
an indemnity benefit. That is, the benefit is payable
even though the insured suffers no monetary loss
because of the disability. In addition, the disability
provision never becomes incontestable. This means
the insurance company has the right at any time to
contest the validity of a claim under the provision.
Finally, the normal exclusions are disabilities result-
ing from self-inflicted injuries, military service in
time of war, and in some cases, violation of the law.

The disability income rider under a universal
life policy deserves special scrutiny since there are
significant differences among insurers with respect
to this provision. Under some contracts, the disabil-
ity income benefit applies only to the charges for
mortality and administrative expenses and does not
include an increment to the policy’s cash value.
Other insurers offer a disability income rider with
their universal life policies under which the full
amount of the premium the insured would have
paid is waived, including the increment to the
policy’s cash value.

The application of the disability waiver of pre-
mium provision can differ among convertible-term
policies. In some convertible-term policies, the con-
version may take place while the insured is disabled,
and if the term policy is converted to whole life, the
premium on the whole-life policy will be waived.
These policies are among the more expensive term
products, but when the potential benefit is weighed
against the premium, they may be considered
attractive.

Accidental Death Benefit

Another coverage, commonly known as double in-
demnity, can be added to a life insurance con-
tract. Here, if the death of the insured is caused by
accident, an additional sum equal to the face of the
policy will be paid.9 A typical clause providing this
benefit would read as follows:

The Company agrees to pay an Accidental Death
Benefit upon receipt at its Home Office of due proof
that the death of the Insured resulted, directly and

9 The term double indemnity persists even though the benefit is
not always double the face amount of the policy. Some compa-
nies provide triple and quadruple indemnity.

independently of all other causes, from accidental
bodily injury, provided that death occurred within
90 days after such injury and while this benefit
is in effect. This benefit shall be in effect while
this policy is in force other than under Extended
Term Insurance, Paid-up Insurance, or Optional
Maturity Date provisions, but shall terminate on the
policy anniversary nearest the Insured’s seventieth
birthday.10

Payments will be made under the accidental
death benefit provision according to the terms of
the definition only if three conditions are satisfied.
First, death must have resulted, directly and inde-
pendently of all other causes, from accidental bod-
ily injury. This means that the accidental bodily
injury must be the proximate cause of the death and
that no other factor, such as sickness, was a cause.
For example, if the insured is driving at 110 miles an
hour and the car goes out of control and collides
with a tree, the insured’s death would be caused
by accidental bodily injury. However, if the insured
has a heart attack and as a result loses control of
the car and crashes into a tree, the proximate cause
of death would be the heart attack, a sickness, and
not the bodily injury arising from hitting the tree.
In other words, if the heart attack is the proximate
cause of the death, the death was not caused directly
and independently of all other causes by accidental
bodily injury. Second, the death must occur within
90 days after the injury. This limitation is included
to minimize the influence of other facts that could
contribute to the death. Third, the accidental bod-
ily injury and the death must occur before age 70.
This restriction is necessary because the probability
of death from accident increases in the older years,
and if an age limitation were not imposed, the cov-
erage would become too expensive relative to its
value.

The double indemnity provision contains several
exclusions. The two most typical are (1) death by
suicide, whether sane or insane, and (2) death
resulting from or contributed to by bodily or mental
infirmity or disease. In addition, even though death
results directly and independently of all other
causes from accidental bodily injury, coverage is

10 Disability and accidental death benefits are not provided
under the surrender options of extended term and paid-up poli-
cies of reduced amount even though they were applicable in the
basic contract prior to its surrender.
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excluded if any act of war causes the fatal injury.
Death arising while riding in or descending from
any kind of aircraft is excluded if the insured is par-
ticipating in training or in any duties aboard the
aircraft, or if such aircraft is being operated by or for
the armed forces. There is little to commend and
much to criticize in the accidental death benefit.
There is no basic economic justification for its exis-
tence since the termination of the insured’s income
through death is the same whether death is caused
by an automobile accident or lung cancer. In
addition, its existence will tend to create an illu-
sion of having more insurance coverage than will
be the case for most causes of death. In this respect,
it is a contributing factor in many of the inadequate
insurance programs people are counting on today.

Guaranteed Insurability Option

Many companies permit an insured to purchase
additional amounts of insurance at stated inter-
vals without providing evidence of insurability. The
option under which this is possible is known as
guaranteed insurability, additional purchase option,
or some similar designation, and is applicable only
to the permanent types of contracts such as whole
life and endowment. The insured has the option of
purchasing additional insurance, regardless of his
or her insurability, at three-year intervals and up to a
specified maximum age, most commonly age 40. In
most cases, the amount of the additional insurance
is limited to the face amount of the basic policy or
an amount stipulated in the policy for the additional
purchase option, whichever is smaller. Although the
maximum amount of each option was originally
$10,000, a number of companies now offer up to
$25,000 per option date. The option requires an
extra premium that is based on the company’s esti-
mate of the extra mortality that will be experienced
on policies issued without evidence of insurability.
The premium is payable to the last option date and,
for the insured, is the cost of insuring his or her
insurability.

For purposes of illustration, let us assume the
insured purchases a $10,000 ordinary life policy at
age 21 and the guaranteed insurability option is
a part of the policy. The company automatically
agrees to issue an additional policy on the life of
this insured, without evidence of insurability, at each
option date. The customary option dates are at ages
25, 28, 31, 34, 37, and 40. So, if our insured desires,

he or she can add $10,000 insurance at each of these
six dates despite having become uninsurable. This
could result in the addition of $60,000 coverage to
the original policy for $10,000.

The option is not standardized, and there is some
variation in the provisions used by different insur-
ance companies. One of the most important varia-
tions involves the waiver of premium and acciden-
tal death benefit provisions. Naturally, the question
arises as to whether the additional insurance will
contain these benefits if they are included in the
original contract. If the answer is “yes,” will the
waiver of premium benefit be applicable to the addi-
tional insurance in case the insured becomes totally
disabled at the time the additional insurance be-
comes effective? The most liberal options automat-
ically provide for the inclusion of the waiver of pre-
mium benefit if it exists in the original contract. For
example, the insuring clause may read as follows:

If the Waiver of Premium Benefit is a part of this
policy at the time an additional policy is issued
(1) an additional policy of Whole Life or 65 Life plan
may contain the Waiver of Premium Benefit even
though premiums are being waived under this pol-
icy. If premiums are being waived under this policy
when such additional policy is purchased, premi-
ums will also be waived under the additional policy.
(2) An additional policy on other than the Whole
Life or 65 Life plan may contain the Waiver of Pre-
mium Benefit only if the premiums are not being
waived under this policy. The Waiver of Premium
Benefit of such additional policy will apply only if
total disability resulted from bodily injury or disease
originating after the effective date of such policy.

The insuring clause will provide for waiver of
premium benefits automatically on the additional
insurance, and premiums will be waived on the
additional insurance if they are being waived on
the basic contract on the purchase option date. This
is a liberal benefit that few insurers provide in the
purchase option.

In many of the purchase options in use, it is
customary to provide for a change in the option
date because of marriage of the insured or birth of
a child. For example, one policy provides the right
of change as follows:

If the insured is a male, upon his marriage or upon
the birth of his child, the right to purchase an ad-
ditional policy as of the next available Purchase
Date may be exercised immediately. The additional
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policy shall be in lieu of the policy that otherwise
might be purchased as of such date. Each such
privilege shall expire on the ninetieth day after it
becomes exercisable.

Some companies will provide automatic term
insurance in an amount equal to what could be
purchased as additional insurance, beginning on
the date of marriage or of the birth of the child. The
term insurance would then cease on the day pre-
ceding the expiration of the privilege to purchase
the additional insurance. So, if the insured gets
married and does not exercise this option imme-
diately and dies before the expiration of the 90-day
period, the company would pay the proceeds of
the basic contract plus the proceeds of the term
insurance.

The incontestable clause, in general, is not appli-
cable to the additional purchase options but only
to the original contract. However, the suicide
exclusion will be applicable to each additional
policy and will be effective from the date of issue
of each addition.

Common Disaster Clause

The widespread use of the automobile and the air-
plane have given rise to a circumstance that could
affect the rights of parties in the life insurance con-
tract. What would happen if the insured and the
beneficiary were both killed in the same accident?
To whom would the policy proceeds be paid? The
answer depends on the circumstances. If the insured
survived the beneficiary, even for a moment, the
policy proceeds would be payable to a contingent
beneficiary or, in the absence of a contingent bene-
ficiary, to the insured’s estate. However, if evidence
shows that the beneficiary survived the insured,
policy proceeds payable on a lump-sum basis
become payable to the beneficiary and on the sub-
sequent death of the beneficiary, to the beneficiary’s
estate. The latter arrangement may be contrary to
the intent of the insured and may, in addition, sub-
ject the proceeds to unnecessary probate and estate
tax costs. In addition to those situations in which it
is clear that one party survived the other, there are
many instances in which it is impossible to deter-
mine whether one outlived the other, so the only
conclusion to draw is they died simultaneously. To
develop a rule for the disposition of insurance pro-
ceeds in such cases, the majority of states have

adopted the provisions of the Uniform Simultane-
ous Death Act. With specific reference to life in-
surance, the Act stipulates that if the insured and
the beneficiary have died and there is not sufficient
evidence they died other than simultaneously, the
proceeds shall be distributed as if the insured sur-
vived the beneficiary. However, even this does not
totally solve the problem since, in some instances,
it is known the beneficiary did survive the insured,
if only for a short time.

The contingency is dealt with more effectively in
the life insurance policy through a provision called
the common disaster clause or through the optional
modes of settlement with designated contingent
beneficiaries.

Under the common disaster clause (sometimes
called the time clause), settlement of the policy pro-
ceeds is withheld for a designated number of days
after the death of the insured (usually 30), and, for
the purpose of making a settlement, any beneficiary
surviving the insured but dying within that speci-
fied period is considered to have predeceased the
insured.

Perhaps the most effective approach to the
problem is the use of one of the optional modes
of settlement (such as the interest option or an
installment option) for the primary beneficiary,
with contingent beneficiaries named. In this case,
no matter when the primary beneficiary dies, any
remaining proceeds under the policy will be
payable to the contingent beneficiaries. This ap-
proach ensures the policy proceeds will go to the
persons the insured desires to be paid and not to
some distant relatives who share in the primary ben-
eficiary’s estate.

Spendthrift Clause

It is sometimes the practice to include a provision
in the policy called the spendthrift clause, which
denies the beneficiary the right to commute, alien-
ate, or assign his or her interest in the policy pro-
ceeds. The provision is used only in conjunction
with an installment settlement option. In addition to
providing some protection against the beneficiary’s
extravagance, which might result in the dissipation
of the policy proceeds, the clause provides some
protection against claims made by creditors of the
beneficiary. A typical spendthrift clause reads as
follows:



274 SECTION TWO LIFE AND HEALTH INSURANCE

Unless otherwise provided in this settlement option
agreement, no beneficiary may commute, antici-
pate, encumber, alienate, withdraw, or assign any
portion of his share of the proceeds. To the extent
permitted by law, no payments to a beneficiary will
be subject to his debts, contracts, or engagements,
nor may they be levied upon or attached.

The provision protects the policy proceeds only
while they are being held by the company. Once
the proceeds have been paid out to the beneficiary,
creditors are free to attempt to obtain them.

Rights of Creditors to Life Insurance Proceeds

While on the subject of the claims of creditors, note
that all states grant at least some exemption to the
proceeds of life insurance policies from the claims
of the deceased insured’s creditors. Although it has
sometimes been maintained that this represents
discrimination against creditors, it seems justifiable
since the insured has certain obligations to depen-
dents that are more fundamental than are those
to creditors. In some states, the exemption applies
only if the benefits are payable to certain bene-
ficiaries, such as a spouse or children. The laws
differ in scope, and the broadest laws exempt the
proceeds of life insurance policies from the claims
of the insured’s creditors and from the claims of the
beneficiary’s creditors. For example, Section 511.37
of the Insurance Laws of Iowa states the following:

A policy of insurance on the life of an individual
in the absence of an agreement or assignment to
the contrary shall inure to the separate use of the
husband or wife and children of said individual,
independently of his creditors.

The proceeds of an endowment policy payable
to the assured on attaining a certain age shall be
exempt from liability for any of his debts. Any
benefit or indemnity paid under an accident,
health or disability policy shall be exempt to the
assured or in case of his death to the husband or
wife and children of the assured, from his debts.
The avails of all policies of life, accident, health or
disability insurance payable to the surviving widow
shall be exempt from liability for all debts of such
beneficiary contracted prior to the death of the
assured, but the amount thus exempted shall not
exceed $15,000.

Laws such as the Iowa law, which exempts the
proceeds of an endowment policy from the debts of
the insured and the proceeds from a life or accident
policy from the debts of the beneficiary, are rare. In
most jurisdictions, the proceeds are subject to the
claims of creditors of the beneficiary but not of the
insured.

Cost-of-Living Riders

As a result of chronic inflation in our economy,
cost-of-living riders have become increasingly pop-
ular additions to permanent life insurance policies.
Under the basic model of a cost-of-living rider, the
insurer offers the insured additional coverage (for
which the insured pays an added premium) when
the Consumer Price Index (CPI) increases. The
principal advantage of the cost-of-living rider is that
the additional insurance is offered without evidence
of insurability by the insured. However, to continue
eligibility to additional insurance without evidence
of insurability, the insured must accept each addi-
tional offering of coverage. If the insured rejects any
of the increases, the insurer may require evidence
of insurability for the next increase.

UNIVERSAL LIFE POLICY PROVISIONS

Universal life policies include many of the standard
policy provisions noted in the preceding chapter.
These include, for example, the misstatement of
age provision, suicide provision, incontestability
provision, reinstatement provision, and settlement
options. The special nature of the universal life
policy also requires certain specialized provisions
that do not appear in traditional life insurance
policies. For the most part, these provisions are
unique to universal life policies although some
appear in adjustable life and variable life policies.
The most important universal life provisions are the
following.

Premium and Cost of Insurance Provision

Universal life policies contain several provisions
relating to premiums. First, universal life policies
include a cost of insurance table that specifies the
maximum rate per $1000 of insurance chargeable
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under the policy for the life insurance protection.
The rates charged are usually below the specified
maximum by a considerable margin.

Because premiums under universal life are
variable at the option of the insured, most policies
make a distinction between scheduled or planned
premiums and unscheduled additional premiums.
The policy indicates when additional premiums
may be paid and the procedure for changing the
level of planned premiums.

Finally, universal life policies may include a
cumulative premium limit table, setting a maximum
to the premiums payable under the policy. The
maximum premium payable in any given year is
limited to the cumulative premium limit specified
for the year less the sum of premiums paid in prior
years.

Changes in the Amount of Insurance

Although various companies use different terminol-
ogy, the universal life policy usually has a provi-
sion relating to changes in the amount of insurance.
The provision generally requires proof of insurability
and stipulates when the increased coverage is effec-
tive (usually the day following receipt of the request
by the company). The insured is normally required
to submit a supplemental application, which will
become a part of the policy.

Decreases in the amount of insurance, like
increases, are usually effective the day following
receipt of the request. However, most policies stipu-
late a minimum level of coverage that must be con-
tinued under the policy. The following amounts used
by one insurer are typical:

Insured’s Age on Policy Date Minimum Level of Coverage

0 through 54 $25,000
55 through 59 $20,000
60 through 64 $15,000
65 and older $10,000

Death Benefit Provision

Some provisions in universal life policies are de-
signed to maintain the policy’s status as “life insur-
ance” and avoid disqualification under the Internal

Revenue Code (IRC) service tax code. Because
interest earnings in excess of the guaranteed
minimum increase the policy’s cash value, a part
of the cash value must be withdrawn periodically
or the amount of protection must be increased as
the cash value increases. Otherwise, the excess ac-
cumulation in the policy’s cash value will result in
disqualification. In this respect, universal life poli-
cies use two approaches. Under one approach,
the policy includes a provision maintaining the re-
quired corridor between the cash value and the face
amount of protection. Under the second approach,
increases in the cash value in excess of the guar-
anteed minimum are payable as a death benefit. In
some cases, policies provide death benefit options,
under which the insured may select the manner
in which the death benefit will be determined. For
example, one insurer includes the following death
benefit provision in its policies:

Death Benefit

If the insured dies while this policy is in force, this policy
will provide a death benefit that depends on the
following:

• The death benefit option in effect on the date of death.

• Any increases or decreases in the initial specified
amount shown on page 3 of the policy.

Death Benefit Option

This policy offers two death benefit options:
Option 1: The death benefit will be the greater of

• The specified amount on the date of death, or

• The cash value on the date of death times the
applicable percentage.

Option 2: The death benefit will be the greater of

• The specified amount plus the cash value on
the date of death, or

• The cash value on the date of death times the
applicable percentage.

The applicable percentage is indicated in Table A.

This provision is typical of universal life death ben-
efit provisions. The payment varies with the death
benefit option that is in effect at the date of the
insured’s death. One or the other of the two options
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is selected at the time the policy is taken out.
Thereafter, the insured may change from one op-
tion to the other on request.

Under Option 1, the amount payable as a death
benefit is the specified amount (i.e., face amount)
of the policy or, if the cash value multiplied by an ap-
plicable percentage indicated in the policy produces
a higher amount, the higher amount will be payable.
Although policies issued prior to 1985 use a different
schedule, the applicable percentage in policies is-
sued since 1985 usually coincides with the percent-
age table in the IRC, which specifies the required
corridor between cash value and the amount of in-
surance if the policy is to meet the code’s definition
of life insurance.

For the purpose of illustration, assume that Jones
dies at age 55 and the specified amount of his pol-
icy is $100,000. Assume the cash value of the pol-
icy is $48,000. Reference to the policy’s applicable
percentage table indicates an applicable percent-
age of 150 percent at age 55. Since $48,000 times
150 percent is $72,000, the specified amount will
be payable. Had Jones’s cash value been $70,000,
$70,000 times 150 percent equals $105,000, then
$105,000 would have been payable. The provision
for a death benefit based on the policy’s cash value
is designed to comply with the provisions of the tax
code’s definition of “life insurance.” Under this pro-
vision, the corridor between cash value and the face
amount of insurance required by the IRC will always
be maintained.

Death benefit Option 2 is designed to comply with
the provisions of the tax code. When the insured se-
lects Option 2, the cash value of the policy is payable
as an additional death benefit, and the death bene-
fit increases in an amount equal to the increase in
the cash value. As in the case of Option 1, this pre-
vents disqualification of the contract under the IRC
definition of life insurance.

Figure 15.1 illustrates the difference in the
two approaches and the manner in which the
amount of life insurance varies with the option
selected.

Universal Life Insurance with

Secondary Guarantees

A recent evolution in universal life (UL) is the de-
velopment of products that protect against lapse if
the insured pays premiums according to a specified
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FIGURE 15.1 Universal Life Insurance Death Benefit Options

schedule. This guarantees the death benefit will be
unaffected even though the cash value may fall to
zero. These products, known as universal life with
secondary guarantees, are estimated to account for
more than half of universal life sales today.

Early guarantees on UL products protected
against lapse in early policy years. Over time, how-
ever, companies began to offer lifetime death ben-
efit guarantees. UL policies with secondary guaran-
tees are similar to other UL products. Policies specify
current and guaranteed minimum rates of interest
credited to the fund, current and guaranteed maxi-
mum charges for the death protection, and current
and guaranteed maximum expense charges. A tar-
geted premium is specified, and if the insured pays
the premium as scheduled, he or she is guaranteed
the death protection will continue even though the
cash value has insufficient funds to pay the charges
for the death protection.

Astute readers will notice this sounds a lot like a
traditional whole-life policy, that is a specified future
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premium for coverage to the end of life.11 One differ-
ence is that UL with secondary guarantees tend to
generate smaller cash values than traditional whole-
life policies. Because of the smaller cash values, the
premiums can be lower.

One leading insurance provider offers the follow-
ing annual premiums for a $1 million policy for a
nonsmoking male age 35: 30-year term insurance:
$980, whole-life insurance—$14,500, and UL with
lifetime secondary guarantee—$4800.12 The whole-
life insurance premiums are higher than the UL

11 Until 2000, reserving requirements for UL with secondary guar-
antees were lower than for traditional life policies because re-
serving requirements made no distinction between those poli-
cies with guarantees and those without guarantees. The NAIC
attempted to address this inconsistency in the Valuation of Life
Insurance Policies Model Regulation, which was adopted in 2000
and is known as Reg XXX. Disagreements over the interpreta-
tion of Reg XXX to certain policy designs (those with “shadow
accounts”) led to the NAIC to adopt Actuarial Guideline AXXX,
also known as AG38, which became effective in January 2003,
and subsequent revisions, effective July 2005, January 2007, and
January 2013. Insurers selling traditional whole-life insurance
complained they were required to carry higher reserves for their
whole-life policies, putting their products at a competitive dis-
advantage with the UL with secondary guarantee products. The
debate led the NAIC to focus on developing a system of principles-
based reserving, which is intended to produce reserves for all
life insurance policies that more accurately reflect the underly-
ing risks in the policy. PBR, as it is known, was adopted by the
NAIC in 2013, but it will not become effective until it has been
enacted in at least 42 states representing 75 percent of the
national premium volume.
12 Milliman Inc., “Secondary Guarantee Universal Life: Practical
Considerations,” March 2007, p. 7.

premiums, but the whole-life policy accumulates a
cash value.

Index Universal Life Insurance

Index universal life insurance (also known as equity
index universal life insurance) is a form of UL in-
surance in which the return credited to the cash
value is tied to the performance of an equity index
(e.g., the Standard & Poor’s 500). These contracts
first appeared in recent years, following the success
of index annuities, to which they are related.

A typical index life insurance policy promises to
credit the policy’s cash value with a percentage of
the increase in the relevant equity index but does
not reduce the cash value when the index falls. In
other words, the minimum crediting rate is 0, and
the crediting rate will increase if the index increases.
This allows the insured to assume some equity risk
but protects against market downturns.

The insurer typically credits only a portion of the
percentage increase in the index (known as the
participation rate), subject to a cap. The remainder
compensates the insurer for protecting against the
risk that the index might decline. The crediting for-
mula can be complicated and varies widely across
insurers, requiring analysis by the consumer. There
is concern that some consumers have purchased
(and agents have sold) these policies without un-
derstanding how they operate.13

13 For additional discussion of index products, see the discussion
of index annuities in Chapter 18.

IMPORTANT CONCEPTS TO REMEMBER

nonforfeiture values
paid-up reduced amount option
extended term option
delay clause
dividend options
fifth dividend option
disability waiver of premium

provision
accidental death benefit

additional purchase option
cost-of-living rider
waiver of premium
guaranteed insurability option
common disaster clause
Uniform Simultaneous Death Act
spendthrift clause
policy loan provision
automatic premium loan

renewable
convertible
double indemnity
cash surrender value
universal life insurance with

secondary guarantees
index universal life insurance

QUESTIONS FOR REVIEW

1. Joe Smith purchased a $10,000 whole-life policy with
an accidental death (double indemnity) provision on
December 1, 2004. He committed suicide on December
15, 2006. Discuss the liability of the insurance company.

2. What is the purpose behind the insertion of an auto-
matic premium loan provision into a life insurance policy?
What is its relation to the grace period?



278 SECTION TWO LIFE AND HEALTH INSURANCE

3. Describe the nonforfeiture options. Under what cir-
cumstances would you advise the choice of each in pref-
erence to the other two?

4. John Jones has elected to permit the dividends un-
der his participating whole-life contract to accumulate
but is concerned because a friend informed him that this
subjects the dividends to taxation. Advise Jones regard-
ing the taxation of dividends left to accumulate with the
insurer.

5. It has been said that policy loans constitute “borrow-
ing from widows and orphans.” What is meant by this
statement? Do you agree with it?

6. One week after taking out a policy loan, John Doe is
in a fatal automobile accident. How much will be payable
to the beneficiary of his policy?

7. What are the four standard dividend options avail-
able under a participating life insurance policy? What is
the so-called fifth dividend option?

8. Historically, the disability waiver of premium provi-
sion was to provide benefits only if the disability was total
and permanent. How have the terms total and permanent
been interpreted?

9. Jones elected to use dividends under his whole-life
policy to buy paid-up additions to the policy but has now
changed his mind and would like to prepay the policy
as quickly as possible. Are the past dividends lost, or can
they be applied to prepayment of the policy?

10. Describe the two approaches commonly used to
adjust the death benefits of universal life policies to avoid
tax disqualification.

QUESTIONS FOR DISCUSSION

1. Although a standard life insurance policy does not
exist, certain provisions may be required by law. In addi-
tion, some optional provisions or modifications may need
to be added to the basic policy. Which of the optional pro-
visions do you think should be considered essential by the
insurance buyer?

2. To what extent does the accidental death benefit (or
double indemnity) provision of a life insurance policy
violate the rules of good risk management?

3. What, in your opinion, are the principal benefits of
the disability waiver of premium provision in life insur-
ance contracts? Of what significance is premiums being
waived only until the insured’s age 65?

4. It is often said that policyholders should not have to
pay interest on policy loans since they are “borrowing
their own money.” Explain specifically the fallacy of this
argument. Assuming that policyholders did not pay inter-
est on any policy loans, what would happen?

5. The guaranteed insurability option is a valuable form
of protection, permitting an individual to insure his or her
insurability up to some multiple of the face amount of
the policy to which the option is attached. What do you
think of the idea of marketing the guaranteed insurability
option by itself without any form of current protection?
Would it be marketable? Why or why not?
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CHAPTER 16

SPECIAL LIFE
INSURANCE FORMS

■

CHAPTER OBJECTIVE

When you have finished this chapter, you should be able to

• Describe the characteristics of the various special life insurance forms discussed in the chapter

• Explain the circumstances in which each of the specialized forms may be used

• Identify the economic conditions that led to the new generation of life insurance contracts

• Identify the advantages and disadvantages of specialized life insurance policies generally

In Chapter 12, we divided available life insurance
products into two broad categories: term insur-
ance, which provides pure protection, and cash
value life insurance, which combines protection
and saving. In addition to this basic distinction, we
distinguished between the traditional forms of life
insurance (term, whole life, and endowment) and
the innovative contracts introduced over the past
two decades. In the innovative class, we identified
universal life, variable life, and variable universal
life as three additional types of contracts that may
be considered “basic” today.

In addition to these contracts, life insurance com-
panies offer a wide variety of policies that combine
two or more of the basic types into one contract
or that provide for an unusual pattern of premium
payments. In this chapter, we will examine a few
of these specialized contracts that have been

developed to fill the particular needs of individuals.
The discussion that follows is intended to describe
the more important of these special contracts.

SPECIALIZED LIFE CONTRACTS

Many life insurance policies have been designed to
fit special situations, and while they may or may
not offer the same degree of flexibility as the basic
contracts, they possess advantages that make them
attractive in many situations. The important point to
remember is that the forms discussed are combina-
tions or modifications of the three basic types of life
insurance, and the manner in which they may be
combined is limited only by the imagination of the
policy writers.

279



280 SECTION TWO LIFE AND HEALTH INSURANCE

Mortgage Redemption Policy

Actually, we could call any policy mortgage insur-
ance when it was purchased to retire the mortgage
if the head of the household dies before it has been
paid off. As the term is used in the insurance indus-
try, a mortgage redemption policy (also called a mort-
gage protection policy) refers to a policy designed
to provide protection in some amount sufficient to
pay off the mortgage at any given time. Because the
amount of the mortgage decreases throughout its
term, a policy designed to pay off the mortgage in
the event of the death of the head of the family,
therefore, may also decrease in face amount over
its life. The mortgage redemption policy is written
on a decreasing basis for the term of the mortgage.
If the policyholder lives to pay off the mortgage, the
policy expires without value at the same time the
need for protection has disappeared.

Although some insurers refer to nearly any
decreasing term policy as their “mortgage redemp-
tion policy,” other insurers offer flexible contracts
with different time periods and amortization rates
that facilitate a close match between the decreas-
ing level of coverage and the amount of the unpaid
mortgage. The difference between a mortgage pro-
tection policy and a uniform decreasing term policy
is illustrated in Figure 16.1. Because the insurance
remains at a higher level for a longer period of time
under the mortgage protection policy, the premium
is higher.

Joint Mortgage Protection Policy

Another contract that has appeal to young couples
is the joint mortgage protection policy, under which
decreasing term is written on the lives of two per-
sons, with the insurance payable at the death of the
first. Today, married couples often purchase a house

Mortgage redemption policy$10,000

$20,000

0
10 yearsInception date

Uniform decreasing term

20 years

FIGURE 16.1 Mortgage Redemption Policy

based on their joint incomes. In the event that one
of the two dies, the remaining spouse would find it
difficult, if not impossible, to continue the mortgage
payments. One solution is a joint mortgage protec-
tion policy. The cost for a joint mortgage protection
policy is less than the cost of a separate individual
mortgage protection policy on each partner. With
one company, for example, a husband and wife,
each age 25, would pay about $338 a year for a
$100,000 30-year joint mortgage protection policy.
Separate policies on the husband and wife would
cost $244 and $195, respectively, for a total of $439.

Survivorship Whole Life

Survivorship whole life or the second-to-die policy is
a contract that insures two lives with the promise
to pay only at the second death. Survivorship life
was developed in response to the unlimited marital
deduction under the federal estate tax law, under
which an individual may leave his or her entire
estate to a spouse without estate tax liability.
Although the bequest of an individual’s estate to
his or her spouse avoids the estate tax, a tax will
be payable on the death of the beneficiary spouse,
resulting in an immense tax liability if the couple
have a large estate. Survivorship life insurance is
a practical approach to this exposure; it automati-
cally provides life insurance proceeds to cover the
estate tax when it occurs, which is at the death of the
second spouse. Because survivorship life is not
payable until the second death, the premium is
lower than the cost of separate policies on the two
individuals. One insurer, for example, charges a pre-
mium of $7300 for a $250,000 survivorship whole-life
policy covering a male age 65 and a female age 62.
If separate whole-life policies were purchased, the
annual premiums for the husband and wife would
be $11,250 and $8025, respectively.1

1 Special measures may be required with respect to the owner-
ship of second-to-die policies if the incidents of ownership that
will result in inclusion of policy proceeds in the insured’s estate
are to be avoided. Given the uncertainty as to which spouse will
die first, the most logical plan is to have one of the couple’s other
heirs serve as the policy owner. This will avoid incidents of own-
ership and the inclusion of the policy proceeds in the estate of
the second spouse to die. If this is impractical for some reason,
the policy may be owned by a trust.
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Family Income Policy

The family income policy utilizes the concept of de-
creasing term insurance to fit a need for a decreas-
ing amount of insurance. The family income pol-
icy is a combination of some form of permanent
insurance (e.g., whole life) with decreasing term in-
surance. The term insurance makes provision for
the payment of some stipulated amount per month
from the date of the insured’s death until some spe-
cific date in the future. The sum payable per month
is typically 1 percent of the amount of permanent
insurance although many companies offer other
options. To illustrate how the family income policy
works, let us assume the insured in question pur-
chases a $100,000 whole-life policy with a 1 percent
family income benefit. The insuring agreement of
the family income policy promises to pay $1000 per
month to the beneficiary from the date of death of
the insured until a date 20 years from the policy’s
inception. The normal family income period is 20
years although other options such as 10 or 15 years
are available. If the insured outlives the period spec-
ified as the family income period, the decreasing
term portion of the policy ceases. The insured then
has the basic amount of permanent insurance on
which premiums continue to be paid.

Figure 16.2 illustrates the family income policy
graphically. The amount of whole-life insurance in
this illustration is $100,000, and a $1000 per month
benefit will be paid from the date of the insured’s
death until the end of the 20th year after the in-
ception date. The $160,000 in decreasing term rep-
resents the amount the insurance company must
have in policy proceeds at the beginning of the
family income period to pay $1000 per month for
20 years. As time goes by, the amount of insurance
needed to make the $1000 monthly payments for the
remainder of the 20-year period declines. The $1000
family income benefit comes from two sources:

$100,000

$160,000

0
20 yearsInception date Insured's age 121

Cash value

Decreasing
term

Whole life or other permanent
form of life
insurance

FIGURE 16.2 Family Income Policy

One part comes from the decreasing term, and the
other part comes from interest on the benefits left
with the company. It is common under the family
income policy to provide for the payment of the
basic policy at the end of the income period. Thus,
the interest from the basic policy helps provide the
monthly income payments.2 In some instances, the
insurance company will permit the beneficiary to
take the commutation value of the monthly benefits
at the time of the death of the insured. In either case,
the amount payable will be reduced by the amount
of interest forgone by the insurer.

Family Income Rider

The family income rider is a variation of the family
income policy but with somewhat more flexibility.
The family income rider is a decreasing term rider
attached to some permanent form of insurance.
Some companies will even permit the use of the
family income rider with a form of long duration
term, such as term to age 65 or term to expectancy.

Although the family income policy and the
family income rider may provide for the payment
of a specified amount (e.g., $1000 per month), the
actual amounts of term insurance required to pro-
vide this amount may differ. The determining factor
is the time at which the basic policy is payable. As we
have seen, it is common under the family income
policy to provide for the payment of the basic policy
at the end of the income period. In the case of the
family income rider, the term insurance is usually
sufficient to provide the full amount of the monthly
benefit without the interest from the basic policy.
This means that the amount of the basic policy may
be paid immediately at the death of the insured, it
may be left at interest to increase the amount of the
monthly benefit above the designated amount, or it
may be left to accumulate at interest until the end
of the income period.

Family Protection Policy

The family protection policy is known by many
names; almost every insurance company offers it

2 To provide funds for funeral expenses and the costs of the last
illness, some family income policies allow the payment of a cer-
tain amount at the death of the insured if it should occur during
the income period. In some contracts, this amount would be
$200 per $1000 of the face amount.
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in one form or another, and many refer to it by their
own trade name.3 This special form is an attempt
to provide insurance on the entire family. The dis-
tinguishing characteristic is that insurance in pre-
determined proportions is provided for each family
member. For example, the unit on the husband may
be $5000 on an ordinary life basis, with $1000 term
insurance on the wife (the term extending to the
time the husband is 65) and $1000 term coverage on
each child, with coverage to a designated age such
as 21 years. Children born after the inception of the
contract are covered automatically without notice
to the insurance company on the attainment of a
specified age, for example, 14 days. Surrender and
loan values are provided, but paid-up insurance is
normally provided only on the coverage applicable
to the husband. It is customary to permit conversion
of the term insurance on the lives of the dependents
on the expiration of the specified term. For exam-
ple, many contracts provide for conversion of the
coverage on the children up to as much as $5000
of permanent life insurance for each $1000 of term
coverage and without evidence of insurability.

The premium on this form of insurance is based
on the age of the husband, with an adjustment made
for the additional risk the company accepts. The
basic premium computation assumes the wife is
the same age as the husband. If she is not, the
face amount of the term insurance covering her is
adjusted. The younger the wife relative to her hus-
band, the greater the amount of insurance coverage
on her life.4 The older the wife, the less her coverage.
For example, if the standard program provides $1000
coverage on the wife and that particular wife is one
year older than her husband, her coverage might be
reduced to $900. If she is one year younger than the
husband, it would be adjusted to $1100.

All members of the family must be insurable
if the contract is to be issued. If the husband or
wife should be uninsurable, the contract cannot be
issued at all.5 The only exception involves the
children. If one child is uninsurable, the family

3 Some insurers create ad hoc family protection policies through
the use of riders that add a spouse or children to an individual
policy.
4 Although this is the standard approach, some insurers leave the
amount of insurance on the wife at the standard $1000 and adjust
the premium based on her age.
5 With some insurers, a parent’s policy, covering one parent and
the insurable children may be employed.

protection policy may be issued but with that child
excluded from coverage.

The family protection policy is popular with
young married couples since it provides some insur-
ance on every family member. It can be, and often
is, written with a family income rider that provides
1 percent of the amount of coverage on the father as
monthly income during the family income period.
One of the more attractive features of the policy is
that it guarantees the insurability of the children in
the family. In the event that a child should become
uninsurable before reaching the conversion age or
if a child who is uninsurable is born to the marriage,
this contract would guarantee the child would be
able to purchase at least some minimum amount of
permanent insurance on reaching the conversion
age.

Return-of-Premium and

Return-of-Cash-Value Policy

Some individuals who lack an understanding of the
level-premium concept think the insurance com-
pany should pay the face amount of the policy when
the insured dies plus the cash value. They reason
that since the cash value is the insured’s savings
fund, it is inequitable to pay this to the beneficiary
and call it a part of the death benefit. Insurance
companies attempt to create a salable product, and
if people want a policy that pays the face amount
plus the cash value, they are going to get it. Policies
have been issued that purport to pay, in addition to
the policy’s face amount, the cash surrender value
at the time of death. From what we have learned
about the cash value and its relationship to the
level premium, we know this is impossible unless
an additional premium is charged. The policies that
agree to pay the cash value plus the face amount
of the policy are nothing more than a combination
of two whole-life contracts. As Figure 16.3 indicates,
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Increasing whole life

FIGURE 16.3 Return-of-Cash-Value Policy
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FIGURE 16.4 Return-of-Premium Policy

two amounts of insurance are in force at all times.
The basic amount is level, being equal to the policy’s
face amount that the insured has purchased. The
second portion, for which the insured pays an
additional premium, is always sufficient to pay an
amount equal to the basic policy’s cash value.

A variation of this idea is found in the return-
of-premium policy (Figure 16.4). Most individuals
like to think they are getting something for nothing.
The return-of-premium policy purports to pay the
policy’s face amount at the death of the insured,
plus all the premiums that have been paid, pro-
vided the insured dies within a certain period of
time. Like the return-of-cash-value policy, the return-
of-premium policy is composed of two amounts of
insurance. The basic policy is whole life or some
other form of permanent insurance. The second
portion is increasing term insurance, with a face
amount always sufficient to pay the total amount of
premiums paid for both portions. The insured must
die within a certain period (normally 20 years) if
the beneficiary is to receive the face amount and
the premiums paid. If the insured does not die until
after the 20-year period has passed, the beneficiary
will receive only the face amount of the basic policy,
and the term portion of the policy expires without
value.

Modified Whole Life

The distinguishing characteristic of modified whole
life is its premium arrangement. The premium for the
first three or five years is slightly more than that on
the same amount of term insurance. After the end
of the three-year or five-year period, the premium in-
creases to a level more than the whole-life premium
at the age at which the policy was taken out but less
than the premium on permanent insurance at the
attained age of the insured. One company quotes
the following rates for five-year term, whole life, and
modified whole life:

First Five

Years Thereafter

Five-year term converted at the end
of five years $4.23 $14.99

Modified whole life 4.58 13.54

This policy is attractive to college students and
other individuals who think their income will
increase within a short time. They would like to
purchase permanent insurance at their current age
but cannot afford to do so. If they wait until they can
afford it, or if they purchase convertible term, the
premium on the permanent insurance will be based
on their age at conversion. The modified whole-life
policy helps solve this problem. If the insured knows
he or she will be converting to permanent insurance
within a short period of time, the premium outlay
will be lower over the long term if modified whole
life is purchased instead of convertible term.

Actually, modified whole life is equivalent to
automatically convertible term. As in the case of
term, during the first three to five years, there is rarely
a cash value. Although a separate type of policy is
designated automatic convertible term, it is almost
identical with modified life.

Graded-Premium Whole Life

Another contract closely related to modified whole
life is graded-premium whole life. Graded-premium
whole life is a contract in which the initial premium
is low (say, $2 per $1000 at age 21) but increases
yearly until it levels off sometime between the
tenth and twentieth years. Cash values are generally
unavailable until year 10, and even by year 20, the
cash values are low.

Single-Premium Life

As its name suggests, a single-premium life policy is
one in which there is a single premium; generally,
the minimum premium is $5000 or more. This pre-
mium creates an immediate cash value in the policy.
This cash value and the investment income earned
on it are sufficient to pay the cost of the policy’s ben-
efits, which, to comply with the requirements of the
Internal Revenue Code (IRC) must be 100 percent
to 250 percent of the cash value, depending on the
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age of the insured. Single-premium life insurance is
written on a traditional whole-life and variable basis.

The rate of return on a single-premium whole-life
policy is usually guaranteed for a period of from one
to five years. Thereafter, the rate is adjusted at the dis-
cretion of the insurer or according to a formula but
does not fall below a guaranteed minimum (e.g.,
4 percent or 5 percent). The earnings on the cash
value accumulate tax free until the policy is cashed
in, at which time the earnings are taxable. Unlike
traditional forms of life insurance, single-premium
life does not usually have a front-end “load.”
Although a commission is paid to the agent, the
amount of the commission is not deducted from
the premium in creating the policy’s cash value.
Instead, the policy is subject to a surrender charge,
generally in the range of 5 to 10 percent, which is
levied if the policy is cashed in during a specified
period of time, usually 7 to 10 years. The surrender
charge diminishes and disappears after 7 to 10 years.

Modified Endowment Contracts Following the
elimination of many traditional tax shelters by the
Tax Reform Act of 1986 (TRA-86), sale of single-
premium life insurance mushroomed. In 1987, the
sale of single-premium life insurance soared to
about $10 million, more than double the level the
previous year. Ironically, this rapid growth served as
the motivation for congressional action to modify its
status under the tax laws. Because single-premium
life policies were treated the same as any other con-
tract that met the IRC definition of life insurance,
many buyers found them to be attractive investment
shelters. As with other forms of life insurance, the
cash value buildup is tax free until the policy is
terminated. As with other forms of life insurance, the
insured could borrow from the cash value without
tax liability, as long as the loans did not exceed his or
her basis in the contract. This meant that large sums
invested in single-premium life insurance could
generate tax-sheltered investment income.

Although single-premium life insurance and
certain other contracts with a high investment
element met the standards established by the 1984
act, Congress considered the tax treatment of these
contracts to be a loophole, which it acted to close
in the Technical and Miscellaneous Revenue Act of
1988 (TAMRA). In this law, Congress instituted a
new test, designed to further discourage the use of
life insurance contracts with high premiums as an
investment. TAMRA classifies any contract sold

after June 21, 1988, that fails the test as a modified
endowment contract (MEC). It then makes modified
endowment contracts subject to a penalty if invest-
ment earnings are withdrawn by a cash surrender
or loan before age 591/2 . The test, called the seven-
pay test, compares the premiums paid for the policy
during the first seven years with seven annual net
level premiums for a seven-pay policy. The net
level premium for a seven-pay policy is an artificial
standard constructed by the Internal Revenue
Service (IRS) based on the guideline level-premium
concept introduced in the 1984 tax act.

Modified endowment contracts are subject to two
important provisions. First, funds withdrawn from
such contracts are subject to a last-in first-out (LIFO)
treatment. This assumes the investment income is
withdrawn from the policy before the insured’s
basis. In addition to the LIFO treatment, MECs are
subject to a 10 percent penalty on any taxable gains
withdrawn before age 591/2 . As with an annuity, the
cash value buildup accumulates tax free unless it is
withdrawn.

Juvenile Insurance

Historically, the primary purpose of most juvenile
policies was thrift, and many policies were pur-
chased to accumulate funds for the child’s college
education. Prior to the Deficit Reduction Act of
1984, the most popular forms of juvenile insurance
were a 20-year endowment and an educational
endowment at age 18, but these contracts have dis-
appeared because of their inability to satisfy the
cash value-corridor test. The most popular forms
of juvenile insurance today are term contracts
that automatically convert to whole life without
evidence of insurability when the child reaches a
stipulated age (such as 25) and whole-life policies
with a guaranteed insurability option. Some poli-
cies combine the features of automatically convert-
ible term with a guaranteed insurability option that
permits the insured to incrementally increase the
amount of insurance at specified ages.6

6 These policies are similar to a policy form known as jumping
juvenile that was popular prior to the introduction of the modified
endowment contract (MEC) penalty in the IRC. Jumping juvenile
policies were whole-life contracts that automatically increased
to some multiple of the face amount (usually five times) when
the child reached age 21.
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The major appeal of juvenile insurance is that
it protects the child’s insurability. Should the child
become uninsurable, a whole-life contract (or a
convertible-term policy) with the guaranteed insur-
ability option would ensure at least some minimum
level of lifetime protection.

It is common in the case of juvenile policies to
include a policy provision called the payor clause,
which specifies that all future premiums under the
policy will be waived if the premium payer, who
is named in the endorsement attaching the payor
clause, should die or become disabled. This provi-
sion guarantees the payment’s completion on the
child’s policy if the payer should die or become
disabled.

Juvenile insurance is a specialized form of protec-
tion. In many cases, it is misused. Too many individ-
uals purchase this kind of life insurance when they
are inadequately protected. In most cases, the pre-
mium dollars used to purchase insurance on chil-
dren would be better spent in providing protection
on the head of the family. Although a child’s death
is a tragedy, it does not bring with it the grave conse-
quences for the family that the breadwinner’s death
brings. Dollars spent to provide educational funds
for the child can accomplish this purpose almost as
well when they purchase insurance on the father’s
life.

Indeterminate Premium Policies

The years from 1976 to 1985 marked a period
in which interest rates climbed to unprecedented
levels. These record rates combined with diversifi-
cation strategies of firms in the financial services
market to create a backdrop for a revolution in life
insurance products. One of these was the universal
life policy, but there were others as well.

As interest rates rose in the late 1970s, the
insurance-buying public recognized the investment
elements in their cash value insurance policies were
not earning competitive yields. (It was common
during this time for traditional life insurance prod-
ucts to yield 3 to 5 percent on the investment
element when alternative investments were return-
ing 12 to 14 percent.) Often, especially when the
guaranteed policy loan rate was low, policyholders
borrowed their policy cash values at 5 percent to
invest them at 12 percent. Other insureds went
further and cashed their policies in, purchasing

newer policies with lower premiums or higher yields
or they converted to term insurance and a separate
investment. As a result, there was a significant
turnover of policyholders for many companies,
and old policies were replaced with new ones. As
interest rates rose, insurers found it difficult to meet
the competition from universal life policies using
traditional participating policies. What was needed,
and what some insurers devised, was a mecha-
nism whereby insurers could adjust the premiums
on existing policies to reflect changes in invest-
ment income; this led to the indeterminate premium
policy.

The benefit structure of the indeterminate pre-
mium policy is the same as that for other policies, but
the premium structure differs. Indeterminate pre-
mium policies have maximum guaranteed premium
rates specified in the policy, but initial premiums
are generally set at a level well below the max-
ima. The issuing company then reserves the right
to change the initial premium up or down, subject
to the specified maximum. The low initial premium
is guaranteed for a specified time period, usually
ranging from 2 to 10 years. Generally, the longer the
period for which the initial premium is guaranteed,
the higher the initial premium. Although the earli-
est indeterminate premium policies were whole-life
policies, indeterminate term soon followed. Indeter-
minate premium policies are also known as variable
premium life insurance.

Interest-Sensitive Whole Life Interest-sensitive
whole life, which is also called current assumption
whole life (CAWL), insurance is an indeterminate
premium policy in which the policy’s cash value is
variable, based on changes in the premium. Interest-
sensitive policies include a redetermination provi-
sion under which the insurer can, after an initial
guarantee period, increase or decrease the premi-
ums based on current interest and mortality. If the
current assumption produces a lower premium, the
insured can pay the lower premium or continue to
pay the old higher premium and, thereby, increase
the cash value. Subject to evidence of insurability,
the insured can use the difference between the old
and new premiums to increase the death benefit.
If the new premium is higher than the previous
premium, the insured can pay the new premium,
reduce the face amount of the policy, or use a part
of the cash value to cover the difference.
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Participating Policy Innovations The same com-
petitive forces that prompted creation of inde-
terminate premium policies and interest-sensitive
policies prompted insurers selling participating
policies to create new approaches in allocating
dividends. These new approaches that have been
adopted are collectively called the investment
generation method (IGM), a term broadly used in
reference to any allocation procedure that recog-
nizes the year (or generation of policies) during
which money was invested by the policyholder in
determining the dividend.

Under the traditional dividend allocation method
(called the portfolio average method), excess invest-
ment earnings to be included in dividends are
allocated to all policies, old and new, at a single
rate, regardless of the pattern of premium payments
over the years. Because a life insurer has an
investment portfolio with different inceptions,
maturities, and rates, funds invested at different
times earn different returns. The portfolio average
method, as the name implies, produces an average
return allocated to all policies. During periods of
high interest rates, the average allocation produces
a lower rate on new funds than is available else-
where. To meet the competition from other interest-
sensitive products, many companies switched from
the portfolio average method of dividend allocation
to IGM. There are two distinct types of IGM. They are
referred to as partitioned-portfolio IGM and policy-
based IGM. The partitioned-portfolio approach
establishes policy groupings (partitions) by issue
year (e.g., prior to 1979, 1980 to 1983, 1984 and later)
and calculates a separate average rate of return for
each partition. Conceptually, this approach breaks
the insurer’s policyholders into several small com-
panies corresponding to the issue-year groups. The
portfolio average interest rate for each group is
calculated from the earnings on the group’s net cash
flow over the years. Thus, the generation of policies
issued from 1980 through 1983 would have a higher
rate than would the generation of policies issued
prior to 1980.

The policy-based IGM works differently. Each
individual policy receives excess interest at rates
reflecting the timing of deposits (such as premium
payments) made in that policy. More specifically,
generations of one or more years are defined,
and the increase in policy reserve during each

generation receives the rate earned on investments
made during those years.7

Low-Load and No-Load Life Insurance

Low-load and no-load life insurance products are
available from a limited number of insurers. The
term low-load refers to a contract in which the com-
mission for the first and subsequent years is lower
than the traditional commission rates. A no-load
policy is one on which no commission is payable.

Initially, low-compensation products were offered
only by insurers that do not have a conventional dis-
tribution system (such as TIAA-CREF and mail-order
insurers). Increasingly, however, low-load and no-
load life insurance have become available through
specialty agents or brokers who charge a fee for
placement. Most companies offering low-load and
no-load products limit the market for these prod-
ucts through restrictions such as high minimum
face amounts and high minimum premiums so
their traditional agents can coexist with the new
products.

The interest in no-load and low-load life insur-
ance products parallels the popularity of no-load
mutual funds. Other things being equal, a prod-
uct with a reduced load or no load should be less
expensive than a fully loaded product. However, no-
load and low-load policies sometimes carry back-
end loads (surrender charges) similar to those
discussed in connection with the single-premium
deferred annuity.

ADVANTAGES AND DISADVANTAGES
OF SPECIAL FORMS

The special policy forms examined in this chapter
have certain advantages and disadvantages, both of
which arise from these policies being designed to

7 Although the newer dividend formulas are effective tools for
competition, during periods of rising interest rates, they may be
viewed negatively by older policyholders who are receiving div-
idends based on the lowest dividend interest rate. This can lead
to further replacement activity. The question of which method of
allocating dividends is proper is a matter of judgment, subject
to honest differences of opinion. While equity is an important
factor in setting the method of allocating investment income, the
motivating force that led to IGM was competition.
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meet special needs. Because they are narrowly
designed, these special forms meet those needs
better than other policies; by the same token, they
are often inflexible and meet other needs poorly.
Each individual faces different circumstances, and
the danger exists that one of the special policy forms
may be used inappropriately. Of course, some needs
are almost universal. There is little chance that the
family income policy will be misused because of the
general need for protection during the child-raising
years. However, the juvenile insurance policies are
often misused, eating up the premium dollars that
would better be spent on the head of the family.

In addition to the special policy forms discussed
in this chapter, there are a number of other, even
more specialized contracts. The variety and type
of special policies are limited only by the imagi-
nation of the marketing directors of the insurance
companies. When properly used, the special policy
forms are useful tools for protecting the insured’s
family members against the financial consequences
of premature death or for accumulating a fund for
some specific future need such as retirement or
education.

IMPORTANT CONCEPTS TO REMEMBER

mortgage redemption policy
joint mortgage protection policy
family income policy
family income rider
protection policy
modified whole-life policy
return-of-premium policy

return-of-cash-value policy
graded-premium whole-life

insurance
juvenile insurance
payor clause
indeterminate premium policy
interest-sensitive whole life

indexed whole-life insurance
single-premium life
single-premium deferred annuity
investment generation method
portfolio average method
low-load insurance policy
no-load insurance policy

QUESTIONS FOR REVIEW

1. Explain the difference between the family income
policy and the family income rider. How would you
expect their rates to differ and why?

2. Briefly describe the specialized policies that have
been created to address the needs associated with
mortgages.

3. The family income policy is a combination of whole-
life insurance and decreasing term insurance. Explain.

4. Briefly explain the nature of the family protection
policy, identifying the various components by type of
protection.

5. Describe the situation for which survivorship
wholelife or the second-to-die policy was developed.

Are there any other situations for which it would be
appropriate?

6. Explain why the economic environment of the late
1970s and early 1980s led to the creation of new types of
life insurance policies.

7. Explain how indeterminate premium whole-life
policies differ from traditional whole-life policies.

8. In what way does the treatment of acquisition
expense under single-premium life insurance differ from
that of other life insurance policies?

9. What are the principal uses of juvenile life insurance?

10. Explain how the investment generation method of
determining dividends differs from the traditional portfo-
lio average method.

QUESTIONS FOR DISCUSSION

1. Taking any combination of the basic forms of insur-
ance from which special policy combinations studied in
this chapter are constructed, invent a new policy not dis-
cussed in the text and explain the circumstances under
which it would be useful.

2. Many products are brought to the market because, in
the words of the seller, “the consumer demanded it.” Do
you think that the return-of-premium policy or the return
of-cash-value policy were the response of the insurance
industry to consumer demands, or do you feel they were
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developed for competitive reasons? What is your opinion
of these two policies?

3. During the high interest-rate environment of
the 1980s, many policyholders purchased vanishing-
premium policies. Because interest rates dropped in sub-
sequent years, premiums have not vanished as originally
projected, and many consumers are dissatisfied. Some
observers have proposed requiring that insurance com-
panies and agents make projections only on the basis of
the minimum guarantees in the policy. Do you agree or
disagree with this proposal? Explain.

4. Although the family protection policy attempts to pro-
vide protection on the entire family, the insurance on
the wife is generally low relative to that on the husband.

In addition, the coverage on the wife is term insurance,
and only the husband’s coverage accumulates cash value.
Design a policy that would provide maximum protection
on the husband and wife during the child-raising years,
with cash values at retirement that vary depending on
whether the husband and wife are alive or only one sur-
vives. Indicate the specific types of coverage you would
use.

5. John Jones travels considerably in his occupation.
Although he thinks he needs more life insurance, he does
not think he can afford it. However, he is considering a
$100,000 travel accident policy on the grounds that it will
provide at least some additional protection. How would
you advise him?
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CHAPTER 17

BUYING LIFE INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the three major decisions that must be made in buying life insurance and the sequence
in which the decisions should be made

• Identify the ways in which a consumer can determine the financial strength of a life insurer

• Discuss the relative merits of term insurance and cash value insurance for meeting financial
security needs

• Explain how differences in cost among traditional life insurance policies can be compared

• Explain how differences in cost among universal and variable life insurance policies can be
compared

• Discuss the deficiencies in the current price disclosure system used in the life insurance field

• Briefly summarize the advantages and disadvantages of life insurance as an investment

The purchase of life insurance differs in many ways
from the other purchases that the average consumer
makes every day. In many ways, it differs from the
purchase of other forms of insurance since it some-
times combines protection with savings. In addi-
tion, because of the long-term nature of most life
insurance contracts, the decision normally calls for
committing funds well into the future to pay for the
policy. Such a long-term commitment requires fore-
thought and consideration of objectives. One out
of every five life insurance policies purchased is
dropped within the first two years of its purchase,
and this indicates the consumer regrets sometimes

associated with the purchase of life insurance. We
turn now to the subject of buying life insurance.

DECISIONS IN BUYING LIFE
INSURANCE

Three fundamental decisions must be made in the
purchase of life insurance:

1. How much should I buy?

2. What kind should I buy?

3. From which company should I buy it?

289
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In Chapter 10, we examined several approaches
to answering the first question. Here we are con-
cerned with the remaining two questions. The first
and most important question to be addressed in the
purchase of life insurance is the amount. Only after
this question has been answered should the type of
policy to be purchased be addressed.

Buy Term and Invest the Difference?

Buy term and invest the difference are the six most
controversial words in the area of life insurance
buying. They summarize the philosophy of those
who have argued the individual would be better off
by purchasing term insurance and investing, sepa-
rately, the difference in premiums between term and
permanent insurance. The long-raging controversy
between the proponents of permanent insurance
as an investment and the advocates of insurance for
the sake of pure protection will probably never be
settled.

If it were not for the risk management process
dealing with the risk of outliving one’s income, we
could ignore the debate over term versus cash value
life insurance. But the individual must be concerned
with the possibility of living beyond the income-
earning years, and recognizing this contingency,
must plan to meet it. If one foresees that his or her
income will cease in the future while the need for
income will remain, the logical course of action is
to provide for the accumulation of a fund that can
replace the income. Life insurance can be one vehi-
cle for amassing that fund, and we ought, therefore,
to discuss the merits of this form of accumulation.

There are, as we have seen, two separate risks that
can be met through life insurance: premature death
and superannuation. These two risks are diametri-
cally opposed. If the individual dies before reaching
retirement age, there is no need to have accumu-
lated a fund for retirement income. On the other
hand, if he or she survives to enjoy retirement, the
death benefits will have been unnecessary. Unfortu-
nately, from an insurance-buying point of view, we
do not know what the future holds, so the individual
must prepare for both contingencies.

Many persons do have insufficient income to pro-
vide adequate death protection and simultaneously
accumulate funds for retirement, forcing a choice
between death protection and the savings element.
As Table 17.1 indicates, there is an inverse relation-
ship between the amount of insurance protection

TABLE 17.1 Protection and Cash Values Available per $100

in Premium—Nonparticipating Rates

At Age 25, a

$100 Premium Cash Value

Will Purchase at the

the Following End of

Amount of 20 Years

Type of Policy Death Protection Will Be

Yearly renewable term $78,000 $0
Ten-year term policy 57,000 0
Whole-life policy 11,300 1,695
Paid up at age 65 whole life 10,250 1,671
Twenty-pay whole life 7,400 1,798

Source: Best’s Flitcraft Compend (Oldwick, N.J.: A.M. Best Com-

pany, 1993).

and the cash value of the various forms of life
insurance. The higher the cash value, the lower the
amount of death protection that can be purchased
for a given number of premium dollars.

The decision to be made in the purchase of
insurance should be divided into three separate
and unrelated decisions. First, and this is the most
important risk management decision, what should
be done about the risk of premature death? How
significant is this risk relative to many others the in-
dividual faces? Measuring the loss potential here
requires determination of the amount of insur-
ance needed. If the potential loss that is beyond
the family’s margin for contingencies is $250,000 or
$500,000, then this is the amount of risk that ought
to be transferred to the insurance company.

The first question, then, is not what kind of life
insurance should be purchased but, rather, how
much is needed. Often, the answer to this first ques-
tion will provide an answer to the second question,
which is the type of insurance that should be pur-
chased. If the amount of insurance needed is sub-
stantial, term insurance may be the only alterna-
tive. When the money available for life insurance is
limited (and it usually is), the savings feature of
permanent insurance forces the individual into a
compromise in setting up protection for the family
during the critical years. If one follows the proper
techniques of risk management, one will seek to
transfer that portion of the risk of loss of income-
earning ability that his or her family could not
afford to bear. If sufficient insurance is purchased to
replace the income that would be lost, term insur-
ance may be all that the individual can afford. In
other words, as we have seen from our programming
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example, the arguments about term versus other
forms of life insurance are meaningless for a sub-
stantial portion of the population because with lim-
ited resources to spend on insurance, there may
be very little “difference” left after providing for
complete protection.

In the cold realism of mathematics, we noted that
the insurable value of a young man earning $30,000
a year might be as much as $300,000 or more. If this
individual chooses to purchase cash value coverage
for this amount, the premiums would be more than
$3000 a year. Even based on the needs approach,
we saw that significant amounts of insurance may
be required. The buyer opting for permanent life
insurance must make a choice between savings and
protection. This is not intended as a criticism of cash
value life insurance. It is a criticism of the misuse
of cash value life insurance and the violations of
good risk management practice that it entails. In
fact, the major criticism that can be levied against
cash value life insurance is that it frequently leads
to a violation of all three rules of risk management.
With a limited number of dollars available for the
purchase of life insurance, cash value life insurance
carries an opportunity cost in the death protection
that must be forgone. As a result, many individuals
leave their families inadequately protected. They
fail to consider the odds by purchasing coverage
against an event that is not a contingency, and in so
doing, they risk more than their family can afford to
lose. They risk a lot for a little by underinsuring their
income-earning ability, leaving a serious exposure
unprotected in exchange for interest on the funds
that should have been used to protect against that
exposure.1 They commit the great error of permit-
ting the question of the type of policy to purchase
to determine the amount to purchase instead of vice
versa. The first and most important decision is the
amount of protection needed, a decision that must
be made without reference to the type of coverage
that will be obtained to provide the protection.

In deciding on the form of life insurance to be
purchased, we leave the area of risk management

1 Wouldn’t it be absurd if an insurance company approached the
owner of a $1 million building with the proposal that the owner
purchase $100,000 in coverage on the building and use the pre-
mium saved for an investment program? Yet, this is essentially
what occurs in the life insurance field when individuals are per-
suaded to purchase high-premium, benefit-certain life insurance
in an amount less than the required level of protection.

and enter the field of finance. The question of term
insurance versus permanent cash value insurance
is a separate issue, unrelated to the problems of risk
management. Once the individual has decided to
transfer the risk of the loss of $100,000 or $200,000
in income-earning ability to an insurance company,
the rules and principles of risk management are no
longer helpful. The choice of the type of insurance
contract to be used is an investment question and
should be evaluated by the same standards used in
ranking investments of other types. In fact, the ques-
tion is not one of term versus permanent insurance
at all but a choice between permanent insurance
and alternative forms of investment. The only logi-
cal reason for the purchase of cash value insurance
is that it is superior to the other investment alterna-
tives available to the insured for his or her purpose.2

Sometimes, the purveyors of life insurance at-
tempt to pose the choice between term and per-
manent insurance in terms of protection rather than
an investment decision by pointing out that term in-
surance cannot be continued beyond age 65 or 70.
“Term insurance is only temporary protection,” they
criticize as if something were inherently good about
insurance that is not temporary. Since the income-
earning period and the economic life value of an in-
dividual are temporary, it is permanent that takes on
the undesirable connotation. By age 65, a person’s
economic value has declined to zero in most cases;
in addition, by this time the economic responsibil-
ity to dependents is also normally fulfilled. One has
little need for income earning protection at this age;
yet it is during the 35-year period following this age
that the cost of life insurance becomes prohibitive.
Nothing could more be a violation of the principles
of risk management than insuring an asset that no
longer has value.3

2 We will defer our discussion of life insurance as an investment
until the next chapter, which deals with the retirement risk.
3 Concerning term insurance, the comment, “You have to die to
collect”, is the most absurd criticism. The implication is that if
you do not collect under an insurance policy, you have somehow
lost in the transaction. One might as well say that your house has
to burn down in the case of fire insurance or you have to run
over someone to collect under your automobile liability insur-
ance. The best approach to use on someone who makes such a
comment is to refer the person to any insurance textbook that
explains the operation of the insurance principle. Perhaps he or
she will learn the insured receives something under an insurance
policy without collecting.
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Life Insurance as an Investment

The long-raging controversy between the propo-
nents of permanent insurance as an investment and
the advocates of insurance for the sake of pure pro-
tection will probably never be settled. A consider-
able amount of literature—much of it generated by
vendors of competing investments—condemns life
insurance as an investment. The issue, however, is
more complex than this literature suggests, and any-
one who states that “life insurance is a poor invest-
ment” is oversimplifying the issue. In fact, the
assertion that any investment is good or poor rests
on unstated assumptions that may or may not hold
true for various of circumstances. There are some
situations in which life insurance may compare
favorably with other investment alternatives, and the
student should be aware of these situations.

The first feature often cited in support of life
insurance as an investment is the compulsion it
entails. Many people do not have the self-discipline
and determination required to follow through with
their plans for the regular accumulation of a savings
fund. Once a policy is taken out, an individual usu-
ally will pay the premiums rather than deprive the
family of the protection the policy gives, and paying
the premiums means making regular contributions
to the savings element of the contract. Frankly, this
argument is not compelling.

A more persuasive advantage of life insurance as
an investment is that it enjoys certain tax advant-
ages other forms of investment do not enjoy. First,
increments in the cash value are not taxable until
received by the insured. At the time the policy
is surrendered, the excess of the cash surrender
value over the premiums paid is taxable as ordinary
income. Furthermore, the insured is permitted to
deduct the total amount of premiums paid, which
includes the cost of protection in computing the
gain. The advantage of the tax deferral lies with
the individual’s tax rate possibly being lower when
the gain is eventually taxed and, more important,
that the accumulation of untaxed earnings will be
greater than the accumulation of taxed earnings.
To earn a net return on investments that do not
share the tax advantage enjoyed by life insurance,
the gross rate of return on the alternative invest-
ment must be higher than available under the life
contract.

Finally, a safety of principal is not found in certain
other investments. The major criticism usually
leveled at life insurance as an investment is the

relatively low rate of return, usually between 6 and
8 percent (sometimes lower, depending on the
company). Perhaps the rate of return is low, but low
relative to what? Common stocks represent a riskier
form of investment. The investor hopes to realize
gains but may suffer losses. Traditional life insur-
ance cash values are a guaranteed form of invest-
ment, with safety of principal and a guaranteed
minimum rate of return.4 In addition, the newer
interest-sensitive policies make it possible to realize
higher returns than those guaranteed in the policy.
Finally, for the investor who prefers the appreciation
potential of common stocks, variable life insurance
offers the same tax deferral as traditional cash value
life insurance.

With respect to the return on life insurance poli-
cies, it should be noted that life insurance policies
have a relatively high expense component. For many
forms of life insurance, the front-end commission
makes the return during the early years negative and,
in the long run, less attractive than alternative invest-
ments. The actual rate of return to be earned on the
investment element, then, depends on the time for
which the policy is maintained. If it is to be con-
sidered as an investment, life insurance should be
considered only as a long-term investment.

Besides the expense factor, another legitimate
criticism of traditional life insurance as an invest-
ment is that inflation may erode the value of the
contribution, but this is a legitimate criticism of
all fixed-dollar instruments. When one makes judg-
ments about the “goodness” or “badness” of a given
investment type, an implicit assumption exists about
future economic trends. If the future economy is
marked by inflation and a rising price level, then
traditional cash value life insurance (or any other
fixed-dollar investment) will be less attractive than
those investments that ride the inflationary trend.

The most appealing feature of life insurance as
an investment is its complementary functions of
providing protection against premature death at the
same time it provides an accumulation that may be
used if the individual does not die prematurely. If
the individual has no need for protection against
premature death, life insurance will probably not
match other investment alternatives. At the risk of
oversimplification, the premium for cash value life

4 In addition to the insurer’s capital and surplus, life insurance
cash values are guaranteed by state insolvency funds, nearly all
of which guarantee cash values up to $100,000.
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insurance covers three things: The first part goes to
pay the death benefits for those group members who
die, the second part goes to pay the insurer’s operat-
ing expenses (including agents’ commissions), and
the third part contributes to the accumulating
savings element. The individual who has no need
for death protection but purchases life insurance
as an investment incurs costs for death benefits and
commissions avoided with other investments. To the
extent that life insurance is an attractive investment,
its appeal is based primarily on its role in meeting
the diametrically opposed risks of premature death
and superannuation.

For many individuals, traditional cash value life
insurance may be an attractive and dependable
investment. However, there are many individuals
who are not content with the fixed-dollar nature of
traditional life insurance, preferring equity invest-
ments with their potentially greater return. The
choice, however, is a matter of finance rather than
of insurance.

Choosing the Company

In choosing from among the approximately 1,000
life insurance companies doing business in the
United States, the insurance buyer may consider
many factors, some more important than others.
Among the weightier considerations are the com-
pany’s financial strength and integrity, its policy
forms and their suitability to the insured’s needs,
and the cost.

Financial Strength and Integrity Since the life
insurance policy represents a long-term promise on
the part of the seller, the financial strength of the
insurer and its ability to meet its promise rank as
the first consideration. Although consumers have
generally taken the financial strength of life insur-
ers for granted, this changed dramatically in 1991
when several large life insurers encountered finan-
cial difficulties. Throughout much of 1990, industry
observers had warned that many life insurers were
in a perilous condition. In April 1991, the California
insurance commissioner seized the Executive Life
Insurance Company, triggering speculation about
the financial condition of other life insurers. The
seizure sensitized consumers to the risk of life
insurer insolvencies and, as policyholders lost con-
fidence, caused policyholder runs on other life
insurers. The seizure of Executive Life was followed
by the failure of First Capital Life, Fidelity Bankers

Life,5 and Monarch Life Insurance. Then, in July
1991, Mutual Benefit Life Insurance Company of
Newark, New Jersey, the 18th largest life insurer in
the country, with $13.8 billion in assets, submitted to
the control of the New Jersey insurance department.

The financial problems afflicting life insurers in
the early 1990s resulted from three causes. The first
was a decline in the insurers’ bond portfolio value.
The second was the almost simultaneous souring
of mortgage loans held by some insurers. The third
factor was disintermediation, that is the “run on the
bank”, which exacerbated the problems created by
the first two.6

Many authorities argue that the difficulties en-
countered by some life insurers can be traced to
the introduction of universal life and other interest-
sensitive policies, which were sold on the basis
of their return rates. Insurers developed universal
life (UL) and other interest-sensitive policies in res-
ponse to pressures caused by rising interest rates in
the late 1970s and early 1980s. At that time, many in-
sureds were borrowing cash values or cashing poli-
cies to invest the funds at higher rates elsewhere.
Insurers felt pressured to offer high rates of return
on the investment element in life insurance policies.
This led some insurers to invest in high-yield bonds
(often called unrated bonds, or, more commonly,
junk bonds) and real estate. When the real estate and
bond markets’ performance deteriorated, it affected
a number of life insurers’ portfolios. Insurers might
have weathered these adversities except for the pol-
icyholder runs. Withdrawals by insureds threatened
to deplete the insurers’ liquid assets, forcing them to
liquidate mortgages and real estate in a depressed
market. Regulators stepped in to stem the outflow
of insurers’ cash before the assets were depleted.7

5 First Capital Life and Fidelity Bankers Life are subsidiaries of
First Capital Holdings Corporation, whose largest shareholder
is Shearson Lehman Brothers, Inc., a subsidiary of American
Express Company.
6 The problem of disintermediation for life insurers arises from
higher returns on alternative investments. It was intensified by
the failure of a few large life insurers.
7 Although the seizure of Executive Life was the formal trigger
for widespread concern about life insurer insolvencies, earlier
indications existed that a number of life insurers faced financial
problems. In 1990, of the 1926 life and health insurers in the
NAIC’s database, 482 had four or more IRIS ratios outside the
usual ranges. See Joseph M. Belth, “A Watch List of Insurance
Companies Based on the NAIC’s 1990 IRIS Ratios” The Insurance
Forum, vol. 17, no. 9 (September 1990). See also Joseph M. Belth,
“Life Insurance Companies’ Junk Bonds, Troubled Mortgages,
Real Estate and Investment in Affiliates,” The Insurance Forum,
vol. 17, no. 8 (September 1990).
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Although many policyholders recovered from state
guaranty funds, the insolvencies illustrated that the
insolvency of life insurers is a real threat.

In Chapter 3, we discussed the insurer ratings
that are published by A.M. Best and other financial
rating services. These rating agencies are far from
infallible, as evidenced by their failure to antici-
pate the approaching difficulties of the companies
taken over by regulators. Still, given the complexities
in insurance company accounting, we believe the
insurer rating services are a valuable source of
information. It makes sense to compare the ratings
from several rating agencies. The higher the ratings
and the more the rating services agree, the less is
the likelihood the company will encounter finan-
cial problems.

Types of Policies Available Here, the matters of
concern include the specific policy forms avail-
able (such as modified whole life, decreasing term,
annual renewable term, family income policies, or
special annuity forms) and include the availabil-
ity of participating and nonparticipating contracts.
Most major companies offer a wide range of policy
forms including those discussed in the preceding
chapters plus many others. However, a given com-
pany may not write a particular form of coverage in
which the buyer is interested.

The availability of participating and nonpartici-
pating contracts may be an important considera-
tion. Mutual companies offer mainly participating
policies, whereas some stock companies offer both
kinds, and other stock insurers issue only nonpartici-
pating forms. Under participating agreements, there
is an opportunity cost to be considered in the excess
payment that may be returned as a dividend. On
the other hand, with nonparticipating policies, the
insurer gets only one chance in pricing, and there is
no provision for returning gains that may be realized
from improved mortality experience or favorable
investments. Although some people favor partici-
pating policies and others favor the nonparticipat-
ing kind, the preference of the buyer in this respect
will be a determining factor in choice of company.

Cost Consideration Although most life insurance
companies invest in approximately the same secu-
rities and start with similar mortality tables, there
are significant differences in the premiums differ-
ent companies charge for the same type of policy.
This wide range of premiums makes the selection
of a company and a policy a complicated process.

Even though the premium for a whole-life policy
with Company A is $10 per $1000 and the premium
for a whole-life policy with Company B is $12 per
$1000, it does not necessarily mean Company A is
offering the better “deal” and that Company B is
overcharging its customers. The differences in pre-
miums do not mean differences in cost. In the case
of cash value policies, the premium paid by the
insured does not represent a true cost since a part of
the payment goes toward the accumulation of the
cash value. The cash value of Company B’s policy
may increase more rapidly than that of Company
A. In addition, the settlement options or other inter-
nal policy provisions may be more liberal.8 Unfor-
tunately, the provisions of Company A’s policy may
be more liberal or its cash value may increase more
rapidly.

One of the most common fallacies about differ-
ences in premiums among life insurance compa-
nies is that these variations can always be traced to
actuarial differences in the benefits of the contracts;
in the field of life insurance, you get what you pay for.
Although some discrepancies in premiums among
companies may be traced to differing rates at which
the saving elements of the contracts accumulate, to
differences in dividends, and to differences in the
liberality of policy provisions, the dissimilarities may
be due to varying levels of expense and efficiency of
operation. Since the company’s operating expenses
must be borne by the insureds, the levels of these
expenses are important price determinants. Not
only is internal efficiency important in price setting,
but commissions and other acquisition costs may
differ significantly among companies, resulting in
wide differentials in the actual costs to the insured.
New companies in particular, which are attempting
to grow rapidly, often pay substantially higher com-
missions to their agents, and these commissions
must be passed on to the consumer as higher pre-
miums. For this reason, many consumerists suggest
avoiding new life insurance companies. Others
recommend dealing only with companies licensed
to do business in New York State because New York

8 The first point to recognize in comparing cost among compa-
nies is that the policy provisions of the contracts are probably
not identical. Disregarding cash values and dividends for the
moment, there are other differences of great importance, and a
price comparison of two contracts is valid only if the two con-
tracts are identical in other respects.
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imposes a statutory maximum on commission
levels and requires companies operating in the
state to observe this maximum in other states in
which they operate as well. Most authorities recom-
mend consumers should avoid credit life insurance
because of its high commission expense and high
premiums. It is a simple principle of mathematics
that higher costs incurred by the company will mean
higher costs to the consumer.

The popular misconception that “you get what
you pay for in life insurance” is based on an
unwarranted faith in the principle of competition.
Some people maintain the marketplace will effec-
tively keep a company from overcharging the pub-
lic and that competition will result in an equality
of value among companies. But is competition an
adequate device for consumer protection in the
field of life insurance? An increasing number of
authorities maintain that the life insurance field
has excessive prices, and to the extent that those
excessive prices exist, competition is ineffective.9 In
other words, when purchasing life insurance, one
cannot always be certain of getting what one is pay-
ing for or that more attractive alternatives are not to
be had. Competition is effective when the consumer
is aware of the alternatives, and the complexity of
price analysis has generally precluded this condi-
tion in the past. Although improved methods of cost
comparison have become available, this remains a
challenging area for consumers.

Comparing Differences in Cost

The simplest cost comparison in life insurance is
between two nonparticipating term policies. Since
neither policy provides dividends or cash value
accumulations, a simple and straightforward com-
parison is possible. Once dividends or cash values
are introduced, the process of comparison becomes
increasingly complicated. Differences in premiums
may be offset by differing rates at which the cash
values accumulate or through dividends. With an
increasing number of variables to be considered,
and a complex pricing structure based on the vari-
ables, the insurance buyer can easily be misled.

9 For example, see Joseph M. Belth, The Retail Price Structure in
American Life Insurance (Bloomington: Indiana University Press
1966), and Life Insurance: A Consumer’s Handbook (Blooming-
ton: Indiana University Press, 1973).

Traditional System of Net-Cost Comparisons

One widespread method of selling life insurance in
the past used an illustrative projected net cost. Such
proposals are misleading and the manner in which
they are usually presented is fundamentally invalid.
The basic technique is to sum the total premiums
paid over some time period (usually 20 years), sub-
tract projected dividends, subtract the cash value,
and call the answer the net cost of the policy. The
fallacy in this technique is it ignores the time value
of money. An accurate appraisal of a proposed con-
tract must include consideration of the opportunity
costs involved.

To illustrate, let us consider two term contracts
without cash values, one a nonparticipating con-
tract with a $4 per $1000 premium and the other a
participating contract at $6 per $1000. The net cost
of the latter contract can be made to appear lower
than that of the former: Company A charges $4 per
$1000. The premium for a $50,000 policy will be $200
a year, and at the end of a 20-year period, the net
cost will be $4000. Company B, on the other hand,
charges $300 for the $50,000 policy and returns the
overcharge at the end of the year as a dividend. It
has the use of the $100 overcharge for a full year.
Assuming that the company can earn 5 percent on
the $100 overcharge, it can return a dividend of $105,
making the net cost to the policyholder $195 for the
year and the net cost over the 20-year period $3900.
Thus, the overcharge on participating policies
can permit a net-cost comparison and, ignoring
the interest on the insured’s overpayments, makes
the cost appear lower. When dividends are left to
accumulate, the opportunity cost becomes greater.
Although our illustration used a nonparticipating
policy and a participating policy for the purpose of
simplification, the same distortion can result when
both policies are participating but have differing
levels of overcharge.10 The same approach may be
used to distort comparisons of policies with differ-
ent savings components.

10 Comparisons between participating and nonparticipating poli-
cies involve additional difficulties. Some allowance must be
made for dividends under the participating policies, and since
dividends usually increase under a policy as time goes by, they
must be considered over the long run. At the same time, it
should be recognized that future dividends cannot be guaran-
teed and are mere estimates based on past experience or future
projections.
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Interest-Adjusted Method In response to the
demand from many sources for a more accurate
system of comparing life insurance costs, in 1969,
the life insurance industry appointed a special com-
mittee, known as the Joint Special Committee on
Life Insurance Costs. In its report, issued in mid-1970,
this committee recommended an alternative cost
comparison method known as the interest-adjusted
method. As its name implies, the interest-adjusted
method considers the time value of money by
applying an interest adjustment to the yearly pre-
miums and dividends.

In 1976, the National Association of Insurance
Commissioners (NAIC) adopted a Life Insurance
Solicitation Model Regulation and recommended it
to the states for enactment. One part of this regula-
tion requires that insurers provide buyers with
a surrender cost index and a net payment cost
index, which are two different versions of the
interest-adjusted cost measure. The regulation also
requires the insurer to provide the buyer with an
equivalent annual dividend for the policy under
consideration. Some insurers voluntarily comply
with this regulation even in states where it has not
been adopted.

Surrender Cost Index The manner in which the
interest-adjusted method differs from the traditional
cost method can best be explained through an
example. Assume the policy under consideration
is a $10,000 whole-life policy with a $240 annual
premium. Projected dividends amount to $1300,
and the cash value at the end of the 20th year is
$3420. The traditional cost calculation uses simple
arithmetic:

Total premiums paid over
20-year period

$4800.00

Less: Dividends received
during the 20 years

1300.00

Net premiums over the
20-year period

3500.00

Subtract year 20 cash value 3420.00
Net insurance cost 80.00
Net cost per year ($80/20 years) 4.00
Net cost per $1000 0.40

This calculation shows that the insured’s cost per
$1000 of coverage over the 20-year period has been
40 cents per $1000. As we have seen, this is mislead-
ing in that it ignores the time value of money.

Calculating the interest-adjusted cost index
for the same policy calls for a more involved
computation:

20 years of premiums accumulated at
5 percent interest

$8333.00

Less: 20 years of dividends accumulated
at 5 percent

2256.00

Net premiums over the 20-year period 6077.00
Subtract year 20 cash surrender value 3420.00
Insurance cost 2657.00
Amount to which $1 deposited annually

will accumulate in 20 years at 5 percent
34.719

For interest-adjusted surrender cost
index, divide $2657 by $34.719

76.52

Interest-adjusted surrender cost index
per $1000 per year at the end of year 20

7.65

By accumulating the premiums paid by the in-
sured and the dividends at interest, the interest-
adjusted method considers the opportunity cost by
reflecting the amount the premiums paid could gen-
erate at a conservative rate11 over the years used in
the comparison. Although we have used a 20-year
period, the computation is often made for 10 years.
Subtracting the cash value from the accumulated
premiums minus dividends indicates the insured’s
cost if the policy is terminated at the end of the
20 years, considering the time value of money.
Dividing the cost by $34.719 indicates the number
of dollars per year it would be necessary to invest
and allow to accumulate at 5 percent to equal the
$2657 cost of insurance.

Net Payment Cost Index The net payment cost
index is a variation of the interest-adjusted method
that attempts to overcome some of the criticisms
leveled at the surrender cost index. The surrender
cost index is different because the cash value is
not deducted at the end of the 10 or 20 years used
in the computation. In our example policy, the net
payment cost index is computed by dividing the
net premiums over the 20-year period ($6077) by the
value of $1 invested annually at 5 percent ($34.719).

11 The Joint Special Committee on Life Insurance Costs recom-
mended 4 percent as the interest rate to be used because it felt this
was reasonably close to the after-tax rate that could be earned
over a period of years on personal investments with the same
security and stability of life insurance. The 5 percent rate used in
our illustration has replaced the 4 percent rate.
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The net payment cost index for the policy is $175.03,
or $17.50 per $1000 per year.

Significance of the Indexes The surrender cost
index and the net payment cost index are mean-
ingless in themselves; they merely provide a basis
for comparing one policy with another, and it is the
difference in the index between two policies that is
important. Small differences that may be indicated
between two companies by either index are prob-
ably insignificant. The cost index is determined by
the interest rate used, and a slightly different rate
could result in a different cost advantage between
two policies, particularly when the difference is
small.

In addition, some companies may manipulate
their cash value tables for the 10th and 20th years,
the years for which the index is usually computed.
This may make the policy appear more attractive at
those points in time while it is far less attractive at
all other times. New model life insurance disclosure
legislation recommended to the states by the NAIC
in December 1983 sought to address this problem.
The 1993 NAIC model legislation requires a nota-
tion in the disclosure document when an unusual
pattern of premiums or benefits makes the compar-
ison of the cost index with other policies unreliable.
It also requires notation when the dividend illustra-
tion for a particular policy is not made in accor-
dance with the contribution principles.

Despite these shortcomings, the interest-adjusted
indexes represent a vast improvement over the
traditional net-cost approach to comparing policies.
Given the length of time the insurer holds the funds,
the opportunity cost is an important consideration.
For the consumer who is willing to spend the time
and effort to compare costs, the interest-adjusted in-
dexes can be an useful source of information when
used cautiously.

Other Cost-Comparison Techniques The
interest-adjusted method represents one of two
basic approaches designed to deal with the life
insurance premium consisting of a payment for
protection and a contribution to savings. Under
the interest-adjusted method, an assumption is
made concerning the rate of yield on the savings,
and the cost of protection is calculated. A second
approach is to make an assumption concerning
the cost of the protection, and then calculate
the yield on the savings element. Several models

have been devised under which the return rate
on a life insurance policy’s investment element
is calculated by assuming that the protection
cost is the same as the cost of an amount of
term insurance equal to the difference between
the face amount of the policy and an increasing
investment fund.12 The obvious advantage of this
approach is that it provides a basis for comparisons
between two cash value life insurance policies and
between cash value life insurance and alternative
investments. The Consumer Federation of America,
for example, offers a service that will estimate the
return rate on a life insurance policy by comparing
the policy to the alternative of buying term insur-
ance and investing difference in a hypothetical
investment.13

Premium Payment Options Although life insur-
ance premiums represent the annual cost for the
protection, most insurers offer installment options
under which the purchaser can pay the premium
semiannually, quarterly, or monthly. The monthly
option is frequently based on a preauthorized
check system, in which payments are automatically
deducted from the purchaser’s bank account.
Although these installment arrangements represent
a convenience to the insured, the cost for the conve-
nience can be substantial. An insurer with an annual
premium of $1000 has a monthly payment option in
which the monthly payment is $95. Using a stan-
dard annual percentage rate formula, the cost of
the installment “convenience” represents a 30 per-
cent annualized charge. Consumer advocates, such
as Professor Joseph M. Belth,14 argue these arrange-
ments types call for a more rigorous system of price
disclosure in the sale of insurance.

12 For example, see Michael L. Murray, “Analyzing the Investment
Value of Cash Value Life Insurance,” Journal of Risk and Insur-
ance, vol. 43, no. 1 (March 1976), pp. 121–128.
13 The CFA methodology imputes a cost for death protection us-
ing term life insurance rates in the market, then derives the esti-
mated return on the cash value. See www.evaluatelifeinsurance
.org
14 See Joseph M. Belth, “The Arguments Against Rigorous Disclo-
sure,” The Insurance Forum, vol. 22, no. 2 (February 1995). The
majority of insurers will accept monthly premiums only if they
are through an automatic fund transfer from the policy owner’s
account. Monthly premiums are normally 8.81 percent or 8.9 per-
cent of the annual premium. This represents about 11.5 percent
and 13.6 percent respectively.



298 SECTION TWO LIFE AND HEALTH INSURANCE

The NAIC Life Insurance

Illustrations Model Regulation

The NAIC’s Life Insurance Illustrations Model Regu-
lation originated as a response to deceptive sales
practices based on misleading and incomplete
policy illustrations. Although deceptive illustrations
have probably existed from the earliest days of life
insurance, they intensified in the 1980s when micro-
computer software became available that permitted
insurance agents to make policy projections using
“illustrative” rates of return. A typical example was
the so-called vanishing premium policy, a concept
that was marketed in the 1980s. A vanishing pre-
mium policy was usually a participating whole-life
policy with relatively high premiums and generous
dividends. In theory, dividends would be allowed to
accumulate until the accumulated dividends, plus
anticipated future dividends, were sufficient to pay
all future premiums under the policy at which point
the premium would “vanish.” Vanishing premium
policies enjoyed their greatest popularity during the
1980s when interest rates on such policies often
reached 10 to 12 percent. The policy illustrations
used in the sale of these policies projected inter-
est rates of 10, 12, and 15 percent into the future,
giving prospective buyers delusions of astrono-
mical returns on their investments. In fact, in some
instances, the agents represented the contracts as
investments, retirement accounts, or even as pen-
sion plans. Once interest rates fell, premiums
that “vanished” reappeared for many insurance
buyers.15

In 1995, in response to alleged abusive prac-
tices in life insurance policy illustrations, the NAIC
adopted a new Model Life Insurance Illustrations
Regulation. By mid-2013, most states had adopted
the model. Even where not adopted, most major
life insurers have elected to abide by the model.
The model applies only to sales of nonvariable life
insurance. Variable life insurance is subject to Secu-
rities and Exchange Commission (SEC) disclosure
requirements, which specify items that must be

15 The disappointing return on vanishing premium policies gen-
erated thousands of lawsuits against the insurers that sold them,
including class-action suits against Prudential, Metropolitan Life,
New York Life, Crown Life, The Equitable, and other giants in
the industry. The class-action suits purported to represent all the
policyholders in the country or all the people in a particular state.

included in the prospectus and standards for any
illustrations.

The basic purposes of the model regulation is first,
to ensure life insurance policy illustrations do not
mislead consumers and, second, to make illustra-
tions more understandable. To achieve these goals,
the law establishes standards that apply to all group
and individual life insurance policy illustrations
except variable life, credit life, and insurance with
death benefits not exceeding $10,000.

For each policy it sells, the insurer must inform
the commissioner of insurance whether the policy
will be sold with or without illustrations. If a policy
is identified as one to be sold without illustrations,
no illustration may be used in its sale. For poli-
cies identified as those to be marketed with illus-
trations, specific standards apply to the illustration
used. All illustrations must be certified annually by
an illustration actuary, appointed by the insurer.
The actuary must be qualified according to the
Actuarial Standards Board requirements regard-
ing education, experience, and familiarity with
the model law. The illustration actuary must be a
member in good standing of the American
Academy of Actuaries. The illustration actuary must
certify that the assumptions in all illustrations used
in marketing a policy comply with the model
regulation and with the requirements of a new
Actuarial Standard of Practice (ASOP), developed
by the Actuarial Standards Board in cooperation
with the NAIC’s Life Insurance Committee.

Projected performance of a policy must be illus-
trated on three separate bases. First, performance is
illustrated using the policy guarantees. Second, per-
formance is illustrated under assumptions reflecting
the disciplined current scale, an actuarial standard
reflecting nonguaranteed elements that are reason-
able, based on the actual recent historical experi-
ence of the insurer. The Actuarial Standards Board
has developed the standards to be applied in the
development of the disciplined current scale. It
should reflect the most recently available experi-
ence on policies of the type illustrated but may not
include any projected or assumed improvements
in experience.16 Finally, a scale halfway between
the guaranteed and disciplined current scale is
illustrated.

16 To improve their illustrations, some insurers have included as-
sumptions about improving mortality and lapse rates.
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Copies of illustrations provided to clients must be
sent to the insurer along with the policy application.
The copies must be signed by the applicant and by
the agent. If an illustration is not used for a policy
identified to the commissioner as one for which an
illustration is used, the producer must inform the
insurer, and the applicant must acknowledge the
absence of a policy illustration. An illustration must
then be sent to the applicant.

In addition to illustrations provided at the time of
sale, the insured must be given an annual report,
indicating the current death benefit, annual pre-
mium, current cash value, dividends, and any policy
loans. If the annual report does not include an
updated policy illustration, the insured must be
informed that one is available upon request and
encourage the policyholder to request it.

Other areas addressed by the model law prohibit
certain activities of an insurer, its producers, or other
authorized representatives. These include represent-
ing a policy as anything other than a life insurance
policy, making misleading use of nonguaranteed
elements, or using future policy values that are
higher than possible under the disciplined current
scale of the insurer. The model prohibits the use of
the term vanish, vanishing premium, or similar terms
that imply a policy will become paid up dependent
on nonguaranteed elements.

NAIC Model Replacement Regulation

The National Association of Insurance Commission-
ers adopted a Life Insurance and Annuities Replace-
ment Model Regulation in 1998 and subsequently
amended it in 2000. By mid-2013, it had been
adopted by 49 states. The model regulation estab-
lished a new regulatory scheme for replacements
and financed purchases of life insurance and annui-
ties. (A financed purchase occurs when policy
values from an existing policy, such as the cash
values, are borrowed or surrendered to provide
funds to purchase another policy.) Under the model
regulation, if the sale involves a potential replace-
ment, the agent must provide a notice regarding
replacements that identifies some disadvantages of
replacements and recommends the insured make a
comparison between his or her current policy and
the proposed policy. Insurance companies that are
replacing an existing policy must provide the
insured with a 30-day “free look” period, during
which the policyholder can cancel that new policy

and receive a full refund. Agents and insurers plan-
ning to replace a policy must provide written no-
tification to the insurance company that issued the
policy being replaced and, when requested, provide
a copy of the policy illustration or policy summary
for the proposed policy. The replacing company
must provide credit for prior periods of coverage
toward satisfying the suicide clause and, if the
replacing insurer is the same as the original insurer,
must provide credit toward meeting the incontesta-
bility period. The model does not apply to sales of
credit life insurance or to group life or annuities in
which there is no direct solicitation of individuals.

Investor-Owned Life Insurance

In the 1980s, a secondary market for life insur-
ance policies developed, initially focused on indivi-
duals with acquired immune deficiency syndrome
(AIDS). Investors purchased policies of terminally
ill insureds, with the expectation of profiting from
their investments when the insureds died. Insureds
sold their policies because they needed the money
and could obtain more than the policy’s cash value
by selling the policy in the secondary market. This
sale of a policy on a terminally ill insured is known
as viatical settlement.17

The secondary market for life insurance ex-
panded beyond policies covering the terminally ill.
The sale of a policy on an individual who is not ter-
minally ill is known as a life settlement. Often, these
are policies on the lives of elderly individuals and/or
policies with very large face values.

The most recent development in this area is
investor-owned life insurance (IOLI), also known as
stranger-owned life insurance (STOLI) or investor-
initiated life insurance. In this arrangement, an
investor provides an individual with funds to pur-
chase a life insurance policy, with the agreement

17 The insurable interest in life insurance must exist at the time
the policy is taken out. Thus, the investor purchasing the policy
need not have an insurable interest in the insured. Investors pur-
chased the policies with the expectation the AIDS patients would
die within some short time period. With the development of
antiviral drug treatments, the life expectancy of AIDS patients
has increased considerably, and many investors lost money as
they were forced to continue to pay premiums for longer than
expected. Viatical settlements and their tax treatment are dis-
cussed further in Chapter 22.
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that the policy will later be sold to the investor.18

The policy is never intended to benefit the insured or
individuals with an insurable interest in the insured.
Rather, the policy is purchased for the benefit of a
third-party investor.

The life insurance industry has opposed the
expansion of a secondary market in life insurance,
particularly in the case of IOLI. In part, their oppo-
sition stems from concerns that the growth in the
secondary market jeopardizes the special tax treat-
ment of life insurance. As described in Chapter 12,
life insurance is granted a special tax advantage,
including a deferral on increases in the cash value.
This tax advantage is justified because it encour-
ages individuals to address the risk that the family’s
breadwinner may die. Investors in life settlements
have no insurable interest in the insured. These are
purely investments or, as one industry spokesper-
son has called them, “gambling on other people’s
lives.” Benefiting investors who obtain life insurance
on strangers is arguably not what Congress had in
mind when it created the tax advantage.19

In 1993, the NAIC adopted a model act on
viatical settlements, placing viatical settlement com-
panies under the jurisdication of the state insurance
department. The model act requires viatical settle-
ment companies to file a plan of operation with the
state insurance department and requires disclosure
to prospects of the alternatives to viatication and
the tax consequences of the transaction. The origi-
nal model covered sales of policies on terminally or
chronically ill individuals, reflecting the state of the
secondary market at that time. The model was sub-
sequently amended to include life settlements. In
2007, the NAIC amended the model to address IOLI,
prohibiting a life settlement within five years after
the issuance of an insurance policy unless special
circumstances occur. The special circumstances
include terminal or chronic illness; the death of or

18 Typically, the agreement calls for the policy to be sold sometime
after two years from policy issuance (i.e., after the incontestability
period).
19 Concerns that Congress could eliminate the tax advantages
are not theoretical. In November 2005, the President’s Advi-
sory Panel on Federal Tax Reforms released its report. Among
other changes, the panel recommended elimination of the
tax-deferred cash value buildup of life insurance and annu-
ity cash values. The advisory panel’s report may be found at
http://www.taxreformpanel.gov/

divorce from the insured’s spouse; or the insured’s
retirement from full-time employment.20

Industry Reform Initiatives

The alleged abuses in life insurance policy illustra-
tions that prompted the NAIC to develop the model
Life Insurance Illustrations and Life Insurance
Replacement Model Regulations served as the
motivation for efforts within the industry to address
this problem. Two efforts are noteworthy.

Insurance Marketplace Standards Association

(IMSA) One industry response was the creation of
the Insurance Marketplace Standards Association
(IMSA), which defined six Principles of Ethical
Conduct for marketing life insurance and annu-
ity products in the individual market and required
member companies to undergo rigorous assess-
ments of their compliance with the principles. The
principles addressed such areas as fairness and
service to consumers, fair competition, advertis-
ing and sales materials, consumer complaints and
supervision of producers. The IMSA certification
did not achieve widespread consumer recognition,
however, and IMSA began to lose members. In 2010,
IMSA created a new Life Insurance Forum for Ethics
and Compliance (LIFEC) to assist industry compli-
ance professionals and ceased operation.

Life Insurance Illustration Questionnaire

Because of increasing awareness of the problem
with life insurance illustrations, the American
Society of CLU & ChFC developed a Life Insurance
Illustration Questionnaire (IQ) for use in evaluating
life insurance illustrations. The IQ consists of five
sections (General, Mortality, Interest or Crediting
Rates, Expenses, and Persistency). Each section
contains a series of questions designed to elicit
information about nonguaranteed performance
assumptions used in life insurance illustrations.
Properly used, the IQ can help reveal whether
misleading assumptions have been made in the
illustration. Use of the IQ by insurance companies
or agents, however, is voluntary.

20 There is an exception from the five-year requirement: If the
viatical settlement occurs more than two years after the date
of the policy’s issuance, and until that time there has been no
agreement to enter into a viatical settlement, then there have
been no loans to fund premiums, and neither the insured nor
the policy has been evaluated for settlement.
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Shopping for Universal and Variable Life

Although universal life and variable universal life
have widened the range of consumer choices, they
have compounded the difficulty in shopping for life
insurance. In fact, the increased flexibility of univer-
sal life and variable life will require consideration
of so many variables that the decision process will
become unmanageable. Before leaving the subject
of buying life insurance, we should touch on the
subject of purchasing universal and variable life.

Factors to Consider in Universal and Variable

Life Costs The same three factors that are used in
ratemaking in life insurance (i.e., interest, mortal-
ity, and loading) must be considered in evaluating
a universal life policy. Unfortunately, focusing these
elements may be difficult since they are uncertain
at the time the policy is purchased and are often
interrelated. The expense charges, for example, will
determine the portion of each premium available
for addition to the cash value. This, in turn, will deter-
mine the rate at which the cash value will increase.

Interest Although the minimum interest rate
guaranteed in the policy is of some passing inter-
est, it will not provide much helpful information in
evaluating the product. More important is the
interest credited to the policy. (Interest earned and
interest credited to policies may differ.) In most
cases, the interest rate credited to universal life poli-
cies is determined by the insurer from time to time,
subject to the minimum specified rate. Prospective
customers should ask the agents for recent fund
performance reports.

Mortality The charge for the life insurance pro-
tection under most universal life policies is usually
competitive with that of other universal life insur-
ers and with traditional insurers. Nevertheless, the
prospective buyer should determine the level of
these charges as indicated by past and current
practice of the insurer. While universal life policies
indicate guaranteed mortality charges, these guar-
anteed rates are generally far more than the current
charges being made and are of little use in evaluat-
ing the contract. Again, information on the insurers’
current practice is of greater significance than the
guaranteed rates.

Loading The differences among insurers with
respect to expense charges and the complexities
such charges introduce into the analysis are almost

overwhelming. One company may charge a fixed
fee of, say, $30 to $50 a month for the first year of
the policy with only modest charges thereafter (a
front-end load). Some companies make no charge
when the policy is sold but charge a withdrawal
fee when cash is withdrawn (a rear-end load).
Another might charge 5 percent of each premium
paid plus a charge for withdrawals. Sometimes, the
additional charge for withdrawals remains fixed,
and sometimes it decreases over time. Some compa-
nies charge a monthly or an annual contract main-
tenance fee, others charge an investment adviser’s
fee, and some retain a part of the investment income
generated. With such a wide range of approaches to
the expense charges for a universal life policy, com-
paring differences among policies is exceedingly
difficult.

Universal and Variable Life Benchmarks The
complexities of universal and variable life have led
one expert to conclude that it is impractical to
search for the lowest possible price and that the
best one can hope to do is determine whether the
charges for mortality and expense on a policy being
considered are reasonably priced. For this purpose,
Professor Joseph M. Belth has developed a model
for comparing the cost of a universal life or variable
life policy against a benchmark. Basically, Belth’s
formula treats some funds as being invested in the
policy and computes the cost of the insurance by
assuming these invested funds earn some assumed
rate of interest. Belth’s formula for computing the
cost per $1000 of protection is the following:

YPT = (P + CVP )(1 + i ) − (CV + D)

(DB − CV )(0.001)

YPT is the yearly price per $1000 of protection, P is
the annual premium, CVP is the cash value at the
end of the preceding year, i is the assumed interest
rate expressed as a decimal, CV is the cash value at
the end of the year, D is the dividend (if any) for the
year, and DB is the death benefit at the end of the
year.

In the formula, the numerator computes the
policy’s total cost by comparing what the year-end
fund would have been had it been invested at inter-
est rate i with the actual funds available under the
policy—the new cash value and the dividend. At
the beginning of the year, the policyholder “invests”
the cash value at the end of the previous year (CVP)
and the premium (P ). Had the insured invested the
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cash value and premium elsewhere at a given in-
terest rate i, the funds would have accumulated to
(CVP + P ) × (1 + i ). Because the insured invested
them in the insurance policy, he or she has a new
cash value (CV ) and a dividend (D). The difference
between what the insured would have had and what
he or she does have represents the policy’s cost. The
total annual cost for the year is then divided by the
amount of pure life insurance protection (logically
defined as the total death benefit minus the cash
value) to determine the cost per $1000.

To illustrate the application of Belth’s formula for
computing the cost of insurance, assume the policy
has an annual premium of $1000, the cash value at
the end of the preceding year was $2900, and the
cash value at the end of the current year is $3759,
the annual dividend is $289, the death benefit is
$54,368, and the interest rate is 8 percent. Inserting
these values in the formula, we make the following
computations:

(1) YPT = ($1,000 + $2,900)(1 + .08) − ($3,759 + $289)

($54,368 − $3,759)(0.001)

(2) YPT = $4,212 − $4,080

($50,608)(0.001)

(3) YPT = $164.00

$50.61

(4) YPT = $3.24

The cost of protection per $1000 is $3.24. Once
this cost has been determined, it can be compared
with benchmark costs computed by Professor Belth
using modest assumptions. According to Belth, if
the yearly price per $1000 for the policy is the same
or lower than the benchmark price, the combined
mortality and loading is small. If the yearly price is
higher than the benchmark but less than 200 percent
of the benchmark, combined mortality and expense
charges are medium. If the yearly price for the policy
is more than 200 percent of the benchmark price,
the combined mortality and loading is large. The
benchmark prices developed by Belth are indicated
in Table 17.2.

To perform the computations, the prospective
buyer will need the following for the years to be
measured: (1) the annual premium, (2) the cash
value at the end of each year, (3) the annual div-
idend payable at the end of the year, and (4) the
death benefit at the end of each year. An appropri-
ate rate of interest must be assumed. Professor Belth

TABLE 17.2 Universal Life—Variable Life Benchmarks

Age Benchmark Price Front-End Load Multiple

Under age 30 $1.50 10
30–34 2.00 9
35–39 3.00 8
40–44 4.00 7
45–49 6.50 6
50–54 10.00 5
55–59 15.00 4
60–64 25.00 3
65–69 35.00 3
70–74 50.00 3
75–79 80.00 2
80–84 125.00 2

Source: Insurance Forum, vol. 11, no. 6 (June 1984).

recommends that the computation be continued up
to and including age 74 for the individual.

Table 17.2 includes front-end load multiples,
which may be used to measure the size of the
policy’s front-end load. When the policy is front-
end loaded, higher prices are charged in the first
one or two years to cover sales and administrative
expenses. If the policy is front-end loaded, the yearly
price indicated by the computation will be substan-
tially above the benchmark. However, if the frontend
load for the policy is less than the multiple for the
age as indicated in Table 17.2, the load is reason-
able. When evaluating the front-end load size, the
multiples for the first two years are combined. For
example, if the front-end load is six times the bench-
mark in the first year and four times the benchmark
in the second year, the policy multiple is 10.21

SOME ADDITIONAL TAX
CONSIDERATIONS

Although the tax treatment of life insurance con-
tracts was discussed in Chapter 12 and the special
rules applicable to modified endowment contacts
were discussed earlier in the chapter, two areas
remain relating to the tax treatment of life insur-
ance that should be mentioned. The first is the tax

21 See Joseph M. Belth, “Universal Life and Variable Life—How
to Evaluate the New Wave of Products,” Insurance Forum, vol. 11,
no. 6 (June 1984), pp. 21–24.
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treatment when one life insurance policy is ex-
changed for another. The second is the special rules
that may apply to the tax treatment of life insur-
ance purchased to meet obligations under a divorce
decree.

Section 1035 Exchanges (“Rollovers”)

Occasionally, an insured will decide to exchange
an existing life insurance policy for a new contract,
using the old policy’s cash value as the initial pre-
mium for a new contract. The question arises con-
cerning the tax treatment of any gain on the policy
being terminated if the cash value exceeds premi-
ums paid. As a general rule, the exchange of one life
insurance policy for another life insurance policy
will not result in recognition of a taxable gain for
federal income tax purposes to the policyholder
who exchanges the policy. The Internal Revenue
Code (IRC) provides that the following are tax-free
exchanges:22

1. The exchange of a life insurance policy for
another life insurance policy or for an endow-
ment or annuity contract

2. The exchange of an endowment contract for an
annuity contract or for an endowment contract
under which payments will begin no later than
payments would have begun under the contract
exchanged

3. The exchange of an annuity contract for another
annuity contract

If an exchange involves life policies, the policies
must be on the life of the same insured; if an annu-
ity is exchanged for another annuity, the contracts
must be payable to the same person or persons.
Otherwise, the exchange does not qualify as a tax-
free exchange.

All other exchanges are taxable. This means that
while the exchange of a life insurance policy for an
endowment or annuity is not taxable, the reverse is
false. Nonrecognition of gain or loss does not apply
to endowments or annuities exchanged for life insu-
rance contracts, and taxable gain or loss will be
recognized if an endowment contract is exchanged

22 IRC Section 1035(a); see also Revenue Ruling 68-23S, 1968-I CB
360 and Revenue Ruling 72-358, 1972-2 CB 473.

for a life insurance policy or if an annuity is
exchanged for a life insurance or endowment
policy.23

The government’s position on taxable exchanges
is based on life insurance death proceeds being
exempt from income tax, whereas living benefits
under endowment policies and annuities are sub-
ject to tax. If exchanges of endowments or an-
nuities for life insurance were allowed tax-free, it
would permit the individual to accumulate funds
under an instrument subject to one set of tax rules
(endowments and annuities) and then exchange
it for an instrument subject to different rules
(life insurance). Consequently, the IRC views any
exchange that increases the possibility of eliminat-
ing the tax by extending the period of life insu-
rance protection or by providing life insurance
protection where none existed, as a method of tax
avoidance.

Even in the case of the tax-free rollovers, the recog-
nition of gain is merely deferred. For tax purposes,
the policyholder’s basis in the new policy must be
reduced by the amount of gain that is realized but
not recognized, on the exchange. This means the
gain will be recognized when the second policy is
surrendered in a taxable transaction.

For policies subject to outstanding loans, care
must be taken to ensure the loans do not result in a
taxable event. If the loan on a policy is cancelled at
surrender, the loan cancellation is treated as money
received by the owner and can cause a part of the
gain on the policy to be taxed. If the insurer issuing
the new policy issues the policy with a loan equal
to the outstanding loan on the old policy, the new
loan cancels out the taxable event that would occur
if the old loan were extinguished.

Aside from tax concerns, it is wise for insureds to
be cautious when replacing life insurance policies
for this area is fraught with abuse. Because life
insurance policies can be complex, comparing
two policies can be difficult. An unscrupulous or
unknowledgeable insurance agent can mislead a
policyholder into replacing an old policy with a
policy less attractive than the old one. The issue
of life insurance policy replacement has come un-
der increasing scrutiny by the industry, consumers,

23 Regulation Section 1.1035-1(c); Revenue Ruling 54-264, 1954-2
CB 57; W. Stanley Barrett v. Commissioner, 348 F.2d 916 (1st Cir.
1965) aff’d 42 TC 993.
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and regulators. The term churning, originally used
in the securities area to describe actions by brokers
who engage in excessive trading of securities for
customers with the primary purpose of generat-
ing commissions, has been applied to describe the
actions of some life insurance agents. Observers
note that the commission structure in life insur-
ance, in which first-year commissions can be large,
encourages agents to replace policies, thereby earn-
ing a new first-year commission. Some reformers
have suggested that insurers should be permitted
to pay a first-year commission only on the net
increase in life insurance purchased. Others argue
this would reduce the incentive of agents to
periodically review the life insurance policies of
insureds and recommend changes when they are
appropriate.

Life Insurance and Divorce Agreements

Before leaving the subject of buying life insurance,
an additional topic deserves mention: the uses
of life insurance in meeting obligations under a
divorce decree or other qualified domestic rela-
tions order.24 A divorce proceeding may require the
purchase of new life insurance, it may require that
existing life insurance be continued with the former
spouse as beneficiary, or it may involve the transfer
of ownership in existing life insurance policies to
the former spouse. Each of these transactions can
have tax ramifications for both spouses. In general,
the tax treatment of premiums paid for life insurance
in connection with a divorce settlement follows the
rules applicable to alimony payments. If alimony
payments are made on an informal basis, there is
no tax consequence. The payer does not claim the
payments as a deduction and the recipient does
not treat them as taxable income. However, if
certain conditions are met, the alimony payments
are deductible by the payer and reported as income
by the recipient. This will usually reduce the total tax
bill since the payer is usually in a higher tax bracket
than the recipient.

24 A qualified domestic relations order is a judgment or order
that relates to the provision of child support, alimony, or property
rights to a spouse, a former spouse, or a child that is made under
a state’s community property or other domestic relations law.

Life Insurance Premiums as Alimony Payments

Under the rules applicable to divorce and separa-
tion agreements executed after 1984,25 alimony is
deductible by the payer and taxable to the recipi-
ent as income if specified conditions are met. First,
the payments must be required by an official agree-
ment. In addition, the payments must be made by
cash, check, or money order, and there is no liabil-
ity to make payments after the recipient spouse’s
death. Finally, the payments cannot be scheduled
to change after children are grown or finish school.
(Amounts designated as child support do not qual-
ify as alimony and are not deductible.) The IRC
specifically provides that payments made to a third
party on behalf of the spouse can count as alimony
if they are made under the terms of the divorce or
separation instrument.

Often, only the income-earning spouse is covered
with life insurance, and unless required otherwise
by the divorce decree, the insured spouse will
change the beneficiary of his or her life insurance.
Frequently, a court will require the beneficiary not
be changed and may require the ownership of
the life insurance be transferred to the dependent
spouse as a part of the divorce settlement. When a
life insurance policy transfer is incident to a divorce,
no gain is recognized and the transferee is treated
as having acquired the policy by gift. The trans-
feror’s basis is transferred to the spouse receiving the
policy. Further, the transfer of an existing policy in
connection with a marariage termination will not
cause the proceeds of the insurance to be includ-
able in the recipient’s income under the transfer-for-
value rule.26

The divorce decree may require the income-
earning spouse to pay premiums on a policy
designed to guarantee payments to the former
spouse. In this case, tax treatment of the life in-
surance premiums (and proceeds) depends on the
ownership of the policy.

When the alimony-entitled spouse is the policy
owner, premiums paid by an alimony-obligated
spouse for term or whole-life insurance on his
or her life, with a former spouse as beneficiary

25 Tax laws were changed in 1984, creating different tax treatment
for payments under a qualified domestic relations order before
1985 and after 1984. Transfers prior to 1985 are subject to rules
that differ from those discussed earlier.
26 IRC Section 1041.
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pursuant to a divorce or separation instrument
(executed after December 31, 1984), qualify as
alimony payments. The premium payments that
qualify as alimony are generally deductible by the
spouse making the payments.27 This rule applies to
policies assigned to the alimony-entitled spouse and
to newly purchased policies of which the alimony-
entitled spouse is the owner. Policy proceeds to
the alimony-entitled spouse as policy beneficiary
are treated as life insurance proceeds and are not
taxable.

When the alimony-obligated (premium-paying)
spouse retains ownership of the life insurance
policy, the premiums are not deductible by him
or her and are not taxable to the alimony-entitled
spouse. At the time of the insured’s death, install-
ment payments of the policy’s proceeds would be
taxable as alimony to the divorced spouse. Also, pay-
ments from an insurance trust that is established
to meet the obligations are fully taxable to the
recipient. The same treatment applies when the
alimony-entitled spouse’s interest in the policy is
contingent (e.g., if the policy will revert to the

27 IRC Section 215, Temp Reg. § 1.71–1T, A-6.

premium-paying spouse at the death of the alimony-
entitled spouse).28

Funding Future Obligations by Annuity A
spouse who is obligated to pay alimony can fund the
payment of future alimony payments through the
purchase of an annuity for the spouse to whom the
payments are due. When an annuity is purchased
to fund alimony payments under a divorce decree,
payments under the annuity are fully taxable to the
recipient beneficiary, and the beneficiary cannot
recover the purchasing spouse’s investment in the
contract tax free. Further, the annuity purchaser can-
not take an income tax deduction for the payments
even though they are taxable to the spouse. Instead
of transferring the annuity to the spouse, if the
individual who is obligated to make the alimony
payments purchases an annuity but retains owner-
ship, he or she can receive the annuity payments,
deduct the basis under the annuity rules and make
payment to the spouse entitled to alimony. The pay-
ments would be deductible to the party making
them and taxable to the recipient.

28 IRC Sections 71 and 682.

IMPORTANT CONCEPTS TO REMEMBER

buy term and invest the
difference

net-cost comparison
interest-adjusted method

surrender cost index
net payment cost index
vanishing premium policy
benchmark

NAIC Life Insurance Illustrations
Model Regulation

QUESTIONS FOR REVIEW

1. List the three important considerations in selecting a
life insurance company. How important is each relative to
the other two?

2. Briefly outline the factors you would consider in de-
ciding the answer to each of the three basic decisions
involved in the process of buying life insurance.

3. Explain how the traditional net-cost system of life
insurance cost comparison can be misleading to the
consumer.

4. List and explain the most commonly offered objec-
tions to term insurance. How valid is each of these
objections?

5. Briefly describe the tax advantage enjoyed by cash
value life insurance as an investment. Does it have any
disadvantages? Explain.

6. Why is it more difficult to evaluate a universal life
product than a traditional whole-life product?

7. Identify the three factors used in life insurance
ratemaking and explain how they are recognized in uni-
versal life insurance policies.

8. When selling universal life and other interest-sensitive
life insurance policies, insurance agents frequently use
a policy illustration that projects accumulated premi-
ums and investment income. Identify the difficulties in
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making these projections. What should an individual look
for when evaluating a policy illustration?

9. Briefly discuss the taxation of life insurance policy
exchanges.

10. “In life insurance, differences in premiums do not
mean differences in cost.” Explain this statement.

QUESTIONS FOR DISCUSSION

1. Income may be divided into two components: con-
sumption and savings. Into which of these components
do you think expenditures on insurance should be put?

2. What underlying assumptions are embodied in the
advice, “Buy term and invest the difference”? What do
you think of this advice?

3. When deciding on the type of insurance to buy, “the
question is not one of term versus permanent insurance at
all, but rather it is a choice between permanent insurance
and alternative forms of investment.” In comparing per-
manent insurance with alternative forms of investment,
what do you consider to be the most attractive features of
insurance?

4. Some companies specialize in selling life insurance
to college students. In many instances, the student is per-
mitted to pay the first annual premium (and sometimes
the second and third annual premiums) with a note. What
do you think of this practice?

5. The guaranteed insurability option is a valuable form
of protection, permitting an individual to insure his or her
insurability up to some multiple of the face amount of
the policy to which the option is attached. What do you
think of the idea of marketing the guaranteed-insurability
option by itself, without any form of current protection?
Would it be marketable? Why or why not?

SUGGESTIONS FOR ADDITIONAL READING

Bajtelsmit, Vickie L. Personal Finance: Planning and Implementing Your Financial Goals. (Hoboken, N.J.: John Wiley and
Sons, 2005).

Black, Kenneth Black, Jr., Harold D. Skipper, and Kenneth Black III, Life and Health Insurance, 14th ed., Lucretian, LLC,
2013.

Belth, Joseph M. The Retail Structure in American Life Insurance. Bloomington, Ind.: Bureau of Business Research,
Graduate School of Business, Indiana University, 1966.

——— Life Insurance: A Consumer’s Handbook, 2nd ed. Bloomington, Ind.: Indiana University Press, 1985.

Federal Trade Commission. Life Insurance Cost Disclosure: A Staff Report of the Federal Trade Commission. Washington,
D.C.: 1979.

Graves, Edward E., McGill’s Life Insurance, 8th ed. Bryn Mawr, Pa.: The American College, 2011.

Murray, Michael L. “Analyzing the Investment Value of Cash Value Life Insurance.” Journal of Risk and Insurance, vol. 43,
no. 1 (March 1976).

Reynolds, G. S. The Mortality Merchants. New York: David McKay, 1968.

Skipper, Harold D. and FSA Wayne Tonning, The Advisor’s Guide to Life Insurance, American Bar Association, 2013.

WEB SITES TO EXPLORE

American Council of Life Insurance www.acli.com
Insurance Information Institute www.iii.org/individuals/lifeinsurance
Life Insurance Foundation for Education www.lifehappens.org
National Association of Insurance Commissioners www.insureU.org
Society of Financial Service Professionals www.financialpro.org



■

CHAPTER 18

ANNUITIES AND
PENSION BENEFITS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Explain the general nature of annuities and describe the manner in which they can help to
deal with the retirement risk

• Discuss the tax treatment of annuities, and explain the ways in which this tax treatment is
advantageous to the purchaser

• Differentiate among the various classes of annuities, and explain the distinguishing character-
istics of each class

• Explain the way in which employer contributions to a qualified pension plan are treated under
federal tax laws and the way in which this treatment benefits workers covered under such plans

• Identify and explain the difference between the defined contribution and defined benefit
approaches in qualified retirement plans

• Describe the basic features of qualified retirement plans, including benefits and vesting

• Explain the provisions of the Internal Revenue Code (IRC) relating to Individual Retirement
Accounts (IRAs) and explain the benefits that arise both from deductible and nondeductible
contributions to IRAs

In this chapter, we leave our extended discus-
sion of life insurance and examine other products
sold by life insurers: annuities. In addition, we will
examine a related topic, pension benefits under
qualified retirement plans, which generally make
use of the annuity principle. Our discussion of pen-
sions in this chapter focuses on those features of
qualified retirement plans that are particularly rele-
vant to the employee’s retirement planning. The

administration and funding of qualified plans will
be discussed in Chapter 23.

ANNUITIES

Annuities have been called upside-down life insur-
ance, and in a sense they are a reverse application
of the law of large numbers as it is used in life
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insurance. Whereas life insurance is a method of
scientifically accumulating an estate, an annuity is
a device for scientifically liquidating an estate.

An annuity is a contract that provides periodic
payments for a specified period of time, such as
a number of years or for life. The payments may
begin at a stated or contingent date and may be
payable for a specified number of years or for the
duration of a person’s life or the lives of more than
one person. The person whose life governs the
duration of the payments is called the annuitant.
If the payments are to be continued for a specified
period but only for as long as the annuitant lives,
the contract is known as a temporary life annuity.
Because the temporary life annuity is used infre-
quently, our discussion of annuities will concentrate
on life annuities.

The basic function of a life annuity is that of
liquidating a principal sum, regardless of how it was
accumulated, and it is intended to provide protec-
tion against the risk of outliving one’s income. It may
involve liquidating a sum derived from a person’s
savings (including the annuity or the cash value of
life insurance policies) or liquidating life insurance
death benefits to provide a life income to the bene-
ficiary of the policy.

To illustrate the principle involved, let us assume
that the ubiquitous Mr. X attains age 65, retires, and
has $100,000 to provide for his needs during the
balance of his lifetime. How much of this $100,000
can he afford to spend each year so the principal
will be used when he dies but not before? Because
X is uncertain as to how long he will live, he cannot
answer the question.

If X decides to use the interest on his $100,000,
he might obtain $7000 or $8000 a year, which is
inadequate for his needs. He decides he must
invade the principal, but the question is, at what
rate? If he decides to draw $5000 plus the interest on
the principal each year, he will have about $12,000
or $13,000 per year initially, but the interest com-
ponent will diminish as the capital is consumed.
Moreover, he will have enough money to last only
until age 85; what will he do then?

If X uses his $100,000 principal as a single pre-
mium to purchase a life annuity, he will be guaran-
teed an income for life with a payout rate that will
maximize his withdrawals without premature dissi-
pation of his capital. His income from this contract
will be guaranteed at a rate of $8000 a year (and
could be as much as $12,000), but more important,

it will be guaranteed for the rest of his life regardless
of how long he lives.

Under the annuity principle, the law of averages
operates to permit a guaranteed lifetime income to
each annuitant. Some people who reach age 65 will
die before they reach 66. Others will live to be 100.
Those who live longer than average will offset those
who live for a shorter period than average. Those
who die early will forfeit money to those who die
later. Every payment the annuitant receives is part
interest and part principal. In addition, each pay-
ment is part survivorship benefit, in that it is com-
posed in part of the funds of group members who
have died. Insurance companies have found that
annuitants live longer than most people. This is a
result of adverse selection. People who feel they
have short life expectancies do not normally pur-
chase annuities, whereas the individual whose
parents and grandparents all lived to be 115 years
old will probably look on an annuity as a good
investment. The annuity principle favors the long-
lived, and on the whole, these are the people who
purchase these policies. For this reason, insurance
companies use different mortality tables for com-
puting the cost of annuities than they use for life
insurance. Because the company promises to pay
an income for the life of the annuitant, the longer
he or she is expected to live, the higher will be
the cost for a given amount of annual or monthly
income. The older the annuitant, the lower the cost
for a given amount of monthly income.1 There is no
requirement that the annuitant be in good health.

In addition to their function in liquidating an
accumulated principal, annuities may also serve as
investment instruments through which the princi-
pal may be accumulated. When the commence-
ment date for annuity payments is set at some time
in the future, the annuity principal may be accu-
mulated by the periodic payment by the annuity
purchaser. As in the case of life insurance, the
investment income on the growing fund accumu-
lates on a tax-deferred basis. The increments to the
fund arising from investment income are not taxed
until they are paid out to the annuitant.

1 Since women live longer than men on average, life annuities are
more expensive for women. The amount of monthly income pro-
duced by a given amount for a female at age 65 is approximately
the amount produced for a male who is 60 years old.
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If the annuitant dies during the accumulation
period (i.e., before the contract is annuitized) a
death benefit is payable to a beneficiary or to the
insured’s estate. Therefore, annuities represent a
part of the individual’s protection against premature
death. The most common approach is to provide for
a return of gross premiums without interest, or the
cash value (whichever is larger).

Classification of Annuities

Annuities may be classified in various ways. Tradi-
tionally, annuities have been classified according to
the following distinctions:

• Individual versus group annuity

• Fixed-dollar versus variable annuity

• Immediate versus deferred annuity

• Single-premium versus installment annuity

• Single life versus joint life annuity

• Pure life annuity versus annuity certain

Individual versus Group Annuities Annuities,
like life insurance, are sold on an individual and
a group basis. Group annuities often serve as a
funding mechanism for the qualified retirement pro-
grams discussed later in this chapter. Although the
discussion that follows focuses primarily on indivi-
dual contracts, the basic principles are similar.2

Fixed-dollar and Variable Annuities Second, the
annuity may be a fixed-dollar annuity or a variable
annuity. Under the variable annuity, premiums are
generally invested in a portfolio of stocks although
policyholders may have the option of directing their
investment to a bond fund or a money market
fund. Variable annuities are discussed in greater
detail later in the chapter.

Immediate versus Deferred Annuities Annu-
ities may be grouped according to when payments
are to commence. With the immediate annuity, the
first annuity payment is due one payment interval
from the date of purchase, or it may be a deferred
annuity, meaning there is a spread of several years
between the date of purchase and the beginning
of the annuity payments. An immediate annuity is

2 Group annuities are discussed in Chapter 23.

purchased at retirement from funds accumulated
in other investment instruments. A deferred annuity
is purchased before retirement, and the purchase
price is augmented by investment income during
the interval between the time of purchase and the
time the benefits commence.

A more recent development is longevity insur-
ance, the term given to deferred annuity products
that promise to pay a guaranteed income beginning
at an advanced age, e.g., age 85. Longevity insurance
typically has no death benefit and does not allow
withdrawals before the commencement of benefits.
Thus, the contracts can offer a higher guaranteed
income for a given investment.

Single-Premium versus Installment Annuities

Annuities may be classified according to the
method of premium payment. They may be pur-
chased with a single premium (the annuity to begin
immediately or at some future date), or they may be
purchased on an installment basis over a period of
years. Installment premium annuities are deferred
annuities, whereas a single-premium annuity may
be an immediate or deferred annuity.

Single Life versus Joint Life Annuities Annuities
may be classified according to the number of lives
that determines the duration of the payments. This
classification covers the single life and the joint-
and-survivor annuities. An annuity may provide pay-
ment for the lifetime of a single individual or it may
provide payment until two (or more) annuitants
have died. The amount payable after the death of
the first annuitant may be the same as during the
lifetime of both annuitants or it may be lower.

Joint-and-Last-Survivor Annuity Annuities may
be designed for special purposes just as life insur-
ance contracts have been. One specialized annuity
form is the joint-and-last-survivor annuity, which is
computed on the basis of two lives. Under the joint-
and-last-survivor annuity, the insurance company
promises to make payments until both annuitants
have died, an especially attractive form of annuity
for a retired couple. If, as is likely, one predeceases
the other, annuity payments will be continued for
the rest of the other’s life. A variation of this form
provides for a reduction in the income payments at
the death of the first annuitant, with lower annuity
payments (usually two-thirds of the original income
payments) being continued until the death of the
second annuitant.
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Joint Life Annuity The joint life annuity is sim-
ilar to, but should not be confused with, the joint-
and-last-survivor annuity. Under the joint life annuity,
payments cease on the death of the first annuitant;
the other annuitant then receives no further benefits
under the program. This form is useful when there
is a secondary source of income that is sufficient to
support one, but not both, of the annuitants.

Pure Life Annuities versus Period-Certain

Annuities Finally, annuities may be classified
according to the nature of the insurer’s obligation.
Under a pure life annuity, payments are made only
for the balance of the annuitant’s lifetime, regard-
less of this period’s length. The annuity is con-
sidered liquidated at the annuitant’s death, with
nothing payable to his or her estate. However, the
annuity may contain some refund feature, with a
specified amount to be paid to the estate or bene-
ficiary if the annuitant should die shortly after the
payments begin. Even though the pure life annuity
provides the maximum income per dollar of prin-
cipal, some people object to placing a substantial
sum into a contract that promises no return if death
should occur shortly after the annuity payments
begin. As a consequence, insurers have added
refund features to annuities to make them more
salable. One of the most common refund features
is found in an annuity with a certain number of
payments guaranteed, whether the annuitant lives
or dies. With a principal of $100,000 at age 65, a
man can purchase a pure life annuity yielding a
monthly income of about $1000 for life (guaranteed
rate). For the same $100,000, a woman aged 65 will
receive $925 per month for life. With a 10-year period
certain, the man will receive $960 per month, and
the woman will receive $900 per month, but the pay-
ments are guaranteed for the 10-year period. If the
annuitant should die at age 70, the insurance com-
pany will be obligated to continue the payments
to a designated beneficiary or to the annuitant’s
estate for 5 more years. If the annuitant survives the
guarantee period, the payments will continue for
the balance of his or her lifetime.

Today, guarantee periods are available for 5, 10,
15, and 20 years. The longer the guarantee period,
the greater the cost of the annuity. For example, if
you purchase an annuity with 20 rather than 10 years
certain, the guaranteed annuity income will be
reduced from the amount payable with a 10-year
period certain.

Another popular refund feature is one that pro-
vides for annuity payments at least equal to the
annuity’s purchase price. The balance will be paid
to a beneficiary or to the annuitant’s estate in a lump
sum or on an installment basis. If the balance is paid
in continued installments, the contract is referred
to as an installment refund annuity. If it is paid in
a lump sum, the contract is a cash refund annuity.
Under an installment refund annuity, $100,000 will
provide about $970 per month to a male annuitant
and $890 per month to a female annuitant.

Income Tax Treatment of Annuities

As in the case of life insurance, investment in-
come earned on annuities during the accumulation
period is not taxable until distributed to the poli-
cyholder. Distributions are taxed to the extent that
payments exceed the contract’s investment. In addi-
tion, a 10-percent premature penalty is imposed on
early withdrawals from annuities. A premature (or
early) withdrawal from an annuity is any distribu-
tion made prior to the time the annuitant reaches
age 591/2. The penalty on premature distributions
does not apply if the contract holder becomes dis-
abled or if the distribution is over the life of the
annuitant.

The taxation of distributions requires apportion-
ing the amounts received between recovery of cap-
ital and income. This is accomplished through an
exclusion ratio formula, which excludes from tax-
able income the portion of each payment that the
investment in the contract has to the expected re-
turn under the contract. The expected return is the
annual amount to be paid to the annuitant multi-
plied by the number of years of life expectancy using
annuity tables prescribed by the Internal Revenue
Service (IRS). Separate tables are used for single life
annuities and for joint-and-survivor annuities. The
exclusion ratio formula is the following:

Payment × Investment in Contract

Expected Return
= Nontaxable

Return of Capital

To illustrate the operation of the formula, assume
that Brown has purchased an annuity for $60,000
and he is to receive $500 per month for life. He is
65 years old and has a life expectancy of 15 years,
which means that he “expects” to receive $90,000
($6000 per year for 15 years). Applying the
exclusion ratio formula to the $6000 benefit Brown
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receives in the first year, we get the following:

$6,000 × $60,000

$500 × 12 × 15 years
= $4,000

The $4000 is a nontaxable return of capital and
$2000 is taxable income. Once the annuitant has
recovered the full amount of his or her investment
in the contract, the exclusion ratio no longer applies
and subsequent payments are fully taxable. If the
annuitant dies before his or her basis is recovered,
the unrecovered basis may be deducted from the
decedent’s final tax return. (In the case of contracts
annuitized before January 1, 1987, the exclusion
ratio applies to all payments, including those made
after the annuitant’s basis has been recovered.)

For variable annuities, the amount excluded from
taxable income each year is also the total invest-
ment divided by the number of years the annuitant
is expected to live. However, if losses on the under-
lying portfolio result in payments less than the
excludable amount for that payment, the investment
in the contract for future payments is recalculated.
The amount of nontaxable return of principal that
was not deductible is factored into the taxable gain
computation for future installments. Suppose, for
example, that Brown is receiving a distribution
under a variable annuity in which his basis is
$300,000. He is 65 years old and his life expectancy
is 15 years. Brown may exclude $20,000 of the vari-
able payment he receives each year. After receiving
benefits for 4 years, the variable benefit in the
fifth year drops to $15,000, which is less than the
excludable $20,000. The $5000 exclusion is not lost.
At this point, Brown is 74 years old and has a life
expectancy of 10.1 years. The $5000 exclusion that
was not taken may be added to the initial $20,000
exclusion over the 10.1 years ($495.05 per year)
making the new excludable amount $20,495.05.

If the contract holder dies after annuity payments
have begun but before the entire interest has been
distributed, the remaining portion of the annuity
must be distributed at least as rapidly as the original
method of distribution and will be taxable to the
beneficiary. If the contract holder dies before the
annuity starting date, the entire interest must be dis-
tributed within five years after the date of death or
be annuitized within one year unless the beneficiary
of the annuity is a spouse. For a spousal annuity, the
annuity contract may be continued (and the tax
on the earnings deferred) until distribution of the
benefits to or the spouse’s death.

Annuities and the Federal Estate Tax

Under a straight life annuity, there is no remain-
ing value at the annuitant’s death. However, if the
annuity provides a survivor benefit (as under a
refund life annuity, a joint-and-survivor annuity, or
a period-certain annuity), the remaining value may
be subject to estate tax. The specific treatment
depends on whether the survivor benefit is payable
to the decedent’s estate or to a named beneficiary
and, in the case of benefits payable to a named
beneficiary, who purchased the annuity:

• If the annuity is payable to the decedent’s estate,
the value of any survivor benefits is includable in
his or her gross estate as a property interest owned
at the time of death. Payments included under this
provision include lump-sum or annuity payments
under a guaranteed period-certain or cash-refund
contract.

• If survivor benefits are payable to a named benefi-
ciary (under a joint-and-survivor annuity or under
a period-certain or refund annuity), the inclusion
or exclusion of the survivor benefits from the dece-
dent’s estate is determined by a premium payment
test. Under this test, if the decedent purchased the
annuity, the value of the survivors’ benefit is includ-
able in the estate. If the decedent contributed only
a part of the annuity’s purchase price, the value
of the survivor benefits is includable in the dece-
dent’s gross estate only in the proportion that he
or she contributed to the purchase price of the
annuity.

Special rules apply to employee annuities under
qualified pension and profit-sharing plans and to
Individual Retirement Accounts (IRAs).

Specialized Annuities

As in the case of life insurance contracts, insurers
have developed specialized and innovative annuity
contracts. The following are some of these special-
ized annuity contracts:

Single-Premium Deferred Annuity The single-
premium deferred annuity (SPDA), like single-
premium life, has enjoyed a rush of popularity since
1986, when the Tax Reform Act of 1986 (TRA-86)
eliminated many tax shelters. As the appeal
of other investments diminished, SPDAs became
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increasingly popular. Under current law, the SPDA
enjoys the same tax treatment as other annuities,
the principal feature of which is that earnings accu-
mulate tax free until distributed. Some insurers sell
SPDAs with a deposit premium as low as $2500, but
a more common minimum is $10,000.

Market-Value-Adjusted Annuities Market-value-
adjusted annuities are fixed annuities that expose
the annuity holder to some investment risk if the
contract is surrendered. The interest rate is fixed
for a specified period, but the cash surrender value
fluctuates with the market value of the underlying
securities. At set intervals, such as every 5 or 10 years,
a window opens, permitting withdrawals without a
market-value adjustment.

Two-Tier Annuity The two-tier annuity, which
appeared on the market in the late 1980s, is a dual-
value, dual interest-rate contract. The two values are
an accumulation value and a surrender value. The
accumulation value is equal to premiums paid plus
interest, and the surrender value is less. The sur-
render value is subject to a permanent, increasing
surrender charge, designed to discourage lump-sum
withdrawals. In contrast, in a conventional annuity,
at the end of the surrender charge period, the
surrender value is the same as the accumulation
value. The accumulation value is available only
under an annuity payout option. To receive the accu-
mulation payout, the two-tier annuity must be annu-
itized over a minimum of 5 years. Insurers argue that
purchasers’ long-term commitment of funds permits
them to credit higher investment earnings on the
accumulation fund. Critics argue that the abnormal
surrender charge, if the policy is terminated prior to
being annuitized, prevents the purchaser from with-
drawing funds to take advantage of more attractive
alternatives that appear.

Index Annuities Index annuities (formerly known
as equity-indexed annuities) first appeared in early
1996 and captured a significant portion of the annui-
ties market. In 2006, index annuity sales were
estimated to be $25 billion, more than a third of
all fixed annuity sales.

An index annuity is a fixed annuity that earns
interest or provides benefits linked to the perfor-
mance of an equity index, such as the Standard &
Poor’s 500 (S&P500) index. Generally, the crediting
rate is a function of the index’s relative change, the
participation rate (i.e., the percentage of the index

growth passed on to policyholders), and any caps
imposed on the crediting rate. These annuities typi-
cally have minimum interest guarantees and comply
with the minimum nonforfeiture law.

Because of the variety in terms and conditions
of index annuities, individuals purchasing these
products should consider the design features. This
includes the indexing method, the participation
rate, any rate caps, whether the annuity pays com-
pound or simple interest, and any administrative
fees assessed. Consumers should consider whether
the equity index recognizes dividends paid on stock.
Typically, it does not, resulting in a lower inter-
est rate than would be received if dividends were
considered.

Because of the complexity of index annuities, the
NAIC produced a buyers’ guide in 1998 and encour-
aged companies to make it available to consumers
considering a purchase.

Reversionary or Survivorship Annuity The rever-
sionary life insurance policy (also called a survivor-
ship annuity) form is seldom used, but in certain
circumstances, it meets a special need better than
any other form of life insurance. Basically, the rever-
sionary policy is life insurance on one person, with
benefits in an amount required to provide a lifetime
annuity to another person. The premium is based
on the life expectancy of both persons. The two
individuals on whose lives the premium is based are
referred to as the annuitant and the nominator. The
nominator is the individual insured, and the annui-
tant is the beneficiary of the policy. If the beneficiary
dies before the insured, the policy expires without
value. When this policy is written with a young
person as the nominator and an older person as
the annuitant or beneficiary, the premium is low
since the beneficiary is likely to die before the nom-
inator. In addition, since the amount of insurance
required to provide a life income to the annuitant
decreases as the annuitant grows older, the protec-
tion is written on a decreasing term basis. In com-
puting the premium for this policy, the company
estimates the life expectancy of the annuitant and
then computes the premium on a decreasing term
policy at the age of the nominator. The amount of
the decreasing term policy will be the sum neces-
sary to provide a life income to the annuitant at any
given time, should the nominator die.

The Variable Annuity Although we have men-
tioned the variable annuity briefly, given the
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importance of this annuity form, a few additional
comments seem in order. After all, it was the
variable annuity that set the pattern for many of the
innovative life insurance contracts that followed. It
is a classic example of an imaginative approach to
a critical problem.

As we noted in Chapter 12, the variable annuity
was designed as a means of coping with the impact
of inflation on individuals’ attempts to save for retire-
ment. Under a fixed-dollar annuity, premiums paid
by the annuitant are converted into a lifetime pay-
out and the annuitant is guaranteed a fixed number
of dollars monthly or annually for the rest of his or
her life. While the number of dollars payable is guar-
anteed, those dollars may have reduced purchasing
power. Under a variable annuity, the premiums are
invested in common stocks or other investments
and maintained in separate accounts by insurers.
(Insurers have greater discretion with respect to the
investment of funds in separate accounts.) The un-
derlying philosophy of the variable annuity is that
while the value of the dollar will vary over time, the
value of a diversified portfolio of common stocks
will change in the same direction as the price level.
Variable annuities may be variable during the accu-
mulation period and fixed during the payout period
or variable during both the accumulation period
and the payout period.

History of the Variable Annuity The variable
annuity as we know it today was developed by
the Teachers Insurance and Annuity Association of
America (TIAA), a nonprofit organization founded
in 1918 by the Carnegie Foundation to provide
college professors with retirement programs.3 In
1952, TIAA created a companion organization,
called the College Retirement Equity Fund (CREF).
The fund issued its first variable annuity in 1952,
and now serves over 3 million participants. Follow-
ing CREF’s innovative lead, private insurance

3 The TIAA originally wrote conventional fixed-dollar annuities,
until several faculty members at Harvard University, realizing how
vulnerable their retirement program was to inflation, decided to
invest a part of their retirement dollars in the Harvard Endowment
Fund, which bought mainly common stocks. With a part of their
retirement dollars in TIAA and a part in the Harvard Endowment
Fund, these faculty members hedged against inflation and defla-
tion. Shortly thereafter, TIAA began a study of the possibility of
equity-funded retirement programs as a hedge against inflation.
The conclusions of the study were published in 1951, William C.
Greenough, A New Approach to Retirement Income (New York:
Teachers Insurance and Annuity Association of America, 1951).

companies became active in the field. The first
variable annuities written by a private insurer were
issued in 1954 by the Participating Annuity Life Insur-
ance Company of Little Rock, Arkansas, which oper-
ated strictly on an intrastate basis. Late in 1955, the
Variable Annuity Life Insurance Company (VALIC)
was formed in Washington, D.C., and became the
first interstate company (other than CREF) in this
field. The two most active companies in the early
stages of the variable annuity’s development were
VALIC and the Prudential Insurance Company of
America. Their entry into the variable annuity field
prompted the SEC to intervene, leading to con-
siderable litigation. The most important issue was
whether variable annuities were insurance (and as
such exempt from federal regulation under Public
Law 15) or, as the SEC contended, securities. The
litigation was eventually settled when the U.S.
Supreme Court ruled that the variable annuity was a
security and so subject to SEC regulation. This deci-
sion was vital to the SEC and established the pattern
for control of the variable annuity. Variable annuities
are regulated by the SEC and the state insurance
departments.4

Agents who sell variable annuities must be li-
censed by state insurance departments for the sale
of life insurance products and must be registered
with the Financial Industry Regulatory Authority
(FINRA).5

Operation of Variable Annuities Premiums paid
into a variable annuity by the purchaser are con-
verted into accumulation units as they are received
by the insurer. The number of accumulation units
credited to the purchaser depends on the current
value of the accumulation units. The value of the
accumulation units is determined in much the same
way as the value of shares in a mutual fund: divid-
ing the current value of all securities in the insurer’s
accumulation fund by the total number of accumu-
lation units outstanding. Over time, the value of the
accumulation unit rises and falls with the securities’

4 Although the SEC has granted some exemptions in the case
of certain group variable annuities, in general, the commission
treats the variable annuity as a security.. Registration with the
SEC is required before a variable annuity may be marketed, and
a prospectus must be furnished to the buyer. The seller must be
registered with the SEC as a broker-dealer and must comply with
the rules of the commission or FINRA.
5 FINRA registration requires passing either the FINRA Series 6
limited registration examination or the Series 7 general securities
examination.
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market price held by the insurer. By contributing a
fixed amount each month regardless of the fluctua-
tions of the securities’ value, the annuity purchasers
make use of the principle of dollar averaging.

Many companies selling variable annuities offer
self-directed annuities, in which the purchaser has a
choice of investments. Under a self-directed annu-
ity, the insurer gives the purchaser a choice among
several stock, bond, and money portfolios. The pur-
chaser can allocate his or her premiums among the
stock and bond options and can transfer the funds
from account to account as conditions change. As
the stock and bond markets change over time, the
annuity’s value changes.

When the annuitant reaches retirement age, the
accumulation units are usually be converted into a
fixed or variable payout, using a special mortality
table for annuitants. Under the variable payout, the
number of annuity units does not change over the
annuitant’s life, but the income produced by each
unit will reflect changes in the investments’ value,
with the current value of the annuity unit determin-
ing the annuitant’s income.

How Well Has It Worked? As a pioneer in the
field of variable annuities, CREF has established a
60-year-plus record that is helpful in appraising the
performance of variable annuities. The period since
the inception of the CREF program has been marked
by continued inflation. As an indication of the pro-
gram’s performance, the value of the CREF accumu-
lation unit since 1952 is presented in Table 18.1.

Although the value of the CREF accumulation
unit has increased over time, there have been
periods when it fell. Between 2007 and 2009, the
accumulation unit value fell 36 percent, reflecting
the impact of the recent financial crisis. At times, the
accumulation unit’s value can fall when inflation
occurs. Between 1972 and 1974, for example, the
value of the accumulation unit fell 43 percent while
the Consumer Price Index (CPI) increased 18 per-
cent. The accumulation unit value did not reach
its 1972 level until 1979; during the same five-year
period, the cost of living had increased by 74 per-
cent. Declines in the value of a variable annuity
are unwelcome, but they are especially so during
periods of rising consumer prices. These examples
are a stark reminder to many annuitants that under
the variable annuity, the annuitant assumes the
investment risk even though the insurance company
guarantees a lifetime income.

TABLE 18.1 Value of CREF Accumulation Unit, 1952–2006

Year Accumulation Year Accumulation

1952 1.02 1983 17.58
1953 1.05 1984 19.41
1954 1.56 1985 24.42
1955 1.95 1986 29.75
1956 2.14 1987 31.28
1957 2.04 1988 36.73
1958 2.88 1989 47.01
1959 3.28 1990 44.41
1960 3.39 1991 50.56
1961 4.02 1992 56.73
1962 3.44 1993 65.02
1963 4.07 1994 67.89
1964 4.59 1995 80.81
1965 5.40 1996 99.74
1966 5.15 1997 127.08
1967 6.35 1998 158.68
1968 6.74 1999 187.15
1969 6.37 2000 206.09
1970 6.17 2001 173.15
1971 7.41 2002 144.68
1972 8.68 2003 144.41
1973 7.11 2004 175.85
1974 4.91 2005 191.43
1975 6.48 2006 215.48
1976 7.85 2007 263.29
1977 7.35 2008 232.93
1978 7.98 2009 168.62
1979 9.25 2010 192.35
1980 11.71 2011 254.00
1981 11.53 2012 247.12
1982 14.06 2013 293.43

Source: TIAA-CREF, Amounts reported as of June 30.

Note: From 1952–1987, changes in the monthly value of CREF

accumulation units reflected only market value changes. Div-

idends and other investment income received by CREF were

credited to participants in the form of additional units and were,

therefore, not reflected in the value of the accumulation unit.

During this period, the CREF unit increased from $10.52 to

$101.49 by the end of 1986. Beginning January 1, 1987, the value

of the CREF accumulation unit was changed to reflect the CREF

portfolio’s net total return, including not only changes in the

market value of stocks but investment income as well. Instead of

buying additional accumulation units, investment income from

CREF’s common stocks is added to the stocks’ market value to

determine the value of the accumulation unit. The value of an

accumulation unit in 1952, $10.43 under the old method, was

changed to $1. Simultaneously, the number of accumulation units

in each account was decreased. The change in the method of

computing accumulation units and the restatement of units had

no effect on the dollar value of the total accumulation units but

has made it easier to track performance of a portfolio overtime.
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Variable Annuities with Guaranteed Benefits In
response to concerns about the possible decline
in the annuity’s value if investment performance
is poor, insurance companies offer a number of
performance guarantees. Generally, these fall into
two broad types: guaranteed minimum death bene-
fits (GMDBs) and guaranteed living benefits (GLBs).

GMDBs are received only if the the annuity con-
tract’s owner or the covered annuitant dies. They
provide the policyholder with a guaranteed death
benefit at the time of death regardless of the invest-
ment performance. The insurer may promise a
return of premiums paid, a return of premiums with
some guaranteed minimum return, or a return of
the highest annual account value during the term
of the policy. GLBs guarantee a minimum payout on
the variable annuity in the future regardless of the
investment performance. These take one of three
forms. Guaranteed minimum accumulation benefits
guarantee the minimum accumulation value in the
future, e.g., after 10 years. Guaranteed minimum
income benefits guarantee a minimum income
stream when the contract is annuitized. This is com-
posed of two guarantees. The insurer guarantees a
minimum account value at annuitization, coupled
with guaranteed rates that are used to calculate
the annuity payout on that account value. Finally,
guaranteed minimum withdrawal benefits allow the
policyholder to withdraw a specified percentage of
the guaranteed account value (e.g., 5 percent) over
a specified period. The withdrawal period is typi-
cally a number of years (e.g., 20). Some policies
offer withdrawals for life. Because of the risks to the
insurer that the account value will not be adequate
to support the guaranteed benefits, insurers charge
additional fees for the guarantees.

In the mid-2000s, U.S. insurance regulators
devoted considerable energy to updating require-
ments for reserves and risk-based capital standards
to recognize the risk insurers were assuming in
these products. Even so, losses were unexpectedly
large when the equity markets fell during the global
financial crises in 2008 and 2009, stressing some life
insurer capital positions. Since the crisis, life insur-
ers have redesigned their products to make the guar-
antees less generous and, hence, less risky for the
insurer.

The Contingent Deferred Annuity A new devel-
opment is the contingent deferred annuity (CDA),
which is used to provide guaranteed lifetime

income if “covered assets” are inadequate to do
so. In contrast to a variable annuity, however, the
insurer may not hold the assets. Thus, for example,
the insured could combine a CDA with a separate
mutual fund to guaranty a lifetime income. In that
sense, the CDA provides something comparable to
the guarantees on a variable annuity but without the
underlying assets, and it is sometimes referred to as
“wrapping” the mutual fund. Not surprisingly, given
their exposure to decreases in the value of the assets,
insurers that market CDAs have strict conditions on
the type of assets they will wrap.

There are a number of regulatory issues surround-
ing CDAs. Many regulators and others worry that the
risks in CDAs are too great for the industry. Some
even question whether they qualify as insurance. If
the product is permitted, regulators need to address
reserving requirements, risk-based capital, solvency
safeguards, and consumer protections related to
marketing and disclosure. In 2012, the NAIC formed
the Contingent Deferred Annuities Working Group
to study the issues and make recommendations.

Annuities as Investments for Retirement

The return that will be earned over an annuity’s life
depends on a variety of features. The three most
important of these are the interest rate, the surren-
der charge, and administrative expenses. In gen-
eral, these features are similar to those discussed
in connection with single-premium life. For exam-
ple, a “current” rate of interest is guaranteed for a
specified number of years during the accumulation
period, after which the interest rate may be changed
but subject to a guaranteed minimum interest rate.
The guarantee period may range from 1 year up to
10, and some insurers offer the buyer a choice as to
the period for which the current rate will be guar-
anteed. Usually, the longer the period for which the
rate is guaranteed, the lower the rate. In the case of
an annuity, a guaranteed settlement option rate and
a current settlement option rate are available dur-
ing the payout period. The guaranteed rate is a con-
tract minimum and is the interest assumption on
which the minimum monthly installments are com-
puted. If the current settlement option rate is higher
than the guaranteed rate, the annuity benefit will be
proportionately higher. The guaranteed settlement
option rate is set on a conservative basis, usually 2 to
4 percent today. Actual payments reflect the higher
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earned rate, generally in the range of 7 to 9 percent
over the past decade.

As in the case of other investment vehicles, a part
of the premium for deferred annuities purchased
on an installment basis goes to pay expense charges.
Although some insurers still charge a front-end sales
fee of 4 or 5 percent of the premium, most insur-
ers have eliminated front-end commission charges
on annuities and use a surrender fee for early with-
drawals. The surrender fee usually begins at a high
level (8 to 10 percent) and then diminishes until it
disappears after a specified period (ranging from 7
to 15 years). In addition to the surrender charges,
there is usually an annual maintenance fee of from
$25 to $50 to cover administrative costs. For variable
annuities, asset management fees similar to those
levied by regular stock and mutual fund accounts
are assessed. These fees may range from 0.25 to 2
percent of the accumulated assets. The administra-
tive fees are automatically deducted from the invest-
ment account.

Regulation of Annuity Sales

As the baby boom population began to focus on
planning for retirement, sales of annuity products by
life insurers exploded. By 2011, annuity premiums
accounted for more than half of the premiums col-
lected by life insurers, compared to 20 percent from
sales of life insurance.6 Reserves for annuities and
related contracts accounted for nearly two-thirds of
total reserves in 2011.

This increased market activity led to increased
interest from regulators, including the SEC, NASD
(FINRA’s predecessor organization), and state in-
surance regulators.7 Stories of senior citizens who
were sold annuities in their 70s and 80s focused reg-
ulatory attention on the need to address improper
sales.

Recall that variable annuities are securities and
thus subject to federal securities regulation as well
as to state insurance regulation. FINRA rules on
securities sales mandate that recommendations
must be “suitable.” That is, the agent is required to

6 The remaining 27 percent of premium receipts represents sales
of health insurance policies sold by life insurers.
7 Joint SEC/NASD Report on Examination Findings Regarding
Broker-Dealer Sales of Variable Insurance Products.

obtain information about the customer, including
his or her financial and tax status and investment
objectives, and make recommendations that are
“suitable” for that consumer. These suitability rules
apply to the sales of variable annuities and variable
life insurance.

In June 2004, the SEC and the NASD issued a joint
report on their findings from a series of examina-
tions into variable annuity sales practices, recom-
mending that regulators focus more on the suitabil-
ity of variable products sales.8 Following up on the
report, in 2005, the NASD proposed a rule that would
establish specific requirements for deferred variable
annuities, including suitability, supervisory review
and approval of a sale, and training requirements.
The proposed rule was amended several times and
adopted by FINRA in September 2007.9

Other recent activity has focused on the sale of
index annuities (also known as equity-index annu-
ities). In 2009, the SEC adopted Rule 151A, requir-
ing index annuities to be treated as investments and
filed with the SEC as variable annuities are. Insurers
selling index annuities sought to overturn the rule,
arguing the annuities are not variable and, hence,
are not subject to SEC oversight. In 2010, the U.S.
Court of Appeals for the D.C. circuit vacated the rule,
finding that the SEC had not conducted a required
impact analysis. Subsequently, the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2010
(Dodd-Frank Act) settled the confusion by includ-
ing a provision requiring the SEC to treat index
annuity and life insurance products as not being
securities if they meet certain conditions. Subse-
quently, the SEC withdrew Rule 151A.

Simultaneously, state insurance regulators have
been engaged in their own efforts to enhance con-
sumer protection. In 2003, the NAIC adopted the
Senior Protection in Annuity Transactions Model
Regulation, which extended suitability require-
ments to variable and fixed annuities, including

8 The NASD was a self-regulatory organization that regulated the
activities of broker-dealers and was overseen by the SEC. In July
2007, the NASD and NYSE Member Regulation merged to create
the Financial Industry Regulatory Authority of FINRA. As was the
case with NASD, FINRA must file its proposed rules for approval
by the SEC.
9 Under index annuities, the insurer promises a crediting rate that
varies with the performance of an index. Because the insurer
bears the risk that its investment return cannot support the cred-
iting rate, insurers and insurance regulators argue these products
are fixed, rather than variable, annuities.
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index annuities. Industry resistance to the model
in 2003 led to a compromise under which the
requirements would apply only to recommenda-
tions made to individuals age 65 and older. In June
2006, the NAIC amended the model to apply at
all ages and renamed it the Suitability in Annuity
Transactions Model Regulation. It was further
revised in 2010 to make the requirements more con-
sistent with FINRA suitability requirements, to pro-
vide more details on how an insurer should comply
with the requirements, and to introduce a specific
training requirements for agents selling annuities.
By mid-2013, the model had been adopted in more
than 20 states.

The NAIC model requires an insurance producer
(i.e., agent or broker) to make reasonable efforts
to obtain information on the consumer’s finan-
cial status, tax status, investment objectives, and
other relevant information. The producer must have
reasonable grounds for believing his or her recom-
mendation is suitable for the consumer, based on
the consumer’s financial situation and needs. Insur-
ers are required to establish systems to supervise the
recommendations of producers.

In addition to suitability, the NAIC is working to
improve disclosures to prospective annuity buyers.
In 2011, the NAIC revised its Annuity/disclosure
Model Regulation, originally adopted in 1999. The
Model Regulation requires insurers to provide an
Annuity Buyers Guide and a Disclosure Document
to an annuity applicant, and it establishes time
frames for their delivery. The 2011 amendments
added standards for any policy illustrations the
insurer decides to use. In 2013, the NAIC was up-
dating its Annuity Buyers Guide.10

QUALIFIED RETIREMENT PLANS

Although private pension plans in the United States
have existed since the late 1800s, their greatest
growth has taken place since World War II. In 1940,
about 4 million people (i.e., fewer than 20 percent

10 The Annuity Buyers Guide originally applied to fixed annu-
ities only and was called the Buyers Guide for Fixed Deferred
Annuities. The 2011 amendments to the model expanded its
application to include variable annuities, and the Buyers Guide
is being revised and renamed.

of all employees in government and industry) were
covered by private pensions. By 2011, 61 million
persons, including nearly half of all workers in pri-
vate business and three-fourths of all government
workers, were enrolled in retirement programs other
than Social Security. Qualified retirement plans are
established by employers, and sometimes jointly by
unions and employers, to provide individual work-
ers with a retirement income that will supplement
Social Security retirement benefits. The plan may
be set up for the employees of a particular firm, or
it may be a “multi-employer” plan, serving workers
from several unrelated firms.

Retirement plans may be noncontributory, in
which case the employer bears the entire cost of
the pensions, or they may be contributory, with
employees making contributions in addition to
those of the employer. Employee contributions may
be voluntary, or they may be required for partic-
ipation. Although employee contributions are not
usually deductible by the employees, the invest-
ment income on such contributions is exempt from
federal taxes until distributed, which makes savings
plans a form of tax-deferred compensation.

A General Overview of Qualified Plans

A qualified retirement plan is one that conforms
to the requirements of federal laws and for which
the Internal Revenue Code (IRC) provides favor-
able tax treatment. Employer contributions are a tax-
deductible expense at the time they are made, and
the employee is not taxed on the employer’s contri-
butions until benefits are received (usually at retire-
ment). Also, during the accumulation period, invest-
ment income on accumulating funds is not subject
to taxation and will be taxed when paid out to the
employee. This means funds in a retirement plan
will accumulate to a larger amount on an after-tax
basis than will unlike funds held in other (non-tax-
deferred) forms.

Federal Regulation of Private Retirement Plans

Private retirement plans are regulated by the
federal government. The major law relating to
private plans is the Employee Retirement Income
Security Act of 1974 (ERISA). ERISA prescribes
which employees must be included in a plan, estab-
lishes minimum vesting requirements, specifies
the amounts that may be contributed, and sets
forth minimum funding requirements. The act also
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requires extensive reporting and disclosure infor-
mation about pension and welfare programs, their
operations, and their financial conditions to the
Secretary of Labor, the IRS, and to those covered
by the plan and their beneficiaries.11

Qualification Requirements For the IRS to qual-
ify a plan, it must conform to certain standards
specified in the IRC. In general, to be quali-
fied, the plan must be designed for the exclusive
benefit of employees and their beneficiaries, must
be in writing and communicated to the employ-
ees, and must meet one of several vesting sched-
ules. Contributions and benefit formulas cannot be
designed to discriminate in favor of officers, stock-
holders, or highly compensated employees, and the
plan must provide for definite contributions by the
employer or for a definite benefit to the worker
at the time of retirement. (Profit-sharing plans are
an exception in which the contributions vary with
the profits of the firm.) Life insurance benefits may
be included in the plan only on an incidental
basis.12 Finally, top-heavy plans are subject to special
requirements designed to guarantee they provide
minimum benefits or contributions for rank-and-file
workers.13 (Top-heavy plans are ones that provide
a disproportionate share of their benefits to owners
or other highly paid executives.)

Basic Types of Qualified Plans

The IRC recognizes several types of qualified plans,
including corporate plans, plans for self-employed
persons and their employees and several “simpli-
fied” plans for small employers. In addition to the

11 Pension plans are also subject to various provisions of the In-
ternal Revenue Code (IRC) and the Civil Rights Act of 1964. The
application of these statutes to qualified retirement plans is dis-
cussed in greater detail in Chapter 23. Here, we are concerned
with qualified retirement plans from the perspective of the par-
ticipant.
12 Qualification requirements are discussed in greater detail in
Chapter 23.
13 Generally, a plan is top-heavy if at least 60 percent of the
account balances or accrued benefits are allocated to a group of
participants known as the key employees. A key employee is any
plan participant employee who, during the preceding plan year,
was (1) an officer earning over $130,000, (2) a 5 percent owner,
or (3) a 1 percent owner earning over $150,000. EGTRRA-2001
simplified the definition of key employees, and these changes
were made permanent by the Pension Protection Act of 2006
(PPA-2006). See Chapter 22.

various plans offered by employers, federal tax law
also provides tax-deferred treatment to Individual
Retirement Accounts (IRAs), under which individu-
als may accumulate funds for retirement. IRAs are
used as funding vehicles for several types of sim-
plified employer-sponsored qualified plans under
which employers make contributions to an IRA plan
on behalf of their employees. Finally, IRAs provide
a basis for portable pensions. Regulations permit
persons who terminate employment and receive a
lump-sum distribution from a qualified plan to “roll
over” the distribution into an IRA. This defers taxa-
tion until the proceeds are withdrawn from the IRA
at a later date.

The various types of employer-sponsored plans
differ in eligibility and in permissible limit on con-
tributions imposed by the IRC. Although these plans
may differ in design, the amount of benefits received
by the employee at retirement under all plans is
based on a formula applicable to all employees. All
employer-sponsored plans fall into one of two basic
benefit formula categories: the defined contribution
approach and the defined benefit approach.

Defined Contribution Pension Plan A defined
contribution plan (also called money purchase
plans), works as its name implies. The employer’s
contribution to the plan is set as a percentage of
compensation, for example, 5 percent or 10 percent
of the employee’s wages. The employee’s retirement
benefit is the amount that the contributions and
investment earnings on those contributions will pro-
vide at retirement age.

Defined Benefit Pension Plan Under a defined
benefit pension plan, the employer promises to pay
the employee a specific income at retirement. The
benefit the employee will receive at retirement is
specified in a benefit formula, and the employer’s
contribution is the amount that will be required,
together with the investment earnings on the con-
tributions, to provide the specified benefit and to
pay the expenses of the plan. Benefit formulas for
defined benefit plans are usually based on the
employee’s salary, the benefit accrual rate, and the
employee’s years of service. Under final average
salary plans, the benefit depends on the salary
earned in the later years of employment. For exam-
ple, a plan may promise a monthly benefit equal to
1 percent of the average monthly salary during the
last three years of employment for each year worked.
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An employee who worked for the employer for 40
years would receive a benefit equal to 40 percent
of the final three-year average salary. Other plans
are career average salary plans, and the benefit
is a function of the salary earned in all years of
employment.

Significance of the Nature of the

Employer’s Promise

Defined contribution plans and defined bene-
fit plans vary in the manner in which the em-
ployer’s contribution is determined, but this differ-
ence creates other differences from the employee’s
perspective.

Investment Risk Under a defined contribution
plan, the employer promises to make contributions
to an account that earns investment income. The
employer does not make any guarantee concern-
ing the retirement benefit amount. The accumu-
lated contributions will be available to provide a
benefit to the employee, and the amount of the
benefit will depend on the level of contributions
and the amount of investment income. If investment
income is less than anticipated, the accumula-
tion will be less than expected and the retirement
benefit will be lower. Similarly, a higher invest-
ment income will increase the retirement income
available to the employee. Because the employer
promises to make contributions to the plan but
does not guarantee any benefits level, the employee
bears the investment risk in a defined contribution
plan. Since the employee bears the investment risk
in a defined contribution plan, he or she is likely
to have some say in how the funds are invested.
Employers may provide a number of investment
options from which the employee may choose. In
a defined benefit plan, the employer’s promise is
to provide a certain level of retirement benefits to
the employee, starting at normal retirement age. The
employer determines the required contributions to
the pension fund by making assumptions about the
number of employees who will reach retirement
age, the time for which benefits will be paid, and the
rate of investment income earned on the pension
fund. The higher the assumed investment income,
the lower the employer’s required contribution. If,
however, investment income goes down and is in-
adequate to fund the benefits, the employer must

increase the contributions because the employer’s
obligation is to provide the promised benefits.

Advantages to Younger and Older Employees

In addition to the difference between who bears the
investment risk, defined benefit and defined contri-
bution plans differ in their relative advantages to
young and older employees. In general, a higher
proportion of the retirement benefits are earned in
the early years of participation in a defined con-
tribution plan. This is because the contribution in
early years will accumulate with investment income
for a longer period than the contribution in later
years. Hence, the accumulation at retirement will
be larger, and the benefits it can purchase will be
greater. On the other hand, the present value of
the benefits promised to a young worker under a
defined benefit plan tends to be small compared
with the present value of the benefits promised
when the worker is closer to retirement.

Job Mobility As indicated earlier, in a typical
defined benefit pension plan, benefits are based
on the employee’s average earnings over his or her
career or are based on earnings in some final years
of service (e.g., the last three). As a worker continues
to work, and his or her salary increases, the value of
previously accrued benefits increases. However, if
the employee leaves to work for another employer,
the amount of the benefit payable at retirement stops
increasing. Benefits are frozen at the salary level the
employee was earning when he or she terminated.
In contrast, the value of an employee’s defined con-
tribution plan will increase as investment income is
earned. Thus, defined contribution plans tend to be
more valuable for younger workers.

Forfeitures Defined contribution and defined-
benefit plans may differ in how they deal with
amounts forfeited by employees who terminate
before being fully vested. In a defined contribu-
tion plan, amounts that are forfeited by employees
who leave before being fully vested may be used to
reduce future employer contributions, or they may
be reallocated among remaining participants on a
nondiscriminatory basis. In a defined benefit plan,
gains from employee termination may be used only
to reduce future employer contributions.

Protection for Inflation Given the long period
between the time an employee begins to work for
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an employer and the time retirement benefits are
paid, the employee would be wise to consider how
the plan protects against the risk of inflation during
the working years. Similarly, the individual may be
retired for many years, and the effect of inflation
during retirement on the purchasing power of the
benefits should be considered.

Defined benefit final-average-salary plans pro-
vide the greatest protection against inflation during
the employee’s working years since the retirement
benefits are based on the employee’s earnings
during the period immediately preceding retire-
ment. Career-average salary plans, on the other
hand, base the benefits on the employee’s salary
throughout his or her career. Inflationary periods
will reduce the value of the salary paid in early
years and, hence, the benefits based on those early
salaries. Defined contribution plans have, to some
extent, a built-in protection against the risk of infla-
tion since the investment earnings on the funds are
likely to be higher in inflationary periods.

Some private plans provide cost-of-living adjust-
ments (COLA) during retirement years to pro-
tect against decreases in the purchasing power of
benefits after retirement. This benefit tends to be
uncommon, however, and even when offered, the
adjustment is subject to an annual cap.

The Shift to Defined Contribution Plans Since
the 1970s, there has been a significant shift toward
defined benefit contribution plans. In 1979,
38 percent of private sector employees participated
in a defined benefit plan, either alone or in conjunc-
tion with a defined contribution plan. By 2011, it had
fallen to 14 percent. The percentage of employees
participating in a defined contribution plan, mean-
while, grew from 17 percent to 42 percent over that
time period.14 There are several reasons for the shift
to the defined contribution approach. The first was
passage of the ERISA, which required that employers
insure defined benefit plans with the Pension
Benefit Guaranty Corporation (PBGC), thereby in-
creasing their cost.15 Changes to pension account-
ing rules are also factors. The low interest rate

14 Pension Plan Participation, “Employee Benefit Research
Institute Fast Facts #225, March 28, 2013. In November 2012, the
American Benefits Council released a six-point plan to address
the decline in defined benefit plans.
15 The insurance of pension plans by the PBGC is discussed in
Chapter 23.

environment following the recent financial crisis
increased plan deficits and employer costs. Finally,
Section 401(k) accounts were created in 1978, and
changes introduced by Economic Growth and Tax
Reconciliation Act of 2001 (EGTRRA-2001) made
them more appealing to employers and employ-
ees. Section 401(k) plans are discussed later in this
chapter.

Other Types of Qualified Plans

Cash Balance Plans A cash balance plan is a
special form of defined benefit plan that looks like
a defined contribution plan. In most cash balance
plans, the benefit is defined in terms of a “hypothet-
ical account.” The account is hypothetical because
it is a bookkeeping entry to track an employee’s
accumulated benefit, and no assets are deposited
into the account. The participant’s hypothetical
account is credited each year with a pay credit (e.g.,
5 percent of compensation) and an interest credit.
Interest may be credited at either a fixed rate or
variable rate tied to some index (such as the one-
year Treasury bill rate).

As with a defined contribution plan, the emp-
loyee’s benefit at retirement is a function of the
account value. For example, assume that a partici-
pant has an account balance of $100,000 when he
or she reaches age 65. If the participant decides to
retire at that time, he or she would have the right
to an annuity. The annuity might pay approximately
$10,000 per year for life. In many cash balance plans,
the participant is given the option of instead taking
a lump-sum benefit equal to the account balance
(with consent from his or her spouse).

Because these plans have characteristics that are
similar to defined contribution and defined bene-
fit pension plans, they are sometimes called hybrid
plans. However, for regulatory purposes, they are
treated as defined benefit plans because the
employer bears the investment risk. The employer
contributes assets to a pension fund, but investment
earnings do not affect the interest credited to the
plan participant.

In the last decade, a number of plans have con-
verted from a traditional defined benefit pension
plan to a cash balance pension plan. These con-
versions were criticized as harming older workers
because the value of the benefits earned in later
years of employment under a cash balance plan
tended to be lower than those under a traditional
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defined benefit pension plan.16 As a result, in recent
years, most employers have permitted their older
employees the option of staying under the old plan
or have automatically grandfathered longer-serving
employees into the old plan.

Current law sets standards for plans converting.
Generally, a participant’s benefit after conversion
must be at least as large as the benefit under the
prior plan formula as of the date of conversion plus
the benefit under the new plan for prior service.
The plan must maintain any early retirement bene-
fit or subsidy that had been earned under the prior
plan. A plan will not be considered to discriminate
against older workers as long as benefits are fully
vested after three years of service, and interest cred-
its do not exceed a market rate of return. Also, the
participant’s accrued benefit must not be less than
the accrued benefit of any other employee similarly
situated in all respects except age. 17

Qualified Profit-Sharing Plans A qualified profit-
sharing plan is a form of defined contribution
plan since ultimate benefits depend on the amount
contributed by the employer. A major difference
between a qualified profit-sharing plan and a
defined contribution pension is that the contri-
bution under a profit-sharing plan need not be
fixed; employers may vary the contribution yearly

16 A number of lawsuits alleged the conversions violated federal
laws against age discrimination. As a result, the IRS announced in
1999 it would impose a moratorium on the issuance of determi-
nation letters on conversions from a traditional defined benefit
plan to a cash balance plan until regulations addressing age dis-
crimination had been issued. (In determination letters, the IRS
provides its opinion on the qualified plan status.) A key case
was concluded in 2006 when the U.S. Supreme Court declined
to hear an appeal in Cooper et al. v. IBM Personal Pension Plan.
In that case, the U.S. Court of Appeals for the Seventh Circuit
found that IBM did not discriminate against older employees
when it adopted its cash balance pension plan. The PPA-2006
was another significant development for cash balance plans as
it explicitly recognized cash balance pension plans. It provided
age discrimination protection on a prospective basis (effective
as of August 17, 2006) so long as interest credits do not exceed
the “market rate of return” and the pay credit is the same for all
employees with similar pay and service regardless of age. The
U.S. Treasury is charged with defining the “market rate of return.”
The IRS lifted its moratorium on determination letters in January
2007, by which time it had approximately 1200 cases to be re-
solved.
17 That is, another employee with the same compensation, years
of service, and other factors that would affect accrued benefits
must not have a higher accrued benefit. The test for whether the
benefit accrual is comparable may be based on a number of
options, for example, an annuity payable at normal retirement
age, a hypothetical account balance, or the current value of the
accumulated percentage of the employee’s final average pay.

(theoretically, according to profits). Although a
profit-sharing plan does not require annual con-
tributions, the IRS does require that recurring and
substantial contributions be made (generally inter-
preted to mean that a contribution should be made
at least once every three years). In addition, the plan
must provide a formula for allocating the contribu-
tions made among employees on a nondiscrimina-
tory basis. The most common approach is to allo-
cate contributions according to the ratio of each
employee’s earnings to the earnings of the group.

Profit-sharing plans may be contributory or non-
contributory. Because it is an oxymoron to speak of
“employee contributions to a profit-sharing plan,”
when employees contribute their own funds into a
plan, the plan is usually called a thrift or savings
plan.

Section 401(k) Plans Section 401(k) plans, also
called cash or deferred plans, derive their name from
the IRC section that outlines the rules for these plans.
A Section 401(k) plan is a special type of profit-
sharing or stock bonus plan that permits employ-
ees to make contributions to the plan on a pretax
basis. These plans provide a mechanism for accom-
plishing two apparently conflicting goals: increasing
the retirement income of some employees while
increasing the current compensation of others. This
is accomplished through a profit-sharing plan under
which employees individually elect whether to
receive their contributions currently or have them
deferred. In practice, the employees elect to con-
tribute a portion of their income into a profit-sharing
plan and instruct their employer to make contri-
butions on their behalf. The IRC provides that the
amounts an employee elects to defer under Section
401(k) are treated as contributions by the employer
rather than by the employee. This makes all monies
set aside in the plan deductible by the employer, and
the contribution and its earnings are tax free to the
employee until withdrawal. Although deferrals are
subject to Social Security and Medicare taxes, they
are not included in the employee’s taxable income
for income tax purposes.18

18 Because the cash or deferred plan is based on voluntary contri-
butions by employees, Section 401(k) plans have been referred
to as salary reduction plans. For obvious reasons, at least from
the employer’s perspective, the term cash or deferred is a more
appealing designation. Employees are likely to misconstrue the
nature of the plans and perhaps be turned off by the designation
“salary reduction plan.”
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Unfortunately, in spite of their increasing impor-
tance, many employees fail to participate in their
employer-sponsored 401(k) plans. Given the dimin-
ishing prevalence of defined benefit pension plans,
public policymakers have sought to encourage
increased participation rates. One option that was
suggested was to permit employers to automatically
defer a portion of the employee’s salary, subject to
allowing the employee to opt out. The PPA-2006
established standards for qualified plans to do this.
The employer must give proper notice to employees
who are automatically enrolled, including notice of
their right to opt out and an explanation of how
the contributions will be invested if the employee
does not choose an investment option. Unless the
employee chooses otherwise, the contributions
must be invested in default investment options that
comply with rules established by the U.S. Depart-
ment of Labor.

The act created a new automatic enrollment
safe harbor called a Qualified Automatic Contribu-
tion Arrangement, which is excluded from nondis-
crimination tests and top-heavy rules.19 Under this
arrangement, unless the participant chooses other-
wise, the default deferral rate must be at least equal
to the following percentages: 3 percent in the first
year, 4 percent in the second year, 5 percent in the
third year, and 6 percent in the fourth year. In addi-
tion, plan sponsors must make one of the following
contributions: automatic 3 percent for all eligible
non–highly compensated employees (NHCEs) or a
match for NHCEs of 100 percent of deferrals up to
1 percent of compensation plus 50 percent between
1 percent and 6 percent.

Employee Stock Ownership Plan An employee
stock ownership plan (ESOP) is a qualified stock
bonus plan related to the qualified profit-sharing
plan. The principal difference is that under an ESOP
the employer gives employees part of the firm in the
form of stock in the corporation instead of giving
them a part of the firm’s profits. Although contribu-
tions to an ESOP may be made in cash or in stock, the

19 There was also a 401(k) safe-harbor plan available prior to the
PPA-2006 that exempted the plan from nondiscrimination and
top-heavy rules. This plan required the employer to make a con-
tribution of 3 percent for each eligible employee or a matching
contribution of up to 100 percent. Unlike with the Qualified Auto-
matic Contribution Arrangement, employer contributions were
required to vest immediately at 100 percent.

accumulation in the employees’ portfolio is based
on the value of the employer’s stock.

Keogh Plans Keogh plans are qualified retirement
plans for self-employed persons and their employ-
ees. Self-employed persons are permitted to make
tax-deductible contributions to a retirement plan,
provided the plan includes coverage for all other
eligible employees on a nondiscriminatory basis. A
Keogh plan may be established as a defined bene-
fit plan, a money purchase plan, or a profit-sharing
plan, subject to similar limitations, deductions, and
benefits that apply to corporate pension or profit-
sharing plans.

Simplified Employee Pension (SEP) Plans A
simplified employee pension (SEP) permits employ-
ers to provide retirement benefits under a less com-
plex arrangement than a qualified pension plan.
Under a SEP, the employer contributes to a tradi-
tional IRA (or individual retirement annuity) that the
employee owns and controls. The employer makes
contributions to the financial institution where the
IRA is maintained. Employee contributions are not
allowed, and employer contributions are immedi-
ately vested.

Section 457 Plans These plans are similar to Sec-
tion 401(k) plans but are designed for state and local
governments and their employees. They permit con-
tributions to a tax-deferred retirement savings plan
established for the benefit of employees.

DB(k) Plans The PPA-2006 created a new type
of plan known as the DB(k) plan, limited to busi-
nesses with 500 or fewer employees. This hybrid plan
contains defined contribution and defined benefit
elements, combining a traditional defined benefit
pension plan with a 401(k) savings plan. Employers
are required to provide a defined benefit equal to
1 percent of the employee’s final average pay for
up to 20 years of service.20 Under the defined con-
tribution portion, the employer must automatically
enroll employees at 4 percent of their salary and
offer a 50 percent, immediately vested, match on
that amount. Remaining amounts in the defined

20 Final average pay is defined as the average pay in no more than
the five consecutive years of highest earnings. Alternatively, the
plan may use an “age-adjusted” benefit formula, under which the
pay credit varies increases with age, from 2 percent for employees
age 30 or younger to 8 percent for employees age 50 or over.
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benefit portion of the plan must be 100 percent
vested after three years. The motivation for DB(k)
plans was twofold: to encourage employers with few
employees to offer some element of defined bene-
fits, which tend to provide greater retirement secu-
rity for employees, and to simplify the administrative
effort required to supplement those benefits with a
401(k) plan.

Section 403(b) Plans for Employees of Non-

profit Organizations The employees of certain
nonprofit organizations (referred to in the IRC
as Section 501(c)(3) organizations) are permitted
to make before-tax contributions to tax-sheltered
annuities under what are called 403(b) plans. As
in 401(k) plans, the employee makes an agreement
with the employer to reduce his or her salary by an
amount equal to the contribution to the retirement
plan.

SIMPLE Plans The Small Business Job Protec-
tion Act of 1996 (SBJPA) introduced a new plan
type, known as a savings incentive match plan for
employees (SIMPLE) plan. SIMPLE plans are avail-
able only to employers with 100 or fewer employ-
ees, and they may be structured as either a 401(k)
plan or IRA. (Most plans are SIMPLE IRA plans.)
In either case, the key feature is their exemption
from many of the complicated rules applicable to
other qualified plans, such as the top-heavy rules
and other complex nondiscrimination rules. All em-
ployees with two years’ earnings of at least $5000
in each year and compensation of at least $5000
for the current year must be eligible to partici-
pate. Eligible employees make annual voluntary

salary deferral contributions up to a statutory dollar
maximum, regardless of their compensation level.
The employer must match employee contribu-
tions up to 3 percent of annual compensation or
must make nonelective contributions for all eligible
employees of 2 percent of compensation.

Other Requirements for Qualified

Retirement Plans

Qualified retirement plans must conform to certain
standards specified in the tax code and ERISA. Some
of these requirements are discussed in Chapter 23,
but the significant ones that directly affect the
employee are discussed next.

Vesting Requirements The term vesting refers to
the right of a covered employee to retain a claim to
the benefits accrued even though his or her employ-
ment terminated before retirement. Under current
law, qualified retirement plans are generally subject
to one of two sets of vesting standards, depending on
the plan type. Under either set of standards, a cliff
option and a graded vesting option are available.
The minimum vesting standards for employer contri-
butions are given in Table 18.2. These vesting sched-
ules are minimum requirements, and an employer
may provide vesting at a more rapid rate. When-
ever the plan requires employee contributions, the
employee contributions are always 100 percent
vested.

Limits on Contributions and Benefits Because
of the tax advantages of qualified plans, the

TABLE 18.2 Minimum Vesting Standards

Defined Contribution and

Defined Benefit Pension Plans Profit-Sharing Plansa SIMPLE and SEP

Cliff Vesting No vesting for five years, with 100%
vesting after five years

No vesting for three years, with 100%
vesting after three years

100% immediate
vesting

Graded Vesting 20% vesting after three years of
service, with 20% per year
thereafter, so that 100% is vested
after seven years of service

20% vesting after two years of
service, with 20% per year
thereafter, so that 100% is vested
after six years of service

aThe accelerated vesting schedule for defined contribution and profit-sharing plans was introduced by EGTRRA-2001 and made

permanent by the PPA-2006. This schedule applies to 401(k) plans, 403(b) plans, 457 plans, and DB(k) plans. Section 401(k) Qualified

Automatic Contribution Arrangements must provide 100 percent vesting after two years. A 401(k) safe harbor was available before

PPA-2006, which remains available. Employer contributions under this earlier safe-harbor option are required to be 100 percent vested.

Defined benefit plans that are top-heavy (discussed in Chapter 21) must also use the accelerated 3-year cliff or 6-year graded vesting

schedule.
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following limits are placed on the allowable
benefits and contributions:21

• There is a limit on the maximum compensation
that may be taken into account when calculat-
ing allowed contributions or benefits. In 2013, the
limit was $255,000. It is indexed for inflation in
increments of $5000.22

• The annual addition to all of an employee’s
defined contribution plans is limited to 100 per-
cent of compensation, subject to a dollar max-
imum.23 The dollar maximum was $51,000 in
2013 and is indexed for inflation in increments of
$1000. This limit applies to all contributions to the
account, including salary deferrals and employer
contributions, but does not include permitted
catch-up deferrals (described below).

• The maximum benefit allowed in a defined bene-
fit pension plan is 100 percent of the employee’s
earnings in the person’s three consecutive years
of highest earnings, subject to a dollar maximum.
In 2013, the maximum annual benefit permit-
ted was $205,000. This is indexed for inflation in
increments of $5000. The maximum benefit is the
amount that may be paid to participants age 62
to 65. If benefits are paid earlier, the maximum is
reduced, and if later, it is increased.

• The limit on elective deferrals in Section 401(k),
403(b), and 457 plans is 100 percent of compen-
sation up to a maximum of $17,500 in 2013.24 In

21 Regardless of the allowable contribution on behalf of any given
participant, an employer may not deduct more than percent of
total employee compensation, not including employee elective
deferrals.
22 In 1993, employers could consider up to $236,000 in employee
compensation when computing pension benefits and contribu-
tions. The 1993 legislation cut the maximum to $150,000. Because
of inflation adjustments, it had increased to $225,000 by 2007, still
below the amount allowed in 1993.
23 The annual additions consist of the employer’s contributions
as well as amounts that are redistributed from the forfeited ac-
counts of unvested participants who have left the plan. This limit
applies to all defined contribution–type plans, including quali-
fied profitsharing, ESOPs, Section 403(b) plans, and Section 457
plans.
24 This limit also applies to Section 403(b) and Section 457 plans.
A self-employed individual may make 401(k) contributions
as both employee and employer. In addition to the elective
deferral, the individual may contribute up to 25 percent of earned
income, using a special definition of earned income. Total contri-
butions may not exceed the overall limit that applies to all plans
($51,000 in 2013). The individual may also contribute catch-up
contributions if eligible.

addition, participants who are age 50 or older are
permitted to make additional catch-up deferrals.
In 2013, the annual limit on catch-up contributions
was $5,500. Both limits are indexed for inflation in
increments of $500.

• The maximum employer contribution to a SEP or
defined-contribution Keogh plan is the lesser of
25 percent of employee compensation or $51,000.

• The limit on elective deferrals to a SIMPLE IRA was
$12,000 in 2013, with an additional catch-up con-
tribution of $2500 permitted for individuals age 50
and older.

These limits mean, for example, that a defined
contribution plan that provides an employer contri-
bution equal to 10 percent of compensation would
provide a $10,000 contribution for a person earn-
ing $100,000 but only $25,500 for a person earning
$300,000. The benefit and contribution limits are
intended to limit the tax advantages received by the
highest-income individuals and the resulting impact
on federal revenues.

For plans covering self-employed individuals, a
special definition of earned income is used to
make contributions by a self-employed person
correspond to those for a common-law employee.
First, the self-employed business owner’s net earn-
ings must be reduced by the income tax deduc-
tion for half the owner’s self-employment (Federal
Insurance Contribution Act or FICA) tax. In addition,
the contribution percentage applies to the owner’s
net income excluding the contribution itself. For
example, if a partnership establishes a 25 percent
defined contribution Keogh plan and a partner
earns $100,000, the deductible contribution on his
or her behalf will be $20,000 (25 percent of earned
income of $80,000), not $25,000.25

Roth Contributions to 401(k), 403(b) and SAR-

SEP Plans Beginning in 2006, Section 401(k) plans
and Section 403(b) plans could include provisions
for after-tax employee contributions to the plan.

25 For a common-law employee, the employer’s contribution to a
qualified retirement plan is added to earned income, creating a
maximum for taxable income and nontaxable deferred income
equal to 125 percent of earned income. This means 80 percent
of total compensation is taxable, and 20 percent is a nontaxable
deferral. A self-employed person qualified for the 2007 maximum
contribution of $45,000 if he or she had $225,000 of earned in-
come [25 percent of ($225,000–$45,000)].
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These contributions are referred to as Roth contribu-
tions, after Senator William Roth of Congress who
introduced the concept of after-tax IRA contribu-
tions. The contributions and investment income on
the accumulation may be withdrawn tax-free after
the employee has completed five years of service
and reaches age 591/2.26

Permitted Disparity Although the rules of the tax
code require the benefit design be nondiscrimina-
tory, employers may recognize the FICA payments
made on behalf of employees and consider bene-
fits under Social Security in establishing the plan’s
benefit formula. This allowance is known as permit-
ted disparity (formerly integration). Defined benefit
and defined contribution plans may recognize
Social Security.

Because Social Security benefits are based on an
employee’s compensation only up to the wage base
and replace a lower percentage of income at higher
income levels, permitted disparity rules allow the
employer to provide higher benefits at higher com-
pensation levels. In a defined contribution plan, the
employer reduces the contribution to the pension
plan on a part of the wages subject to the FICA tax. In
a defined benefit plan, the benefit formula replaces
a higher percentage of earnings in excess of some
level than is provided for earnings below that level.

Savers Tax Credit for Employee Contributions

EGTRRA-2001 introduced an entirely new feature
applying to qualified retirement plans: a tax credit
for certain low-income workers.27 Contributions
may be made to an employer-sponsored pension
plan or to a traditional or Roth IRA. The credit
is equal to a percentage of the first $2000 of the
individual’s annual contribution to a qualified retire-
ment plan and varies inversely with the individual’s
income. For 2013, the income limits and associated
credit rates were as follows:

26 Individuals may convert an existing 401(k) plan into a Roth
401(k) if their employer permits. The individual must treat the
amount converted as taxable income in the year of conversion
but will avoid taxes on future investment income. Prior to the
American Taxpayer Relief Act of 2012, conversions were only
available if the individual was 591/2, dead, disabled, or had ter-
minated employment. These requirements were eliminated in
the ATRA.
27 This tax credit was made permanent by the PPA-2006.

Head of Credit
Joint Filers Household All Other Filers Rate

$0–$31,000 $0–$23,250 $0–$15,500 50%
$31,000–$34,000 $23,250–$25,500 $15,500–$17,000 20%
$34,000–$59,000 $25,500–$44,250 $17,000–$28,750 10%

Over $59,000 Over $44,250 Over $28,750 0

If the taxpayer does not have a tax liability prior to
the application of the credit, the credit is lost. These
limits will be indexed for inflation in future years.

Other Benefits

Although the basic purpose of a pension plan is
to provide retirement benefits, some plans include
other features such as death benefits and disability
benefits.

Preretirement Death Benefits A death benefit
prior to retirement of the employee is an optional
feature in pensions except in the case of a con-
tributory plan, in which the employee’s contribu-
tion is payable as a death benefit. Some employers
provide for a death benefit before retirement based
on the employer’s contributions. Federal regulations
require that a qualified plan must provide that if a
vested participant dies before the annuity starting
date leaving a surviving spouse, benefits will be
paid in the form of a qualified preretirement survivor
annuity. In addition, some plans include preretire-
ment death benefits via life insurance. As a rule,
a defined contribution plan (e.g., a money pur-
chase pension or a profit-sharing plan) can provide
(1) term insurance, as long as the premiums are less
than 25 percent of the allocation to the employee’s
account or (2) permanent insurance, as long as pre-
miums are less than 50 percent of the allocation.28

Postretirement Death Benefits Postretirement
death benefits may be provided by annuities with
joint-and-survivor options or by annuities with
period-certain payments.

28 The cost of permanent life insurance protection is treated as a
distribution from the plan and is taxable income to the employee
for the year in which the premium is paid. The cost taxable to the
participant is determined using one-year term insurance rates
published by the IRS. In 2001, the IRS issued new rules regarding
the tax treatment of life insurance under qualified plans and
released a new table for the imputed cost of life insurance in
such plans. The 2001 table replaced the previous P.S. 58 rates,
which were somewhat higher than the new rates.
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Required Joint-and-Survivor Option

ERISA required any participant who has been mar-
ried for at least one year specifically to decline or
else default to accepting a joint-and-survivor option
of at least 50 percent of the participant’s retirement
benefit. The Retirement Equity Act of 1984 extended
this requirement, mandating that qualified retire-
ment plans provide automatic survivor benefits to
the surviving spouse of a retiree or to the surviving
spouse of a vested participant who dies before retire-
ment. Spousal consent is required for a participant
to elect out of joint-and-survivor annuity or preretire-
ment survivor annuity coverage. Since 2007, plans
have been required to offer a joint and 75 percent
survivor annuity.

Period-Certain Payments

It is possible to arrange the benefits under a pen-
sion plan so a benefit is payable for some minimum
time period, regardless of the beneficiary’s death.
So-called period-certain arrangements require the
plan to pay for the life of the beneficiary or for a
specified time period (such as 5 or 10 years),
whichever is longer. Election of the period-certain
option reduces the amount payable to the benefi-
ciary on a lifetime basis.

Disability Benefits Some pension plans make pro-
vision against the contingency of the employee’s
total and permanent disability. A plan may provide
for the payment of disability benefits, as long as the
cost of such benefits, when added to any life insur-
ance protection provided by the plan, are subordi-
nate (less than 50 percent of cost) to the retirement
benefits. Under some plans, disability is treated as
a form of early retirement, with a reduced retire-
ment benefit payable. A more favorable approach
provides for continued contributions to the plan
on behalf of the disabled employee. The contribu-
tions are based on the compensation the employee
would have received if he or she was paid the com-
pensation earned immediately before becoming
totally and permanently disabled.29

29 The election to continue deductible contributions on behalf
of a disabled employee cannot be made for a disabled employee
who is an officer, owner, or highly compensated employee.

Distribution Requirements

The provisions that limit contributions and the
accrual of benefits are supported by requirements
regarding the time at which benefits may com-
mence, the time at which they must commence, and
by a tax on excess contributions.

Commencement of Benefits The IRC generally
requires that distributions from a tax-qualified retire-
ment plan commence no later than April 1 of the
calendar year following the calendar year in which
an employee attained age 701/2. Distributions may
be deferred to actual retirement if later.30 If de-
ferred, the eventual distributions must be actuarially
increased to take into account the period after
age 701/2 in which the employee was not receiving
distributions.31

When distribution begins, it must be made over
one of the following periods:

• The life of the participant or the lives of the partic-
ipant and a designated beneficiary

• A period not extending beyond the life expect-
ancy of the participant and his or her beneficiary

Under the first option, the accumulation is annu-
itized, and the plan administrator makes payments
for the entire lifetime of the participant (and benefi-
ciary if the joint life option is selected). The annuity
may be based on one or two lives, and the annuitant
may elect a minimum guaranteed number of pay-
ments. The key feature is that benefits are payable
based on a life contingency.

Under the second option, distributions are based
on the life expectancy of the individual (or the in-
dividual and his or her spouse) but cease when the
funds are exhausted. If the entire accumulation is
not paid out before the individual dies, the balance
is paid to the designated beneficiary or the dece-
dent’s estate. The key feature in this arrangement is

30 However, deferrals are not permitted for employees who are
5 percent owners.
31 The required minimum distributions generally are determined
by using life expectancy tables established by the IRS in its reg-
ulations. A provision in EGTRRA-2001 required the IRS to revise
the life expectancy tables used in computing the minimum dis-
tributions after age 701/2 (or after retirement, if later) to reflect
longer life expectancies.
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that the accumulation is distributed based on a life
expectancy but is not guaranteed for life.

Distributions from SIMPLE IRAs Generally, the
same tax results apply to distributions from a SIMPLE
IRA as to distributions from other plans. However,
a special rule applies to a payment or distribution
received from a SIMPLE IRA during the two-year
period beginning on the date on which the indi-
vidual first participated in a SIMPLE plan. Taxable
distributions during this period are subject to a
25 percent penalty rather than the 10 percent
penalty applicable to other plans. Also, during the
initial two-year participation period, transfers from
a SIMPLE IRA are permitted only to another SIMPLE
IRA. Transfers to an IRA that is not a SIMPLE IRA do
not qualify as rollover contributions.

Premature Withdrawals A 10 percent penalty
applies to premature withdrawals that are made
before the individual reaches age 591/2. The penalty
does not apply to withdrawals that are rolled over
into another qualified plan or an IRA. The penalty
does not apply if (1) the distribution is made
on account of the employee’s death or disability;
(2) the distribution is used to pay deductible med-
ical expenses; (3) the distribution is pursuant to a
qualified domestic relations order, (4) the distribu-
tion is received as an annuity over the employee’s
life or under a joint life annuity including a benefi-
ciary; (5) the individual is at least age 55 and meets
the requirements of a plan that permits retirement
at his or her age; or (6) the distribution is made to
certain public safety employees from a government
plan.32

The PPA-2006 added another option for penalty-
free withdrawals from an IRA, 401(k), or other quali-
fied plan. This option applies to a taxpayer who was
a member of the reserves and was called to active
duty for 180 days or longer. The taxpayer may with-
draw funds without tax or penalty and has up to two
years after the end of his or her active-duty period to
recontribute the amount withdrawn and avoid tax
on the distribution.

32 A domestic relations order is a judgment, decree, or order (in-
cluding an approval of a property settlement agreement) that
relates to the provision of child support, alimony payments, or
marital property rights. The exception for distributions to public
safety employees was added by the PPA-2006.

Taxation of Distributions

Distributions from a qualified pension are taxable
to the recipient when received, under special rules.
In addition, if the participant dies, a distribution to
his or her dependents is taxable as income and, in
some cases, is subject to estate taxes.

Income Taxes Most retirement plans provide for
optional methods of receiving distributions. For
example, a participant may receive plan benefits
in a lump sum or in installments over his or her life.
The method of distribution determines the taxation.

Installment Distributions Retirement benefits
have traditionally been paid to participants as life-
time annuities. Amounts distributed in installments
will generally be taxable to the distributee under
special annuity rules of IRC Section 72. Installment
distributions are taxable only to the extent they
exceed the employee’s investment in the contract.
Every payment, beginning with the first, is con-
sidered part taxable income and part nontaxable.
The nontaxable part consists of the portion of the
payment that represents the employee’s nonde-
ductible contribution and is referred to as the
exclusion ratio.33

Lump-Sum Distributions An employee who
receives a lump-sum distribution may choose from
among several alternatives. He or she may roll the
distribution over into an IRA or another qualified
retirement plan, in which case there is no tax on
the distribution until it is received from the IRA
or other plan. Alternatively, taxpayers with an ad-
justed gross income (AGI) of less than $100,000
may roll over distributions into a Roth IRA.34 If the
distribution would have been taxable had it not
been for the rollover, it is included in the individ-
ual’s gross income, but no tax will be on later dis-
tributions. Finally, within 60 days of receiving a

33 Annuity payments beyond the individual’s life expectancy will
be fully taxable. Should the retired person die before reaching
full life expectancy, his or her heirs may take a deduction on the
deceased’s final return for the amount of any unrecovered contri-
butions. The PPA-2006 excluded from income up to $3,000 in dis-
tributions from a government plan to pay for health or longterm
care insurance premiums of a retired public safety officer.
34 The Tax Increase Prevention and Reconciliation Act eliminated
the $100,000 limit, effective in 2010.
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lump-sum distribution, an employee may use the
distribution to purchase a single-premium nontrans-
ferable annuity, and the distribution will be taxed
under annuity rules.

Death Benefits If all or part of a plan’s death
benefits are payable from the proceeds of a life insur-
ance policy, the excess of the policy’s face amount
over its cash surrender value is excludable from the
beneficiary’s income (as life insurance proceeds).
The distribution resulting from the death of a cov-
ered employee is usually taxed to the beneficiary
in the same manner as it would have been to the
deceased worker.

A beneficiary may roll all or part of a lump-
sum death benefit distribution received due to
the deceased employee’s death over to an IRA.
The amount rolled over is not includable in taxable
income but will be taxed as ordinary income when
it is distributed.35

If an employee dies before his or her entire
interest is paid and a joint-and-survivor option is not
in effect or if payments are being made to a sur-
viving spouse who dies before the entire interest is
received, the balance will have to be distributed to
beneficiaries within five years.

Estate Taxes Distributions from qualified plans are
not subject to the estate tax if the benefits are paid
to a surviving spouse. Other distributions are includ-
able in the estate and are subject to the estate tax.

Limitations on Loan Transactions The substan-
tial funds accumulation in qualified pension plans
has been an appealing source of loans to the plan
participants. Such loans, however, are subject to
restrictions imposed by the IRC. A loan from a qual-
ified plan to an employee is treated as a distribution
(and is taxable) to the extent that it exceeds pre-
scribed limits. Furthermore, a loan to a participant
may not exceed the lesser of $50,000 or half of the
participant’s vested accrued benefit (but not less
than $10,000). The loan must be repaid within five
years, and the repayment must be on an amortized
basis. An exception to the five-year payback rules

35 Prior to the PPA-2006, only surviving spouses were allowed to
roll over the distribution to an IRA. The PPA-2006 extended this
option to nonspousal beneficiaries.

applies to a loan used to acquire the principal resi-
dence of the participant.36

INDIVIDUAL RETIREMENT
ACCOUNTS

The Individual Retirement Account (IRA) was cre-
ated by the Pension Reform Act of 1974. At that
time, it represented the first new concept in pen-
sion planning since the introduction of Keogh plans
in 1962. Although IRAs are not an employee ben-
efit per se, they were originally intended as sub-
stitutes for employer-provided pensions. The orig-
inal purpose of the IRA was to permit persons who
were not covered under a qualified pension plan
or government plan to establish their own pension
program and accumulate funds for retirement on
a tax-favored basis. The annual contributions to
an IRA by an eligible individual were made tax-
deductible by the individual, and the tax on invest-
ment earnings was deferred until withdrawal after
age 591/2.

IRA eligibility rules have been changed several
times. From 1974 through 1981, IRAs were available
only to individuals who were not participants in an-
other pension plan. From 1982 until 1986, eligibility
was extended to all persons with income, whether
or not they were covered by an employer-sponsored
plan. The Tax Reform Act of 1986 (TRA-86) estab-
lished a new set of eligibility rules, with limits on
the deductibility of contributions by persons who
are covered by an employer-sponsored plan. The
Tax Reform Act of 1997 (TRA-97) created a new
type of IRA, called the Roth IRA, which has been
available since 1998. The distinguishing feature of
the Roth IRA is that contributions are made only on
a nondeductible basis and the tax benefit is real-
ized when the funds are withdrawn. All earnings on
the contributions compound tax-free as long as they
are not withdrawn for at least five years, and there
are no taxes due when the funds are withdrawn for
retirement (i.e., after age 591/2 ).

36 Prior to EGTRRA-2001, loans from qualified plans to owner-
employees were not permitted, but EGTRRA-2001 made owner-
employees eligible to receive loans from qualified plans subject
to the same limitations as other participants.
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Traditional IRAs

The maximum annual contribution to an IRA in
2013 was $5500, and it is indexed for inflation in
$500 increments. In addition, individuals age 50 or
older are permitted to make catch-up contributions
of $1000 per year. Unlike the catch-up contributions
for 401(k) plans, 457 plans, SEP IRAs, and SIMPLE
IRAs, the catch-up contribution for traditional and
Roth IRAs is not indexed for inflation. It will remain
at $1000 in future years.

Traditional IRA Eligibility Under the current
rules, a person who is not covered by an employer
retirement plan can make deductible contributions
to an IRA up to the lesser of the statutory maximum
or 100 percent of compensation. A person who is
covered by an employer-sponsored plan may still
be entitled to a deduction depending on his or her
income. The deduction begins to decrease when
the taxpayer’s AGI rises above a certain level and
is eliminated altogether when it reaches a higher
level.

In 2013, the deduction phased out between
$59,000 and $69,000 for single taxpayers and heads
of households and between $95,000 and $115,000
for married filing jointly. These income limits are in-
dexed for inflation.

The formula for computing the permissible de-
duction for an individual who is covered by an em-
ployer plan and whose income is within the AGI
phase-out range is as follows.37

Deduction Limit = Maximum Contribution

× Upper Limit − AGI
(Upper Limit − Lower Limit)

For example, if Mr. Smith, age 45, has an AGI of
$94,000 in 2013 and files a joint return, his de-
ductible contribution for 2013 is $2200:

Maximum contribution: $5,500
Upper income limit: $102,000
Adjusted gross income: $94,000
Income below limit: $8,000
Upper limit − lower limit: $20,000

37 The result is rounded to the next higher multiple of $10. If the
amount is less than $200, a $200 deduction is permitted.

Deduction Limit = 5500 × 8000

20,000
= $2200

A spouse who is not employed outside the home
can make tax-deductible IRA contributions even if
his or her partner is covered by an employer’s re-
tirement plan, and the income limits above do not
apply to the nonemployed spouse. The deduc-
tion for spousal contributions phased out for mar-
ried couples with incomes between $178,000 and
$188,000 in 2007.

Nondeductible Contributions to Traditional

IRAs Taxpayers whose income exceeds the AGI
phase-out levels for traditional or Roth IRAs can
make nondeductible contributions to a traditional
IRA up to the statutory maximum or 100 percent of
compensation, whichever is less. Earnings on the
contributions are not taxed until distributed.

If an individual contributes more to an IRA than
the legal maximum, a 6 percent penalty is imposed
on the excess contributions. The 6 percent tax is
imposed each year until the excess contribution is
withdrawn or the taxpayer reduces the contribution
to absorb the amount of excess contributions.

Tax Treatment of IRAs The tax on deductible
contributions to an IRA and the investment income
on deductible and nondeductible contributions
is not eliminated: It is deferred until distribution.
Deductible contributions and investment income
are taxable when distributed, and premature distri-
butions (i.e., distributions before age 591/2, death,
or disability) are subject to a 10 percent tax
penalty.. However, until December 31, 2013 (unless
extended), an individual age 701/2 or older may
contribute up to $100,000 a year directly from an
IRA to a qualified charity without including the
contributed amounts in taxable income.

At the time of distribution, a tax is imposed on the
deductible contributions and on earnings that have
not been taxed (i.e., earnings from deductible and
nondeductible contributions). Nondeductible con-
tributions, however, are tax-free when distributed.
When the IRA is funded in part by deductible contri-
butions and in part by nondeductible contributions,
withdrawals are considered to consist of deductible
and of nondeductible contributions.

As a general rule, early withdrawals from an IRA
are subject to the 10 percent penalty under the same
circumstances as early withdrawals from other qual-
ified plans. There are some exceptions, however.
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For example, since 1998, penalty-free (not income
tax-free) withdrawals have been permitted for qual-
ified first-time home buyers or for the first home
purchase by a spouse, child, or grandchild (subject
to a $10,000 lifetime limit) and for qualified higher
education expenses for individuals, their spouses,
children, or grandchildren penalty-free withdrawals
may be made to cover potentially devastating
medical expenses. The medical costs must be that
of the taxpayer, spouse, or dependents, and the
expenses must exceed 10 percent of the taxpayer’s
AGI. The amount withdrawn is subject to income
tax, but if the taxpayer itemizes, the income can
be partially offset by the itemized deduction of the
medical expense.

In addition, unemployed individuals may with-
draw amounts for the payment of health insurance
premiums without incurring the 10 percent penalty.
The 10 percent floor does not have to be met if the
individual has received unemployment compensa-
tion for at least 12 weeks and the withdrawal is made
in the year that such unemployment compensation
is received or in the year immediately following. The
exception ceases to apply once the individual has
been reemployed for a period of 60 days.38

IRAs as Portable Pensions A special provision in
the regulations applicable to IRAs creates a collat-
eral benefit of the IRA by establishing a basis for
portable pensions. A unique privilege under the act
permits individuals who terminate employment and
receive a lump-sum distribution from a qualified
plan to avoid taxation on such proceeds until they
withdraw it from an IRA in the form of benefits at
some later date. Thus, an employee who receives
a lump-sum distribution may establish an IRA and
avoid immediate taxation.

Partial IRA Rollovers Partial IRA rollovers have
been permitted since 1982. Prior to that time, a
taxpayer receiving a lump-sum distribution from a
qualified pension could defer taxation on that dis-
tribution only by rolling over the entire distribution.
Under the new law, the taxpayer can roll over a
part of the distribution and escape taxation on the
portion rolled over. Only the part of the distribution
not rolled over is taxed.

38 IRC Section 72(t).

Deductible contributions and investment income
are taxable when distributed, and premature dis-
tributions (i.e., distributions before age 591/2)
are subject to a 10 percent tax penalty. When the
IRA is funded by deductible and nondeductible
contributions, withdrawals are considered to con-
sist of deductible and of nondeductible contribu-
tions, with the nondeductible contributions exempt
from tax on the distribution.

Generally, IRA accounts may be funded with
any investments acceptable for other tax-qualified
plans. The most common funding instruments are
custodial accounts established by banks and retire-
ment annuities. The IRC forbids IRAs to invest in life
insurance contracts.

The Roth IRA

Contributions to a Roth IRA are nondeductible.
However, all earnings accumulate tax-free, and no
taxes are due when the funds are withdrawn for
retirement (i.e., after age 591/2). In contrast, a tax-
payer may deduct his or her contributions to a tra-
ditional IRA, but the later distributions are taxable.
Unlike traditional IRAs, there is no requirement that
withdrawals commence at 701/2, and contributions
to a Roth IRA may continue after age 701/2, as long
as the individual or spouse has earned income.

Annual contributions to a Roth IRA are limited to
the lesser of 100 percent of compensation or a statu-
tory maximum that phases out at higher income
levels. The basic maximum is the same as that for
a traditional IRA: $5500 in 2013. Catch-up contribu-
tions of $1000 are permitted for individuals age 50
or over, as with a traditional IRA.

Permissible contributions are phased out at
higher incomes. In 2013, single taxpayers with a
modified AGI of up to $114,000 were permitted to
make contributions, but the allowable contribution
was reduced to zero at incomes between $112,000
and $127,000. For married couples filing jointly, per-
mitted contributions phased out between $178,000
and $188,000; for married filing separately, they
phased out between 0 and $10,000. These amounts
will be indexed in future years.39

39 Modified AGI income is defined by the IRS for purposes of Roth
IRAs. It is an individual’s AGI, as shown on the tax return, with
certain additions and subtractions. For more information, see the
IRS Web site, http://www.irs.gov/publications/p590/ch02.html
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Taxpayers may convert a traditional IRA into a
Roth IRA. Income taxes are due on the amounts
converted, but there is no premature penalty. Once
converted to a Roth IRA, the funds will continue to
accumulate tax-deferred until withdrawn. This may
be an attractive strategy for individuals who may
face a higher tax rate in the future.

There is no penalty on early withdrawals of the
after-tax contributions to a Roth IRA. Under the IRC
provisions applicable to Roth IRAs, the first money
taken out of the account is considered the after-tax
contributions rather than earnings. Premature with-
drawals of earnings (i.e., before age 591/2) are tax-
able income, subject to a 10 percent penalty except
in the event of death, disability, or a first-time home
purchase. The first-time homeowner withdrawal is
subject to a $10,000 one-time limit.

Individuals can have a traditional IRA and a Roth
IRA, but they cannot contribute more than the
statutory maximum for a given year between both

accounts. Individuals who are ineligible for
deductible contributions to a traditional IRA or con-
tributions to a Roth IRA may make nondeductible
contributions to a traditional IRA.

A CONCLUDING NOTE

This discussion of qualified retirement plans and
IRAs illustrates the enormous complexity facing
individuals as they consider their options in plan-
ning for retirement. This is a highly technical area.
It is complicated because a significant body of law
applies to the plans’ design. It is further complicated
because this law frequently changes, particularly as
it applies to IRC requirements. This discussion is an
overview, intended to acquaint students with the
general characteristics of these plans and important
elements to consider in evaluating their own retire-
ment programs.

IMPORTANT CONCEPTS TO REMEMBER

fixed-dollar annuity
variable annuity
immediate annuity
deferred annuity
joint life annuity
joint-and-last-survivor annuity
installment refund annuity
cash refund annuity
qualified retirement plans
vesting

ERISA
defined benefit plan
defined contribution plan
profit-sharing plan
employee stock ownership plan

(ESOP)
Keogh plan
simplified employee pension

(SEP) plan
Section 401(k) plan

Section 403(b) plan
SIMPLE IRA
funding
final-average-salary plan
career-average salary plan
maximum benefit limitations
Social Security integration
Individual Retirement Accounts

(IRAs)
Roth IRA

QUESTIONS FOR REVIEW

1. It has been stated that an annuity is “upside-down”
life insurance. Explain what this means.

2. Identify the various ways in which annuities may be
classified and list the different types of annuities in each
classification.

3. Describe the variable annuity and explain the the-
ory on which it is based. To what extent have the results
produced by variable annuities been consistent with the
theory?

4. Describe the tax treatment of annuities during the
following periods:

a. The accumulation period.
b. When distributed.

5. Distinguish between joint and last survivor annuity
and the joint-life annuity.

6. Briefly distinguish between a defined benefit pen-
sion plan and a defined contribution plan. Which of these
would a variable annuity be?

7. Describe what is meant by “vesting.” What are the
basic vesting requirements that apply to qualified plans?

8. Describe the rationale for (a) maximum limits on
contributions and benefits in qualified plans and (b) per-
mitted disparity rules.

9. Distinguish between a traditional IRA and a Roth IRA.

10. Describe the various provisions that may be included
in a pension plan with respect to death or disability of a
plan participant.
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QUESTIONS FOR DISCUSSION

1. A successful college athlete has signed with a profes-
sional team and has received a $500,000 bonus. Prudently,
he plans to invest the money, and his advisor suggested
he put the money in a single-premium deferred annuity.
What are the advantages and disadvantages of this course
of action?

2. Assume that you have reached age 65 and are about
to retire. You have accumulated a fund of $300,000 and
are considering the purchase of an annuity. A straight life
annuity will pay you $1800 a month for life, and a life an-
nuity with a 20-year-certain period will pay you $1650 a
month. Which would you select and why?

3. You are considering employment with two corpora-
tions and, among other things, you would like to compare
their pension plans. What features of the two plans would
you be most interested in?

4. Over the past 40 years, Carl’s employer-funded
defined contribution retirement program has been
invested in a variable annuity. Now that he has reached
retirement age, he is elated that the value of the accu-
mulation exceeds $1 million. He anticipates the invest-
ment income on the accumulation will be between 7 and
8 percent annually. Because this amount is sufficient for
his and his wife’s needs, he looks forward to leaving his
two children approximately half a million dollars each.
Advise him.

5. The trend toward defined contribution plans, such
as Section 401(k) plans, has been characterized as a
movement from employer responsibility for employee
welfare to increased individual responsibility. How do
401(k) plans place greater responsibility on the individual
employee?
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CHAPTER 19

MANAGING THE
RETIREMENT RISK

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the factors that create the risks related to retirement

• Identify the two financial risks that arise in connection with the retirement risk

• Identify the three broad steps in the retirement planning process

• Identify the three lines of defense that constitute a well-designed retirement plan

• Identify and describe the two approaches that may be used to estimate retirement needs

• Explain the strategies that may be followed in managing the distribution of a retirement
accumulation

In this chapter, we turn to the other side of the life
contingency risk, the possibility of outliving one’s
income, which is the retirement risk. As we noted in
Chapter 10, the retirement risk is the complement
of the risk of premature death. If the individual dies
prematurely, he or she will have no need for funds
accumulating for retirement. If the individual lives
until retirement, provision made for premature
death will be unused, but there is a need for
retirement funds. Because either outcome could
occur, the individual must make provision for both
contingencies.

AN OVERVIEW OF THE
RETIREMENT RISK

For the average college student, who has yet to begin
a career, the time at which that career is likely to
come to an end seems irrelevant. It is difficult to
imagine the time at which the working years will
come to an end. It is even harder to imagine that at
the time they end, there might be too few assets to
live comfortably for the remainder of one’s lifetime.
But this is the essence of the retirement risk.

333



334 SECTION TWO LIFE AND HEALTH INSURANCE

Causes of the Retirement Risk

The retirement risk arises from uncertainty concern-
ing the time of death. It is influenced by physio-
logical and cultural hazards. As a society, our popu-
lation tends to live longer after retirement than any
previous generation. In 1935, a woman who reached
age 65 in good health could plan on living another
13 years; for a man the life expectancy was about
12 years. By 2013, a woman who reached age 65 in
good health had a life expectancy of 21 years, and a
man had an expectancy of 19 years. For the current
college-age population, life expectancies are even
longer. Many of today’s college students will live 25
to 30 percent of their life span after they retire.

Two Risks Associated with Retirement

Although they are closely related, two distinguish-
able risks are associated with retirement. The first is
the possibility that the individual may have accumu-
lated insufficient assets by the time he or she reaches
retirement age. The second is the possibility that the
individual may outlive the assets that he or she has
accumulated. Even if the individual has accumu-
lated sufficient assets to provide an adequate
standard of living after retirement, uncertainty con-
cerning the life expectancy raises a problem regard-
ing the portion of the accumulation that should
be consumed each year so the accumulation will
last for the individual’s entire lifetime. This second
problem is the easier of the two to address. The
annuity principle, in which a principal sum is liq-
uidated based on life expectancies, can be used
to convert an accumulation into an income the
individual cannot outlive. In Chapter 18, we dis-
cussed the specifics of different types of annuities.
Annuities are essential tools in managing the retire-
ment risk and they provide a convenient solution to
the second problem associated with retirement, the
possibility of outliving the retirement accumulation.

Retirement Risk Alternatives

Some people attempt to avoid the risk of outliving
their income by not retiring. Although societal pres-
sures and corporate policies sometimes mitigate
against this strategy, many continue working beyond
the normal retirement age by preference or out of
necessity. People who elect not to retire do not,
however, totally avoid the risk they may outlive

their income. Even if the individual decides to con-
tinue working beyond the “normal” retirement age,
the possibility of becoming disabled increases sig-
nificantly beyond age 65. Since disability income
policies do not provide full coverage beyond age 65,
the individual may find himself or herself in an invol-
untary retirement forced by disability. Although con-
tinued employment at retirement age does not avoid
the risk of outliving one’s income, it reduces the risk.
With increasing longevity, delayed or phased retire-
ment (in which the individual works part time) is
becoming more common.

Transfer is also used as a technique for dealing
with the retirement risk. A part of the retirement
risk is transferred to that workforce portion that will
be employed when the individual retires. Under the
Social Security system, taxes paid by employed
workers provide the funding for Social Security
beneficiaries. In addition, annuities can be used to
transfer the risk of outliving an accumulated sum
to an insurer. Finally, some individuals transfer the
retirement risk to their children or to society, by not
preparing for retirement.

Although the provision for one’s retirement may
combine the techniques of avoidance, reduction,
and transfer, the primary technique for dealing with
the retirement risk is retention. As in the case of
other retention strategies, this requires the accu-
mulation or identification of the funds that will be
required to meet the loss when it occurs.

An Overview of the

Retirement Planning Process

Retirement planning involves three steps that more
or less parallel those that we have considered in
planning life insurance needs.

1. The first step is to estimate the future income
need. This requires predicting the income needs
that will exist after retirement and identifying the
available sources used to meet these needs.

2. The second is to determine how the funds
required to meet the needs defined in step one
will be accumulated. This involves designing
and implementing a plan to accumulate assets
sufficient to fund the difference between the
resources needed and the resources available to
provide the required retirement income.
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3. The final step is to plan the manner in which the
accumulation will be consumed. This requires
consideration of the period over which the retire-
ment accumulation will be consumed and the
provision that should be made for a spouse.

Sources of Retirement Funding Four broad
sources of funding exist for the retirement need:
Social Security, qualified pensions and profit-
sharing plans, private savings, and supplemental
earnings from part-time employment. These are
referred to as the four pillars of retirement.

Pillar 1: Social Security For most people, the first
source of retirement income will be Social Security.
The adequacy of Social Security retirement benefits
depends mostly on the standard of living the retiree
wishes to maintain. Because Social Security ben-
efits are computed in a manner favoring those in
low-income classes, it provides about 60 percent of
the retirement needs for minimum-wage earners but
less than 30 percent of the retirement needs for those
who earned the maximum Social Security taxable
wage base. In addition to the smaller percentage of
preretirement income that Social Security replaces
for middle-income and upper-income categories,
some question whether to project present Social
Security benefit levels into the future is reasonable.
Given the financial difficulties facing the system,
we will likely see additional measures aimed at
correcting the system’s problems. Judging from the
measures that have been adopted in the past, the
changes could reduce the level of benefits for some
retirees. As we saw in Chapter 11, the Social Security
benefits of individuals (and couples) with signifi-
cant income from other sources are subject to the
federal income tax. In addition, the retirement age
at which full benefits will be payable is scheduled
to increase gradually from its current level to age 67.
Although the situation does not seem sufficiently
precarious to warrant ignoring the Social Security
benefits available to the individual, vigilance in
monitoring the retirement program is suggested.

Even barring changes in the Social Security
benefit structure, Social Security benefits are rarely
adequate to continue the worker’s preretirement
standard of living. Income from Social Security must
be supplemented by other income sources. One
possibility is for the worker to accept employment
after the Social Security benefit has begun. Although
this may be the only alternative, Social Security
regulations relating to earnings of beneficiaries

impose an enormous tax on postretirement earn-
ings. As noted in Chapter 11, income earned by a
Social Security beneficiary may reduce the Social
Security benefit. Although beneficiaries over the
full retirement age have no limit on their earnings,
beneficiaries below that age can lose Social Secu-
rity benefits if their earnings exceed specified levels.
This means that a retired worker who must work to
maintain a desired standard of living may suffer a
reduction in benefit that, combined with the
Federal Insurance Contribution Act (FICA) and
income tax on the earnings, will diminish the
employment benefit.1

Pillar 2: Qualified Pensions and Profit-Sharing

Plans For some people, an employer-sponored
pension or profit-sharing plan will be available to
supplement the benefits provided by Social Security.
Although qualified retirement plans have tradition-
ally been considered another keystone in the indi-
vidual’s retirement planning, only about 50 percent
of the workforce have any pension plan. In addition,
the trend has been away from the defined benefit
plan to defined contribution plans, which, as we
have seen, place the investment risk associated with
the plan on the employee. There has also been a shift
to the increasingly popular Section 401(k) plans,
in which employees defer income in tax-sheltered
contributions. In some cases, the employer matches
the employee’s contribution to these plans, in other
cases not. When the employer contributes to the
plan, the individual’s burden in constructing the
third part of the program is less. When the employer
does not contribute, the employee should still take
advantage of the opportunity to shelter a part of his
or her income.

Pillar 3: Personal Savings The benefits provided
by Social Security and an employer-sponsored
pension will rarely provide a retirement income ade-
quate for retirement needs. Depending on whether
the individual is covered by a corporate pension
plan, any where from 30 percent to 70 percent of the
retirement income will have to come from savings
generated during the individual’s income-earning
years.

1 A 62-year-old retired worker who receives a Social Security
benefit of, say, $1500 a month and accepts employment at $2000 a
month, will lose $5520 in Social Security benefits. FICA taxes will
take an additional $1836, and federal income tax will be about
$1575, making total deductions of $8931 of the $24,000 in wages.
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TABLE 19.1 Accumulation of $1,000 Annual Investment

Number of Years

Rate 5 10 15 20 25 30 35 40

5% $5802 $13,207 $20,579 $34,719 $50,113 $69,761 $94,836 $126,840
6% 5975 13,972 22,276 38,993 58,156 83,802 118,121 164,048
7% 6153 14,783 26,888 43,865 67,676 101,072 147,913 213,610
8% 6335 15,645 29,324 49,422 78,954 122,345 186,102 279,781
9% 6523 16,560 32,003 55,764 92,324 148,574 235,125 368,292

10% 6715 17,531 34,949 63,002 108,181 180,942 298,127 486,852
11% 6912 18,561 38,189 71,265 126,998 220,912 379,164 645,827
12% 7115 19,654 41,753 80,698 149,333 270,292 483,463 859,142
13% 7322 20,814 45,671 91,469 175,850 331,314 617,749 1,145,486
14% 7535 22,044 49,980 103,768 207,332 409,736 790,673 1,529,909
15% 7753 23,349 54,717 117,810 244,712 499,956 1,013,346 2,045,954

An obvious question that arises in connection
with the funds accumulated for retirement relates
to the form in which these funds should be held.
Various options include life insurance and annu-
ities, government bonds, corporate bonds, stocks,
mutual funds, limited partnerships, and real estate.
Financial planners have identified a number of
criteria to consider in selecting the long-term invest-
ments used in accumulating the personal savings
component of one’s retirement income. These
include the rate of return, vulnerability to inflation,
tax treatment, and safety of principal. Appropriate
consideration should be given to each of these
factors in selecting investments for the retire-
ment portfolio. Annuities (and life insurance),
because of their favorable tax treatment, de-
serve consideration for inclusion in the retirement
accumulation.

There is an obvious relationship between the tax
treatment of investments and their rate of return.
Differences in tax treatment produce different rates
of return over the accumulation period that, in turn,
influence the amount a given dollar level of invest-
ment will produce. The different rates of return
and their associated accumulations indicated in
Table 19.1 show the dramatic effect of differences
in rates of return on a growing fund. If a part of the
investment income cannot be reinvested because
it must pay taxes, the realized rate of return will
be lower. Investments on which the investment
income accumulates tax-free, or on which the taxa-
tion of the investment return is deferred, will accu-
mulate more rapidly and provide a greater terminal
value than when the increments are subject to
current taxation.

Because of the differential rates of growth asso-
ciated with different rates of return, the investment
accumulation should make maximum use of tax-
deferred vehicles. When permitted, voluntary con-
tributions to an employer-sponsored plan will pro-
vide the desired tax deferral. Similarly, investment
in an IRA, even on a nondeductible basis, will
shelter the investment income from current taxa-
tion, thereby increasing the accumulation.

Careful thought should be given to the rela-
tive attractiveness of using deductible tax-deferred
savings (such as a traditional IRA or traditional
401(k) contributions) versus Roth accounts. As
described in Chapter 18, with a Roth IRA, the tax-
payer makes nondeductible contributions, which
accumulate tax-free. No taxes are owed on dis-
tribution. Beginning in 2006, employer-sponsored
401(k) and 403(b) plans were permitted to accept
Roth contributions from employees. Because the
accumulation is not taxed when distributed, Roth
accounts offer the ability to hedge against future
tax increases.2

Current marginal federal income tax rates are at
historically low levels.3 The maximum marginal tax

2 Roth accounts have other potential advantages. First, they are
not subject to the required minimum distribution beginning at
age 701/2. Second, individuals may contribute to a Roth IRA after
age 701/2, something not allowed for traditional IRA accounts.
Roth contributions to a 401(k) or 403(b) plan are not subject to
the income phase-out rules that apply to Roth IRAs.
3 For an excellent discussion of the relative attractiveness of
Roth and traditional plans, see Landon et al., “When Roth
401(k) and 403(b) Plans Outshine Traditional Plans,” Journal
of Financial Planning, July 2006, Article 7, available at http://
www.fpanet.org/journal/articles/2006Issues/jfp0706-art7.cfm
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rate is currently 39.6 percent; in the 1960s, the top
rate was 90 percent. If tax rates increase, contribu-
tions to a traditional plan will escape current taxa-
tion only to be taxed at higher levels in later years.
At some point, the increased taxes can offset the
advantages of the tax deferral. To contrast, with a
Roth account, the participant elects to pay taxes on
current income in return for eliminating the poten-
tially higher taxes at retirement. Thus, these plans
are attractive to individuals who expect to be in a
higher tax bracket when they retire.

Finally, annuities, under which investment earn-
ings accumulate on a tax-deferred basis, represent
an attractive alternative. Unlike nondeductible con-
tributions to an IRA, which are limited, there is no
maximum on the amount that may be paid into an
annuity. Given the wide range of options available
in self-directed annuities, a portfolio of any dimen-
sion can be constructed using a deferred install-
ment annuity. Because the tax on the investment
income from the instruments included in the self-
directed portfolio is deferred, the tax treatment of
these instruments becomes inconsequential. There
is no need to limit investments to those that receive
favorable tax treatment since all investments in the
annuity portfolio produce tax-deferred income.

Pillar 4: Earnings from Employment Tradition-
ally, retirement planners referred to the “three legs”
of the retirement stool, including Social Security,
employer pension plans, and personal savings.
Today, however, part-time employment during retire-
ment years is recognized as an important re-
source, and the term “four pillars” has replaced
“three-legged stool.” Individuals may seek part-time
employment because the combination of Social
Security, employer pensions, and personal savings
is inadequate to support their desired lifestyle. Alter-
natively, they may simply enjoy the work experience.
Either way, income from part-time employment can
be an additional resource for some individuals.
With increasing longevity, Social Security’s financial
challenges, and the decline in defined benefit pen-
sion plans, governments are also recognizing the
value of encouraging continued employment past
normal retirement age.4

4 See, for example, Percell, Patrick, “Older Works: Employ-
ment and Retirement Trends.” Congressional Research Service,
September 16, 2009.

Countering the Urgency Deficit

It has been suggested that an ambiguity in the terms
important and urgent sometimes results in a dis-
torted sense of priorities; importance and urgency
do not always go together. Often, unimportant things
get done because there is a sense of urgency,
while important things are sometimes postponed
to be done “later.” Retirement planning is a good
example. Although most people would probably
agree on the importance of retirement planning, the
sense of urgency does not arise until the individual
approaches retirement. Because there are many
years until retirement when age 25 or 30 or 35,
it is easy to delay designing and implementing a
retirement program. The importance of timing rests
in the effect of compound interest on regular con-
tributions to an accumulating fund. The sooner one
accumulates funds for retirement and the greater
the amount one sets aside, the greater will be the
accumulation when the individual retires. Consider
again the accumulations at different rates of return
indicated in Table 19.1, which indicates the impact
that time and the rate of return can have on the
accumulating fund. The longer the time before
retirement one begins to make regular periodic
contributions toward a retirement fund, the greater
will be the accumulation. Except in cases where
provision for retirement has been assured by a
generous employer-sponsored plan, the individ-
ual is responsible for planning and executing that
plan. The sooner one begins, the greater the like-
lihood of achieving the retirement goals that have
been set.

CONSTRUCTING A
RETIREMENT PLAN

As previously noted, retirement planning involves
three basic steps:

1. Estimating retirement needs

2. Planning the retirement accumulation

3. Planning the retirement distribution

The three steps are interrelated, and decisions in
one step can influence choices in the other two.
Estimating retirement needs involves choices that
define the parameters for decisions in the second
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and third steps, but the financial realities encoun-
tered in steps two and three may require revisiting
the decisions made in step one. We will begin our
discussion with an examination of some issues that
must be addressed in the first step of the process:
estimating the retirement needs.5

Estimating Retirement Needs

The purpose of estimating retirement needs is to
provide a goal or objective for the second step in
the process, which is to plan the manner in which
funds for retirement will be accumulated. Defining
the retirement fund size to be accumulated involves
two estimations: the total retirement income needed
and the part of that need that will not be met from
existing resources.

Estimating the Aggregate Need With respect to
the total retirement income needed, one must deter-
mine the amount of monthly income that will allow
the individual and his or her spouse to live after
retirement. The amount required for a comfortable
retirement will depend on the lifestyle to which the
individual or couple aspires after retirement and on
the inflation rate.

Future income needs may be estimated in one
of two ways. The first is to construct a budget for
postretirement living, estimating the costs that will
need to be met for housing, food, medical expenses,
and so on. The second approach, which we will
follow, is to set the retirement income need at
some percentage of the preretirement income. This
second approach assumes that changes in the cost
of living will be reflected by changes in the indi-
vidual’s income, and that postretirement income
needs can be estimated from the individual’s pre-
retirement income. Because preretirement income
will be influenced by inflation and other changes
in income as the individual progresses through a
career, the initial calculation is to project present
income to retirement age. Consider, for example, a
25-year-old person with a present annual income
of $36,000, who plans to retire at age 65. Project-
ing present income at a modest annual increase of
3 percent, the present income will increase to

5 A number of Web sites have calculators that can assist individ-
uals with planning their retirement accumulation.

slightly more than $114,000 by the time he or she
reaches age 65. Assuming current tax rates, after-tax
income will be about $90,000.

Once present income has been projected to a
retirement-age income level, the income need at
the beginning of retirement is set as a percentage or
fraction of the preretirement income. The fraction
of preretirement income established as the retire-
ment income need will depend on personal consid-
erations, the first of which is the lifestyle to which
the individual aspires during retirement. Although it
is traditional to assume that postretirement income
needs will be less than the income need during the
working years, some persons might need more. This
is particularly true in the case of persons who plan to
travel and engage in various recreational activities
during retirement. For the purpose of illustration, we
will follow convention and assume the retirement
income need will be less than the income need
during the working years. A reasonable fraction, for
the purposes of our illustrations, is 75 percent of
the preretirement income level. Using the projected
after-tax income of $90,000 suggested, this indicates
an initial retirement income need of $67,500.

Retirement needs may be expected to increase
after retirement due to inflation. Even at a modest
inflation rate of 3 percent, prices will approximately
double over a 25-year period and the purchasing
power of a fixed annual income will fall by half.
This means that in projecting retirement needs an
allowance should be made for inflation that will
occur before and after retirement. The Consumer
Price Index (CPI) indicates the historical inflation
rate over the past 30 years has been about 5.6 per-
cent annually. The inflation rate over the next 30 to
40 years may fluctuate and choosing an assumed
rate is a judgment call. Any inflation rate selected is
subject to error, but the greater error is in ignoring
inflation, which in effect sets it to zero.

In addition to the allowance for inflation, a
second adjustment is to recognize the effect of taxes
on postretirement income. Because retirement dis-
tributions will be partly taxable, the retirement plan
should be constructed to produce after-tax income
in the amount required for postretirement needs.
If the postretirement need is for say, $60,000 annu-
ally, the $60,000 should be converted into a pretax
income. If the income will come from an accumu-
lation composed of untaxed contributions (as in
the case of a qualified plan), the entire distribution
could be subject to tax. In other instances, only the
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investment earnings on the accumulation will be
taxable. Although tax rates and other features of
the tax code are subject to change, a reasonable
approximation of the pretax income that will be
required to produce a given amount of after-tax
income can be estimated using tax multipliers.
Assuming a retired couple filing a joint return, with
current tax rates, standard deduction, and exemp-
tions, the after-tax income for various taxable dis-
tributions is indicated in the first two columns of
Table 19.2.

More useful information, from a planning pers-
pective, is contained in the table’s third and fourth
columns. The final column indicates the multiplier
that may be used to convert a given level of after-tax
income need into a before-tax retirement distribu-
tion. As a consequence of the progressive tax rate,
the higher the income level needed, the greater the
difference between the amount needed and the pre-
tax retirement distribution.

TABLE 19.2 Taxes and Retirement Distributions

Effect of Taxes on Net to Gross Income

Retirement Distributions Tax Multiplier

Annual Retirement After-Tax Desired After- Tax

Distribution Income Tax Income Multiplier

$30,000 $27,923 $30,000 108%
35,000 32,173 35,000 110%
40,000 36,423 40,000 111%
45,000 40,673 45,000 111%
50,000 44,923 50,000 113%
55,000 49,062 55,000 115%
60,000 52,662 60,000 117%
65,000 56,262 65,000 119%
70,000 59,862 70,000 120%
75,000 63,462 75,000 121%
80,000 67,062 80,000 122%
85,000 70,662 85,000 123%
90,000 74,262 90,000 124%
95,000 77,862 95,000 126%

100,000 81,462 100,000 127%
105,000 85,062 105,000 127%
110,000 88,602 110,000 128%
115,000 92,052 115,000 129%
120,000 95,502 120,000 130%
125,000 98,952 125,000 131%
130,000 102,402 130,000 132%
135,000 105,852 135,000 133%
140,000 109,302 140,000 134%

Inventory of Available Resources Once the
aggregate retirement need has been defined, the
next step is to inventory the resources available to
meet this need. For most people, the first source of
retirement income will be Social Security. Many will
supplement Social Security with the second layer of
protection, a pension provided by the employer. If
the individual is covered by a corporate pension or
profit-sharing plan, the expected benefits from this
source should be factored into the equation to
determine the part of the postretirement need that
will be met by Social Security and the pension.

This phase of the process is fraught with uncer-
tainty. Any attempt to estimate the level of future
Social Security benefits is subject to inaccuracy if
for no other reason than the uncertainty about the
future of the system itself. Despite the dire prophe-
cies about the bankruptcy of the Social Security
system, politicians will probably never scrap the
system. At the same time, the changes that will prob-
ably be required to save the system will most likely
have their greatest effect on the benefits of persons
in middle-income and upper-income brackets. If
one assumes a solution to the system’s problems
will be found and that solution will not alter the sys-
tem’s basic features, Social Security benefits can be
projected at the same inflation rate as the projected
increases in income. It is reasonable, however,
to assume Social Security benefits will be fully
taxable.

The projected income at retirement from the pen-
sion or other qualified retirement plan will depend
on the nature of the plan and the extent to which
benefits are guaranteed. In the case of a defined
benefit plan, projecting retirement benefits based
on projected income is reasonable. An adjustment
should be made to reflect the nature of the plan
(i.e., career average or final average salary). With a
defined contribution plan, assumptions will be re-
quired concerning the rate of future contributions
and investment earnings. In making these assump-
tions, the prudent course is to estimate a retirement
benefits level based on conservative assumptions.
Conservative assumptions are also recommended
when projecting earnings during a phased retire-
ment since poor health status or an economic down-
turn could interfere with these plans.

Summarizing the Unmet Need The preced-
ing calculations indicate a monthly income flow
needed after retirement. The next step is to convert
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this projected flow into a capital amount. The tradi-
tional technique for this is discounting. Ideally,
the capital amount should reflect the influence of
life expectancy and inflation. The problem is that
while there are tools that reflect the influence of one
or the other, no simple technique considers both.

Life-contingency risk is the uncertainty of death
and the period for which the needs should be
projected. This risk is easily addressed by using
the purchase price for a life annuity at age 65
(or other retirement age). The cost of a life annu-
ity at age 65 can be used to convert the monthly
income required from private savings into a prin-
cipal amount. For a male at age 65, the cost of a
$10 monthly benefit is about $1100. For a female,
it is about $1350. The cost of an annuity that will
provide the required monthly amount is computed
by dividing the monthly requirement by $10 to
determine the number of $10-per-month units that
must be purchased. If the monthly need is, say,
$3000, the purchase price of an annuity that will
provide $3000 per month to a 65-year-old female is
$405,000:

$3000

$10
= 300 × $1350 = $405,000

The problem with this calculation is it indicates the
amount required to provide a fixed, unchanging,
income of $3000 a month, rather than an income
that increases with inflation.

To consider the effect of inflation, one must
project the initial need at some assumed rate of
inflation and discount the projection to determine
its present value. The problem with this method
summarizing retirement needs is in determining the
period for which the projection should be made. It
is possible to compute a principal sum that allows
increasing withdrawals for any period selected. In
selecting any period, the planner makes an assump-
tion about the retiree’s longevity. This means the
computation will be valid only for that particular
longevity. One approach is to compute the inflation-
adjusted income need for a period at least equal
to the person’s life expectancy, and then deal with
the life contingency problem separately through the
purchase of a life annuity.6

6 Longevity insurance, an annuity deferred to a high age (such as
80 or 85), is a useful tool for this problem. Longevity insurance
was discussed in Chapter 18.

Illustrated Summary To illustrate the manner in
which the factors discussed may be considered
in estimating retirement income needs, consider
the following example. The subject is 25 years old
and currently earns $36,000 per year. Projecting
the $36,000 at an assumed inflation rate of, say,
3 percent, the subject’s salary will reach $114,013
at age 65 with after-tax income of $90,000. Project-
ing a monthly Social Security benefit of $1250 for
the same 40 years gives an annual Social Security
benefit of $47,505. These projections take us to the
subject’s retirement age. The additional calculations
required to determine the total amount required to
meet specified retirement needs are summarized in
Table 19.3.

The after-tax income need in the first year of retire-
ment (age 65) is set at 75 percent of the individual’s
preretirement (age 64) after-tax income of $90,000.
The after-tax need is projected at an inflation rate
of 3 percent (column B) and then converted to a
pretax need using the tax multipliers that incorpo-
rate the exemptions, deductions, and tax rates of
the current law (columns C and D). Social Secu-
rity benefits, projected at the same 3 percent rate as
inflation (column E), are deducted from the pretax
need (column F), assuming Social Security benefits
will be fully taxable. If pension benefits are payable,
they are deducted in the same manner. The remain-
der represents the pretax income gap. This projected
pretax income need is discounted at 7 percent to
reflect the anticipated earnings on the accumula-
tion during distribution. This converts the projected
before-tax income need into present values that
can be summed to determine the present value of
the future income need. The discounted inflation-
adjusted before-tax income need is projected for
a 25-year period. A shorter or longer period could
have been selected, but the 25-year period seems
reasonable. Based on the illustration’s assumptions,
$542,110 will provide the desired income.

The computations in the illustration are based
on numerous assumptions. The program assumes
income will increase at a specified rate and OASDI
benefits will increase at the same rate. It further
assumes tax rates will remain as under current law
and the accumulation will earn 7 percent during the
distribution period. Any (or all) of these variables
are subject to change. This process is appealing
because the planner can select the assumptions.
If the planner is uncomfortable with a particular
assumption, he or she can change it. Although
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TABLE 19.3 Inflation-Adjusted Retirement Need Projection

A B C D E F G H

After-Tax Need Tax Pretax OASDI Benefits Projected Discount Discounted

Age Projected at 3% Multiplier Income Need Projected at 3% Pretax Gap Rate (7.0%) Pretax Need

64 $90,000 $47,505
65 67,500 119% $80,325 48,931 $31,394 1.000000 $31,394
66 69,525 119% 82,735 50,398 32,336 0.934579 30,221
67 71,611 120% 85,933 51,910 34,022 0.873439 29,717
68 73,759 120% 88,511 53,468 35,043 0.816298 28,606
69 75,972 121% 91,926 55,072 36,854 0.762895 28,116
70 78,251 121% 94,684 56,724 37,960 0.712986 27,065
71 80,599 122% 98,330 58,426 39,905 0.666342 26,590
72 83,016 122% 101,280 60,178 41,102 0.622750 25,596
73 85,507 123% 105,174 61,984 43,190 0.582009 25,137
74 88,072 123% 108,329 63,843 44,486 0.543934 24,197
75 90,714 124% 112,486 65,759 46,727 0.508349 23,754
76 93,436 124% 115,860 67,731 48,129 0.475093 22,866
77 96,239 126% 121,261 69,763 51,498 0.444012 22,866
78 99,126 126% 124,899 71,856 53,043 0.414964 22,011
79 102,100 127% 129,667 74,012 55,655 0.387817 21,584
80 105,163 127% 133,557 76,232 57,325 0.362446 20,777
81 108,318 127% 137,563 78,519 59,044 0.338735 20,000
82 111,567 128% 142,806 80,875 61,931 0.316574 19,606
83 114,914 128% 147,090 83,301 63,789 0.295864 18,873
84 118,362 129% 152,687 85,800 66,886 0.276508 18,495
85 121,913 130% 158,486 88,374 70,112 0.258419 18,118
86 125,570 131% 164,497 91,025 73,471 0.241513 17,744
87 129,337 131% 169,431 93,756 75,675 0.225713 17,081
88 133,217 132% 175,847 96,569 79,278 0.210947 16,723
89 137,214 133% 182,494 99,466 83,028 0.197147 16,369

Discounted Pretax Projected Need $524,110

summing the projection of inflation-adjusted needs
is more complicated than converting a fixed
monthly need into a principal amount, it will more
likely yield a dollar amount that reflects the individ-
ual’s needs.

Planning the Retirement Accumulation

Once the accumulation required to finance retire-
ment has been estimated, we turn to the second
step in managing the retirement risk, which is to
design and implement a plan to accumulate that
fund. Because the problem here is the future value
of current contributions, the concept of compound-
ing is again useful. We can compute the future value
of $1 ontributed each year to an accumulating fund
and invested at a specified rate. Table 19.4 indicates
the future value of a dollar invested each year at

various rates of interest for various numbers of years.
The future value of annual contributions is used to
determine the contributions required to meet an
accumulation target. Suppose, for example, that
Jones decides she would like to accumulate
$550,000 for retirement, which is 40 years in the
future. Table 19.4 indicates that $1 contributed each
year for 40 years at 7 percent interest is $213.61.
To accumulate $550,000 in 40 years, Jones must
contribute $2575 a year, or about $215 per month,
that is

$550,000

$213.61
= $2,574.78

The perceptive student will note that this funding
approach assumes a constant contribution level
throughout the accumulation period. Because it
may be assumed the individual’s income and ability
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to save will increase over time, it seems more logical
to base retirement funding on a variable (increas-
ing) contribution. To achieve the same $550,000
accumulation with a contribution increasing at the
same rate as income (i.e., 3 percent per year), the
initial contribution required is $1757, increasing to
$5564 in the last year before retirement. Since the
initial $1800 represents 4.9 percent of the $36,000
monthly income, the individual might reasonably
decide to contribute 5.0 percent of annual income
to the retirement program, which will result in
the contribution’s automatic adjustment as income
changes over his or her career. If the program’s
assumptions hold true, this program will produce
an accumulation of $563,963 by the time the individ-
ual reaches age 65. Obviously, if income increases
at a higher or lower rate than assumed, or if earn-
ings on the accumulation are higher or lower than
the assumed return rate, the accumulation will also
vary.

As previously discussed, life insurance and fixed-
dollar annuities should be considered as invest-
ment vehicles for the fixed-dollar component of the
retirement accumulation. The tax-deferred nature
of their investment earnings make them attractive
instruments for the retirement accumulation.
Because variable annuities share this tax-deferred
advantage, they also deserve consideration as retire-
ment funding instruments.

Planning the Retirement Distribution

The final step in planning for retirement is planning
the distribution. Although determining the income
amount needed for retirement and planning the
manner in which these funds will be accumulated
are critical steps, planning the manner in which the
funds will be distributed is equally critical. In fact,
decisions in this phase of the planning process may
require adjustments in the earlier steps as the
assumptions concerning needs and funding are
tested against the assumptions in the distribution
plan.

A number of decisions need to be addressed
regarding the retirement accumulation distribution.
The major decisions in this phase relate to the uncer-
tainty regarding the retirees’ life expectancy. They
include the question of annuitizing the distribution,
preservation of principal, and joint-and-survivor
options.

Capital Retention versus Capital Liquidation

Strategies The individual could have accumu-
lated sufficient capital so the investment income
alone may be adequate to provide the income
required. In this case, he or she may elect to pursue
a capital retention strategy and live on the invest-
ment income only. The choice between invading
principal and living from the investment earnings
will depend on the amount of principal available
and the return earned on that principal.7 In measur-
ing whether a capital retention strategy is feasible,
however, the requirements of the Internal Revenue
Code (IRC) concerning required distributions must
be considered.

Required Distributions For most persons, the
accumulated principal in a retirement program (i.e.,
a pension, an IRA, or an annuity) will include an
accumulation of untaxed contributions to the retire-
ment program plus the untaxed earnings on those
contributions. Because neither the contributions
that created the accumulation nor the investment
income on those accumulating contributions have
been taxed, the IRC requires the accumulation be
distributed and taxed as income to the participant.
The requirements in this respect are specific and
inflexible. Although distribution can be delayed
until April 1 of the year following the year in which
the participant reaches age 701/2 or reaches actual
retirement if later, at that time the accumulated
funds must be paid out over a period that does not
exceed the participant’s life expectancy or the com-
bined life expectancy of the participant and his or
her beneficiary.8 IRS tables are used to calculate
life expectancies. Failure to meet the IRC require-
ments regarding minimum distributions can result
in a penalty tax equal to 50 percent of the amount by
which the required minimum distribution exceeds

7 The higher the after-tax rate of return and the longer the period
over which the capital will be withdrawn, the smaller the differ-
ence in monthly income produced by annuitizing the principal
and preserving the capital intact. An individual in the 15 percent
tax bracket with $500,000 invested at 8 percent could withdraw
$40,000 annually ($34,000 after-tax) and preserve the $500,000
intact. If interest and the total principal are withdrawn over a
25-year period, the principal required to produce the same
$34,000 annually is about $444,070. An additional $56,000 in prin-
cipal will produce the required $34,000 after-tax annual income
without invading the principal.
8 IRC Section 401 (a)(9)(A).
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the distribution that is made.9 Although one can
defer distribution of the accumulated principal until
age 701/2, the distribution must be distributed over
a shorter life expectancy and will probably be taxed
at a higher marginal tax rate.

Life Annuities and Installment Distributions

A first major decision is whether the individual
will choose to withdraw retirement funds from the
retirement accumulation in the form of a life annuity
or in installments.10 Because the IRS requires a dis-
tribution no lower than one that would liquidate the
principal over the individual’s lifetime, many think
of distributions in terms of a life annuity payout. As
we saw in the last chapter, however, the distribution
may be in the form of a life annuity, or it may be
in the form of payments based on the particpant’s
expected lifetime (or the life expectancy of the par-
ticipant and his or her beneficiary).

Although annuitizing the accumulation is one
option, some may find the second approach (with-
drawing income in installments based on life expec-
tancy) more attractive. The appeal of this approach
is it guarantees the entire accumulation will be paid
out, even if the beneficiary should die prior to reach-
ing his or her life expectancy. At the same time, if
the individual outlives the expectancy, the principal
will be exhausted and the individual will need
another funding source. (This source could consist
of funds that were withdrawn but not spent during
the distribution period.)

Minimum Distribution Option If the retiree does
not want to annuitize the principal or begin the with-
drawal at retirement, some insurers offer a minimum
distribution option. Under this option, the insurer
will calculate and distribute the minimum income
required each year to avoid the confiscatory (50 per-
cent) tax on less than the minimum distributions
required by the IRC. This allows the individual to
preserve the principal while still meeting the with-
drawal provisions of the IRC.

Variable Annuity Variable annuities may vary
during the accumulation period and may be fixed
during the payout period or variable during the

9 IRC Section 4974.
10 Although the IRC also allows withdrawal in a lump sum, ex-
cept in unusual cases, tax treatment of installment or annuity
distributions will be more favorable to the insured.

accumulation period and payout periods. With
the variable payout option, when the participant
reaches retirement, the accumulation units are con-
verted into a lifetime income of annuity units using a
special mortality table for annuitants. The number of
annuity units does not change over the annuitant’s
lifetime, but the income produced by each unit will
reflect changes in the investments’ value, with the
current value of the annuity unit determining the
beneficiary’s income.11

We noted in the preceding chapter that changes
in the value of annuity units do not always parallel
changes in the price level. This was demonstrated
rather dramatically during the 1970s, when the
value of the College Retirement Equity Fund (CREF)
accumulation unit dropped 43 percent over a
three-year period, during which the CPI increased
18 percent. Discontinuities of this type illustrate the
risks involved in the withdrawal decision. Again,
as during the accumulation period, diversification
seems a prudent strategy.

Variable Distributions under Nonvariable An-

nuities Although the variable annuity provides one
approach to a variable distribution, this approach
has problems as noted previously. Recognizing that
inflation over a period of 20 to 30 years can severely
erode the purchasing power of annuity payments,
insurers provide optional modes of settlement
under which the payments increase over time.
Although the terminology differs among insurers,
the basic distinction is between a standard payment
method and a graded payment method.

Under the standard payment method, the benefi-
ciary receives the contractually guaranteed interest
plus allocated excess interest (i.e., the interest earn-
ings that exceed the guaranteed rate). Under the
graded payment method, the annuity payments
include the guaranteed interest and principal but
only a part of the excess interest. The remainder of
the excess interest is reinvested to purchase addi-
tional annuity benefits for each future year. As addi-
tional purchases are made, the payments in future
years are augmented by the proceeds from the
additional annuities. Table 19.5 illustrates the

11 The monthly amount usually remains the same throughout the
year because the value of the retirement annuity unit is usually
established on an annual basis.



CHAPTER 19 MANAGING THE RETIREMENT RISK 345

TABLE 19.5 Standard and Graded Annuity Payments

Annuitant’s Standard Payment Graded Payment Annuitant’s Standard Payment Graded Payment

Age Method Method Age Method Method

65 $1000 $750 78 $1000 $1223
66 1000 779 79 1000 1270
67 1000 809 80 1000 1319
68 1000 840 81 1000 1369
69 1000 872 82 1000 1422
70 1000 905 83 1000 1476
71 1000 940 84 1000 1533
72 1000 976 85 1000 1592
73 1000 1013 86 1000 1683
74 1000 1052 87 1000 1716
75 1000 1093 88 1000 1782
76 1000 1135 89 1000 1850
77 1000 1178 90 1000 1921

difference in the payout rates under the standard
payment method and the graded payment method.

The graded payment approach has risks. The
annuitant sacrifices current income for future
income. Although the income amount deferred will
depend on the excess investment income level,
under the assumptions embodied in the illustration,
it will take at least 15 years for the annuitant to “catch
up” and recover the income sacrificed by accepting
the lower payments under the graded system. When
interest is considered, the break-even point will be
later.

With a part of the retirement payout invested in
a variable annuity and a part invested in a fixed
dollar annuity, the retiree can hedge against inflation
and against fluctuations in the equity-based variable
annuity. Payments will be less during periods of high
inflation than under a program in which the entire
principal is invested in equities, but it will be higher
during periods in which equities are decreasing.

Single or Joint-Life Annuity A second major
decision relates to the provision, if any, made for a
surviving spouse. Under the provisions of Employee
Retirement Income Security Act (ERISA), qualified
pension plans must provide a joint-and-survivor life
income option. Further, rejection of this option by
a plan participant requires an affirmative rejection
by the spouse. Although a joint-and-survivor bene-
fit guarantees a continuing income to a surviving
spouse at the primary annuitant’s death, there is a
cost. Because the joint-and-survivor option pays an

income to the surviving spouse after the death of the
first, payments during the joint lives of the spouses
are lower than under a straight life annuity on a
single person.

Pension Maximization The difference in the level
of the monthly benefit under a joint-and-survivor
annuity and a single life annuity led to a strategy
known as pension maximization. This strategy is
based on the ERISA requirement that pension parti-
cipants accept a joint-and-survivor benefit unless
the participant’s spouse affirmatively rejects the
option. Pension maximization developed as a
means of maximizing the pension payout. Basically,
the strategy consists of electing a single life annuity
and using a part of the higher monthly benefit to
purchase life insurance on the annuitant.

The amount of insurance should be sufficient to
provide a lifetime annuity to the spouse equal to the
survivorship benefit he or she would receive under
the joint-and-survivor option. Under the right condi-
tions, for instance when the premium for insurance
on the annuitant spouse is less than the after-tax dif-
ference in the benefits, pension maximization can
increase total benefits to a couple. Although any
form of permanent life insurance on which the
insured can continue the premium will work, the
reversionary or survivorship annuity is ideally suited
to this exposure.

Pension maximization is available only if the
individual is insurable or if he or she has life insu-
rance purchased at an earlier age still in force. In
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addition, for retirees who have employer-sponsored
postretirement health insurance, a surviving spouse
is generally able to continue the health care plan
only if he or she is receiving a retirement bene-
fit. For this situation, a joint-and-one-fourth or one-

third survivor benefit may be an attractive compro-
mise. This will guarantee a benefit to the spouse if
he or she survives, so the health care benefits will
continue.

IMPORTANT CONCEPTS TO REMEMBER

This chapter relies heavily on material presented in earlier chapters, and a few new concepts are introduced. Some
concepts introduced earlier in connection with life insurance planning have application in retirement planning. The
important new concepts that are introduced in the chapter are the following:

minimum distribution option graded payment distribution pension maximization

QUESTIONS FOR REVIEW

1. Describe the factors that create the retirement risk.

2. Identify and describe the two risks associated with
retirement and briefly describe the strategies that may be
used in addressing these risks.

3. Identify and describe the three steps in the retirement
planning process.

4. Identify the three of retirement funding sources. In
your opinion, how important and how dependable (cer-
tain) is each?

5. Distinguish between the capital retention strategy
and a capital liquidation strategy. What factors will
determine the individual’s choice between these two
strategies?

6. Describe the distribution requirements of the IRC
with respect to retirement accumulations.

7. Describe the minimum distribution option offered by
some insurers. What is the purpose of this option?

8. Describe the graded distribution option available in
connection with pension and annuity distributions. What
are this option’s advantages and disadvantages?

9. What is pension maximization? Under what condi-
tions is it feasible? Under what conditions is it advisable?

10. The estimate of postretirement income needs is usu-
ally based on a projected preretirement income level.
Identify the two adjustments required in projecting the
preretirement income to determine postretirement in-
come needs.

QUESTIONS FOR DISCUSSION

1. What is the underlying motivation for the capital con-
servation strategy in planning a retirement distribution?
What is your personal opinion of this strategy?

2. Under the graded payment method of distribution
for an annuity, the annuitant accepts a reduced payment
during the distribution’s early years in exchange for an
increasing benefit. Can an individual achieve the same
results by accepting the standard payment method and
judiciously investing the amount by which the standard
payment method benefit exceeds the graded payment
method benefit? Why or why not?

3. You have graduated from college and commenced
a successful career. In fact, the major problem you face
is that your income has reached a point at which your
combined state and federal marginal tax rate is nearly
50 percent. You are considering a flexible-premium

deferred annuity as an investment, primarily because of
the tax deferral on the accumulation. A friend has sug-
gested you can achieve the same results by investing in
tax-exempt bonds. Describe the factors you would con-
sider in choosing between these alternatives.

4. Since superannuation is one of the risks to which the
individual is exposed, an income protection plan should
provide for the individual reaching retirement age. Con-
sidering the nature of cash value life insurance, variable
annuities, and alternative vehicles for accumulation, what
do you think is a logical and reasonable approach to the
problem of saving for retirement?

5. Given the predicted financial difficulties facing the
Social Security system, to what extent do you think Social
Security benefits should be considered in the retirement
planning process?
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CHAPTER 20

HEALTH INSURANCE:
DISABILITY INCOME INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Compare the severity of the risk of disability and the risk of premature death

• Describe the nature of disability income insurance and differentiate among the various types
of disability income insurance contracts

• Identify and contrast the alternative definitions of total disability

• Identify ways in which benefits are provided for partial disabilities

• Explain how the maximum benefit period and the waiting period affect the cost of a disability
income insurance policy

• List and explain the common continuance provisions of individual health insurance contracts
and identify the uniform provisions

• Explain the way in which disability income needs can be estimated and how disability income
insurance can be integrated with social insurance benefits

Few areas of insurance are as confusing to the
average individual as health insurance. One reason
for this is the bewildering number of health insu-
rance contracts available. Health insurance is
a generic term, encompassing several types of
insurance contracts that, although related, protect
against different risk types. Until recently, little agree-
ment existed on health insurance terminology. It
was called accident insurance, health insurance,
accident and health insurance, accident and sick-
ness insurance, and disability insurance, all of

which are gradually yielding to the general term
health insurance.

Two types of insurance are included in the generic
term health insurance: disability income insur-
ance, which provides periodic payments when the
insured is unable to work because of sickness or
injury, and medical expense insurance, which pays
the costs of medical care that result from sickness
or injury. In this chapter, we will deal with the first
of these two forms of health insurance: disabil-
ity income insurance. Coverage for the expenses

348



CHAPTER 20 HEALTH INSURANCE: DISABILITY INCOME INSURANCE 349

relating to health care will be discussed in the next
chapter.

GENERAL NATURE OF DISABILITY
INCOME INSURANCE

Disability income insurance is the oldest of the
health insurance coverages and has been marketed
for over a century. The coverage provides periodic
payments to the insured when he or she is unable
to work because of injury or illness. Coverage may
be provided for disabilities resulting from accidents
only or for disabilities resulting from accidents or
sickness. Coverage for disability resulting from sick-
ness only is rarely written. Benefit eligibility pre-
sumes a loss of income, but in practice, this is usually
defined as the inability to pursue an occupation.

Types of Insurers

Disability income insurance is sold by property
and liability insurers, life insurance companies, and
specialty insurers that operate only in the health
insurance field. Individual insurers in the life insur-
ance field and the property and liability field may
write little or no disability income insurance. For
other companies in each class, it is a major line.
With the advent of all-line groups, many company
fleets transferred the bulk of their health insurance
operations from their property and liability affiliates
to the life insurers in the group. In addition, larger
employers often self-fund disability income bene-
fits provided as a part of their employee benefit
package.

Methods of Marketing

Disability income insurance is marketed in two
principal ways: through groups and to individuals.
Approximately four-fifths of the disability income
insurance in the United States is sold on a group
basis. Group underwriting in the disability income
field employs much the same principle as does
group life insurance. A minimum-sized group is
required, and its nature must be such that insur-
ance is incidental to its existence. In other words,
the group cannot be organized primarily for the
purpose of purchasing the group insurance. Most
group disability income coverage is written under
employer-sponsored employee benefit plans, but

some is written under association group plans.
Association group disability programs are similar to
the association group life insurance programs dis-
cussed in Chapter 12.

As in the case of group life insurance, there
are economies in the group approach to disability
income insurance. The insurer enjoys some free-
dom from adverse selection, and the employer
usually performs certain administrative functions.
Finally, the agent usually receives a lower commis-
sion rate. Distinguishing features of group coverage
are explained in the discussion that follows.

Need for Disability Income Insurance

We noted in Chapter 10 that the probability of dis-
ability at most ages before retirement is greater than
the probability of death. Because disability can be
total and permanent, the exposure ranks in severity
with the wage earner’s death. In fact, some author-
ities argue loss-of-income protection should come
before life insurance. When a wage earner is dis-
abled, his or her earnings stop as surely as if death
had occurred. This “living death” of disability can
be economically more severe than actual death. If
the family’s breadwinner dies, the family’s income
stops; if he or she is disabled, the income stops,
and expenses remain the same or usually increase.
Because a disabled person is one whose ability
to work is impaired, he or she must depend on
sources other than employment for income. When
persons other than the disabled individual were
also supported by the lost income, the problem is
compounded.1

Protection Available from Other Sources In
Chapter 11, we noted the protection available
under social insurance programs for the disability
risk. For disability that arises out of and in the course
of employment, most injured workers are entitled
to benefits under the workers compensation law of
the state in which they are employed. The amount
of these benefits is related to the worker’s earn-
ings at the time of the injury and are specified by

1 In addition to a policy to cover living expenses, some self-
employed persons carry overhead insurance, which is designed
to pay business expenses, such as rent and clerical costs, while
they are disabled. Disability policies can be obtained with provi-
sion for a lump-sum settlement, rather than periodic payments, to
be used in purchasing a disabled partner’s interest in a business.
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law. In addition, workers in California, Hawaii, New
Jersey, New York, Rhode Island, and Puerto Rico are
covered for nonoccupational disabilities by com-
pulsory programs, under which the benefits are also
prescribed by law. Finally, workers who are totally
and permanently disabled and who meet the
special eligibility requirements for disability under
the federal Old-Age, Survivors, and Disability Insur-
ance (OASDI) program qualify for disability benefits
under that program.

Although Social Security may provide some
benefits in the event of a worker’s disability, the
qualification requirements for disability benefits
are demanding. Social Security defines disability
as the inability to engage in any substantial gainful
activity by reason of any medically determinable
physical or mental impairment that can be expected
to result in death or that has lasted or can be
expected to last for a continuous period of not
fewer than 12 months. This is a demanding require-
ment, intended to include only disabilities that are
total and permanent.2 The individual must be un-
able to perform the duties of the previous work, to
qualify for OASDI disability benefits, and must be
unable to engage in any other kind of substantial
work.

Besides these government-sponsored or super-
vised programs, the most common source of
recovery is through group or individual disability
income policies. In some instances, employers self-
insure a program of disability benefits for their
employees, providing cash benefits or paid sick
leave. In others, the paid sick leave plans are integ-
rated with disability income insurance purchased
from commercial insurers.

Extent of Coverage for Disability Because there
is some overlap, it is difficult to measure precisely
the extent of disability income coverage applicable
to the labor force. According to the Department of
Labor, in 2012, only 30 percent of workers in private
industry had access to long-term disability insur-
ance through their employer and 39 percent had ac-
cess to short-term disability benefits. Because some
employers offer short-term and long-term programs,

2 According to the Social Security Administration, between 2001
and 2010, 53 percent of OASDI disability claims were denied.
Annual Statistical Report on the Social Security Disability Insurance
Program, 2005.

total coverage is less than would be suggested by
combining these categories.

Short-Term versus Long-Term

Disability Coverage

In addition to the distinction between group and
individual marketing, a distinction among disabil-
ity income coverage is drawn on the basis of the
periods for which coverage is provided. Short-term
disability insurance provides coverage for disabil-
ities up to two years, whereas long-term disability
protects the individual for a longer time, often until
age 65 for illness and for life in the case of acci-
dent. Short-term disability policies are written with
benefit periods of 13, 26, 52, or 104 weeks. Long-
term disability (LTD) policies provide benefits for 5
years, 10 years, until age 65, or for the lifetime of the
insured.

The distinction between short-term disability and
long-term disability is not merely in the length of
time for which benefits are payable. The short-
term/long-term distinction also reflects a difference
in pricing, underwriting, and the breadth of cover-
age. The earliest forms of disability income coverage
provided indemnity for 13 weeks. Gradually, the
period was extended, first to 26 weeks, to one
year, and finally to two years. The disinclination of
insurers to provide coverage for longer periods
reflects the caution insurers felt was required in a
field in which the potential for morale and moral
hazard exists. When long-term disability contracts
were placed on the market, it was with the insurers’
apprehension. In time, it became clear that the long-
term disability exposure was an insurable one and
the underwriting considerations that had deterred
insurers from offering the coverage could be
addressed. Since most disabilities are short term,
the insurer’s risk decreases as the contract length-
ens. A 26-week plan does not cost twice as much as
one for 13 weeks. Most disabilities do not exceed
13 weeks, so the insurer does not have to pay out
twice as much in benefits under a 26-week plan.
The longer the contract, other things being equal,
the lower the cost of the additional protection.

Disability Income Underwriting and Pricing

Disability income insurance is a field in which
moral hazard and morale hazard are high. These
hazards are reflected in insurers’ underwriting and
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marketing practices and explain some of the
unusual features in the disability income field. Insur-
ers are cautious about the coverage amount they are
willing to allow on a given individual and exhibit a
concern over adverse selection that to the detached
observer seems to border on obsession.

Limiting disability coverage to a level that dis-
courages malingering is a critical function in under-
writing individual disability insurance. Insurer
underwriting tables indicate the amount of monthly
disability income coverage that can be purchased
on specific earning levels, generally limiting cover-
age to an amount that approximates the after-tax
personal income the insured would have received
in the absence of the disability. Tables for indivi-
dual policies reflect that the individual is purchasing
coverage with after-tax dollars, which means that
benefits will not be taxable to the claimant.3 In the
case of application for high coverage levels, the
required underwriting information may include
documentation of past income, including tax forms.

Occupational Classes and Underwriting Nearly
150 years ago, one of the earliest insurers to offer
insurance coverage with benefits to bodily injury
that did not cause death, The Accidental Death
Association, recognized the necessity for differ-
ences in rates for different occupations. Interest-
ingly, its classification system divided risks into
four classes: (1) professional, (2) master tradesmen
doing no manual labor, (3) mechanics or operative
classes, and (4) all others, who were considered the
most hazardous.4 After a century of experimenta-
tion with more sophisticated classification systems,
modern insurers classify insureds into surprisingly
similar categories. Although the defining charac-
teristics may vary, the most common rating classes
divide risks into professional, white-collar, and blue-
collar, in descending order of underwriting desir-
ability. These occupational classes affect rates, and
they affect the breadth of the coverage offered.
Coverage for blue-collar workers may have more
restrictive definitions of disability, provide coverage

3 As a general rule, for disability income insurance, if the policy
premium is paid on a tax-favored basis (e.g., deductible), the
benefits will be taxed at the time of receipt. If the premium is
paid with after-tax dollars, benefits will be received tax-free.
4 Edwin J. Faulkner, Health Insurance, (New York: McGraw-Hill,
1960), pp 513–514.

for a shorter period, and be available for lesser
amounts.

Group versus Individual Coverage In the field
of life insurance and group medical expense insu-
rance, group policies tend to be more liberal in
their provisions than individual policies, with fewer
restrictions and a generally more liberal under-
writing attitude. In the disability income field, group
policies are often more restrictive in their coverage
features than individual policies. Although group
policies tend to be cheaper than individual policies,
they are also likely to include restrictive provisions
not imposed in individual policies. For example,
the definition of disability may be more restrictive,
and benefits are usually reduced for the amount of
workers compensation and OASDI benefits.

The main demarcation in liberality of policy pro-
visions in disability income insurance is not the
group/individual dichotomy, but rather between
short-term and long-term coverage. Although the
insurer’s potential liability may be greater under a
long-term disability policy than under a short-term
policy, the different classes insured under short-term
and long-term coverage and the difference in cover-
age features permit somewhat more liberal features
in LTD policies.

Most short-term disability coverage is employer-
provided group coverage, usually covering blue-
collar workers. Group long-term disability coverage
may be provided to blue-collar and white-collar
workers although with different benefit periods. LTD
for blue-collar workers is usually limited to 5 years;
coverage for white-collar workers can be provided
to age 65 or lifetime.

DISABILITY INCOME CONTRACTS

Since there is no such thing as a standard disabil-
ity income policy, the discussion of this kind of
coverage must focus on the differences in the provi-
sions likely to be included in such contracts. Individ-
ual disability income policies must include certain
mandatory provisions discussed later in the chapter,
but individual and group contracts vary widely.

Perils Covered

The disability income policy may provide coverage
for income loss caused by accident, or it may cover
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income loss that results from accident or sickness.
Few companies are willing to sell disability income
protection covering the peril of sickness only. The
reason is the moral hazard involved. Feigning sick-
ness is easy, but feigning accidental injury is more
difficult. For the same reason, insurance compa-
nies will not sell disability income protection to
homemakers; determining when a homemaker is
disabled is difficult.

When a disability income policy is written to
cover sickness and accidents, the intervals for which
benefits are payable may be different, depending
on the cause of the disability. Thus, one policy
will pay benefits for two years if the disability is
brought on by illness and for 5 years if it results from
accident. For individual long-term disability, cov-
erage to age 65 or 70 is becoming the standard.
Although lifetime benefits remain available from
some insurers, lifetime-benefit periods are increas-
ingly being replaced with “to age 70” plans. Gener-
ally, the savings from reducing the benefit period to
age 65 is 25 to 30 percent; from age 65 to 5 years, 30
to 60 percent.5

Occupational-Nonoccupational Disability An-
other important distinction in the disability insur-
ance field is between policies that cover occupa-
tional and nonoccupational disabilities and those
that cover only nonoccupational disabilities. Some
disability income policies exclude losses arising out
of the insured’s occupation for which the insured
is entitled to receive workers compensation bene-
fits. These contracts are called nonoccupational dis-
ability insurance. Most short-term disability income
coverage is written on a nonoccupational basis,
but some policies provide workers compensation
“wrap around” coverage, which supplements work-
ers compensation benefits. In the event of occupa-
tional injury, the benefit is equal to the difference
between the workers compensation payment and
the payment under the policy for nonoccupational
disabilities. This provides the same income replace-
ment for the individual whether the injury is occu-
pational or nonoccupational.

Long-term disability (LTD) may be written on a
nonoccupational basis or may provide coverage
for occupational and nonoccupational disabilities

5 Jeff Sadler, Disability Income: The Sale, The Product, 2nd ed.
(Cincinnati, Ohio: National Underwriter Co., 1995)

(24-hour coverage). When coverage is written on
an occupational basis, some insurers provide for a
reduction in benefits equal to the amount received
under workers compensation, while still others pay
the full policy benefit regardless of the occupational
or nonoccupational character of the injury.

Elimination Periods

The elimination period in disability income policies
acts like a deductible, forcing the insured to bear
a part of the loss. The purpose of the elimination
period is to eliminate coverage for short-term disabi-
lities of the “sniffle” type and to to control the morale
hazard. Waiting periods of 3, 7, 15, 30, 60, 90, 180,
and 365 days are available. As might be expected,
short-term disability coverage generally has shorter
waiting periods than long-term coverage. Although
coverage for losses resulting from an accident may
be written without a waiting period, a 3-day waiting
period is about as short as it is possible to purchase
under sickness coverage. In addition, the waiting
period in a given contract may differ for acci-
dent and sickness losses. One widely used plan in
the short-term disability income field is the 1-8-26
formula. This coverage provides benefits from the
first day if the disability results from an accident,
and from the eighth day if it is caused by illness.
The 26 indicates the number of weeks for which
benefits are payable.

In the case of individual long-term disability, plans
with 14-day and 30-day elimination periods are
almost extinct, and the 60-day elimination period
is disappearing for the professional and execu-
tive disability classes. Lowering the plan’s cost by
extending the elimination period has become an
increasingly necessary strategy as the rates for dis-
ability income coverage have increased. Although
some companies still offer elimination periods as
short as 30 days, the high cost of elimination periods
less than 90 days has made them unattractive for the
average consumer.

Recurrent Disability Many policies contain pro-
visions that treat a subsequent disability from the
same or related cause and occurring within a spec-
ified period (e.g., six months) as a continuation of
the prior disability. In that case, the insured need
not meet a new elimination period, and the previ-
ous benefit period is continued.
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Limitations on Amount of Coverage

Ideally, the disability income policy should restore
the income of the incapacitated worker as closely
as possible to what was earned before the disabil-
ity. However, insurance companies typically limit the
coverage amount under short-term policies to about
60 percent of the worker’s weekly wage. Under long-
term contracts, coverage is sometimes written for as
much as 70 to 80 percent of the worker’s monthly
wage, but most insurers impose a dollar limit (such
as $3000 or $4000) on the maximum monthly ben-
efit provided. The issue limits may range as high
as $15,000 or more, depending on the applicant’s
occupational class. Such limits are considered nec-
essary to prevent moral hazard. If a policy could
be purchased that would pay as much as or more
than the worker’s regular income, there would be an
incentive to feign illness and contrive accidents. In
addition, the worker collecting benefits would have
little reason to return to the job quickly.6

Because of the potential for morale hazard, LTD
policies sometimes include a provision relating
to income the policyholder may have from other
sources. Other income might include, for example,
Social Security benefits or disability benefits under
a corporate pension plan. In some cases, income
from such sources serves as an offset against the pol-
icy’s benefits, and the income amount is subtracted
from the benefits payable. In other instances, the
policy may provide for a benefits cap if income from
all sources exceeds a percentage of the insured’s
predisability income (e.g., 70 percent). When an
LTD policy includes an income offset or cap on total
income received, an exception may occur for Social
Security benefits, called a Social Security freeze. The
Social Security freeze provision provides a modest
element of protection against inflation; it provides
that increases in Social Security benefits after LTD
payments have commenced will not reduce the LTD
benefits.

Definitions of Disability Income Policies

The definitions are of utmost importance in dis-
ability income policies, for the broadness of the

6 Insurers question the amount of an applicant’s insurance in
force with other insurers and, if the total exceeds the percent-
ages cited, decline to insure the excess. If the applicant does not
truthfully disclose the total coverage amount, the insurer may
attempt to void its contract on the grounds of fraud.

coverage is based on the definitions of disability,
injury, and sickness.

Definition of Disability The traditional approach
to disability income insurance has been to define
disability as the insured’s inability to engage in a
designated occupation due to accident or sickness.
Disability may be defined in various ways, but most
definitions fall into one of four categories:

1. The inability of the insured to engage in his or
her own occupation

2. The inability of the insured to engage in his or her
own occupation and not working in any gainful
(or reasonable) employment

3. The inability of the insured to engage in any
occupation for which he or she is reason-
ably suited by means of education, training, or
experience.

4. The inability of the insured to engage in any
occupation for remuneration or profit.

The most liberal, of course, is the one that defines
disability as the inability of the insured to engage
in his or her own occupation, and the narrowest,
as the inability to engage in any occupation. Short-
term disability coverage almost universally uses the
any occupation definition.

The first definition (referred to as own occupa-
tion) provides the broadest coverage. For example,
consider a surgeon who develops a hand tremor
and is no longer able to perform surgery. He may,
however, be able to teach or to perform other
medical work. A disability insurance policy using
the own occupation definition would continue to
pay full benefits even if the surgeon had found other
appropriate employment.

Unfavorable loss experience with this definition
caused many insurers to shift to the second defi-
nition (referred to as modified own occupation).
Under this definition, if the insured cannot perform
the duties of his or her own occupation, benefits
will be payable unless the insured enters another
occupation. The modified own occupation defi-
nition has become more prevalent and, for most
insurers, represents the current standard.

Some insurers use a two-part definition in which
the definition of disability becomes more restric-
tive after a period of time (e.g., two years). Under
a typical example, the own occupation definition
applies for the first two years, after which the third
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definition (other suitable occupation) applies. This
provides the benefits of the own occupation defi-
nition for a time while encouraging the insured to
pursue other employment for which he or she is
suited or might become qualified after that period.
This two-part definition is sometimes known as the
limited own occupation definition.

Loss of Earnings Approach A newer approach in
disability income policies focuses on the amount of
income lost and not on the ability to perform a par-
ticular occupation. This approach, known as loss of
earnings or income replacement coverage, provides
for payment of benefits when the insured suffers a
loss of income due to illness or injury. The payment is
a percentage of the total disability benefit based on
the percentage reduction in the insured’s income.
If the insured’s income is reduced by 40 percent,
40 percent of the total disability monthly benefit is
payable. Some policies include a provision called
significant loss of earnings, which provides that if
the income loss reaches a stipulated percentage of
prior earnings (75 percent or 80 percent), the dis-
ability will be deemed total. Most policies require a
minimum income loss (e.g., 20 percent) before any
benefits are payable. The loss of earnings approach,
which focuses on the income loss rather than on
the inability to perform functions of a specific occu-
pation, is the only form of disability insurance that
will pay a claim on a progressive disease such as
multiple sclerosis or muscular dystrophy before the
insured is totally disabled.

Loss of earnings coverage is similar to the residual
disability benefit discussed later. The key difference,
however, is that a policy providing coverage under
the loss of earnings approach does not require a
period of total disability for benefits to be paid.
All that is required is the individual suffer a loss of
income as a result of accident or sickness.

Other Approaches to Defining Disability In
addition to the definitions discussed, several more
restrictive ones exist. When the disability results
from sickness, some policies make it a requirement
the insured be confined indoors to collect full sick-
ness benefits. Some policies allow only reduced
benefits if the insured is unable to pursue the occu-
pation specified but is not confined to the house.
The most restrictive contracts provide benefits only
if the policyholder is hospitalized. Typically, these
policies pay a specified benefit (e.g., $100 a day)
regardless of expenses incurred and in addition to

any other coverage the insured may have, for each
day in the hospital. These contracts are frequently
sold through the mail. They represent a limited form
of coverage and hardly qualify as disability income
protection.

Exclusions in Disability Income Contracts

Although the policy’s coverage is generally defined
and limited by the insurance agreement and the
policy definitions, disability income policies have
exclusions. The number of exclusions is usually
limited. The preexisting conditions exclusion is
intended to eliminate coverage for conditions of
which the insured was aware prior to purchasing
the policy.7 Thus, it is aimed at the problem of
adverse selection. Under a typical preexisting con-
ditions exclusion, there is no coverage for a sickness
or physical condition for which medical advice or
treatment was received or recommended by a physi-
cian in the preceding two years. The policy elimi-
nates coverage if there were symptoms that would
have caused a prudent person to seek treatment.
Preexisting conditions exclusions are more likely to
be found in individual disability income policies.
Group policies tend to have either no preexisting
conditions exclusions or less restrictive exclusions.

Other common exclusions include war, self-
inflicted injuries, normal pregnancies, and sickness
or injury while the insured is on active duty in
the armed forces.8 Many policies limit benefits for
disabilities caused by mental and nervous condi-
tions, alcoholism, and drug abuse. For example, the
insurer may limit its payment for disabilities caused
by mental and nervous conditions to two years and
for alcoholism and drug abuse to one year. The trend
is toward a reduction in the number of exclusions,
but each policy should be examined individually.

In group contracts, the number of exclusions is
smaller. Nonoccupational contracts may bar work-
connected injuries by an exclusion or in the in-
suring agreement. Pregnancy is generally included
in group plans. Federal and state laws require that

7 Preexisting conditions are normally included under group
contracts.
8 Although disability from a normal pregnancy may be excluded
(depending on the state) in an individual policy, disability from
pregnancy complications would generally be covered. Some in-
surers insert a separate 90-day elimination period for pregnancy.
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disability plans offered by most employers treat
disability from pregnancy or childbirth the same as
any other disability.

Payments for Other Than Total Disability

Although disability coverage is usually payable only
when the insured is totally disabled, some contracts
provide for payment of a reduced benefit when
the insured resumes work on a partial basis after a
period of total disability. The payment of such
benefits has two approaches: a partial disability
benefit and a residual disability benefit.

Partial Disability Benefit Partial disability is
usually defined as the inability to perform some
specified percentage of the duties of the insured’s
usual occupation. A common definition of partial
disability is the following:

the inability of the insured to perform some, but not
all, of the important duties of his or her occupation,
or the inability to engage in his or her regular occu-
pation for longer than one-half the time normally
spent in performing the usual duties of the regular
occupation.

If the individual cannot perform the duties of
the job, it is presumed that his or her income will
decrease, but partial disability does not base its
benefits on the reduction in income. It is based on
the inability to perform the specified percentage of
the functions that constitute the person’s normal
job. The customary payment under a partial disabil-
ity benefit is a monthly indemnity equal to one-half
the monthly benefit for total disability. Usually, the
partial disability benefit is payable for the period
of partial disability but does not exceed a speci-
fied term, such as five or six months. The provision
usually states that it will be payable only for a partial
disability that follows a period of total disability for
which benefits were payable. In fact, one of the
motivations for offering partial disability coverage
was as an encouragement for the insured to resume
employment as quickly as possible, even on a part-
time basis.

Residual Disability Benefit Increasingly, a some-
what different provision is being used to provide
benefits for partial disabilities. As in the case of
the partial disability benefit, a residual disability
benefit provides coverage for partial disabilities but

focuses on the amount of income lost rather than on
the physical inability to work. The residual disabil-
ity benefit was introduced in the 1970s in response
to deteriorating claim experience under policies
that defined disability in terms of the insured’s own
occupation. Studies by insurance companies
showed that a high percentage of disabled per-
sons returned to their own occupation. Because dis-
ability benefits under an own occupation contract
cease if the insured returns to work in his or her
own occupation, even on a part-time basis, the dis-
abled insured had no incentive to do so. Insurers
concluded that a provision that pays benefits based
on loss of earnings when the insured returns to his
or her own occupation might encourage a quicker
return to work.

There are two types of residual disability defi-
nitions. Early versions required the insured to be
unable to perform one or more important duties
of his or her own occupation and to suffer a min-
imum income loss (e.g., 20 percent). As a result
of competitive pressures, many insurers dropped
the requirement that the insured be unable to per-
form important duties and required only a minimum
income loss. Residual benefits that measure only
the income loss are particularly appropriate for self-
employed persons, who may suffer an income loss
after returning to work even though they are capable
of performing all the functions of their occupation
(owing to a loss of clients, for example).

To determine the amount of income loss under
the residual disability provision, a benchmark
against which loss of earnings will be measured
is needed. This benchmark is the income amount
earned while the insured was healthy. Usually, the
insured has a choice of earning periods prior to dis-
ability to be used in determining the income base.

• The first choice is usually a monthly average
for the 12-month period (sometimes 6 months)
immediately preceding the disability. Usually, the
insured’s highest earnings will have been during
this period.

• If earnings were higher during an earlier period,
the insured can use the highest average monthly
earnings for any 24 consecutive months in the 60
months prior to disability.

As with the income loss approach discussed
earlier, the payment for residual disability is a
percentage reduction in the insured’s income. In
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their original form, residual disability benefits were
paid only if the insured had suffered a prior period of
total disability. However, residual disability benefits
more commonly cover lost income from accident
of sickness even in the absence of a prior disability.
In that case, the policy becomes functionally equiv-
alent to the income loss approach discussed earlier.

Although the partial disability benefit and the
residual disability benefit are similar, important
differences exist. A partial disability benefit is
payable in an amount equal to half the total disabi-
lity benefit regardless of the reduction in earnings.
The residual disability benefit in contrast, is payable
in proportion to the individual’s reduced earn-
ings. In addition, coverage under a partial disability
benefit is limited to a specified period, such as five or
six months. Residual disability benefits are usually
not limited in duration, other than the maximum
benefit period under the basic plan.

Although the distinction between the terms resid-
ual disability and partial disability was clear, the
distinction has blurred. Some companies define
the term residual disability in the same way other
companies define partial disability and vice versa.
The provision’s actual wording must be reviewed to
determine the exact nature of the coverage.

Rehabilitation Provision In addition to the par-
tial disability and residual disability benefits, some
long-term disability contracts include a rehabilita-
tion provision, which provides for continuation of
disability benefits or other financial assistance while
a totally disabled person is retraining or attempting
to acquire skills to return to work.

Presumptive Disability Some contracts include a
provision entitled presumptive disability, which pro-
vides that loss of the use of two bodily members or
the loss of sight will be considered as total disability,
regardless of whether the insured can do any work
for remuneration. In some contracts, presumptive
disability may include the loss of speech or hear-
ing. This means that an insured who suffers a stroke,
for example, and loses the use of an arm and leg,
would be entitled to full benefits under the policy
even though the crippling of these members did not
affect the person’s income-earning ability. Individ-
ual companies differ in their presumptive disabil-
ity provisions. Some companies require the loss of
hands or feet by severance, whereas others require
only the loss of use. When coverage is provided for
loss of use, some insurers require that the loss of use

be permanent, while others provide benefits as long
as the loss of use continues.

Optional Benefit Provisions

Some insurers offer additional benefits that liber-
alize the coverage of their disability income con-
tracts. The following are among the more common
optional benefit provisions.

Guaranteed Insurability Option Some insurers
offer a guaranteed insurability option similar to
the one in life insurance contracts. The disability
income version of the guaranteed insurability
option permits an individual whose income in-
creases after the policy’s purchase to increase the
coverage amount at specified dates after the policy
inception.

Cost-of-Living Adjustment Benefit The cost-of-
living adjustment benefit is designed to offset the
decline in purchasing power of disability benefits
that result from inflation. Under this provision, dis-
ability benefits are increased by the lesser of the
increase in the Consumer Price Index (CPI) or a
percentage specified in the policy. The percentage
specified is usually 5 percent to 10 percent, and the
increase applies after disability benefits have been
paid for a year.

Automatic Benefit Increases Some disability
income insurers offer a feature (generally called an
automatic benefit increase) that combines charac-
teristics of the guaranteed insurability option and
the cost-of-living rider. Under the automatic benefit
increase provision, the monthly benefit is automat-
ically increased during the early years of the con-
tract, usually by a set percentage, such as 5 percent.
The premium is automatically adjusted to reflect the
increased cost. Insureds may have the option of
rejecting the automatic increases. In some con-
tracts, however, the increase occurs automatically.

Accidental Death and Dismemberment Some
disability income policies provide a death benefit,
expressed as some multiple of the weekly benefit
specified in the policy (e.g., 200 weeks) to be paid
to a beneficiary if the insured dies as a result of acci-
dental bodily injury. The policy usually provides that
death must occur within 90 days from the date of the
accident claimed to be the cause of death. In addi-
tion to the principal amount payable in the event of



CHAPTER 20 HEALTH INSURANCE: DISABILITY INCOME INSURANCE 357

death, a scaled-down benefit is usually payable for
loss of sight or loss of a bodily member.

As in the case of the double indemnity provision
of the life insurance policy, there is no logic to this
coverage. If an individual dies, his or her family’s
need is the same regardless of whether the death is
caused by accident or otherwise.

Waiver of Premium Nearly all disability income
policies include provisions that waive premiums if
the insured becomes totally disabled and the dis-
ability lasts for some specified minimum period.
The provision may waive premiums only while the
insured is receiving benefits or for as long as the
insured remains disabled. Premiums may be waived
during a residual disability.

Coordinating with Social Insurance Although
Social Security and workers compensation provide
benefits for disability, both forms of social insur-
ance provide benefits only under specified circum-
stances, and predicting whether benefits will be
payable in the event of disability is difficult. First,
there is the five-month waiting period under Social
Security, during which no benefits are payable. In
addition, there is no coverage under Social Secu-
rity for disabilities when the disability will clearly
last fewer than 12 months. Finally, the demand-
ing definition of “disability” under Social Security
suggests the possibility that some longer-term dis-
abilities may not be covered under Social Security
because disability is defined as the inability to
engage in any occupation.

Like Social Security, workers compensation pro-
vides coverage for some disabilities, namely, those
that arise out of injuries in the workplace. This
means that workers compensation benefits will
be payable in the case of some disabilities but
not payable in others. The uncertainty regarding
whether workers compensation benefits will be
payable, like the uncertainty concerning Social
Security benefits, poses a problem regarding the
amount of disability insurance that should be pur-
chased. If the social insurance benefits are ignored,
the amount of coverage purchased may be exces-
sive in some cases.

There are two approaches to coordinating ben-
efits in a disability income insurance policy with
Social Security. In both cases, the insured purchases
an amount of benefits that are reduced if Social
Security benefits are paid. Under a social insurance

substitute rider, the additional benefits are paid only
if the insured receives no Social Security benefits.
Under the social insurance supplement rider, the
policy pays an additional benefit that decreases by
the amount of the Social Security disability bene-
fit. These riders may be written to coordinate with
workers compensation.

In essence, the social insurance substitute and
social insurance supplement benefits permit private
disability insurance to “wrap around’’ the benefits
provided by the social insurance programs. Because
they do not pay when social insurance benefits are
paid, the premiums for this additional coverage are
lower than coverage that does not include a social
insurance offset. If the insured purchases an amount
of coverage required to meet family needs, the com-
bined policy benefit and Social Security benefit will
provide the needed income, regardless of whether
Social Security benefits are paid.

INDIVIDUAL HEALTH INSURANCE
POLICY PROVISIONS

As we noted at the beginning of the chapter, a
“standard” health insurance policy has never exited.
Although group contracts differ in various ways, the
greatest variations are among the individual con-
tracts. Thus far in our discussion, we have dealt with
provisions used in group and individual contracts.
The following provisions appear in individual con-
tracts only.

Individual Health Insurance

Continuance Provisions

The right to continue a health insurance contract
may be crucial for the insured, particularly if he
or she has become uninsurable. Since individual
health insurance policies provide coverage for a
specified term, the absence of a cancellation pro-
vision does not guarantee continuing protection.
Even when it cannot cancel, the insurer may retain
the right to refuse to renew the policy. Individual
health insurance policies (including disability and
medical coverage contracts) have a variety of provi-
sions stating the respective rights of the company
and the insured to continue or discontinue the
policy. There are three types of contracts that can-
not be canceled during the term and in which a
guarantee to renew is provided. In addition, there
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are three forms in which the contract may be can-
celed or in which there is no guarantee of re-
newability. The six main types of policies, classified
according to their continuance provisions, are the
following:

1. Noncancelable. Noncancelable policies provide
the most liberal continuation provision. The non-
cancelable policy is a continuous-term contract
guaranteeing the insured the right to renew for
a stated number of years or to a stated age
(normally 60 or 65), with the premium at re-
newal guaranteed. In trade jargon, these policies
are called noncan. Although noncancelable LTD
policies were common, poor claims experience
caused most disability income insurers to aban-
don this type of renewable provision. It is not the
inability to terminate coverage that has been a
problem for insurers but the inability to adjust
the rates on a particular block of business. In
place of noncancelable provision, insurers have
adopted a guaranteed renewable provision.

2. Guaranteed renewable. Under a guaranteed re-
newable policy, the insured is protected against
cancellation and is guaranteed the right to
renew the policy but with a provision permitting
the company to adjust the premium for an entire
class of insureds. Although the premium rate for
renewal is not guaranteed under the guaranteed
renewable contract as it is under the noncance-
lable policy, the company may not increase the
rate for a single individual but only for an entire
class.

3. Conditionally renewable. Conditionally renew-
able policies are continuous-term policies under
which the insurer may terminate the contract by
not renewing it under certain contractual con-
ditions. This form provides some guarantee of
continuance but usually less than the noncance-
lable or the guaranteed renewable. There are
exceptions, however, depending on what is con-
ditioned. Some companies offer contracts that
may be conditionally renewed beyond age 65
if the insured is still working full time. The pre-
miums are based on the current rate for the
insured’s age at the time of renewal.

4. Renewable at the company’s option. Some
continuous-term policies are renewable only at
the option of the company. In effect, this means
the insured has no guarantee of continuation.

5. No provision. Policies that have no provision for
continuation are single-term policies. They pro-
vide coverage for the stated period only.

6. Cancelable. A contract that may be terminated by
the insurer during its term is called a cancelable
policy. The provision for cancellation usually
requires the insurer to give the insured a specified
number of days of notice. Under such a policy,
the insured lacks a guarantee with respect to con-
tinuation at the expiration of the policy risks and
lacks coverage termination of during the policy
period.

The noncancelable policy is more expensive than
the guaranteed renewable policy, and the guaran-
teed renewable policy is more expensive than a
conditionally renewable one. Although only a small
percentage of the policies not written on a non-
cancelable basis are refused renewal, the loss of
health insurance at the time it is most needed might
be a serious financial blow.

Uniform Provisions

In an attempt to induce some uniformity in con-
ditions and operating procedures in health insur-
ance contracts, the various states have enacted laws
requiring that certain uniform provisions recom-
mended by the National Association of Insurance
Commissioners (NAIC) be included in all individ-
ual health insurance policies. These laws provide
that policies submitted to the state insurance depart-
ments must be drafted according to the standards
imposed by the uniform provisions put forward by
the NAIC and must meet certain other requirements.
(Some requirements of the laws have to do with
style, arrangement, and size of type.)

The NAIC’s Uniform Accident and Sickness
Policy Provision Law (UPPL) contains 22 uniform
provisions. Thirteen of these are required and must
be included in every contract. The other 9 are
optional and may be included or omitted. An insur-
ance company may reword any of the provisions if
the new wording is not less favorable in any respect
to the policyholder or the beneficiary. The manda-
tory uniform provisions are the following:

Provision 1: Entire Contract—Changes The
policy, including endorsements and attached
papers, if any, constitutes the entire contract of
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insurance. No policy change is valid until approved
by an insurer’s executive officer and added to the
policy by endorsement.

Provision 2: Time Limit on Certain Defenses

Except for fraud, the policy is incontestable after
it has been in force for three years. Although the
uniform provisions law makes the policy incon-
testable after three years, most insurers liberalize
this provision, making the policy incontestable after
two years. This provision also prohibits the reduc-
tion or denial of benefits for a disease or physical
condition commencing after the policy has been in
force for three years unless it is specifically excluded
by the policy.

Provision 3: Grace Period A grace period of not
fewer than 7 days applies to policies on which pre-
miums are payable weekly, 10 days for monthly
policies, and 31 days for all other policies.

Provision 4: Renewal If the insurer maintains the
right to nonrenew the policy, the insurer may not
exercise that right before the renewal date except for
nonpayment of premium. Furthermore, any refusal
to renew cannot affect claims made while the policy
was in force.

Provision 5: Reinstatement Policies that have
been lapsed by nonpayment can be reinstated by
the acceptance of an overdue premium by the
company or one of its agents unless a reinstate-
ment application is required. When reapplication is
required, the reinstatement does not take effect until
approved by the insurer or until 45 days have passed
and the applicant has not been notified that rein-
statement has been refused. The reinstated policy
covers accidents occurring only after the reinstate-
ment date and sickness originating 10 days or more
after that date.

Provision 6: Notice of Claim The policyholder is
required to furnish the insurer with a claim notice
within 20 days after the occurrence or commence-
ment of a loss or as soon as reasonably possible.
Notice to an agent is considered sufficient.

Provision 7: Claim Forms The insurer must
furnish claim forms to the insured within 15 days
of the notification. If the forms are not furnished,
the insured may comply with the proof of loss

requirement by submitting written proof of loss in
any reasonable manner.

Provision 8: Proof of Loss The policyholder must
furnish a written proof of loss within 90 days after
the termination of the period for which the com-
pany is liable. However, failure to submit the proof
of loss within the 90-day period does not invalidate
the claim if it was impossible for the insured to
file the document. Except in cases of legal incapac-
ity, the proof of loss must be filed within one year
from the date otherwise required.

Provision 9: Time of Payment of Claims Benefits
are payable by the insurer immediately on receipt
of the proof of loss. Income benefits are to be paid
at specified intervals not less frequent than monthly.

Provision 10: Payment of Claims Death benefits
are payable to the named beneficiary or, if no bene-
ficiary has been named, to the insured’s estate. Any
balance due from benefits (other than death bene-
fit) may be paid to the beneficiary or the estate of
the insured at the insurer’s option. All other indem-
nities will be payable to the insured.

The insurer may add a facility-of-payment clause,
permitting it to pay up to $1000 in proceeds to any
relative by blood or marriage of the insured or ben-
eficiary who the company believes is entitled to
receive it. Another optional addition to this claims
clause permits the insurer to make payment directly
to a person or hospital rendering service.

Provision 11: Physical Examinations and Au-

topsy The insurer may, at its own expense, have
the policyholder examined at reasonable intervals
during the period of the claim and have an autopsy
performed when death benefits are payable, pro-
vided the law allows it.

Provision 12: Legal Action No legal action may
be brought to recover on the contract in the 60 days
immediately following the proof of loss. In addition,
no suit may be brought under the policy unless it is
instituted within three years from the date the proof
of loss is required to be filed.

Provision 13: Change of Beneficiary Unless the
policyholder has specifically denied himself or her-
self the right to change the beneficiary, the benefi-
ciary may be changed or the policy assigned as the
insured wishes.
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Optional Uniform Provisions

Any or all of the nine optional provisions listed next
may be included in individual health insurance
policies.

Optional Provision 1: Change of Occupation If
the insured changes to a more hazardous occupa-
tion, benefits will be reduced to the amount that the
premium paid would have purchased at the more
hazardous classification. If the insured changes to a
less risky occupation, the premium rate is reduced
accordingly and any overpayment will be refunded
on request.

Optional Provision 2: Misstatement of Age If
the insured’s age has been misstated, the benefits
payable under the policy are adjusted to the amount
that the premium paid will purchase at the correct
age.

Optional Provision 3: Other Insurance in This

Insurer If the insured has coverage with the insurer
that with the additional policy provides benefits in
excess of some maximum allowed by the company,
only the maximum is payable, and the excess pre-
miums will be returned to the policyholder or his or
her estate.

Optional Provision 4: Overinsurance with Med-

ical Expense Coverage In a medical expense
policy that is noncancelable or guaranteed renew-
able, if total benefits exceed allowable expenses,
the insurer may limit its liability to a proportionate
share of the expenses.9

Optional Provision 5: Relation of Earnings to

Insurance An insurer is allowed to include a pro-
vision that adjusts benefits downward if the total
benefits from all coverage exceed some specified
percentage of the insured’s earned income. The
wording provides that if at the time the disability
commences, the insured’s total benefits exceed a
specified percentage of earned income, the policy’s
benefits will be reduced proportionately.10

This provision protects the company from the
moral and morale hazard that arises from excessive

9 Allowable expense means 110 percent of any necessary, reason-
able, and customary expense that is covered under the policy.
10 Benefits may not be reduced for the first 90 days, and the ad-
justment cannot reduce total monthly benefits below the lesser
of $300 or the insured’s total benefits. This provision may be used
only in policies that pay benefits for at least 52 weeks.

benefits. The specified percentage may not be less
than 60, and the application must be designed to
elicit information on whether the insured would
have coverage in excess of that level. The policy
may not reduce benefits for other insurance that
was disclosed in the application. Each state must
define the other benefits types that may be recog-
nized through this adjustment. In addition to the
benefits provided under other individual disability
income plans, states may allow consideration of
workers compensation and employer-provided dis-
ability benefits.

Optional Provision 6: Unpaid Premium This
clause states the company may deduct any unpaid
premium that is due from a claim.

Optional Provision 7: Conformity with State

Statutes Although this is an optional provision,
some states require it be included. It amends the
policy, if necessary, so it will conform to minimum
state requirements.

Optional Provision 8: Illegal Occupation The
insurer is not liable for loss to which a contribut-
ing cause was the insured’s commission of a felony
or being engaged in an illegal occupation.

Optional Provision 9: Intoxicants and Narcotics

This provision relieves the insurer of liability for
losses while the insured is under the influence
of liquor or narcotics. For many people, this is a
restrictive provision. This provision is not permitted
for medical expense policies.

PROGRAMMING AND BUYING
DISABILITY INCOME INSURANCE

For individuals, disability income insurance is an
essential coverage. For some fortunate individu-
als, the employer will provide the coverage as a
part of an employee benefit package. Usually, such
programs are integrated with the available social
insurance coverages, and little or no decision will
be required by the individual. When the employer
does not provide coverage, the individual will be
responsible for decisions relating to the design of
the disability income program and for purchasing
the coverages designed to implement those deci-
sions. In this section, we will consider some of the
decisions relating to programming disability insur-
ance and some of the additional considerations
when buying disability insurance.
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Determining Disability Income

Coverage Needs

Measuring needs for disability income insurance
follows the same general principles discussed ear-
lier in connection with life insurance. It involves
predicting future income needs, measuring the
extent these needs will be met by existing recov-
ery sources, and then designing an insurance that
fills the gap between the future needs and existing
sources of protection.

Income Needs in the Event of Disability As
explained in Chapter 10, the disability income need
differs from the life insurance need, where the
absence of dependents may eliminate the need for
insurance. A single person without dependents who
is disabled still needs income to replace his or her
wages. Because the single person does not have
the cushion of a possible second family income,
a greater percentage of the future income needs
may have to be insured. In addition, since no family
members can serve as care providers, the need for
disability income is not diminished by the indivi-
dual’s marital status. The specific amount of income
that would be needed in the event of disability
is determined in a similar way as income needs
are determined for life-insurance programming: a
budget is constructed for the various expenditures
that will be required.

Disability and the Retirement Risk Because
insurers do not offer lifetime disability coverage
for illness, a disability protections program should
make provision for income when the disability
income policies stop making payments at age 65.
The need for income after age 65 will exist whether
or not the person is disabled. Sufficient income
should be provided in the disability protection
program to allow the individual to complete the
accumulation for retirement in the same manner
as would have been the case in the absence of the
disability.11

Some insurers increase their maximum limits of
income coverage to recognize contributions to a

11 Alternatively, the insured may purchase cash value life
insurance with a disability waiver of premium provision. The
accumulation of cash values will then serve to provide funds to
supplement Social Security benefits when the disability income
benefits terminate at age 65.

retirement program. If an individual is contributing
to a pension or profit-sharing plan, all or a portion
of the contribution may be added to the person’s
income in determining the monthly benefit amount
that can be issued. For example, someone earn-
ing $100,000, who contributes $20,000 to a pension
or profit-sharing plan over and above these earn-
ings, will be eligible for coverage at earnings of
$120,000 (rather than just $100,000) in determining
the monthly level available.12

Evaluating Existing Sources of Protection

Once income needs have been determined, the
existing sources of protection that may be available
to meet those needs should be inventoried.

First, sources of funds during a period of disability
include any sick leave or short-term benefits avail-
able in connection with the job. Many employers
provide their employees with a salary continuation
plan or sick leave. A standard model is to grant
2.5 days of sick leave a month, which the employee
may accumulate up to 30 days a year. Some plans
are more generous, others less so. Some employ-
ments have no sick leave and no salary continua-
tion plan. Although some corporate pension plans
provide disability benefits, unless the individual has
a significant accumulation in his or her plan or
unless the disability benefits are separately insured,
this will probably be of little help.

The next important source of protection is the
coverage available under social insurance pro-
grams, such as Social Security and workers com-
pensation. Because of the stringent definition of
disability and the five-month waiting period, some
“advisers” suggest that one disregard Social Security
benefits in determining the amount of disability
income benefits to purchase. In view of the signif-
icant benefits that may be payable under Social
Security and workers compensation, this makes
little sense. The only problem is in finding a way to
integrate other forms of protection into an overall
program that incorporates Social Security disability
benefits while at the same time avoiding unneeded
duplication. As we noted earlier, some special-
ized disability insurance, such as the social insur-
ance substitute benefit and the social insurance

12 Both Paul Revere and UNUM have offered coverages that insure
an individual’s specific pension contribution.
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supplement benefit, can be used to make private
disability insurance dovetail with social insurance
coverages.

As in the case of life insurance, the disability
income program should be viewed as a potential
flow of income, capable of replacing the income
lost as a result of the inability to work. In determin-
ing the amount of insurance necessary, the same
needs discussed in connection with life insurance
are appropriate. In selecting the amount of weekly
and monthly indemnity and the length of the waiting
period, consideration should be given to other avail-
able income sources, such as sick leave, a qualified
pension plan, and social insurance coverages. In as
much as it is impossible to determine the disability
period, protection should be provided for the worst
possible eventuality, a disability that is permanent in
nature. A disability policy should, therefore, provide
benefits for life or until retirement age in an amount
that will permit the individual to continue the accu-
mulation of a retirement program in the same way
as if he or she had not been disabled.

Taxation of Disability Income

The tax treatment of disability income benefits has
an important effect on the income amount that
needs to be replaced. Benefits received from indi-
vidually owned disability income policies are not
subject to federal income tax. Because the indi-
vidual will not have to pay taxes on the benefits,
something less than 100 percent of the predisabil-
ity income needs to be replaced. The amount of
income that needs to be replaced is also affected by
the reduction in expenses associated with employ-
ment (such as work, clothing, and transportation
expenses); however, this reduction will probably be
small. Premiums paid by individuals for disability
income insurance are not deductible for federal
income tax purposes.

The tax treatment of disability income bene-
fits provided through employment is more compli-
cated. Sick pay and other disability income pay-
ments that have been paid for by the employer are
treated in a similar way as wages and are taxable to
the employee. If the employee was required to con-
tribute to the cost of the disability income plan as
a condition for being covered, however, the portion
of the benefits paid for by the employee is received
tax-free.

Cost of Disability Income Insurance

The cost of disability income insurance varies,
depending on whether the coverage is purchased
through a group or by an individual. Even among
individual contracts, the cost can vary. The premium
depends on the insured’s occupation, age, and sex,
the length of time for which benefits are payable,
the extent of the coverage, the weekly or monthly
benefit amount, and the length of the elimination
period.

Because most disabilities have a short-term dura-
tion, coverage for longer periods of disability costs
proportionately less than coverage for short periods.
Depending on the individual’s age, the differential in
cost between short-term disability and long-term dis-
ability policies will be significant. For the age group
into which most readers of this text will fall, the pre-
mium for a short-term policy providing two years of
benefits is less than half the cost (about 40 percent)
of a policy providing benefits until age 65. This differ-
ence in premiums can make the short-term policy
appear attractive. However, a short-term policy will
not address the financial consequences of a catas-
trophic loss.

Fortunately, since most disabilities have a short-
term duration, the elimination period under disabi-
lity policies will have a significant influence on cost.
The longer the elimination period, the lower will
be the premium, other things being equal. Risk
management principles suggest the appropriate
trade-off is to accept the highest elimination period
one can afford and purchase coverage for the
longest duration available. Often, a higher elimi-
nation period will make it possible to purchase
the longest duration coverage available, which pays
benefits for lifetime in the event of accident and
until age 65 for sickness. For example, a short-term
disability contract written by one company on the
1-8-26 formula has an annual premium of $36.40 per
$10.00 of weekly benefit. The cost of a $200-per-week
benefit under this contract would be about $730 a
year. In contrast, a long-term contract providing $800
a month for life for accident, and until age 65 for sick-
ness, can be obtained with a 30-day waiting period
for about $475 per year. With a 180-day elimination
period, the cost of the contract would be $385 per
year.

For the lower-income family, a short elimination
period may be a necessity. However, the individual
should consider other disability income protection
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he or she may have, such as sick leave. If the
elimination period can be lengthened, the result-
ing premium reduction may permit a substantial
increase in the benefits amount or the length of
time for which benefits are payable. Families in the

middle-income group should consider an elimina-
tion period of at least two weeks. Families in higher
income brackets should be able to carry themselves
for three to six months or even a year.

IMPORTANT CONCEPTS TO REMEMBER

short-term disability coverage
long-term disability coverage
occupational disability
nonoccupational disability
elimination period
disability
partial disability
residual disability benefit
rehabilitation provision

social insurance substitute
presumptive disability
preexisting condition
noncancelable
guaranteed renewable
conditionally renewable
uniform provisions
change-of-occupation provision
average earnings clause

misstatement-of-age provision
facility of payment clause
overhead disability income
relation-of-earnings-to-insurance

clause
renewable at insurer’s option
medical expense insurance
accidental death and

dismemberment

QUESTIONS FOR REVIEW

1. Identify the ways in which disability income insur-
ance is marketed.

2. What protection sources, other than disability in-
come insurance, may the individual have to protect
against loss of earnings? Why is disability income
insurance a necessary supplement to these forms of
protection?

3. List the four definitions of disability that may be found
in disability income contracts. Which is the most benefi-
cial to the insured? Which is the narrowest form of cover-
age?

4. Describe the operation of a typical preexisting con-
ditions exclusion in a disability income policy.

5. Briefly distinguish between long-term and short-term
disability income contracts.

6. Briefly describe the two ways that coverage for partial
disability may be provided in disability income insurance.

7. Identify and briefly describe three optional benefits
that may be included in disability income policies.

8. List and explain the alternative continuance provi-
sions of individual health insurance policies.

9. What provisions may an insurer incorporate in an in-
dividual health insurance policy to guard against overin-
surance and morale hazard?

10. Compare and contrast the uniform health insurance
optional provisions that deal with a change in occupa-
tions by the insured and misstatement of age.

QUESTIONS FOR DISCUSSION

1. Joe Smith is considering the purchase of a disability
income policy and is deciding between two policies sold
by two different companies. Although both will pay until
age 65 for disability arising out of sickness and for life-
time for disability resulting from accident, the cost of one
policy is almost twice the other. What provisions in the
two contracts would you advise Smith to compare?

2. In his best seller Wealth Without Risk, Charles J.
Givens, the self-styled expert on “low-risk ways to achieve
and hold on to wealth,” offers the following advice as his

strategy #32: “Buy disability insurance only if you are in
poor health or accident prone.” What is your reaction to
this “strategy?”

3. Which type of hazard (physical, moral, or morale)
do you believe poses the greatest problem for an insurer
writing disability income insurance?

4. You have been retained by an insurer to design a dis-
ability income policy covering accident and sickness but
with appropriate provisions to protect against the special
hazards associated with writing sickness coverage. What
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provisions or conditions would you incorporate into the
policy?

5. One of the major problems facing a person who
is permanently disabled is the possibility of erosion of

purchasing power when price level changes occur during
the disability period. To what extent could the concept of
variable annuity or variable life insurance be used in the
field of disability income?
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CHAPTER 21

HEALTH INSURANCE:
COVERAGE FOR

MEDICAL EXPENSES

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify and describe the major problems associated with the current health care system

• Identify the past efforts that have been made to address the problems associated with the
financing of health care in the United States

• Distinguish between the traditional fee-for-service approach to health insurance and the
capitation system of managed care providers

• Identify common cost-containment activities that have been adopted by health insurers

• Identify and describe the traditional forms of medical expense insurance, distinguishing
between basic policies and major medical insurance

• Explain how managed care and consumer-directed health plans differ in their approach to
controlling health care costs

• Describe the key features of the Patient Protection and Affordable Care Act

A well-planned program for financing medical
expenses is an important part of any personal
risk management plan. Unexpected illnesses and
injuries can result in catastrophic medical expenses
for the individual and his or her family. In this
chapter, we turn to the subject of insurance against
the cost of medical expenses.

Medical expense insurance provides for the
payment of the medical care costs that result from
sickness and injury. It helps meet the expenses of
physicians, hospital, nursing, and related services,
as well as medications and supplies. Benefits may
be in the form of reimbursement of expenses (up to
a limit), cash payments, or the direct provision of

365
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services. Like disability income and life insurance,
medical expense coverage is sold on an individual
and a group basis.

Although insurance is an important tool for
financing health care expenditures, most health
care costs are paid from sources other than private
health insurance. In 2011, public sources, includ-
ing federal, state, and local governments, covered
45 percent of personal health care expenditures.1

The bulk of this (37.8 percent) represented pay-
ments for Medicare and Medicaid. Out-of-pocket
expenditures covered about 12.1 percent, and mis-
cellaneous programs covered about 7.8 percent.
Finally, private insurance, written by various insur-
ers, provided financing for 35.2 percent of personal
health care expenditures.

BACKGROUND ON THE CURRENT
HEALTH INSURANCE MARKET

Before turning to a discussion of health insurance,
we will examine the system of health care delivery
in this country and the ways in which health care
delivery is financed. Both will be useful in under-
standing some of the coverage features one encoun-
ters in the health insurance market.

Historical Development of Health

Insurance in the United States

Health insurance is a phenomenon of the twentieth
century. Although accident insurance was first
offered in 1863, coverage for expenses associated
with sickness did not become popular until af-
ter World War I. Interestingly, it was hospitals, not
traditional insurance companies, that popularized
medical expense coverage. Early in the 1920s,
a number of innovative hospitals began to offer
hospitalization on a prepaid basis to individuals.

Blue Cross and Blue Shield In 1929, a group of
school teachers arranged for Baylor University to

1 Personal health care expenditures include payments for
hospital care, physician and clinical care, dental services, pres-
cription drugs, nursing home care, etc. They exclude amounts
spent nationally on research and structures and equipment.
Historical data on Aggregate National Health Expenditures
and Personal Health Care Expenditures are available from the
Center for Medicare and Medicaid Services (CMS). Formerly
called the Health Care Financing Administration (HCFA), this
federal agency is responsible for administering the Medicare and
Medicaid programs.

provide hospital benefits on a prepaid basis. This
plan is considered the forerunner of Blue Cross
plans (also called Blues), which were organized
by a group of hospitals to permit and encourage
prepayment of hospital expenses. They offered sub-
scribers contracts that promised a semiprivate room
in a participating hospital when the insured was
hospitalized. In 1939, the first Blue Shield plan was
organized by physicians in California to offer pre-
paid surgical expense coverage.

Commercial Insurance Companies In the 1930s,
commercial insurance companies began to market
hospital and surgical expense insurance. Unlike the
Blues, commercial insurers provided coverage on
a reimbursement basis, providing payment up to a
specified dollar maximum per day, while the insured
was confined to a hospital, or providing a specific
limit of coverage for various surgical procedures.
In 1949, commercial insurers introduced a form of
catastrophe medical expense coverage called major
medical insurance. When written with basic hospi-
tal insurance and surgical expense insurance, this
major medical insurance became the standard
against which other health insurance plans were
measured.

Fee for Service The health insurance provided by
Blue Cross and Blue Shield organizations and insur-
ance companies is now referred to as fee-for-service
or indemnity coverage. Under this approach, the
insured had complete autonomy in the choice of
doctors, hospitals, and other health care providers.
Insureds were free to choose any specialist without
getting prior approval, and insurers did not attempt
to decide whether the health care services were
necessary. Insurers attempted to control costs
through deductibles and share-loss provisions
called coinsurance, under which the patient was
required to bear a part of the cost.

Medicare In 1965, Congress amended the So-
cial Security system by establishing the Medicare
program to provide medical expense insurance
to persons over age 65. The same legislation cre-
ated Medicaid, a state-federal medical assistance
program for low-income persons. During the years
immediately following Medicare in 1965, the cost
of health care (and of private health insurance)
increased. Attention turned to the problems
inherent in the fee-for-service system. Many experts
argued that this system provided an incentive to
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overutilize health care. When the insurer (or govern-
ment) paid the costs, insureds and providers had no
incentive to reduce costs. It was argued the provider
stood to gain when more services were provided.
Insurers, employers, and public policy makers
began to look for ways to change the way in which
health care was financed to give providers an incen-
tive to control medical expenses.

Managed Care Organizations The solution was
the concept of managed care, which represented
a change in the financing of health care and in its
delivery as well. New types of “insurers” emerged
that offered risk financing and health care. The pro-
totype for this type of organization was the health
maintenance organization, which offered a more
direct relationship between the provision of health
care and its financing.

Health Maintenance Organizations The distin-
guishing characteristic of a health maintenance
organization (HMO) is that the HMO provides for
the financing of health care, as do commercial
insurers and the Blues, and delivers that care. HMOs
often operate their own hospitals and clinics and
employ or maintain contracts with physicians and
other health care professionals who deliver health
care services. The insurance element in the oper-
ation of HMOs derives from the manner in which
they charge for their services, which is called capi-
tation. Under the capitation approach, subscribers
pay an annual fee and in return receive comprehen-
sive health care. The HMO may be sponsored by a
group of physicians, a hospital or medical school, an
employer, labor union, consumer group, insurance
company, or Blue Cross and Blue Shield plans.

Although HMOs have been around for at least
as long as the Blue Cross and Blue Shield plans,
it was not until 1970s that public and government
attention was focused on them, bringing them their
current popularity.2 In 1971, the federal government

2 Although the roots of the HMO idea can be traced back to the
1800s, their modern history dates from 1938, when industrialist
Henry Kaiser adopted the idea of prepaid group medical practice
and capitation for his employees working on the Grand Coulee
Dam. The idea spread to Kaiser shipyards and other Kaiser in-
dustries during World War II, and the result was the Kaiser Per-
manente Medical Care Program, the largest HMO in the country.
Other early HMOs include the New York Health Insurance Plan
(HIP), the United Mine Workers’ Plans, the Ross-Loos Medical
Group in Los Angeles, the Metro Health Plan of Detroit, and the
San Joaquin Plan.

adopted a policy of encouraging and promot-
ing HMOs as an alternative to the fee-for-service
approach to health care financing. Two years later,
Congress passed the Health Maintenance Organiza-
tion Act of 1973, which provided funding for new
HMOs and the expansion of existing ones. The law
also required employers with 25 or more workers
who are subject to the Fair Labor Standards Act to
offer, as a part of its health benefit program, the
option of membership in a federally qualified HMO
if one is available.

HMOs may be organized in a variety of ways.
Physicians may be directly employed by the HMO
(a staff model HMO) or the HMO may contract
with individual physicians or with physician groups.
Whatever the arrangement with the physicians, from
the subscriber’s point of view, the fee-for-service sys-
tem is replaced by a system of capitation. In return
for a fixed monthly fee, the individual receives most
medical care required during the year. There may
be a nominal charge, on the order of $10, paid
by the participant when visiting the physician, but
this charge is the same regardless of the service
rendered. The subscriber is required to choose a
primary care physician (also known as the PCP or
gatekeeper), who is responsible for determining
what care is received and when the individual is
referred to specialists. If the PCP decides the patient
requires the services of a specialist, the patient is
referred to a specialist in the HMO network. If the
network does not include a specialist of the type
required, a referral is made to a specialist outside
the network. Emergency care services are provided
outside the network when there is a sudden onset of
an illness or injury that, if not immediately treated,
could jeopardize the subscriber’s life or health.3

Preferred Provider Organizations Given the
successes of HMOs in controlling costs, commercial
insurers began to look for ways to copy their success.
Noting that many individuals objected to the limita-
tions placed on their ability to select the physicians
and hospitals, insurers sought other ways they could

3 In addition to the three main types of HMOs, there are two addi-
tional models; the network model and the direct contract model.
The network model is similar to the group practice model except
that the HMO enters into contracts with several multispecialty
groups of physicians. Under the direct contract model, also called
an open-ended HMO, physicians who are not affiliated with the
HMO may provide services.
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reduce costs by contracting with providers while
still allowing insureds the option to choose their
provider. This led to the development of preferred
provider organizations (PPOs). A preferred provider
organization is a network of health care providers
(doctors and hospitals) with whom an insurance
company (or an employer) contracts to provide
medical services. The provider typically offers to
discount those services and to set up special utiliza-
tion review programs to control medical expenses.
In return, the insurer promises to increase patient
volume by encouraging insureds to seek care from
preferred providers. The insurer does this by provid-
ing higher rates of reimbursement when the care
is received from the network. The insured is still
permitted to seek care from other providers but will
suffer a penalty in the form of increased deductibles
and coinsurance.

This arrangement preserves the employee’s
option to choose a provider outside the network,
should he or she desire. When the insured stays in
the network, the discounted fees to providers should
provide some cost savings although the potential for
savings is lower than with an HMO.

Point-of-Service Plans Eventually, some HMOs
adopted procedures that made them more like
PPOs, using what are known as point-of-service
(POS) plans. In one respect, a POS plan operates
like a PPO since the employee retains the right to
use any provider but will have to pay a higher pro-
portion of the costs when he or she uses a provider
outside the network. On the other hand, a POS plan
is like an HMO since care received through the net-
work is managed by a PCP. In fact, the first POS plans
were created when HMOs allowed their subscribers
to use nonnetwork providers. The penalties for using
a nonnetwork provider are usually greater than the
penalties under a PPO. The use of the gatekeeper
approach in POS plans was predicted to provide
greater cost control than from a PPO arrangement.

Dominance of Managed Care Collectively,
HMOs, PPOs, and POS plans are referred to as
managed care plans. Although there are important
differences among these plans, greater similarities
exist. All managed care plans involve an arrange-
ment between insurers and a selected network of
providers, and they offer policyholders significant
financial incentives to use the providers in the net-
work. The term managed care is also used to refer
to the case management procedures used by most

health insurers as cost control measures. Even when
indemnity plans are offered, they contain cost-
containment features that encourage efficient pro-
vision of care.

The dramatic growth in popularity of HMOs,
PPOs, and POS plans can be seen by examining the
trends in enrollment in recent years. Thirty years ago,
90 percent of insured individuals were covered un-
der traditional fee-for-service plans offered by com-
mercial insurers and Blue Cross and Blue Shield
plans. By 2011, according to research by the Kaiser
Foundation and Health Research and Educational
Trust, 1 percent of workers insured through their
employers were covered by traditional fee-for-
service plans, 55 percent of workers were enrolled
in PPO plans, 17 percent were in HMO plans, and
10 percent were enrolled in POS plans. The remain-
der were covered by High Deductible Health Plans
(HDHPs), discussed later.

The Attack on Managed Care

In the 1990s, efforts to control health care costs
focused largely on the implementation of managed
care. By the late 1990s, however, consumer dissatis-
faction with the cost-saving features of managed
care programs turned the focus of reformers to the
quality of the care being delivered. Critics argued
that although the fee-for-service system may provide
an incentive to overuse medical care, the managed
care approach encouraged plans to deny needed
services. Managed care, which was once heralded
as the solution that promised affordable health
insurance to most Americans, became the target of
a consumer backlash.

Efforts by managed care organizations to con-
trol utilization and associated costs were accom-
panied by changes in the traditional relationship
between patients and providers. Physicians and hos-
pitals became disenchanted with the discounting
arrangements of PPOs and other network organi-
zations. Health care providers complained about
the interference of “outsiders” in medical decisions,
such as the appropriate hospital stay for a partic-
ular illness or procedure. Arbitrary decisions by
the claims personnel of insurance companies and
third-party administrators became the new crusade
for consumer activists. The crusade was fueled by
congressional hearings and daytime talk shows,
where HMO patients recited horror stories about
denial of care by HMOs that resulted in serious
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injury or death. Newspapers and magazines at-
tacked HMOs over the allegations of bonus pay-
ments to physicians for not treating patients and for
blocking people from even seeing their doctors. In
response, state legislatures enacted “Patient Protec-
tion Acts” incorporating a variety of quality of care
protections.

With respect to patients’ rights, the legislation
generally followed the recommendations of an
Advisory Commission on Consumer Protection and
Quality in Health Care, appointed by President Bill
Clinton in 1997. The bills included provisions to
ensure adequate provider networks and access to
physicians, coverage for services outside the net-
work in case of emergencies, increased informa-
tion for patients, the elimination of “gag clauses”
in contracts between insurers and physicians, and
improved appeals processes for patients with com-
plaints, including the right to an external review of
a denial of coverage.

Consumer-Directed Health Care

The premise behind managed care is that given the
proper financial incentives, health care providers
can be encouraged to deliver care efficiently. In
the 1990s, attention began to turn to another
option: motivating consumers to purchase health
care efficiently. This approach has become known
as consumer-directed health care.

Consumer-directed health care encourages con-
sumers to control expenses for medical care by
giving them a stake in the expenditures. Under
a consumer-directed health plan (CDHP), a High
Deductible Health Plan (HDHP) is paired with a
tax-sheltered account, typically a Health Savings
Account (HSA). Individuals make contributions to
the account, and make withdrawals as necessary
to cover medical expenses. In effect, individuals
become responsible for paying for most routine and
smaller medical expenses, and the HDHP covers
medical expenses above a large deductible. The
first CDHPs used Medical Savings Accounts (MSAs),
which were authorized on a pilot basis by the Health
Insurance Portability and Accountability Act of 1996
(HIPAA). MSAs are still permitted but have been
displaced by HSAs, which were created in 2003.
In employer-sponsored plans, the HDHP may be
paired with an HSA or with a Health Reimbursement
Arrangement (HRA), in which the employer makes
funds available to cover additional health care costs.

To be eligible for an HSA, an individual must
be covered by an HDHP, defined as a plan with a
deductible of at least $1,250 for an individual and
$2,500 for a family in 2013. Moreover, the plan
must not require the insured to incur annual out-of-
pocket expenses (for deductibles and coinsurance)
of more than $6,250 for an individual and $12,500 for
a family. These amounts will be indexed for inflation
in future years. The procedure for establishing an
HSA is similar to that for establishing an Individual
Retirement Account (IRA). Any insurance company
or bank can be an HSA trustee, as well as others
approved by the IRS. In 2013, contributions of up
to $3,250 for an individual or $6,450 for a family
could be made to the HSA. Individuals 55 and older
who are covered by an HDHP can make additional
catch-up contributions of $1,000 each year until they
enroll in Medicare.

Investment earnings in the HSA are not subject
to current taxation, and distributions used to pay
for qualified medical expenses are not taxed. How-
ever, distributions not used for qualified medical
expenses are treated as taxable income and are gen-
erally subject to an additional 20 percent penalty.4

Consumer-driven health plans have increased in
popularity in recent years. In 2012, an estimated
16 percent of employees covered by their employers
chose the HDHP option, up from 3 percent in 2006.

The evidence for consumer-driven health care
is inconclusive. There is evidence that employees
enrolled in CDHPs tend to do more research prior
to making health care decisions, have lower costs,
and exhibit healthier behaviors. Critics argue this is
because healthier employees are more likely to
choose HDHPs and that an individual with a
chronic disease would cost more and would quickly
exhaust his or her savings. As more individuals and

4 The penalty was originally set at 10 percent but was increased to
20 percent by the Patient Protection and Affordable Care Act of
2010 (the ACA), effective 1/1/2011. The ACA also eliminated over-
the-counter (OTC) medicines from the list of qualified medical
expenses. The penalty does not apply to distributions made after
the individual’s disability, death, or attaining age 65. Upon the in-
dividual’s death, any balance remaining in the HSA becomes the
property of a designated beneficiary. If that beneficiary is a sur-
viving spouse, the HSA becomes the HSA of the surviving spouse,
who is then subject to income tax only to the extent distributions
are unused for qualified medical expenses. If the designated ben-
eficiary is not a surviving spouse, the HSA ceases to be an HSA
on the date of death and is included in the beneficiary’s gross
income at the fair value of the assets.
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employers embrace consumer-driven health care,
the impact on cost and quality of care may become
clearer.

THE HEALTH INSURANCE MARKET

The major sources of health insurance coverage in
the U.S. are employers and government programs, as
indicated in Table 21.1. Fewer than 10 percent of the
population purchases health insurance individually.

Employer-Provided Health Insurance

The vast majority of those insured in the private
sector are covered by group insurance plans, usually
sponsored by an employer. In 2011, 58.4 percent of
Americans under the age of 65 obtained their health
insurance from an employer-sponsored plan.

At least three reasons exist for the overwhelming
dominance of employer-provided coverage in this
country. The first is historical. Before World War II,
few Americans had health insurance. After wage
and price controls were instituted during the war,
the War Labor Board ruled that the wage freeze did
not apply to health insurance benefits. Employers
found they could use health insurance as a way to
attract workers when they were prohibited from pay-
ing higher wages.

A second reason for the prevalence of employer-
provided coverage are the advantages of group
insurance. The potential for cost savings inherent
in the operation of the group mechanism was dis-
cussed in Chapter 12. Group insurance provides
opportunities for cost savings because of lower
underwriting expenses, reduced agents’ commis-
sions, and the reduced potential for adverse

TABLE 21.1 Coverage by Type of Health Insurance—2011

Any Private Plan 63.9%
Employment-based 55.1%
Individually purchased 9.8%

Any government plan 32.3%
Medicare 15.2%
Medicaid/SCHIP 16.5%
Military health care 4.4%

Uninsured 15.7%

Source: U.S. Census Bureau.

Note: Amounts add to more than 100 percent because individuals

may receive coverage from more than one source.

selection. When the individual is insured as a
member of a group, the premium tends to be lower
than if the individual had purchased the insurance
on his or her own.

Perhaps the most important reason that medi-
cal expense insurance is typically provided through
an employment relationship is taxes. Contributions
made by an employer as payment for health insur-
ance premiums for employees are deductible as a
business expense for the employer, but the amount
of premiums is not taxable as income to the em-
ployee. This means the employee would have to
receive something more than the amount of pre-
miums paid by the employer as additional compen-
sation to purchase the same level of benefits. The
employee is not taxed on benefits received under
such a program if it is reimbursement of incurred
medical expenses.5

The coverage in the private sector is provided
by several types of insurers, including Blue Cross
and Blue Shield plans, HMOs, and commercial
insurers. Besides these traditional insurers, the other
two important categories are employer self-insured
plans and multiple employer welfare arrangements
(MEWAs). Generally, the choice of the insurer
for such plans rests with the employer, not the
employees covered under the plan. This is signifi-
cant because the objectives of the employer and the
employee may differ regarding the scope of cover-
age and the cost of the plan.

Employer Self-insured Plans The largest group
of workers covered by group plans consists of those
covered by ERISA-exempted plans—that is, self-
insured plans that are exempt from state regula-
tion. Although the Employee Retirement Income
Security Act of 1974 (ERISA) primarily focused on
retirement plans, it also included a broad pre-
emption of state regulation for employee welfare
benefit plans, specifically providing that states may

5 Some experts suggest that the favorable tax treatment of
employer-provided health insurance encourages employees to
seek and employers to offer more generous health insurance
benefits. They also point out the inequity that exists because
premiums for individual health insurance are deducted only
to a limited extent as discussed later in the chapter. The ACA
will impose a new excise tax, effective January 1, 2018, on gen-
erous employer health plans, i.e., those with aggregate values
that exceed $10,200 for individuals and $27,500 for families. The
employer is assessed a tax of 40 percent on amounts that exceed
the thresholds.
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not regulate self-funded health insurance arrange-
ments as insurance. As a result, employers that self-
fund the costs of employee health care are exempt
from most state laws regulating health insurance.
More than two-thirds of large employers are esti-
mated to be self-insured. Employers favor the ERISA
preemption of state insurance law because it allows
them to avoid state premium taxes (typically 1 to
2 percent of premiums) and the costs associated
with state-mandated benefits.

MEWAs Originally, the ERISA exemption from
state regulation applied to self-insured plans of a
limited number of large employers. Over time,
smaller employers have shifted to self-insurance,
often as a part of a multiple employer welfare arrange-
ment (MEWA). MEWAs are group programs that pro-
vide health and welfare benefits under the ERISA
exemption. When Congress enacted the ERISA in
1974, it included a broad preemption of state regu-
lation for employee benefit plans, specifically pro-
viding that states may not treat certain self-funded
employee benefit arrangements to be insurance.
The decision to exempt these plans from state regu-
lation proved ill advised. After a number of MEWA
failures, due to the absence of regulatory over-
sight, the 1982 amendments to ERISA authorized
states to regulate self-funded MEWAs. Today, the U.S.
Department of Labor and the states have concurrent
jurisdiction for regulation of MEWAs. Unfortunately,
due to ERISA’s complex and confusing provisions,
there is still some ambiguity concerning regulatory
responsibility for MEWAs. Although MEWAs gen-
erally self-insure their members’ medical expense
exposures, they may also purchase insurance from
commercial insurers.

COBRA The importance of employer-sponsored
health insurance in the United States is demon-
strated by employers being required by federal law
to continue offering coverage to their employees
and former employees following a qualifying loss
of coverage. The Consolidated Omnibus Budget
Reconciliation Act of 1986 (COBRA) requirements
apply to employers with group plans covering 20 or
more persons and permit continuation when cover-
age would otherwise end as a result of termination
of employment, divorce, legal separation, Medicare
eligibility, or the cessation of dependent-child
status. The employer must provide the coverage for
up to 18 months for terminated employees and up
to 36 months for spouses of deceased, divorced, or

legally separated employees and for dependent chil-
dren whose eligibility ceases. Generally, the COBRA
participant pays a premium based on the existing
group rate. Many states have COBRA-like laws that
apply to employers with fewer than 20 employees.

Although employers have played a key role
in providing health insurance for many decades,
evidence shows a steady decline in the popula-
tion covered by employer plans in recent years.
According to the Employee Benefit Research Insti-
tute, the percentage of the population under age 65
with employer-provided coverage has fallen from
69.5 percent in 2000 to 58.4 percent in 2011.

One reason for this trend is underlying workforce
changes, including increased self-employment,
part-time and temporary contract work, and
changes in employment across industries and occu-
pations. A second reason is the increase in health
insurance premiums, which caused some employ-
ers to drop coverage. Other employers increased the
required contribution by employees, causing some
employees to opt out of coverage. This trend is likely
to increase. Many experts have predicted that the
Patient Protection and Affordable Care Act of 2010
(“the ACA”), also known as Obamacare, will cause
additional employers to cease offering health insur-
ance to their employees. This is largely because the
ACA mandates the creation of a health insurance
exchange in each state, essentially a marketplace
where individuals can purchase insurance. The ACA
is discussed in greater detail later in this chapter.

The Public Sector

Persons whose health care financing is provided by
the government includes those covered by Medi-
care, Medicaid, and the Children’s’ Health Insur-
ance Program (CHIP). As the portion of individuals
covered by employer-sponsored health insurance
has fallen, the number of individuals covered by
public programs has grown.

Medicare The Medicare program covers most
persons over age 65 and disabled persons who meet
specific eligibility requirements. Approximately
60 percent of Medicare-covered persons purchase
private insurance to supplement the protection
under Medicare. The Medicare program is discussed
in greater detail in Chapter 23.

Medicaid Title XIX of the Social Security Act, popu-
larly known as Medicaid, is a federal-state program
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of medical assistance for needy persons that was
enacted simultaneously with the Medicare program.
It provides medical assistance to low-income per-
sons and to some individuals who have enough
income for basic living expenses but cannot afford
to pay for their medical care. States administer the
program and make the payments, which the federal
government partially reimburses. The federal pro-
portion of the cost is based on a formula tied to state
per capita income and varies from about 50 percent
to 80 percent, with the poorest states receiving the
greatest proportion.

The federal government establishes regulations
and minimum standards related to eligibility,
benefit coverage, and provider participation and
reimbursement. States have options for expanding
their programs beyond the minimum standards,
subject to federal criteria.

The eligibility requirements for Medicaid are
extensive and complex. Federal statutes require
state Medicaid programs to cover people who are
receiving welfare payments or Supplemental Secu-
rity Income (SSI) and who meet certain require-
ments that previously applied to the Aid to Families
with Dependent Children (AFDC). In addition, cov-
erage is provided to certain low-income pregnant
women, children under age six, and certain Medi-
care beneficiaries. As discussed later, the new
health reform law is expected to increase the num-
ber of individuals covered by Medicaid by provid-
ing funding for states to expand coverage up to
138 percent of the federal poverty level.

Medicaid benefits are generally comprehensive.
They include the services traditionally included in a
commercial group health insurance packet, as well
as some services, such as long-term care, that are
not. States can require certain recipients to share
nominally in their Medicaid coverage cost through
premiums, deductibles, copayments, coinsurance,
enrollment fees, or other cost-sharing provisions.
However, significant cost sharing is prohibitive for
recipients and is, therefore, prohibited by federal
regulations.

Efforts to control Medicaid costs have led many
states to consider reductions or further limitations
to covered services. Although a state cannot arbit-
rarily deny or reduce the amount, duration, or scope
of care because of diagnosis or the type of ill-
ness or condition, it can restrict services to those
that are medically necessary. States are permitted

to incorporate reasonable utilization management
provisions in their Medicaid programs. Some states
have implemented fairly restrictive limits on the
amount, duration, and scope of care without con-
flicting with the federal requirements.6

State Children’s Health Insurance Programs

The Balanced Budget Act of 1997 (BBA-97) pro-
vided federal funding for a new program aimed at
insuring children from low-income families who did
not qualify for Medicaid. Under the program, states
receive federal funding for plans approved by the
Secretary of the U.S. Department of Health and
Human Services (HHS). States may provide the cov-
erage by expanding eligibility for Medicaid, by pro-
viding insurance under a separate state Children’s
Health Insurance Program (CHIP), or by a combi-
nation of the two approaches. The federal funds
can be used to purchase coverage under group or
individual insurance plans. CHIP’s design varies by
states. States must screen applicants for Medicaid
eligibility and ensure Medicaid-eligible children are
not enrolled in CHIP. In most states, children under
age 19 from families with income up to 200 percent
of the federal poverty level (FPL) are eligible for
CHIP coverage. Some states have more restrictive
or less restrictive income eligibility requirements
however. Furthermore, a few states have received
waivers from the federal government to offer cover-
age to parents of low-income families. CHIP eligibil-
ity may not be denied based on preexisting condi-
tions or diagnosis although group health plans may
limit services under current law.

Federal TRICARE and CHAMPVA Programs

All active and retired military personnel and their
dependents are eligible for medical treatment in
any Department of Defense (DOD) installation
medical facility. In addition, the DOD operates an
insurance program called TRICARE. This allows

6 The state of Oregon, in a revolutionary but controversial exper-
iment, obtained a waiver that allows the state to cover a list of
services based on a ranking of the assessed value of each ser-
vice. Various medical treatments are ranked according to their
effectiveness and cost, and those that rank low (e.g., life-savings
measures for very-low-weight premature babies) will not be cov-
ered. State budget constraints determine which services will be
covered, based on their ranking. Critics argue that this results in
health care rationing to Medicaid recipients. Proponents counter
that it is necessary to extend the benefits of Medicaid to all of
Oregon’s needy population at a cost the state can afford.
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active and retired military personnel and their
families to obtain treatment from civilian health care
providers. The Civilian Health and Medical Program
of the Department of Veterans Affairs (CHAMPVA)
covers the spouse or child or a veteran who has or
had a permanent and total service-connected dis-
ability or died in the line of duty.

THE INSURANCE PRODUCT

Medical expense policies are not standardized.
There are, however, certain benefits common to
all policies. For these common benefits, the major
difference among plans is the cost percentages paid.

The typical medical expense policy is known as
comprehensive major medical expense insurance.
In the earlier years, insurers offered different poli-
cies covering different classes of benefits: hospital
insurance, surgical expense insurance (covering
the fees of surgeons), and physicians’ expense insu-
rance (covering nonsurgical physicians fees). A
major medical policy provides coverage for a
broader set of medical expenses, including the tra-
ditional coverage for hospital and physician charges
and coverage for such things as blood transfusions,
prescriptions and drugs, casts, splints, braces and
crutches, and durable medical equipment such
as artificial limbs or eyes, and even the rental of
wheelchairs. Insurance coverage is typically written
to cover usual, customary, and reasonable (UCR)
charges. This means the insurer will pay the usual
fee charged by the provider for the particular
service, the customary or prevailing fee in that
geographic area, and a reasonable amount based
on the circumstances. The UCR standard is a statis-
tically determined value, based on surveys of what
doctors and hospitals charge. The UCR level is set
at a percentile of what providers charge. For exam-
ple, if the UCR is set at the 85th percentile, and the
UCR for a particular operation is $1,500, this means
that 85 percent of the doctors’ charge $1,500 or less
for the procedure. If the patient undergoes the pro-
cedure with one of the 15 percent of doctors who
charge more than $1,500, the patient must absorb
the difference.

A major medical insurance policy requires the
insured to pay a portion of the cost through
deductibles, coinsurance, and copayments, and
historically had annual and lifetime limits. The

federal health reform law (the ACA), discussed
later, will have a significant impact on the coverage
offered by comprehensive major medical policies.
Among other things, the law requires that all poli-
cies sold in the individual and small group market
must cover a set of ten essential health benefits,
and lifetime limits are prohibited for essential health
benefits in all policies. Annual limits on essential
health benefits are being phased out and will be
prohibited for new policies as of 2014.7

The deductible in a major medical policy may
be $250, $500, or higher. Most policies make the
deductible applicable to a time period, such as a
calendar year. Under this form, the deductible
applies only once per family member during the
stated period. Many policies have individual and
maximum family deductibles.

The major medical policy requires the insured to
share a part of the loss in excess of the deductible.
For example, the insurance company may pay
80 percent of the loss in excess of the deductible,
with the insured paying the other 20 percent. This is
known as the coinsurance provision. Finally, copay-
ments are the dollar amounts the insured is required
to pay for particular services, e.g., each prescription
filled or each office visit, regardless of whether the
deductible has been met. There is usually a cap on
total out-of-pocket costs borne by the insured, com-
monly $2,000 or $3,000, beyond which the insurance
pays 100 percent of covered expenses up to the pol-
icy limit. Effective in 2014, the ACA will require all
plans to have an out-of-pocket maximum no greater
than that allowed for HSA-qualified high deductible
health plans.

Originally, comprehensive major medical plans
applied the deductible and coinsurance provision
to all covered medical expenses, including hospital
and surgical expense. Current policies may elimi-
nate the deductible or apply a lower deductible to
some charges, such as hospital inpatient, doctors
office visits, or preventive care. Coinsurance may
vary. A sample comprehensive major medical plan
is depicted in Figure 21.1.

To illustrate the elements in the comprehensive
major medical depicted in Figure 21.1 and the

7 Some individual policies that existed when the law was enacted
are “grandfathered” and exempt from the prohibition on annual
limits.
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Insurer pays 100% of costs 

Insured pays
20% of costs

up to a 
$2,000 annual 
out-of-pocket

maximum

$500 deductible

• 80% of costs other than hospital and 
   surgical expenses in excess of deductible
• 80% of hospital and surgical expense 
   over $5,000

100% of hospital
and surgical 
expense up 
to $5,000

$10,000 Coinsured Layer of Coverage

Insurer pays

FIGURE 21.1 Comprehensive Major Medical

operation of major medical policies, generally
assume the insured under this program incurs
expenses as follows:

Insured Insurer

Expenses Pays Pays

Hospital and surgical
expenses

25,000 2000 23,000

Rehabilitation therapy 13,000 500 12,500

Total medical expenses 38,000 2,500 35,500

The first $5,000 in hospital and surgical expenses is
covered without a deductible and without coinsur-
ance. Expenses in excess of this initial $5,000 are
subject to 80 percent coinsurance, up to a $2,000
out-of-pocket maximum. Expenses other than
hospital and surgical expense are subject to the $500
deductible and the 80 percent coinsurance provi-
sion. Because the insured’s share of the hospital
and surgical expense above $5,000 satisfies the out-
of-pocket maximum on coinsured losses, coverage
for the rehabilitation therapy in the example is
subject only to the $500 deductible.

HMO Contracts

In HMO contracts, hospital room and board and
in-hospital physicians’ medical and surgical ser-
vices are provided on a fully prepaid basis with no
limit on the number of days covered. In addition
to these basic benefits, managed care plans often
include additional benefits such as preventive care

and checkups, well-baby care, and similar health
care services. Subscribers are encouraged to have
regular medical checkups and see their physician
as often as necessary. Outpatient services, such as
visits to a doctor’s office for diagnostic services,
treatment, and preventive care (i.e., routine phys-
ical examinations) may be subject to a nominal
co-payment charge (e.g., $10 or $15), with no limit
on the number of visits. The copayment charge
is usually the same regardless of the service ren-
dered. Some HMOs provide prescription benefits as
a part of the capitation fee. Prescriptions are usually
subject to a $10 or $15 copayment applicable to
each 30-day supply of a drug. There is no lifetime
maximum dollar limit under the coverage of an
HMO.

Nearly all care is provided within the network.
The major exceptions are when the primary care
physician (PCP) refers the patient to a specialist out-
side the network or when the subscriber requires
emergency services.

Exclusions under Health Insurance Policies

All health insurance policies are subject to exclu-
sions. Exclusions in individual policies tend to be
more extensive than those in group policies, and
some group contracts contain more exclusions than
others. The following ten exclusions are typical of
those in individual or group contracts depending on
the insurer.

1. Expenses payable under workers compensation
or any occupational disease law

2. Personal comfort items (e.g., television, tele-
phone, air conditioners)

3. Elective cosmetic surgery

4. Hearing aids and eyeglasses

5. Dental work

6. Experimental procedures

7. Expenses resulting from self-inflicted injuries

8. Expenses resulting from war or any act of war

9. Expenses incurred while on active duty with the
armed forces

10. Services received in any government hospital not
making a charge for such services

In addition, most policies contained limitations on
preexisting conditions, and maternity benefits were
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often excluded or limited in individual policies. Cov-
erage for mental health and substance abuse was
often limited, particularly in individual policies.

The new essential health benefits requirements
will impact the coverage of health insurance poli-
cies issued in the small group and individual
markets. For examples, starting in 2014, all indivi-
dual and small group policies must provide cover-
age for preventive and wellness services, treatment
for mental health and substance abuse, maternity
care, and pediatric dental and vision care. Preexist-
ing conditions may no longer be excluded.

Coordination of Benefit

With the increase in numbers of two-income
families, situations often arise in which a married
couple will be covered under medical expense
policies provided by their employers. When an
employer-provided policy includes coverage on
dependents, one or both partners may be covered
under two policies: the policy provided by their
own employer and that provided by their spouse’s
employer.

Insurers developed the coordination of benefits
provision to eliminate double payment when two
policies exist and to establish a coverage priority
for payment of losses. Under a standard coordina-
tion of benefits provision, if a wife is covered by her
employer and as a dependent under her husband’s
policy, her policy applies before the husband’s
policy. The husband’s policy pays nothing if the
wife’s policy covers the total cost of the expenses.
Children are covered under the policy of the parent
whose birthday is earliest in the year.

OTHER MEDICAL EXPENSE
COVERAGES

Besides the comprehensive medical expense cover-
age we have discussed, you should be familiar with
several other health contracts. In general, these con-
tracts meet specialized needs or are limited con-
tracts providing coverage for particular losses or
losses from specific causes.

Limited Health Insurance Policies

Some health insurance contracts provide protection
only for certain types of accidents or diseases. They

are referred to as limited policies and often bear
the admonition on the face of the policy, “This is a
limited policy. Read the provisions carefully.”

Travel accident policies are a good example of the
limited health contract. These policies cover situa-
tions if the insured is killed or suffers serious injury
while a passenger on a public transportation facil-
ity; others provide payment in the event of death
from an automobile accident.

The dread-disease policy is an example of a
limited sickness policy. This contract provides pro-
tection against the expenses connected with certain
diseases such as polio, cancer, and meningitis.

In general, limited health insurance contracts are
a poor buy. More important, they represent a logical
inconsistency and a violation of the principles of risk
management. If the individual cannot afford the loss
associated with any of the dread diseases covered
under such policies, for example, he or she cannot
afford the loss associated with other catastrophic
illness not covered. Remember, a proper approach
to risk management emphasizes the effect of the loss
rather than its cause.

Dental Expense Insurance

Dental expense insurance is a specialized form
of health expense coverage, designed to pay for
normal dental care as well as damage caused by
accidents. Most of the coverage is written on a group
basis. It is offered by insurance companies, the Blue
Cross and Blue Shield organizations, and dental
service corporations, similar in nature to the Blues.
The Blues and dental service corporations provide
benefits on a service basis. The coverage may be
integrated with other medical expense coverage
(integrated plans) or it may be written separately
from other health care coverages (nonintegrated
plans). Dental expense coverage is written on a
scheduled or nonscheduled basis. Scheduled plans
provide a listing of various dental services, with a
specific amount available for each. Unscheduled
plans generally pay on a reasonable and customary
basis, subject to deductibles and coinsurance.

Usually, dental expense insurance distinguishes
among several classes of dental expenses and pro-
vides somewhat different treatment for each. The
coverage is usually subject to a calendar year de-
ductible of $50 or $100 and a coinsurance rate that
varies with the service provided. In addition, a dollar
maximum per insured person is usually applicable
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on a calendar-year basis except for orthodontia
services, which may be subject to a lifetime maxi-
mum. A typical dental insurance plan might provide
the following benefits with the indicated limits and
coinsurance provisions:

Category Limit Deductible Coinsurance

Preventive and
diagnostic
services

$1000 annual None 90%/10%

Basic services Included in
annual

$100 80%/20%

Major services Included in
annual

$100 60%/40%

Orthodontia $1000 lifetime $250 50%/50%

Routine care and preventive maintenance are
often covered without a deductible and with a
modest coinsurance requirement, such as 10 per-
cent. This part of the coverage includes pay-
ment for routine examinations and teeth cleaning
once a year, full-mouth X-rays once every three
years, and topical fluoride treatments as prescribed.
The absence of a deductible and low coinsur-
ance provision is intended to encourage preventive
maintenance. Basic services include endodontics,
periodontics, and oral surgery, including anesthesia.
These services are subject to a higher coinsurance
provision and to the annual maximum. Major
services include restorative services, such as
crowns, bridges, and dentures. These services are
subject to higher coinsurance requirements, usually
in the range of 60 percent to 40 percent. Ortho-
dontic care is subject to a separate maximum and
a separate deductible, which may differ from the
deductible for restorative care. It is also subject to
the highest coinsurance provision, under which the
insured may be required to pay 50 percent of the
cost of treatment.

Limited Policies—Prescription Drugs

Prescription drug insurance is a limited form of
health insurance designed to cover the cost of drugs
and medicines prescribed by a physician. The cover-
age is written on a group basis, often as an adjunct
to other health care coverage. Coverage is written
on a reimbursement basis, under which payment
is made for the usual and customary charges for
covered drugs and prescriptions.

Typically, the insured is required to bear a part of
the cost through a coinsurance or deductible. The
deductible may be smaller for generic drugs or for
drugs on an approved list (known as the drug for-
mulary). Coverage generally excludes contraceptive
drugs, dietary supplements, and cosmetics.

The Medicare Prescription Drug Improvement
and Modernization Act of 2003 added a new
Part D to Medicare, which provides prescription
drug benefits to eligible individuals. This benefit
is discussed along with other Medicare benefits in
Chapter 22.

HEALTH INSURANCE

Sometimes, the decisions relating to health insur-
ance coverage of the individual and his or her family
are simple: When the employer provides a noncon-
tributory plan; there is no decision to make con-
cerning that coverage. Usually the employee’s only
concern is whether the program is adequate for the
family’s needs or if a supplement is needed. Some-
times, when the option is provided, the individual
may have to choose between a traditional form of
health insurance and membership in a health main-
tenance organization. Such decisions are generally
a matter of personal preference.

In those cases in which the employee must pay
part or all of a group plan or when the insurance
must be purchased individually, there are several
considerations, which complicate the decision.

First-Dollar Coverages

During recent years, the first-dollar insurance cov-
erages have been increasingly condemned as an
improper application of the insurance principle. In
the case of health insurance, this criticism may not
apply. Because group insurance plans can achieve
economies for participants through managed care
and participation in a PPO network, the cost of
health care acquired through an insurance plan
is less expensive than when the same services
are purchased by the individual consumer on a
fee-for-service basis. For insurance obtained as a
part of a large group, administrative fees are mod-
est and can be offset by the reduction in loss
costs.
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Taxes and Health Care Costs

The federal tax code complicates decisions regard-
ing the purchase of first-dollar coverages. As noted,
employer-paid premiums for employee health
insurance are deductible as a business expense by
the employer and are not taxable to the employee
as income. The employee is not taxed on benefits
received under such a program as specified reim-
bursement of medical expenses incurred.

For the individual, medical insurance premiums
receive no special tax treatment. They are consid-
ered another medical expense that, combined with
other medical costs, is deductible to the extent that
the total exceeds 7.5 percent of the individual’s
adjusted gross income. Since 2003, self-employed
persons have been allowed to deduct 100 percent
of the cost of health insurance premiums from their
gross income.

The deduction is not available to a self-employed
person who is eligible to participate in a subsidized
health plan maintained by his or her spouse’s
employer.

DEFICIENCIES IN THE SYSTEM AND
PRIOR REFORM EFFORTS

Rising costs, inadequate health care services for
some of the population, and the failure of past
measures to solve the health care problems have
contributed to a growing dissatisfaction with the
health care financing system. Critics point out that
although U.S. medical research in most fields is the
most advanced in the world and although many of
our hospitals are the best equipped in the world,
the United States has been slipping behind other
nations in key indexes of national health. These
critics argue that other countries spend a smaller
percentage of their gross national product (GNP)
on health services than our 18 percent and that in
return they get better medical care, lower infant
mortality rates, and longer life expectancies, with
fewer people dying in their productive years.8

8 Despite the high expenditure on health care, infant mortality in
the United States is higher than in most western European coun-
tries, and life expectancy is about average. Some people argue
that these differences in mortality rates are not an accurate mea-
sure of the relative effectiveness of the health delivery systems.
They point out that our diet, work habits, and leisure activities
are all different from other peoples’ and that there is little about
our lifestyles that is the similar to other countries.

Although the problems are manifest in many ways,
the U.S. health care system faces two main ones:
access to health care and the high cost of health
care.

Access to Health Care A part of the dissatis-
faction with the present system results from the
uneven distribution of health care. Approximately
48.6 million Americans had no health insurance
in 2011. Individuals may be uninsured for many
reasons, but the most important reason is afford-
ability. Thirty-eight percent of the uninsured are in
families with income below the federal poverty
level; 90 percent have incomes below 400 percent
of the federal poverty level. Many of the uninsured
are employed; more than three-quarters are workers
or dependents of workers, many working for small
employers. The age group most likely to be unin-
sured are those from ages 19 to 34, where over
one-quarter do not have insurance. Approximately
25 percent of the uninsured are currently eligible for
public health insurance coverage (e.g., Medicaid
or CHIP) but have not enrolled. For some, being
uninsured is a temporary condition, but more than
70 percent have gone without health insurance for
over a year.

The problem of access is not limited to the eco-
nomically disadvantaged. It also exists for persons
who, because of personal hazards, are unable to
obtain health insurance in the standard market.
Persons who must purchase insurance individu-
ally sometimes find that it comes with a higher
premium and more coverage limits. However,
studies show that only 3 percent of individuals
applying for insurance are offered coverage with
riders limiting coverage and extra premiums.9 Many
states have state high-risk pools that offer insurance
at subsidized rates to these individuals, and the ACA
created a federal Preexisting Condition Insurance
Plan to provide coverage until other reforms come
into existence in 2014. The ACA provided $5 billion
to fund the PCIP, which was expected to cover
almost 400,000 people. Costs exceeded expecta-
tions, however, and in February 2013, the plan
suspended accepting new applicants when it ran
low on funds. Approximately 100,000 people were
covered by the PCIP.

9 Devon M. Herrick. “Crisis of the Uninsured: 2006 Update.’’
National Center for Policy Analysis Brief Analysis no. 568,
September 2006.
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High Cost of Health Care Ensuring access to
health care for the poor is only part of the prob-
lem. For insured and uninsured persons, the most
distressing problem is cost, meaning the absolute
level of health care costs and their yearly escalation.
National expenditures for health care, as a per-
centage of GDP, have increased from 4.4 percent
in 1950 to over nearly 18 percent by 2011. Often,
employees are unaware of the full cost of the cov-
erage employers are providing. According to the
Kaiser Family Foundation, the average annual pre-
mium for employer-sponsored insurance in 2012
was $5,615 for single coverage and $15,745 for family
coverage.

For consumers, the increases in health care costs
have come in two ways. The first is the annual
increase in premiums, which at times in the past
has been 15 percent to nearly 20 percent a year.
A second increase in costs has come in the form
of increased deductibles and cost-sharing features
adopted by employers. Although these measures
reduce the employer’s cost, the reduction is
achieved by shifting the cost to employees.

The increasing health care cost is due to
many causes. These include an aging population,
improved technology, excess capacity, and defen-
sive medicine. In addition, the use of insurance
tends to worsen some problems.

The Aging Population One factor that con-
tributes to increasing health care costs is our aging
population. People are living longer and in doing
so incur increased health care costs. Older persons
tend to experience a more frequent and costly need
for medical services. The Medicare system made
access available to the elderly but, in doing so, has
acted as a cost driver.

Improved Medical Technology By far the great-
est cause of escalating health care costs is the
high cost of medical technology and the advances
in medical knowledge. Medicine is learning new
procedures, but seldom does the new medical
miracle save money over the old treatment method.
Human organ transplants such as of the heart, liver,
and kidney have become more common, and their
enormous cost intensifies the problems of financing
health care.

Excessive Capacity Although advances in med-
ical technology create justifiable increases in cost,

they can be a source of waste and inefficiency. When
new technology comes onto the market, it tends
to spread rapidly throughout the medical commu-
nity. Once an expensive instrument is purchased, the
incentive to use it to recoup the investment, com-
bined with the desire to improve medical care, work
to increase health care costs.

Defensive Medicine The increasingly litigious
atmosphere in the country, evidenced by an
epidemic of malpractice suits, encourages physi-
cians to practice “defensive medicine,” an inclina-
tion that compounds the impact of technology on
costs. Advances in technology create increasingly
expensive testing equipment with vastly expanded
diagnostic powers; the threat of malpractice suits
strengthens the physician’s inclination to use the
equipment to perform more and higher-cost diag-
nostic testing. Patients rarely object to more test-
ing, especially if it is covered by insurance because
it might do them some good even if it is not cost
effective for society.

Insurance as a Complicating Factor Despite the
varied causes of the problems in the health care
financing system, the insurance mechanism has
become a focal point in the debate. Based on what
we know about how insurance operates, this was
probably inevitable. The health care financing prob-
lem is brought into focus and perhaps worsened
by the ways in which insurance operates to spread
risk.

Insurance-Encouraged Utilization Medical ex-
pense insurance tends to increase utilization of
health care services because it alters the cost
barriers for consumers. Individuals who have full
coverage face a price of zero at the time health care
service is delivered. When deductibles and coinsur-
ance exist, they pay some price, but not the service’s
full cost. People tend to use more health care when
someone else is paying the cost. Although the prob-
lem is less pronounced in managed care plans than
in fee-for-service plans, it is pervasive.

Segmentation and Adverse Selection Another
problem with a free, competitive health insurance
market is the tendency toward risk segmentation:
the classification of insureds into groups that reflect
their hazards. This is a problem because of the
highly skewed distribution of health expenditures.
The most expensive 1 percent of our population
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account for 22 percent of all health spending, and
the top 5 percent account for nearly 50 percent of
spending. Half the population spend little or nothing
on health care.10

In a private insurance market, competitors have
incentives to identify and compete for insureds with
lower than average expected losses, which they do
by offering these insureds lower premiums. This
inevitably results in market segmentation. In every
insured group, some individuals’ predictable losses
are less than the group average. These better-than-
average insureds are those who are most likely to be
attracted to a competing insurer whose rates better
reflect their hazard. When the better-than-average
insureds are removed from a group, the average
loss of the remaining population increases. Whereas
risk segmentation of the insurance market provides
benefits for low-risk populations, higher risk
populations may find it prohibitively expensive or
impossible to obtain insurance for themselves or
their families.

The distribution of health costs across the
population also suggests a significant potential for
adverse selection. Some people have an incentive
not to buy insurance because they have lower than
average expected loss costs. The problem with this is
that today’s healthy person may be tomorrow’s sick
person. Those who do not feel they need health
insurance change their minds after the onset of
a serious illness and would then like to join the
mechanism that spreads the high cost of health
care.

Prior Insurance Market Reforms Historically,
insurers could refuse to issue coverage to groups
or individuals based on their past health care use
or general indicators of their health status. Insurers
could refuse to renew policies based on previous
years’ claims experiences and could deny coverage
for preexisting illnesses or conditions. In response
to the problems encountered by insurance buy-
ers, there have been continuing attempts to re-
form the market in ways that will make insurance

10 M. W. Stanton and M. K. Rutherford, “The High Concentra-
tion of U.S. Health Care Expenditures.” Agency for Healthcare
Research and Quality. Research in Action, issue 19 (June 2006).
http://www.ahrq.gov/research/ria19/expendria.pdf

available to those who have difficulty in obtaining
it. These efforts have generally taken the form of
restrictions on the ability of insurers to select from
among prospective buyers. These reforms, which
tend to be grouped together in reform proposals
are guaranteed issue, renewability, portability, limits
on preexisting condition exclusions, and mandated
benefits. Guaranteed issue is a requirement that
insurers sell health insurance to any eligible party
that agrees to pay the applicable premiums and to
fulfill the other plan requirements. It can be thought
of as a “take-all-comers” rule. Guaranteed issue does
not regulate the premium charged to a given indivi-
dual or group although the provision is often accom-
panied by regulations that restrict rates, limiting the
additional amount that can be charged for health
status.

Guaranteed renewability ensures that those cur-
rently insured cannot have their coverage discon-
tinued by their insurer in a subsequent year as long
as the insurer continues to do business in that partic-
ular market. As with the guaranteed-issue, guaran-
teed renewability alone does not limit the premium
that can be charged a covered group or individual.
Preexisting condition exclusions disallow coverage
related to any previous conditions. Without such
restrictions, no incentive would exist to purchase
insurance until the onset of an illness or injury. Rec-
ognizing that a complete elimination of preexist-
ing conditions exclusions would create chaos, prior
reforms generally limited the time for which pre-
existing conditions could be excluded, usually for
6 to 12 months.

Portability refers to the ability to change insur-
ers without encountering a coverage gap. Reforms
relating to portability take the form of limits on pre-
existing condition exclusions. Under the some prior
reforms, individuals maintaining continuous cov-
erage were exempt from all preexisting condition
exclusions applying to new policies. The objective
of such a rule is to decrease the problem of “job-
lock,” the limit on worker mobility resulting from the
potential insurance coverage loss if the worker
changes jobs.

Mandated benefits are an attempt to guarantee
that particular health services are covered in every
insurance product sold in a state. The rationale for
mandating particular benefits is to avoid segmen-
tation of persons who are subject to the illness
or mandated medical needs and, thereby, spread
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the treatment cost. Mandated benefits include
inpatient alcohol and drug abuse programs, infer-
tility treatment, mental health coverage, and chiro-
practor and podiatrist services. Mandated benefits
provisions, by forcing coverage of particular ser-
vices, have the potential for spreading risk. Man-
dated benefits may increase the incentives for
insurers to select risks, worsening the degree of risk
segmentation as insurers attempt to cover those who
are least likely to need the mandated benefits.

During the early 1990s, many states passed
“small-group reform” laws, which applied to plans
ranging from 1 to 100 lives, depending on the
state. These laws included provisions related to
guaranteed renewability, guaranteed issue, limits
on preexisting conditions exclusions, and rating
restrictions.

In 1996, the federal government enacted the
Health Insurance Portability and Accountability Act
of 1996 (HIPAA). Although most states had en-
acted small-group and individual insurance reforms
similar to those in HIPAA, HIPAA was significant
because, for the first time, minimum federal stan-
dards were enacted for all plans nationally, includ-
ing self-insured plans. HIPAA imposed reforms on
the large-group market (employers with more than
50 employees), the small group market (employers
with 2 to 50 employees), and the individual
market.

HIPAA reforms in the group market (large and
small) included guaranteed renewability, limita-
tions on preexisting conditions, and portability. Pre-
existing conditions (defined as a medical condi-
tion diagnosed or treated within the previous six
months) could not be excluded for more than
12 months and credit toward satisfying the exclu-
sion had to be granted for prior coverage (with no
gap greater than 63 days).

In the small-group market (2 to 50 employees),
insurers were required to provide all products on
a guaranteed-issue basis and could not single out
individuals in the group to be charged higher pre-
miums or excluded from coverage. Insurers could
use underwriting requirements such as minimum
employee enrollment or minimum employer contri-
bution levels. In the individual market, policies had
to be guaranteed renewable. Also, certain eligible
individuals had guaranteed access to coverage in
the individual market. An eligible individual is a per-
son who has at least 18 months of prior health in-
surance coverage, with the most recent coverage

being employer-provided and no break in coverage
greater than 63 days.11

While the HIPAA reforms addressed some prob-
lems in the health insurance market, many prob-
lems remained. Individuals insured in the individual
market, as opposed to having employer-sponsored
health insurance, were at risk if their health deteri-
orated. HIPAA prevented insurers from nonrenew-
ing individual coverage unless they exited the
market completely, but premiums could increase
dramatically if the insured found himself or her-
self in a “closed block.” In a closed block, the in-
surer no longer issues new business in that pool of
policies. Without healthy new entrants, the overall
experience of the block deteriorates and premiums
increase. Healthy individuals seek coverage else-
where, leading to further deterioration in the block’s
experience. Eventually, the rates skyrocket as the
closed block goes into what is known as a “death
spiral.” The combination of an increasing uninsured
population and individual market rate increases led
to a continued search for solutions.

THE PATIENT PROTECTION AND
AFFORDABLE CARE ACT OF 2010

(THE ACA)

In March 2010, President Obama signed the most
comprehensive and controversial health reform law
ever enacted in the United States. Also known
as Obamacare, the 2700-page ACA is primarily
aimed at expanding insurance coverage. During the
decade prior to the passage of the ACA, numerous
proposals were made to expand coverage and/or

11 HIPAA permits states to use one of two approaches in meeting
this access requirement: the federal fallback approach (so called
because it applies if the state does nothing) and an approved
alternative mechanism. Under the federal fallback approach, all
insurers who operate in the individual market must offer eligi-
ble individuals a choice between at least two health plans. Forty
states opted to use an approved alternative mechanism, with the
most common being a high-risk pool.

Significantly, the federal fallback standards did not contain
rating reforms. Although insurers are required to provide indi-
vidual insurance to eligible individuals, the premium they can
charge has no limit. Not surprisingly, a 1998 GAO report ques-
tioned the effectiveness of the reforms in the federal fallback
states, noting that consumers who lost group coverage experi-
enced difficulty obtaining individual market coverage or paid
significantly higher rates for the coverage, reportedly up to
600 percent of the standard rate.
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control costs. Proposals generally tended to fall in
one of three categories: (1) an employer mandate,
in which all employers are required to offer cover-
age, (2) an individual mandate, in which all individ-
uals are required to purchase their own coverage,
and (3) a single player plan, in which a universal
system of comprehensive health insurance would
be funded by taxes and administered by the fed-
eral government. The ACA borrows from all three
concepts.

The ACA expands insurance coverage by increas-
ing funding for Medicaid, creating a new mandate
for individuals to purchase health insurance and
offering subsidies to low-income individuals, penal-
izing large employers who fail to provide coverage to
their employees, and subsidizing health insurance
provided by small employers. In addition, the law
requires the creation of health insurance exchanges
in each state to make it easier for individuals and
small businesses to purchase health insurance. The
law also imposes new regulations on the health
insurance market, including eliminating preexisting
conditions and maximum coverage limits. Most of
the provisions of the ACA will become effective in
2014, but some were phased in earlier.

The ACA is too far-reaching and complex to
describe in detail here, but providing a summary
of key provisions is useful.

Medicaid Expansion The ACA provides funding
for the states to expand Medicaid coverage to nearly
all individuals under age 65 with incomes below
133 percent of the federal poverty level (FPL), or
about $33,000 for a family of four. States may opt
out of the expansion, but the federal government
will fund 100 percent of the additional benefits from
2014 through 2016. After 2016, the federal share
decreases until it reaches 90 percent for 2020 and
later years. Some states have raised concerns about
their ability to continue to fund the expansion when
federal contributions decrease, and are concerned
that Medicaid’s “maintenance of effort” require-
ments will prohibit their cutting benefits in the
future. (Under the Medicaid “maintenance of effort”
requirements, states that reduce program eligibility
or increase premiums can lose all federal Medicaid
funding.) As of. June 2013, 26 states and the District
of Columbia had indicated they would participate,
13 states had rejected participation, four were pur-
suing an alternative model, and the remaining seven
were undecided

Individual Mandate Beginning in 2014, U.S. cit-
izens and legal residents must have “qualifying
health coverage.” The qualifying coverage require-
ment may be met by obtaining coverage from an
employer, purchasing individual coverage, or partic-
ipating in a governmental program, such as Medi-
care or Medicaid. Those without coverage pay a
penalty of the greater of $695 per year for an indi-
vidual to a maximum of $2,085 per family or 2.5 per-
cent of household income. This penalty is phased in
over three years and is lower in 2014 and 2015. After
2016, the dollar amount of the penalties will be
increased for inflation. The individual mandate has
several exemptions, including individuals for whom
the lowest cost plan option exceeds 8 percent of the
individual’s income and those with incomes below
the federal tax filing threshold.12

Subsidies to Individuals Effective January 1, 2014,
the ACA provides premium credits and cost-sharing
subsidies to U.S. citizens and legal immigrants with
incomes between 100 and 400 percent of the federal
poverty level. (To illustrate, this would have been
between $23,550 and $94,200 for a family of 4 in
2013). At 100 percent of FPL, the premium credit
is such that the individual’s share of the premium
does not exceed 2 percent of income. Credits de-
crease according to a sliding scale. From 300 to 400
percent of FPL, the credit is set to limit premiums
to 9.5 percent of income. Cost-sharing subsidies as-
sist in covering deductibles and coinsurance, again
according to a sliding scale. Credits and subsidies
are only available for insurance purchased on an ex-
change, and employees are ineligible if they are of-
fered coverage by an employer unless that coverage
fails to meet minimum standards or the employee
share of the premium exceeds 9.5 percent of
income.

Large Employer Penalties An employer with 50 or
more full-time equivalent employees (FTEs) will be
assessed a penalty if one or more of its employees
receives the premium tax credit described above.
Any employee who works at least 30 hours per week
is considered full-time. In addition, hours worked by

12 The penalty is the greater of $95 for an individual (to a maxi-
mum of $285 for a family) or 1 percent of incomes in 2014, and the
greater of $325 for an individual (to a maximum of $975 per fam-
ily) or 2 percent of income in 2015. Exemptions are also granted
for financial hardship, religious objections, American Indians,
and incarcerated individuals.
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part-time employees must be included at the rate of
one FTE per 120 work hours per month. The ACA
specifies an effective date of January 1, 2014, for
the large employer mandate, but in July 2013, the
Obama administration announced it would delay
implementation until January 2015.

The amount of the penalty depends on whether
the employer offered coverage to the employee. If
the employer did not offer coverage, the penalty
is $2,000 per full-time employee, excluding the first
30 employees. If the employer offered coverage, but
an employee qualified for and took advantage of the
tax credit, the employer must pay the lesser of $3,000
for each employee receiving a premium credit
or $2,000 for each full-time employee, excluding
the first 30 employees. Part-time employees (those
working fewer than 30 hours per week) are not
included in the penalty calculation, and some large
employers have reportedly reduced employee work
hours to avoid the penalty.

Finally, employers with more than 200 employees
must automatically enroll employees into the health
insurance plan, although employees may opt out of
coverage.

Small Employer Tax Credit Employers with 25
or fewer employees and average annual wages of
less than $50,000 may be eligible for a tax credit if
they purchase health insurance for their employees.
To qualify, the employer must contribute at least
50 percent of the total premium cost or 50 percent
of a benchmark premium. Beginning in 2014, the
maximum tax credit is 50 percent of the employer’s
contribution to health insurance for for-profit
employers and 35 percent for non-profit employ-
ers, and the $50,000 wage limit will be indexed for
inflation.13 The credit is based on a sliding scale
and decreases as firm size and average wage
increase, with the maximum credit available to
employers with 10 full-time employees and average
annual wages of $25,000.

Health Insurance Exchanges A key feature of the
ACA is the creation of state-based health insurance
exchanges for individuals and small employers.
The exchanges will serve as an electronic market-
place for individuals and small businesses to

13 From 2010 through 2013, the maximum credit was 35 percent
of the employer’s contribution to health insurance for for-profit
employers and 25 percent for non-profit employers.

purchase insurance. They will determine eligibility
for Medicaid, CHIP, premium tax credits, and cost-
sharing subsidies. Individuals must purchase their
insurance on an exchange to receive the tax credits
and subsidies.

The ACA requires states to create a separate
exchange for individuals and for small businesses
(defined as having up to 100 employees) and to have
them operational by January 1, 2014.14 Exchange
enrollment is scheduled to begin on October 1,
2013. A state may create more than one of each
so long as they operate in distinct geographic areas.

Exchanges will contract with qualified health
insurance companies, provide consumer outreach
and assistance, use a streamlined application form
that will determine whether the individual is eligi-
ble for Medicaid, CHIP, premium tax credits, or cost-
sharing subsidies, and provide consumer informa-
tion to help individuals compare plans. If the appli-
cant is eligible for Medicaid or CHIP, he or she may
be enrolled automatically. Exchanges will operate a
risk adjustment program so insurers who get a dis-
proportionate share of high-risk individuals can be
compensated by other insurers.

A state may choose from among three options for
its exchange. First, the state may establish its own
exchanges meeting the requirements established by
the federal U.S. Department of Health and Human
Services (HHS). Second, the state may choose to
partner with HHS, with the state performing some
functions and HHS performing others. Finally, for
states that fail to establish a state-based or state-
federal partnership exchange, HHS will operate a
federally facilitated exchange.

There are various ways to design the exchanges.
One key decision is which insurers are allowed to
participate on the exchange. In some states, the
exchange may use selective contracting, inviting
insurers to made bids and selecting those it deter-
mines offer the best value to consumers. In other
cases, the exchange may allow any qualified plan
to market on the exchange. HHS has indicated
the federally facilitated exchange will adopt the
latter model, permitting any health plan that is
qualified to market on the exchange.

14 The small business exchanges are called SHOP exchanges,
an acronym for their official name, the Small Business Health
Options Program Exchanges. State may choose to allow larger
employers to use the small business exchange starting in 2017.
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As of May 2013, 27 states had defaulted to the
federal exchange, seven states were planning to
partner with the federal government, and sixteen
states and the District of Columbia had opted to do
full state-based exchanges.

In designing the exchanges, policymakers were
concerned there might be adverse selection
between policies written on and off the exchange.
That is, they worried that less healthy individuals
might gravitate toward the exchange, while health-
ier people purchased their coverage outside the
exchange. This could result in premiums being
higher on the exchange. To prevent this outcome,
the ACA requires insurers to pool their experience
in both markets when setting rates. There are sepa-
rate pools for individual and small-group business.
Plans that existed when the ACA was enacted
(grandfathered plans) are exempt from the pool-
ing requirement, as long as they don’t make major
changes in policy features.

Qualified Health Plans Qualified Health Plans
(QHPs) provide coverage for mandated benefits
known as essential health benefits. Essential health
benefits must include items and services within
at least the following 10 categories: ambulatory
patient services; emergency services; hospitaliza-
tion; maternity and newborn care; mental health
and substance use disorder services, including
behavioral health treatment; prescription drugs;
rehabilitative and habilitative services and devices;
laboratory services; preventive and wellness ser-
vices and chronic disease management; and pedi-
atric services, including oral and vision care.

Insurance policies in the small-group and indi-
vidual market, except for grandfathered plans, must
cover these essential benefits, as must all state
Medicaid plans. Deductibles and copayments may
vary across plans, but the out-of-pocket maximum
expenditures for the consumer may not be greater
than the out-of-pocket maximum for HSA-qualified
HDHPs ($6250 for an individual and $12,500 for a
family in 2013).15

15 HHS has given states some flexibility in setting the specific ben-
efits within each of the 10 broad categories. States may choose an
essential benefits package from among one of the following op-
tions: one of the three largest products in the small-group market
in the state, one of the three largest health plans offered to fed-
eral or state employees, or the HMO with the largest commercial
enrollment in the state.

The ACA defines a set of four standard “metal-
lic” levels for policies, based on their actuarial
value. The plan’s actuarial value is the percentage of
covered health care costs the plan expects to pay
for the broad population. The four standard cate-
gories and their actuarial values are the following:
bronze plans (60 percent), silver plans (70 percent),
gold plans (80 percent), and platinum plans (90 per-
cent). For example, the gold plan pays on average
80 percent of the covered benefits cost, while the
individual pays the remaining 20 percent through
copayments and deductibles.16 Greater standard-
ization of benefits is intended to facilitate compari-
son by consumers and make the purchase of health
insurance easier. In addition to the plans mentioned
above, a catastrophic limited-coverage plan may be
offered to individuals under the age of 30 or those
exempt from the individual mandate because of
income.

Insurance Market Reforms The ACA imposed
new requirements on health insurers and health
insurance policies. Although most are not effective
until 2014, a number of reforms became effective
more quickly. Beginning September 23, 2010, poli-
cies could not include lifetime limits on the dollar
value of essential benefits, and annual limits were
capped for nongrandfathered plans. Insurers were
required to cover certain preventive care. Plans were
required to provide coverage for dependent chil-
dren under age 26 and could not impose preexisting
conditions exclusions on children under age 19.17

Major reforms become effective in 2014. That is
when the exchanges begin providing insurance,
small-group and individual policies must cover
essential health benefits, and plans are standardized
into the four “metal” categories (bronze, silver, gold,
and platinum). All individual and group insurance
plans must be guaranteed issue and guaranteed
renewable, and preexisting conditions exclusions

16 A report by the Kaiser Family Foundation in November 2012
illustrates the difference between the various plan designs. Using
a typical PPO-type plan offered by an employer to define essential
benefits, Kaiser estimates a silver (70 percent) plan could have a
$2050 deductible and 20 percent coinsurance (i.e., 20 percent of
costs in excess of the deductible would be paid by the insured)
or a $650 deductible and 40 percent coinsurance. The gold and
platinum plans, obviously, would have lower deductibles and/or
lower coinsurance amounts.
17 Some provisions do not apply to grandfathered plans, i.e., plans
that existed on the date the ACA was enacted.
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are prohibited. Nongrandfathered plans may not
impose annual dollar limits on essential health
benefits. Insurers are still permitted to use the under-
writing requirements, such as minimum employee
participation and minimum employer contribu-
tions, that were permitted under HIPAA. Some pro-
visions are designed to put downward pressure on
insurance rates by monitoring and controlling the
premium amount that goes to pay for health ser-
vices, as opposed to administrative costs or profit.
Insurers must report the portion of premiums they
spend on paying claims and on efforts to improve
health quality, a number known as the loss ratio.18

New rate regulation will limit the factors used by
insurers to set premiums. Premiums will only be
allowed to vary by family structure, geography,
actuarial value, tobacco use, age, and participation
in health improvement programs. Variation for age is
limited to 3 to 1, that is, a 64-year-old individual may
only be charged three times more than a 21-year-old
individual. (Today, most states allow a difference of
at least 5 to 1.) States may be more restrictive in their
rate regulation, but they may not be less restrictive.

Efforts aimed at controlling costs and improv-

ing quality Most of the ACA provisions aimed at
controlling increasing health care costs focus on
Medicare and are discussed in Chapter 23. HHS is
given authority to undertake a series of pilot pro-
grams in health care delivery and organization that
can be expanded if successful. The law creates two
new research bodies to recommend ways to control
costs: the Center for Medicare and Medicaid Inno-
vation and the Patient-Centered Outcomes Research
Institute. The law also provides funding for efforts to
prevent chronic disease and improve public health.

Criticisms of the ACA The Administrative Care
Act is among the most controversial pieces of legisla-
tion the federal government has ever enacted. While
not uniform, attitudes toward the reforms generally
fall along partisan lines. In fact, the bill passed the
Congress without a single Republican vote in the
House or Senate. Attitudes toward the reforms in

18 Beginning in 2011, insurers were required to provide rebates
to their policyholders if their loss ratio was below a minimum
loss ratio (MLR) required by the ACA. The MLR for the large-
group market is 85 percent and is 80 percent in the individual
and small-group market. Rebates totalling $1.1 billion were paid
to policyholders in 2012 for the 2011 policy year.

the states largely mirror these early partisan battles.
States rejecting the Medicaid expansion are largely
governed by Republicans, while Democratic gov-
ernors are more likely to invest in the creation of
state-based exchanges.

Objections to the ACA generally fall into one of
four categories. Critics point to costs of covering the
uninsured at a time of serious federal budget deficits
and question whether the country can afford
another large federal entitlement program. Resis-
tance to expanding Medicaid eligibility in many
states falls into this category. In February 2013, the
nonpartisan Congressional Budget Office (CBO)
estimated the gross costs of the expanded cover-
age provisions of the ACA (Medicaid expansion,
exchange tax credits and subsidies, and small
employer tax credits) would reach $224 billion by
2020. Offsetting these gross costs are penalty pay-
ments by uninsured individuals and employers, an
excise tax on high-premium insurance plans, and
miscellaneous other taxes added by the ACA, for a
net cost of $149 billion dollars. The CBO estimates
individual exchanges will cover 26 million people,
and 21 million will have subsidies with an average
subsidy per subsidized enrollee of nearly $7,000.

Second, critics argue that, in spite of this mas-
sive expenditure and increased federal involvement
in health insurance markets, the problem of the
uninsured will not be resolved. The CBO estimated
the ACA reforms will result in less than 1/2 of the
uninsured (or 27 million) obtaining coverage, and
12 million (45 percent) of those will be covered by
Medicaid or CHIP. Critics argue there are less intru-
sive ways to expand access and encourage individ-
uals to maintain health insurance coverage.

Third, critics argue the health insurance reforms,
rather than improving the situation, will make it
worse. Given the subsidies provided on the indi-
vidual exchanges, some employers will choose to
drop coverage and pay the penalty. The CBO has
predicted that 8 million employees will be affected
by employers dropping coverage, and 3 million indi-
viduals will drop coverage. Meanwhile, if the individ-
ual mandate is ineffective, the individual market will
see significant premium increases. The penalty for
not purchasing insurance (as low as $695 in 2016)
is small relative to the insurance premium, and
there will no longer be preexisting conditions exclu-
sions to encourage individuals to maintain cover-
age when they are healthy. Some people will opt
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not to buy insurance until they need it, and insur-
ers must accept coverage, a situation comparable to
requiring insurers to write fire insurance for a build-
ing that is on fire. States may have limited open
enrollment periods, i.e., specific periods in which
individuals can sign up for coverage, which will re-
duce the problem but not eliminate it. The result will
be more sick people in the pool, fewer healthy peo-
ple, and higher premiums, a classic case of adverse
selection. Many groups, including the NAIC, have
argued that the penalties for failing to purchase in-
surance are too low to have an effective individual
mandate.

This problem could be exacerbated by the pre-
mium rate bands imposed by the ACA, where older
insureds can only be charged three times the pre-
mium of younger insureds. This will tend to increase
the premiums of younger insureds, effectively a sub-
sidy to those who are older, and may lead more
of them to forego coverage. Since many young
insureds have lower incomes, premium tax credits
and cost-sharing subsidies will lessen the impact,
but many will remain uninsured. Given that young
individuals tend to be healthier, this suggests a
further deterioration in experience of the insured
population and higher premiums for those who
remain insured.

Finally, some critics take exception to the
expanded federal role, particularly the increased
regulation of state health insurance markets and
the requirement that individuals purchase health
insurance. A large element of this argument has
to do with individual liberty, our federalist system,
and the belief that the federal government has
and should have limited powers. If the constitution
allows the federal government to require all indi-
viduals to buy health insurance, what limits are
there?

In an effort to prevent implementation of the
ACA, in March 2010, the State of Florida and 25
other states filed suit in federal district court chal-
lenging its constitutionality. The suit reached the
Supreme Court, where it was combined with a
related lawsuit that had been filed by the National
Federation of Independent Businesses (NFIB). The
key issues to be decided were whether the individ-
ual mandate and Medicaid expansion were consti-
tutional. Opponents argued the individual mandate
was an unconstitutional exercise of federal power,
as it exceeded Congress’ authority to regulate under

the Commerce Clause.19 They argued the Medicaid
expansion was unconstitutionally coercive of the
states because it permitted the federal government
to deny states any federal Medicaid funds if they
failed to participate in the expansion.

In National Federation of Independent Business v.
Sebelius, the Supreme Court reached a series of
divided decisions. First, the individual mandate was
indeed found to be unconstitutional under the Com-
merce Clause. In a surprise decision, however, the
Court found the mandate penalty to be equivalent to
a tax and, hence, constitutional under the Congress’
authority to tax. Finally, the Court agreed that the
Medicaid expansion, as structured, was unconsti-
tutionally coercive to the states, and states could
not be required to participate in the expansion to
receive their current federal Medicaid funds. As
a result, states are free to embrace or reject the
expansion.

The Future

Most of the most important provisions of the ACA
have not been implemented at the time this was
written, and there continue to be strong differences
of opinion over the law’s merits. Proponents argue
the ACA will expand coverage and reduce premium
increases. Critics are skeptical. A significant amount
of work has been done to implement exchanges, but
it is unclear how many insurance companies will
choose to participate, how many uninsured individ-
uals would purchase coverage, how many employ-
ers will drop coverage, and how reform will affect
health insurance premiums.

The need for reform of the health insurance and
health care delivery systems has been recognized
for years. Whether the ACA is the answer remains
to be seen. More likely, it is another step in our long
search for answers. One point is clear: Our health
care financing system will continue to change.

19 In our system of federalism, the federal government has enu-
merated powers, and any powers not specifically given to it are
reserved for the states. Proponents argued that, while the Com-
merce Clause of the Constitution gives Congress the power to reg-
ulate interstate commerce, the purchase of health insurance is
not interstate commerce. Moreover, compelling someone to pur-
chase a product is not regulation. The Court agreed, but, as indi-
cated, found the mandate constitutional under Congress’ power
to tax.
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The pressure of health care costs, for the individual
and for society as a whole, will force us to continue
our efforts to deal with the problem.

The challenge in designing a health care system
to meet the nation’s future needs is to somehow rec-
oncile two competing objectives. Ideally, we would

have a system that provides quality health care to
everyone who needs it while containing costs at a
level society can afford. Unfortunately, this problem
has no simple solution, and the health care debate
will continue.

IMPORTANT CONCEPTS TO REMEMBER

fee-for-service benefits
service benefit contract
reimbursement contract
usual, customary, and

reasonable (UCR) coverage
surgical expense coverage
benefit schedule
physician’s expense insurance
major medical policy
coinsurance
corridor deductible
comprehensive major medical
health maintenance

organization (HMO)
managed care

consumer-directed health plan
capitation
primary care physician (PCP)
gatekeeper
preferred provider organization

(PPO)
point-of-service (POS) plan
cost containment
coordination of benefits

provision
dental expense insurance
medical savings accounts
Medicaid
first-dollar coverage
single-payer plan

insurance-encouraged utilization
defensive medicine
cost shifting
mandated benefits
Consolidated Omnibus Budget

Reconciliation Act (COBRA)
Health Insurance Portability and

Accountability Act (HIPAA)
small-group reform
employer-mandated health

insurance
individual mandates
Patient Protection and

Affordable Care Act (ACA)

QUESTIONS FOR REVIEW

1. Identify the major problems associated with health
care listed in the chapter. What measures have been taken
in the past to address these problems?

2. Explain what is meant by an ERISA-exempt health
insurance plan. Why are these plans popular with
employers?

3. Briefly describe the distinguishing characteristics of
a comprehensive major medical policy.

4. Give reasons for the coinsurance feature and the de-
ductible in the major medical policy. Are both necessary?

5. Briefly describe the distinguishing characteristics of
a health maintenance organization (HMO). How does an
HMO differ from the other insurers operating in the health
insurance field?

6. In what ways does the operation of the private insur-
ance mechanism complicate the problem of health care
access?

7. What is a consumer-directed health plan, and how
does its design attempt to control health care costs?

8. To what extent can the provisions of the tax code
influence the decision to insure or retain the health care
exposure? Your answer should include a discussion of the
provisions of the code with respect to

a. Employer-paid medical expense insurance.
b. Premiums paid by the individual for medical expense

insurance.
c. Costs incurred directly by the individual for health

care.

9. Explain what is meant by the term limited health in-
surance policies. To what extent do such contracts violate
the rules of good risk management?

10. Describe the key features of the Patient Protection
and Affordable Care Act.

QUESTIONS FOR DISCUSSION

1. Movie audiences cheered when the heroine in the
movie As Good as It Gets referred to her HMO with an
expletive. Do you agree or disagree with the sentiment
expressed by the audiences? Why?

2. The Patient Protection and Affordable Care Act limits
the extent to which insurers may consider age in estab-
lishing rates. The result is higher premiums for younger
insureds, and lower premiums for older insureds. In your
opinion, is this a good result?
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3. In a 1999 survey, a significant percentage of physi-
cians stated that they would misrepresent a patient’s symp-
toms to an insurer if the misstatement would result in pay-
ment for treatment that would otherwise be denied. In
your opinion, is this a positive or a negative phenomenon?

4. State mandates are intended to spread the cost of cov-
ering certain procedures such as infertility treatments. Do
you agree or disagree with the exemption of ERISA plans
from these mandates?

5. “Much of the increase in the cost of medical care can
be attributed to unnecessary and undesirable overutiliza-
tion of health services, often prompted by the existence
of insurance.” Do you agree or disagree? In your opinion,
is managed care or consumer-directed health care likely
to be more effective at controlling overutilization?
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HEALTH INSURANCE
FOR THE ELDERLY

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Describe the benefits provided by the traditional Medicare program

• Explain how Medicare supplement policies dovetail with traditional Medicare coverage

• Explain the alternatives to the traditional Medicare coverages that were added to the Medicare
program by the Medicare Advantage coverage options

• Describe the features of long-term care insurance

• Identify and briefly explain the alternatives to long-term care insurance

• In general terms, identify the qualification requirements for Medicaid and explain the way in
which the Medicaid program provides for financing of long-term care needs

• Explain what is meant by Medicaid planning and describe the legislative restrictions that have
been imposed on the process

In this chapter, we turn our attention to health insur-
ance for the elderly. We believe the health insurance
needs of the elderly, and the manner in which it is
provided, are sufficiently different from the needs
and health insurance options for the population to
justify a separate discussion.

Because they often need more extensive care
than other members of society and because their
resources are often limited, senior citizens face spe-
cial problems with health care costs. Three broad
types of coverage exist for insuring the health care
needs of the elderly:

1. Medicare

2. Medicare supplement (or Medigap) policies

3. Long-term care insurance

These three distinct forms of coverage repre-
sent pieces of the health insurance programming
puzzle for older persons. In addition to these forms
of social and private insurance, the federal Medi-
caid program provides financing for the health care
needs of senior citizens.

Medicare is a federal social insurance program
enacted by Congress in 1965 to address the problem
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facing senior citizens in the area of health care finan-
cing. Although the program provides extensive
benefits, it is subject to deductibles and coinsur-
ance provisions. To fill the gaps between the cost
of medical care and the reimbursement under
Medicare, commercial insurers and Blue Cross and
Blue Shield organizations have developed special
policies, usually called Medicare supplement
(Medigap) policies.

Medicare and Medicare supplement policies pro-
vide coverage for a wide range of health care-related
costs. They do not, however, cover long-term care,
which is another exposure facing senior citizens.
Although Congress considered including long-term
care in the Medicare program, the idea was rejected,
and Medicare provides coverage only for intermit-
tent care and for periods of limited duration. Long-
term care insurance developed in response to the
need of senior citizens for protection against the
catastrophic costs of nursing homes and other types
of custodial care.

Because the Medicare program applies to nearly
all persons over the age of 65, it serves as the founda-
tion of health care coverage for the elderly. We will
begin our discussion of health insurance for senior
citizens with a brief overview of this government
social insurance program.

MEDICARE

The Social Security Act of 1935 stands as the most
comprehensive piece of social legislation of its kind
in this country’s history. It became a more significant
feature in our national social environment in 1965
when it was amended to include the Medicare pro-
gram. The Medicare program became effective on
July 1, 1966. Today, it is the nation’s largest health
insurance program and covers nearly 50 million
Americans, including 39 million elderly.

Originally, Medicare introduced two forms of
essential health insurance to almost all citizens over
the age of 65 and to certain disabled persons. The
first coverage, designated Part A, is compulsory hos-
pitalization insurance, financed by payroll taxes
levied on employers and employees. Part B is volu-
ntary medical insurance, designed to help pay for
physicians’ services and other medical expenses
not covered by Part A. This supplementary cover-
age is financed by monthly premiums shared by the
participants and the federal government.

Two major amendments to the Medicare program
were enacted subsequently, adding Medicare Parts
C and D. The Balanced Budget Act of 1997 (BBA-97)
was enacted in response to growing concerns about
the long-term solvency of the program. BBA-97’s pro-
visions included changes in financing and coverage
options. BBA-97 also added a new Medicare option,
Medicare Part C, which expanded the role of private
plans in providing Medicare benefits. Under Part C,
Medicare beneficiaries may elect to be covered by
private organizations, such as HMOs or PPOs, that
have contracted with Medicare to provide benefits.1

The second major piece of legislation, the Medicare
Prescription Drug, Improvement and Modernization
Act of 2003 (MMA-2003) expanded Medicare’s pre-
scription drug coverage by introducing Medicare
Part D, the Prescription Drug Benefit.

We begin our discussion of Medicare by focusing
on the traditional program comprising Parts A and
B, now known as Original Medicare. Given the com-
plexity of the Medicare program, not all details can
be provided. Interested readers are encouraged to
find additional information on the Medicare website
(Medicare.gov).

Original Medicare

Eligibility Almost all persons 65 or over are eligi-
ble for Part A (Hospital Insurance) under the Medi-
care portion of Old-Age, Survivors, and Disability
Insurance (OASDHI). Medicare Part A is financed
by part of the Social Security payroll tax paid by
workers and their employers, and by self-employed
persons. Persons who are entitled to benefits under
Social Security or the Railroad Retirement system,
or who worked long enough in federal, state, or local
government employment to be insured, do not pay
any premium for Part A. In addition to those over
65, all persons who have received OASDI disability
benefits for at least two years are entitled to Medi-
care benefits. Patients with chronic kidney disease
requiring dialysis or renal transplant and individuals
with amyotrophic lateral sclerosis (ALS, also known

1 Medicare Part C was originally called “Medicare+Choice.” The
Medicare Prescription Drug, Improvement and Modernization
Act of 2003 (MMA) made some changes and renamed the pro-
gram “Medicare Advantage.”
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TABLE 22.1 2013 Medicare Part B Premiums by Modified AGI

2011 Modified AGI 2011 Modified AGI 2013 Monthly Part B

(Individual) (Joint Tax Return) Premium

Up to $85,000 Up to $170,000 $104.90
$85,001 to $107,000 $170,001 to $214,000 $146.90

$107,001 to $160,000 $214,001 to $320,000 $209.80
$160,001 to $214,000 $320,001 to $428,000 $272.70

Over $214,000 Over $428,000 $335.70

as Lou Gehrig’s disease) are eligible without a two-
year delay.2

Persons who are eligible for Part A of Medicare
have the option of purchasing Part B, supplemental
medical insurance (SMI). SMI is a voluntary cover-
age financed jointly by monthly premiums paid by
persons who elect the coverage, and contributions
by the federal government, with premiums intended
to cover 25 percent of the cost for most individuals.
Enrollment is automatic for the elderly and disabled
as they become eligible for hospital insurance, but
they are given the opportunity to decline the cov-
erage. For the 12-month period beginning January
1, 2013, the monthly Medicare Part B premium for
most individuals was $104.90.3

The MMA-2003 introduced a new income-related
premium effective in January 2007; beneficiaries
with higher incomes are required to pay a greater
portion of their Part B premium costs. The premi-
ums for higher-income individuals are based on
their modified adjusted gross income (AGI) two-
year ealier. For example, the premium in 2013 would
be based on modified AGI in 2011.

Higher-income beneficiaries will pay a monthly
premium equal to 35, 50, 65, or 80 percent of the total
program cost, depending on their income level and
tax filing status. Table 22.1 provides the premiums

2 Individuals age 65 and over who are otherwise ineligible may
purchase Part A coverage. In 2013, the Part A premium for those
with 30 to 39 quarters of coverage was $243 per month. For those
with fewer than 30 quarters of coverage, it was $441 per month.
Coverage may also be purchased by disabled persons who were
previously entitled to Medicare but whose benefits have been
terminated because of work and earnings and whose disability
continues.
3 Beneficiaries with incomes below 135 percent of the federal
poverty level (FPL) and limited resources are eligible for sub-
sidies that pay some or all of their Medicare Part A and Part B
premiums. Assistance for Part D costs are provided to individuals
with incomes below 150 percent of the FPL. These programs are
discussed later in this chapter.

that were payable in 2013 for various income levels.
Prior to 2010, the income brackets were indexed,
but the Patient Protection and Affordable Care Act of
2010 (ACA) froze the brackets through 2019. About
5 percent of beneficiaries were required to pay
higher income-related premiums in 2010, but that
will rise to 14 percent by 2019, as the brackets fail to
keep pace with inflation.4

Medicare Enrollment Periods The initial enroll-
ment period for Parts A and B runs for 7 months,
beginning 3 months before the month in which the
individual reaches age 65. If a person does not enroll
during this initial 7-month period, he or she must
wait until the next general enrollment period. These
enrollment periods occur each year, from January 1
through March 31. Coverage begins the following
July 1.

Premiums for Parts A and B will be higher if the
individual waits to enroll during a general enroll-
ment period. The Part B premium goes up 10 percent
for each 12 months the individual delays after the
initial enrollment period. This means, for example,
that a person who waits for, say, two years before
enrolling in Part B will pay a 20 percent higher
premium. For persons who pay a Part A premium,
the increase is 10 percent, regardless of the delay
period.5

4 “Income-Relating Medicare Part B and Part D Premiums: How
Many Medicare Beneficiaries Will Be Affected?” Henry J. Kaiser
Family Foundation Issue Brief (December 2010)
5 Under some circumstances, a beneficiary can delay Medicare
enrollment without penalty. A person age 65 or older who has
group health insurance based on his or her current employment
(or the employment of a spouse) may enroll during the eight-
month period beginning with the month he or she stops work-
ing or is no longer covered under the employer plan, whichever
comes first. If the individual does not enroll during the eight-
month period, he or she must wait until the next general enroll-
ment period.
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Employer Group Medicare Coverage Under cer-
tain circumstances, persons who are eligible for
Medicare but who are still employed must be given
the option of enrolling (with their spouses) in
their employer’s health insurance plan. Federal law
requires that employers with 20 or more employees
must also offer the same health benefits, under
the same conditions, to employees age 65 or over
and to their spouses who are 65 or over, that
they offer to younger employees and spouses. The
employee may accept or reject coverage under
the employer group health plan. If the individual
accepts the employer plan, it will be the primary
payer and Medicare becomes excess. If the individ-
ual rejects the plan, Medicare will be the primary
payer for Medicare-covered health services that he
or she receives. If the employee rejects the employer
plan, an employer cannot provide a plan that
pays supplemental benefits for Medicare-covered
services nor can the employer subsidize such cov-
erage. An employer may, however, offer a plan that
pays for health care services not covered by Medi-
care, such as hearing aids, routine dental care, and
physical checkups.

Part A—Hospital Insurance Coverage The
basic benefits under the Hospital Insurance cover-
age fall into four broad categories: (1) hospital care,
(2) care in a nursing home or extended care facility,
(3) home health services, and (4) hospice care.

Hospital Insurance Benefits Medicare Part A
helps pay for medically necessary inpatient care in a
general hospital, skilled nursing facility, psychiatric
hospital, or hospice care. In addition, Part A pays the
full cost of medically necessary home health care
and 80 percent of the approved cost for wheelchairs,
hospital beds, and other durable medical equip-
ment (DME) supplied under the home health care
benefit. Coverage is provided for blood after the first
three pints, when furnished by a hospital or skilled
nursing facility during a covered stay.6

6 The 1988 amendments to the Social Security Act, the Medi-
care Catastrophic Coverage Act (MCCA), substantially expanded
the benefits under Medicare, but the changes in the law were
repealed before they became effective. The MCCA significantly
expanded Medicare Part A and Part B benefits effective January
1, 1989, and January 1, 1990, respectively. The MCCA established
a new Medicare supplemental premium, based on the indivi-
dual’s taxable income. In November 1989, responding to a pub-
lic outcry against the legislation, Congress repealed the law.

When the beneficiary is hospitalized, Medicare
will pay for all covered hospital services during
the first 60 days of a benefit period except for the
deductible. The Part A deductible in 2013 was
$1184 per benefit period. A benefit period begins
the day the beneficiary is hospitalized. It ends after
the beneficiary has been out of the hospital or
other facility that primarily provides skilled nursing
or rehabilitation services for 60 days in a row. If the
beneficiary is hospitalized after 60 days, a new ben-
efit period begins. With each new benefit period,
Part A hospital and skilled nursing facility benefits
are renewed, except for any lifetime reserve days or
psychiatric hospital benefits used. There is no limit
to the number of benefit periods a beneficiary can
have for hospital or skilled nursing facility care.

In addition to the deductible, if the beneficiary
is hospitalized for more than 60 days in a benefit
period, he or she is responsible for a share of the
daily costs. For the 61st through the 90th day, Part
A pays for all covered services except for coinsur-
ance, which is paid by the beneficiary. In 2013, the
coinsurance for the 61st through 90th day was $296
per day.

Under Part A, the beneficiaries have a lifetime
reserve of 60 days for inpatient hospital care. These
lifetime reserve days may be used whenever the
individual is in the hospital for more than 90 days in
a benefit period. Once used, the reserve days are not
renewed. When a reserve day is used, Part A pays for
all covered services, except for coinsurance, which
was $592 per day in 2013.

Medicare Part A helps pay for no more than 190
days of inpatient care in a Medicare-participating
psychiatric hospital in the individual’s lifetime.
Once the 190 days have been used, Part A does
not pay for inpatient care in a psychiatric hospital.
Psychiatric care provided in a general hospital,
rather than in a psychiatric hospital, is not subject
to the 190-day limit.

Skilled Nursing Facility Care Medicare Part A
can help pay for up to 100 days of skilled care in
a skilled nursing facility during a benefit period. To
be eligible, the individual must have had a hospital
stay of at least three days and been admitted to a
Medicare-certified facility within 30 days of the hos-
pital stay. All covered services for the first 20 days
of care are paid by Medicare. All covered services
for the next 80 days are paid by Medicare except for
a daily coinsurance amount. The daily coinsurance
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in 2013 was $148. Persons who require more than
100 days of care in a benefit period are responsible
for all charges beginning with the 101st day.

Coverage for care in a skilled nursing facility is
limited to the special kind of facility that primarily
furnishes skilled nursing and rehabilitation services.
It may be a separate facility or a distinct part of
another facility, such as a hospital. A skilled nursing
facility is different from a nursing home, and
Medicare will not pay for the confinement if the
services received are primarily personal care or
custodial services, such as assistance in walking,
getting in and out of bed, eating, dressing, bathing,
and taking medicine.

Home Health Care Medicare pays the full cost
of medically necessary home health visits by a
Medicare-approved home health agency. These ser-
vices are usually provided on a periodic basis by
a visiting nurse or home health aide. To qualify
for coverage, the individual must require intermit-
tent skilled nursing care, physical therapy, or speech
therapy, be confined to his or her home, and be
under a physician’s care. There is no deductible
or coinsurance, and no prior hospitalization is
required for home health care benefits. Coverage
is provided for a portion of the DME cost provided
under a plan of care set up and periodically
reviewed by a physician.

Hospice Care Medicare pays for hospice care for
terminally ill beneficiaries who choose to receive
hospice care rather than regular Medicare benefits
for management of their illness. Under Medicare,
hospice is primarily a program of care provided
in the patient’s home by a Medicare-approved
hospice. The focus is on care, not cure. Medicare
Part A covers hospice care for individuals with a life
expectancy of six months or fewer. Benefits are pro-
vided for up to two 90-day periods, plus an unlimited
number of 6-day periods. There is no deductible or
copayment, other than for prescription drugs.

Medicare provides respite care benefits for those
in hospice care, under which a beneficiary is cov-
ered for an occasional stay of up to five days in a
Medicare-approved inpatient facility so the normal
caregiver can get rest. The beneficiary is required to
pay 5 percent of the cost.

Part B—Supplementary Medical Insurance

The coverage under the supplementary medical
insurance is much like a major medical contract. It

covers medically necessary services, such as physi-
cians services and outpatient care, as well as some
preventive services. Covered expenses include the
following five categories:

1. Physicians’ and surgeons’ services, no matter
where rendered, including those in a hospital,
clinic, doctor’s office, or even in the home

2. Home health services

3. Diagnostic tests, surgical dressings, splints, and
rental or purchase of medical equipment

4. All outpatient services of a participating hospital,
including diagnostic tests and treatments

5. Specific preventive services, including, for exam-
ple, mammography, pelvic exams and Pap tests,
diabetes and cardiovascular screening, prostate
and colorectal cancer screening, vaccines for
influenza, pneumonia, and hepatitis B, and
annual wellness visits.

Benefits begin after a deductible ($147 in 2013),
and nothing is paid until this initial expense has
been met by the insured. Medical insurance pays
80 percent of the covered expenses in excess of the
deductible, provided that the charges are reason-
able (based on customary and prevailing charges).
Some services are covered in full, including home
health services and certain preventive services.

Although Part B generally does not cover out-
patient prescription drugs, it does cover a limited
number of them under certain conditions. Exam-
ples include oral anticancer drugs, injectable drugs
for osteoporosis, and blood clotting factors for indi-
viduals with hemophilia. Coverage is provided for
blood after a 3-pint deductible. Parts A and B of
Medicare cover blood, and if the beneficiary meets
the three-pint blood deductible under one part, it
need not be met under the other part.

Besides the deductible and coinsurance, the
individual may have additional out-of-pocket costs
if the physician or medical supplier does not accept
assignment of the Medicare claims and charges
more than Medicare’s approved amount. Assign-
ment refers to the arrangement in which a physician
agrees to accept the Medicare-approved amount
as full payment for services and supplies covered
under Part B.

Participating and Nonparticipating Physicians

The fee schedule for a Medicare-participating
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physician—called the approved amount—is based
on Medicare’s Resource-Based Relative Value
Schedule (RBRVS). The RBRVS varies the approved
amount based on the time, training, and skill
required to perform a given service, adjusted for
overhead costs and geographic differences. For a
Medicare-participating physician, Medicare will pay
80 percent of the RBRVS, and the Medicare partici-
pant is responsible for 20 percent. If a participating
physician accepts assignment, he or she is not per-
mitted to charge more than the RBRVS.

The approved amount for a nonparticipating
physician is 95 percent of the RBRVS. If a participat-
ing physician refuses to accept assignment, he or
she is permitted to charge up to 115 percent of the
approved amount for nonparticipating physicians
(i.e., 95 percent of the RBRVS), Medicare will pay
80 percent of the nonparticipating physician
approved amount. The Medicare participant is
responsible for the remaining 20 percent, plus the
excess charge, that is, the excess over the approved
amount.

Besides avoiding excess charges, another advan-
tage of using physicians or suppliers who accept
assignment is they are paid directly by Medicare,
except for the deductible and coinsurance amounts
for which the beneficiary is responsible. Physicians
who do not accept assignment collect the full
amount of the bill from the patient. Medicare, then,
reimburses the beneficiary for his or her share of the
approved amount for the services or supplies he or
she received.

Physicians who do not accept assignment for
elective surgery are required to give the patient a
written cost estimate before the surgery if the total
charge will be $500 or more. If the written estimate is
not provided, the patient is entitled to a refund of any
amount paid in excess of the Medicare-approved
amount. In addition, a nonparticipating physician
who provides services that he or she knows or has
reason to believe Medicare will determine to be
medically unnecessary (and, thus, will not pay for)
is required to inform the patient in writing before
performing the service. If written notice is not given,
and the patient did not know that Medicare would
not pay for the service, the patient cannot be held
liable for payment of the service.

Private Contracts Outside Medicare The BBA-
97 allowed doctors to opt out of Medicare and to
enter into private contracts with beneficiaries to

provide Medicare-covered services at a rate the doc-
tor sets. Neither the beneficiary not the physician
will be able to obtain Medicare reimbursement for
the services. In exchange for the right to charge a fee
in excess of 115 percent of the Medicare-approved
rate, the doctor is barred from participating in Medi-
care for two years.7

Traditional Program Medicare

Supplement Policies

Although enactment of the Medicare program in
1965 reduced the need for individual health poli-
cies for persons over 65, the Medicare program is
subject to deductibles and coinsurance provisions.
To fill the gaps between the cost of medical care
and the reimbursement under Medicare, commer-
cial insurers and Blue Cross and Blue Shield orga-
nizations have developed special policies, usually
called Medicare supplement (Medigap) policies.
Unfortunately, abuses developed in the sale of these
contracts. Some contracts sold as supplements to
Medicare were overpriced and inadequate in the
protection they provided. In addition, a small
number of unscrupulous agents preyed on older
people, selling them multiple policies with dupli-
cate coverage. As a result, the states and the federal
government enacted legislation to regulate the sale
of Medicare supplement policies.

Regulation of Medigap Insurance Most states
adopted a National Association of Insurance
Commissioners (NAIC) model act for regulating the
sale of Medicare supplement policies, with provi-
sions relating to sales practices and policy bene-
fits. Despite these laws, however, abuses persisted.
In 1990, as part of the Omnibus Budget Reconcili-
ation Act (OBRA), Congress enacted measures to
encourage the states to regulate Medicare policies
more rigidly. Among other standards, in an effort

7 The original Medicare Act did not specifically forbid private con-
tracting, but federal policies and subsequent changes to the Medi-
care law had worked toward eliminating the practice. In the late
1980s, the Health Care Financing Administration (HCFA), now
called CMS, threatened doctors with fines if they administered
Medicare-covered treatment to Medicare beneficiaries without
sending the bill to the government. The controversy ended in the
courts where the case was dismissed. The argument over private
contracting was based on HCFA’s contention that private con-
tracting would undermine Medicare’s cost-control efforts. The
opposing argument is that individuals should have the right to
contract outside the Medicare system without penalty.
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TABLE 22.2 Medicare Supplement Policies

Plan

Benefits Included A B C D F G K L M N

Medicare Part A Coinsurance yes yes yes yes yes yes yes yes yes yes
Medicare Part B Coinsurance yes yes yes yes yes yes 50% 75% yes yes∗

Blood (first three pints) yes yes yes yes yes yes 50% 75% yes yes
Part A Hospice Care Coinsurance yes yes yes yes yes yes 50% 75% yes yes
Skilled Nursing Facility Care Coinsurance yes yes yes yes 50% 75% yes yes
Medicare Part A Deductible yes yes yes yes yes 50% 75% 50% yes
Medicare Part B Deductible yes yes
Medicare Part B Excess Charges yes yes
Foreign Travel Emergency yes yes yes yes yes yes

∗except for $20 copayment for some office visits and up to $50 copayment for emergency room services that do not result in an

admission.

to deal with the myriad of policy types that con-
sumers faced, OBRA required the NAIC to promul-
gate a “core” of basic benefits that must be included
in all Medigap policies plus a set of optional benefit
packages that may be added to the core benefits. In
response, the NAIC developed 10 standardized
Medicare Supplement policies. The plans were
revised to reflect the new Medicare Prescription
Drug Program following the enactment of MMA-
2003, and two new plans were added. In 2010, the
NAIC amended the model, adding two new plans
and dropping four. Today, ten standard plans are
available for sale, but the plans that have been dis-
continued may still be held by individuals who pur-
chased them prior to June 1, 2010.8

Standard Medigap Contracts The NAIC’s stan-
dard Medigap contracts have been assigned letter
designations ranging from A through N. Plans E, H,
I, and J are no longer sold. Plan A provides coverage
for the following five benefits:

1. The insured’s share of hospital charges (coinsur-
ance) under Hospital Insurance (Part A cover-
age) for days 61 through 90 and days 91 through
150.

2. All charges for an additional 365 days in the
hospital

3. The Part A and Part B blood deductible (3 pints)

8 Plans sold in Massachusetts, Minnesota, and Wisconsin differ
from those sold in other states because these states had an alter-
native Medigap standardization program in effect before federal
legislation standardizing Medigap was enacted. Therefore, these
states were not required to change their Medigap policies.

4. The insured’s 20 percent share of expenses cov-
ered under Part B

5. The insured’s share of costs for hospice care
under Part A.

Plans B, C, D, F, and G include the same basic
package as Plan A plus different a combination of
additional benefits, as indicated in Table 22.2.

Plan F may be marketed as a high deductible plan.
Under the high deductible versions, the insured is
required to pay the first $2110 in 2013. (This amount
will be inflation-adjusted in future years.) In addi-
tion to the $2110, the insured must pay a separate
deductible for foreign travel emergencies of $250
per year.

Plans K and L provide coverage for a similar set
of basic benefits but with higher initial cost-sharing
and maximum limits on the insured’s out-of-pocket
expenses. As can be seen from Table 22.2, Plan K
covers only 50 percent of some costs, while Plan L
covers 75 percent. The out-of-pocket limits in 2013
were $4800 for Plan K and $2400 for Plan L. These
amounts will increase in future years. Once the limit
is met, the plan pays 100 percent of Medicare Part A
and B copayments and coinsurance for the rest of
the calendar year. Plans M and N were new in 2010.

Each state must allow the sale of Plan A, and
all Medigap insurers must make Plan A available
if they are going to sell any Medigap plans in a state.
Although not required to offer any of the other 9
plans, if an insurer offers any other plan, it must offer
plans C and F. Most insurers offer several plans to
pick from, and some offer all 10 plans. Insurers
can independently decide which of the optional
plans they will sell, as long as the plans they select
have been approved for sale in the state. Insurance
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companies may not change the combination of
benefits or the letter designation of any of the plans.

The limitation on the number of plans and the
standardization of the plans from insurer to insurer
is designed to make it easier for consumers to make
informed choices. Medigap insurers must use the
same format, language, and definitions in describ-
ing the benefits of each Medigap plan and must use
a uniform chart and coverage outline to summa-
rize the benefits. Because each company’s products
are alike, insurers must compete on the basis of
service, reliability, and price.

Other Federal Standards In addition to the
standardized policies, federal law requires that state
regulation of Medicare supplement policies meet
the following standards:

• Medigap insurers must accept all applicants for
coverage within the first six months after they
enroll in Medicare after age 65, regardless of
health. No one can be rejected because of illness,
injury, or a preexisting condition. This is known as
the open enrollment period.

• Preexisting conditions must be covered, but a
probationary or waiting period not exceeding
6 months is permitted. If the policy is purchased
during the open enrollment period, the waiting
period must be reduced by the number of months
of creditable coverage.9

• Medigap insurers must accept all applicants with
guaranteed issue rights with no preexisting condi-
tions exclusion. A number of circumstances can
create guaranteed issue rights, for example, if the
insured’s Medigap carrier becomes insolvent, the
insured’s plan is discontinuing coverage in that
area, coverage under an employer group plan is
ending, or if the insured moves out of the plan
service area. Several specific situations relate to
Medicare Advantage and the Medicare Prescrip-
tion Drug Program.10

9 Prior health insurance coverage with no more than a 63-day
break in coverage.
10 For example, individuals who join a Medicare Advantage (MA)
plan for the first time and decide to move back to Original Medi-
care within one year have guaranteed issue rights. Individuals
have guaranteed issue rights if they leave an MA plan because
the company misled them. If an individual has a Medigap policy
that covers prescription drugs, which pre-2006 policies could do,
guaranteed issue rights apply to individuals who drop the existing
policy and move to a new Medigap policy.

• Medigap policies must be guaranteed renewable.

• The benefits under Medigap policies that are de-
signed to cover cost-sharing features of Medicare
must change automatically to coincide with any
changes in the Medicare deductible and coin-
surance percentages. Insurers are permitted to
change the premiums to reflect the changes in
coverage.

• The contract must provide coverage.

• Selling duplicative policies is prohibited. Insur-
ance agents are required to obtain, in writing, a
statement from the buyer about his or her eligibil-
ity for Medicare and whether he or she has other
Medicare supplement insurance.

• Selling policies to an individual in a Medicare
Advantage plan is prohibited unless his or her
enrollment in the Medicare Advantage plan is
ending.

• Insurers must achieve a minimum loss ratio (MLR)
of 65 percent on individual Medigap policies and
75 percent on group policies.

Finally, in addition to the other requirements,
federal law requires the seller to deliver a Medicare
Supplement Buyer’s Guide to purchasers. Buyers are
granted a 30-day free look during which the policy
can be canceled and returned for a full refund.

Unlike some types of health coverage that restrict
where and from whom the insured may receive care,
Medigap policies generally pay the same supple-
mental benefits regardless of the beneficiary’s
choice of health care provider. If Medicare pays for
a service, wherever provided, the standard Medigap
policy must pay its regular share of benefits. In some
states, however, individuals may purchase Medicare
Select policies. These plans provide the same ben-
efits as traditional Medigap policies, but they are
network plans and pay reduced or no benefits if
the insured uses non-network providers (except in
emergencies).

Medigap Premiums Although the benefits are
identical for all Medigap plans of the same type,
the premiums may vary from one company to an-
other and from area to area. Insurance companies
use three different methods to calculate premiums:
issue age, attained age, and no-age rating. Under the
issue age method, the premium varies with the
insured’s age when the contract is purchased but
does not increase as the insured becomes older.
Under the attained age method, the premium is
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based on the insured’s current age and increases
as he or she grows older. Under no-age rating, every-
one pays the same premium regardless of age.

Part C—Medicare Advantage

The BBA-97 introduced Medicare Part C, originally
called Medicare+Choice. The program was modi-
fied somewhat in MMA-2003 and renamed Medicare
Advantage (MA). Some have characterized Medi-
care Advantage as the “privatization” of the Medi-
care system. Medicare beneficiaries may continue
to participate in Original Medicare (the program’s
traditional fee-for-service program), or they may
elect one of several alternatives to the traditional
Medicare program. Today, nearly all Medicare ben-
eficiaries have access to an MA plan, and 27 percent
of Medicare beneficiaries were enrolled in an MA
plan in 2012.

The goal of the MA program is to contain costs
in Medicare by injecting private competition into
the system and encouraging more beneficiaries to
enroll in managed care plans. Health care in the
United States has been transformed by the HMO-
based managed care plan, and MA is an attempt to
move Medicare in the same direction.

There are five types of MA plans:

• Health Maintenance Organization (HMO) Plan

• Preferred Provider Organization (PPO) Plan

• Private Fee-for-Service (PFFS) Plans

• Medicare Medical Savings Account (MSA) Plans

• Medicare Special Needs (MSN) Plans

To become an MA plan, an organization must
submit its terms of coverage, premiums, and copay-
ments for federal approval. If approved, the organi-
zation contracts with Medicare to serve particular
geographic areas for a one-year period. The organi-
zation receives a monthly capitation from Medicare
for each Medicare beneficiary in the plan, the bene-
ficiary continues to pay the Part B premium, and the
plan is permitted to charge an additional monthly
premium.

Benefits under an MA plan include the typical
benefits of Parts A and B. The plans may offer
additional benefits, and most do. Premiums and co-
payments vary from plan to plan. In a few cases,
the amount Medicare pays the plan is adequate to
cover expenses, and the plan pays all or part of the

insured’s Part B premium. The annual enrollment
period for MA runs from November 15 to December
31 of each year. During that period, beneficiaries
may enroll in any MA plan or switch from an MA
plan to Original Medicare. A beneficiary elects an
MA plan by filing an enrollment form with the plan.
Beneficiaries who fail to make an election will
remain in the Original Medicare plan. An MA plan
may not deny enrollment to an eligible individual
based on health status or other factors.11

HMO and PPO Plans Medicare HMOs have been
an option under Medicare since the 1970s, and the
BBA-97 authorized PPOs. As with other HMOs, the
MA HMO offers a network of providers and provides
out-of-network coverage only for emergencies. An
MA PPO allows the beneficiary to use providers out-
side the network for an additional cost. HMO and
PPO plans must offer at least one option that pro-
vides prescription drug benefits.

Managed care plans are subject to several patient
protection requirements for beneficiaries dealing
with Medicare managed care plans. These include
full disclosure, emergency services, quality assur-
ance, appeals and grievance procedures, and a gag
rule prohibition. The term gag rule refers to the
policies reportedly adopted by some managed care
organizations that forbid their doctors from recom-
mending or mentioning certain types of treatment
because the treatment may be expensive.

The MMA-2003 created new regional PPOs in an
attempt to increase access for beneficiaries in rural
areas. Prior to MMA-2003, HMOs and PPOs were per-
mitted to define their own service areas, and they
typically avoided serving sparsely populated rural
areas. MMA-2003 created regional PPOs, which are
required to do business in regions defined by CMS,
including urban and rural areas.

PFFS Plans PFFS plans are fundamentally differ-
ent from the HMO and PPO managed care options
in Medicare Advantage. They more closely resemble
the traditional Medicare fee-for-service plan than
they do managed care. A beneficiary who enrolls
in a PFFS plan is permitted to use any provider, and
the plan pays the provider on a fee-for-service basis.
However, the plan sponsor is a private organization

11 Individuals who elect hospice care are ineligible for an MA
plan, and individuals with end-stage renal disease are eligible
only for MSN plans that enroll individuals with the disease.
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that contracts with Medicare, is paid on a capitated
basis, and is, thus, “at risk.”

PFFS plans are exempt from many of MA’s require-
ments that apply to the HMO and PPO plans, such
as requirements to have a provider network, to have
quality and utilization review policies, or to offer a
prescription drug benefit. PFFS plans are not per-
mitted to put providers at financial risk.

MSA Plans Medical Savings Accounts Plans are
similar to HSAs available outside of Medicare.
This arrangement combines a high-deductible MA
plan with a Medical Savings Account for medical
expenses that are not paid for by the plan. The
deductible in 2013 varied by plan but could be no
more than $10,900. After the deductible is met, the
plan pays 100 percent of the costs.

MSN Plans A Medicare Special Needs Plan is
designed for people with certain chronic diseases
and other specialized health needs. The majority
of enrollees in MSN plans are dual eligibles, that is,
individuals eligible for Medicare and Medicaid.

Payments to Organizations Medicare pays plans
a monthly capitated rate to MA plans to cover
the cost of Parts A and B benefits provided to
enrollees.12 Beginning in 2006, Medicare paid
MA plans based on a capitation rate determined
through a bidding process. CMS establishes a bench-
mark for each county. This benchmark is based on
the prior year’s MA payment rate, increased by the

12 Early Medicare HMOs were often available only in urban ar-
eas. Originally, Medicare’s capitation was tied to 95 percent of
the average Medicare fee-for-service costs in each county. Aver-
age Medicare costs varied widely across the country, and Medi-
care HMOs tended to be offered only in urban areas, where the
average Medicare fee-for-service costs were high. Plan benefits
were often generous, including prescription drugs and health
club membership, with no premium.

As BBA-97 was being debated, states without access to Medi-
care HMOs, generally more rural states, sought to change the
calculation of capitation rates. They argued their low average
fee-for-service costs reflected greater efficiency in health care
delivery. Where care was delivered less efficiently, HMOs could
squeeze costs and provide more generous benefits. They were
being penalized, they argued. Because they delivered care effi-
ciently, they did not have access to the generous benefits pro-
vided by the Medicare+Choice plans.

BBA-97 attempted to increase access to private plans by chang-
ing the way the capitated rate is calculated, resulting in increased
rates in many rural counties and other low-cost areas. Local pay-
ment rates were blended with a national average payment rate,
phased in over six years to a blend of 50 percent local and
50 percent national, which was intended to reduce the wide
geographic disparity in payments.

projected per capita growth rate. If a plan’s bid is
higher than the benchmark, enrollees pay the differ-
ence in the form of a monthly premium. If the bid
is lower, the Medicare program retains 25 percent
of the savings, and the plan retains the other
75 percent. The amount retained by the plan is
required to be returned to enrollees in the form
of other supplemental benefits or lower premiums.
Payments from Medicare to the plan are, then, based
on the benchmark adjusted for enrollee risk. In the
case of an MA MSA Plan, the organization’s bid will
be less than the benchmark, and the entire differ-
ence is contributed to the individual’s MSA.

Medicare Advantage plans have proven to be
popular. Between 2007 and 2012, the percentage of
beneficiaries enrolled in MA plans increased from
19 to 27 percent. They have their critics however.
Opponents argue that the MA program will create
a multitiered system within Medicare, in which the
healthy individuals will shift into managed care
plans while the sicker and more expensive benefi-
ciaries will stay in the traditional fee-for-service plan.
Indeed, there is evidence that the population of
individuals insured by MA plans is generally health-
ier than those in Original Medicare. As discussed
later, the ACA has reduced funding for MA plans.

Part D—Prescription Drug Coverage

When Medicare was enacted in 1965, the central
core of health care treatment consisted of hospital
inpatient procedures. The use of prescription drugs
outside the hospital was insignificant, and Medicare
did not provide coverage for those expenses. The
development of several hundred new medicines
since 1965 has changed the focus of modern
medicine to rely more on pharmaceuticals to treat
and prevent illness. As a result, there was agitation
for expanding Medicare coverage to include pres-
cription drugs. The MMA-2003 authorized the new
Medicare Part D, Prescription Drug Coverage, which
was offered beginning January 1, 2006. Any indi-
vidual entitled to Medicare Part A and/or enrolled
in Medicare Part B is eligible to enroll in a Part D
plan, and the enrollment period matches the enroll-
ment period for Part B. Part D coverage is available
through two mechanisms: (1) Medicare Advantage
Plans and (2) stand-alone Medicare Prescription
Drug Plans (PDPs) offered by a private company.
Over 60 percent of those enrolled in a Part D plan
are in a Prescription Drug Plan.
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Medicare Prescription Drug Plans A Medicare
PDP is a stand-alone plan offered by private com-
panies but approved by Medicare. In 2013, a total
of 1,031 plans were offered nationwide, and the
average beneficiary had a choice of 31 different
plans.

Coverage varied by plan, including deductibles,
coinsurance, and copayments, but the plan was
required to provide benefits with an actuarial value
at least equal to the standard benefit described
below. Each Medicare PDP has its own formulary,
a list of drugs the plan agrees to cover, and a phar-
macy network. Because formularies and networks
vary by plan, insured must examine the benefits
under the policy in light of his or her prescription
drug needs.

Part D stand-alone plans must offer a defined stan-
dard benefit or an alternative of at least equal value
(“actuarially equivalent”). To reduce the plan’s costs
while providing some level of benefits to all en-
rollees, Congress designed the standard benefit
to provide some level of coverage at low limits
and a layer of catastrophic coverage. However,
between the lower layer and the catastrophic layer,
the enrollee was responsible for 100 percent of
the cost of the drugs, a gap known as the donut
hole.

Not surprisingly, there was considerable confu-
sion and dissatisfaction among beneficiaries who
reached the donut hole and were suddenly required
to pay 100 percent of the cost of their prescription
drugs. Congress addressed the problem in the ACA,
which contains features designed to phase out the
donut hole by 2020. Beginning in 2011, Part D
enrollees who reached the donut hole received a
50 percent discount on brand name drugs funded
by pharmaceutical manufacturers under the Medi-
care Coverage Gap Discount Program. Over the next
10 years, Medicare will phase in additional cover-
age, until the beneficiary coinsurance for brand-
name and generic drugs is 25 percent.

The standard benefit in 2013 had a $325 deduct-
ible and paid 75 percent of drug costs up to $2,970
in total drug costs. After that, donut hole coverage
was provided until total out-of-pocket costs reached
$4,750. In the donut hole, beneficiaries paid 47.5 per-
cent of the cost of brand-name drugs and 79 percent
of the cost of generic drugs. Beyond the donut hole,
the catastrophic coverage begins, and the enrollee
pays the greater of 5 percent or a drug copayment
($2.65 for generic drugs, $6.60 for others in 2013).

Plan pays 95% or drug
cost less copayment $6634

$2970

$325

Enrollee pays 
greater of 5%
or copayment

Enrollee pays 25%

Enrollee responsibility

Enrollee pays $325
Deductible

Plan pays 75%

$3764 Coverage Gap
Beneficiary pays

plan pays

FIGURE 22.1 Standard Medicare Prescription Drug Benefit,
2013

The standard prescription drug benefit is illustrated
graphically in Figure 22.1.

The PDP benefit structure may differ from the stan-
dard benefit plan as long as it is at least equal in
value. Most, however, have a coverage gap similar
to the donut hole. In 2013, about 30 percent of PDPs
provided greater coverage in the donut hole for
either generic drugs or both generic and name-
brand drugs. Plan deductibles vary, with no deduc-
tible in 45 percent of PDPs.13

Medicare pays for 74.5 percent of the cost of the
standard benefit, and each plan collects a premium
from the beneficiary to cover the remaining cost.
The average premium in 2013 was about $40 per
month although plans with premiums below $20
and over $100 were available. In addition, the ACA
introduced a new income-related Part D premium in
2011, similar to the income-related premium for Part
B. Higher income individuals will pay a surcharge
designed to increase their share of the standard ben-
efit cost. The surcharge amount is based on the same
income brackets as the Part B premium increase,
applying the same percentages (35, 50, 65, and 80)
to the national average cost of the standard drug
benefit. As with Part B, the income thresholds are
frozen through 2019.

13 “Medicare Part D: A First Look at Part D Plan Offerings in 2013.”
The Henry J. Kaiser Family Foundation Data Spotlight (November
2012).
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For example, an individual with income between
$85,001 and $107,000 and filing as an individual
would pay a surcharge to increase his or her share of
the cost of the standard benefit from 25.5 percent to
35 percent. According to the CMS, the cost of the
normal beneficiary share (25.5 percent of the
standard benefit) is $31.17. This number, known
as the Part D base beneficiary premium, is updated
each year and is the basis for calculating the sur-
charges. In 2013, the surcharges for the four income
brackets were $11.60, $29.90, $48.30, and $66.60. The
surcharge is collected separately from the Part D pre-
mium paid to the plan, typically as a withholding
from the beneficiary’s Social Security payment.

Assistance for Low-Income Beneficiaries

Federal funding is provided to assist low-income
beneficiaries with their Medicare premiums,
deductibles, and copayments. There are separate
programs. The first assists individuals with the
Original Medicare program, and the second assists
individuals in paying for the new Medicare
Prescription Drug Coverage.

Assistance for Part A and Part B Costs State
Medicaid offices offer programs designed specifi-
cally to help certain low-income Medicare bene-
ficiaries cover their costs under Parts A and B of
Medicare. An individual eligible for this assistance
is categorized as a Qualified Medicare Beneficiary
(QMB), Specified Low-income Medicare Beneficiary
(SLMB), Qualified Individual (QI), or Qualified Dis-
abled and Working Individual (QDWI). Collectively,
these programs are sometimes knows as the Medi-
care Savings Programs.

A QMB is an individual with limited savings
and other resources whose income is at or below
100 percent of the FPL.14 The program will cover all
the Medicare Parts A and B premiums, deductibles,
and coinsurance for a QMB. An SLMB is an indi-
vidual with limited savings and resources and an
income between 100 and 120 percent of the FPL.
SMLBs do not have to pay the monthly Medicare
Part B premiums. A QI has income between 120 and
130 percent of the FPL. Medicaid will pay the Medi-
care Part B premium for a QI, but states have a

14 The FPL in 2007 was $10,210 for a single individual and $13,690
for a married individual. Those figures applied in the 48 contigu-
ous states and the District of Columbia. Higher levels applied in
Hawaii and Alaska.

limited amount of funds available, and funds are
distributed on a first-come-first-served basis. Finally,
QDWIs are individuals who were receiving Medi-
care owing to disability, lost eligibility because they
returned to work, have limited savings and other
resources, and have incomes below 200 percent of
the FPL. They can purchase Medicare Part A, and
Medicaid will pay their monthly Medicare Part A
premiums.

Assistance for Part D Costs When it created
the Medicare Prescription Drug Program, Congress
included substantial premium and cost-sharing sub-
sidies for Medicare beneficiaries with low incomes
and few resources. Dual eligibles (i.e., individuals
who qualify for Medicare and Medicaid) automati-
cally qualify for these subsidies, as do QMBs, SLMBs,
QIs, and QDWIs. These categories will generally
cover anyone with limited resources and incomes
below 135 percent of the FPL. These individuals pay
no Part D premium or deductibles, and copayments
of $2.65 and $5.60 for brand-name and generic drugs
(in 2013), respectively. Copays are capped after total
drug spending reaches $6,634 (in 2013). Dual eligi-
bles in nursing homes have no drug copayments.

Assistance is offered to other Medicare beneficia-
ries with limited resources and incomes between
130 and 150 percent of the FPL, but they must
apply for the program. Once enrolled, the ben-
eficiary pays a monthly premium dependent on
income. He or she is responsible for a $66 annual
deductible (in 2013), must pay 15 percent of total
costs up to $6,634 (in 2013), and has a copay per
prescription after that ($2.65 for generic drugs and
$6.60 for brand-name drugs).

Approximately 30 percent of Medicare beneficia-
ries are eligible for low-income subsidies for Part D.
CMS estimates that nearly a quarter (24 percent) of
those individuals are eligible for a low-income sub-
sidy but have not applied.

The Financial Condition of Medicare

Medicare Cost Controls The cost of the Medicare
program has been a problem for Congress since the
program began in 1965, with expenditures exceed-
ing predictions from the beginning. When the pro-
gram was enacted, costs were projected to reach
$12 billion in 1990; they were $110 billion (after infla-
tion). Costs have continued to increase, and in 2012,
the Trustees of the Medicare trust funds issued their
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sixth consecutive warning that the funds were finan-
cially unsound. Unfortunately, it has been easier to
recognize the problem than to design the reforms
ensuring solvency in the future.

In the past, most attempts to control the increas-
ing costs have focused on the way providers are
reimbursed. In 1984, Medicare introduced a new
system for reimbursing hospitals, a prospective pay-
ment system (PPS), based on diagnostic-related
groups (DRGs). Under this system, the hospital is
paid a flat amount based on the patient’s diagnosis,
rather than an amount that varies with the number
of days the patient is hospitalized. The flat amount
is based on the average resource use for the pa-
tient’s DRG. It was hoped this would give hospitals
an incentive to provide care efficiently since they
are not compensated for excessive use of health
care resources. The RBRVS approach to compensat-
ing physicians, mentioned earlier, was introduced
in 1989. In spite of the implementation of DRGs
and RBRVS, Medicare costs have continued to ex-
plode. Although payments for specific procedures
were controlled under RBRVS, utilization exploded
as the number of procedures increased and hospi-
tals learned how to optimize their diagnoses coding
in the presence of DRGs.

The BBA-97 introduced a limit on the growth of
physician reimbursements, known as the Sustain-
able Growth Rate (SGR), aimed at ensuring the
annual increase in the cost per beneficiary did
not exceed the growth in gross domestic product
(GDP). Under this rule, if expenditures exceeded
what was allowable, the physician fee schedule
would be reduced for future years. Physician
opposition to the reductions has been strong, and
Congress has taken a series of legislative actions to
prevent or moderate them since 2003, under what
are known as “doc fixes.” There has been no adjust-
ment since 2010, and most recently, the American
Taxpayer Relief Act of 2012 (ATRA-2012) deferred a
26.5 percent reduction in physician fees for 2013 to
January 1, 2014. The search for a permanent doc
fix continues. Most experts expect that it will be
delayed again at that point.

The ACA contained a number of provisions aimed
at slowing the increasing Medicare costs. It cuts
payments to MA plans, tries to further lower the
increase in payment rates to providers, and strength-
ens efforts to fight fraud. Future increases in
provider reimbursement for a particular service
would be reduced to account for improvements in

productivity, estimated to average 1.1 percent a year.
Other ACA provisions intending to control cost,
include the following:

• Promotion of Accountable Care Organizations
(ACOs) through provider payment arrangements.
ACOs are delivery systems that combine teams
of hospitals, physicians and other health care
providers to deliver coordinated care. If an ACA
meets certain quality and efficiency benchmarks,
it is able to receive additional compensation.

• A new Center for Medicare and Medicaid Innova-
tion to test payment and delivery innovations that
can improve the quality of care and/or increased
cost efficiency. These include new payment sys-
tems aimed at reducing preventable hospital
admissions and certain hospital-acquired condi-
tions (such as bed sores and injuries from falls),
under which hospitals will be rewarded or penal-
ized based on their performance.

• A new Independent Payment Advisory Board
(IPAB) that will monitor the Medicare program’s
fiscal health and recommend revisions to con-
trol increases in costs. The IPAB is a group of 15
experts appointed by the President and approved
by the Senate. If Medicare spending growth
exceeds certain targets, the IPAB must recom-
mend ways to hold down costs. The IPAB’s recom-
mendations will automatically take effect unless
Congress enacts an alternative measure within 6
months that achieves the same level of savings.

According to CMS, Medicare-related provisions
in the ACA will reduce Medicare spending by
$417.5 billion over the 10 years from 2010 to 2019.
Critics point out that the bulk of these savings come
from cuts to MA plans ($145 billion) and cuts to
providers based on improvements in productivity
($205 billion). Given the historical failure of prior
efforts to cut provider reimbursement, there is
understandable skepticism regarding whether these
cuts will be successful. According to the Trustees of
the Medicare Trust Funds, if the scheduled cuts to
physician reimbursement rates (including the SGR)
are all implemented, “Medicare beneficiaries would
almost certainly face increasingly severe problems
with access to physician services.”

Medicare faces the same problems associated
with the aging of the baby boomers as OASDI, but
exacerbated by increasing health care costs. In fact,
Medicare’s financial difficulties are more severe
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than those facing the Old-Age, Survivors, and Dis-
ability Insurance (OASDI) system. Expenditures
from the Hospital insurance (HI) Trust Fund cur-
rently exceed income, and even assuming current
cost-cutting measures are implemented, the HI Trust
Fund will be exhausted by 2024. As with the Social
Security Trust Funds, the Medicare Trust Funds bal-
ances are invested in Treasury securities, and these
securities are gradually being redeemed to pay a
portion of the benefits due each year. According to
the Trustees, current funding fails the test of short-
range and long-range financial adequacy.

The Supplementary Medical Insurance (SMI)
Trust Fund, which pays benefits for Parts B and D,
is stronger because the premiums and federal
contribution automatically increase each year to
meet the following year’s expected costs. Federal
contributions are projected to increase, but even
these projections assume substantial reductions in
physician reimbursement rates that are unlikely to
happen.

Proposals for Reform

A number of proposals have been made to
strengthen the long-run solvency of the Medicare
system, but policymakers have fundamental dis-
agreements on the solution. The proposed solu-
tions can be broadly defined as (1) those that build
on the current structure, modifying eligibility age,
benefits, premiums, and payroll tax rates to achieve
financial stability, and (2) those that fundamentally
change the program’s structure in an attempt to
harness private market forces. The debate over these
two different directions has been vigorous.

Building on the current program. Proposals that
build on the current program include raising the
Medicare eligibility age, increasing copayments,
increasing premiums, particularly for higher-paid
individuals, increasing the payroll tax rate, and
strengthening the powers of the IPAB.

• Eligibility age. As was mentioned in Chapter 11,
the eligibility age for normal retirement benefits in
Social Security is moving from 65 to 67. For Medi-
care, however, the eligibility age remains at 65.
To slow the growth in Medicare spending, some
have suggested increasing the eligibility age to 67
or higher and indexing it to longevity, so it will
continue to increase. Critics have raised concerns

about early retirees and their ability to get afford-
able health insurance coverage. Following imple-
mentation of the ACA, this concern was lessened,
given the age guaranteed issue requirements and
age rating bands mandated by the ACA-2010.

• Copayments. Currently, Medicare does not charge
a copayment for home health care or for the first
20 days in a skilled nursing facility. Some have
suggested adding copayments for these services,
as well as increasing copayments for prescription
drug benefits.

• Premiums. As discussed earlier, premiums for
Parts B and D are tied to income, with higher-
income individuals paying higher premiums. Even
at the highest income levels, however, premiums
for Parts B and D cover about 80 percent of the
cost. Some have suggested revising these amounts
so that upper-income individuals pay 100 percent
of their cost. Other proposals include adding a
premium for Medicare Part A and increasing the
premium for Parts B and D.

• Payroll Taxes. In 2012, the Trustees of the Medicare
Trust Funds estimated the long-range financial
imbalance in the HI Trust Fund could be addre-
ssed by immediately increasing the standard
2.9 percent payroll tax (1.45 percent each for
employer and employee) to 4.25 percent, a
47 percent increase in payroll taxes for Medicare.
Needless to say, such a tax increase has its critics.

• The IPAB. When Congress created the IPAB, it
placed restrictions on the ways the IPAB could
reduce Medicare costs. It cannot raise premiums,
reduce benefits, or ration care. It can, however,
reduce payments to physicians and hospitals.
Some proposals for Medicare reform would give
the IPAB greater authority to modify the program
to control costs.

Harnessing Market Forces. Some policymakers
suggest taking a different direction with Medicare,
turning it into a program in which market forces
would promote cost control. Supporters point to the
Part D program’s success, where consumers have
choice, plans completed, and costs have been lower
than projected. The most significant element of the
market-driven approach is the Premium Support
Plan, in which beneficiaries would receive vouch-
ers to enable them to purchase private insurance.
Related to this are proposals to modify benefits to
make them more similar to standard major medical
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insurance, and proposals to discourage individuals
from obtaining first-dollar coverage through Medi-
care Supplement policies.

• Premium Support. The most dramatic proposal to
control costs is the Premium Support Plan. This
arrangement would convert the Medicare pro-
gram from a system of defined benefits paid for
by Medicare to a defined contribution system in
which beneficiaries are able to select their own
insurer. Supporters of this approach contrast it
with a system in which costs are controlled
through “an unelected board that sets fees for
doctors and hospitals.” Various Premium Support
proposals exist, varying by how the voucher
amount is determined and whether the current
Medicare fee-for-service system continues as an
option. Under one proposal, CMS would seek bids
from insurers for a defined set of benefits. Each
beneficiary would be given a voucher for the
premium of the second-lowest cost plan. If they
choose a higher cost plan, they must pay the dif-
ference. If they choose the lowest cost plan, they
may keep the savings.

• Benefit redesign. Some experts suggest redesign-
ing the current benefit structure to focus on catas-
trophic medical expenses. They would provide a
single deductible that applies to combined Part A
and B benefits, coinsurance for expenses above
that level, and a maximum out-of-pocket limit,
similar to a typical major medical policy. Pro-
ponents believe such a revised benefit structure
is more likely to encourage efficient utilization
patterns.

• Medicare Supplement (MedSupp) policies. Some
experts argue that the first-dollar coverage pro-
vided by some Medicare Supplement policies
(specifically Plans C and F) promote overutiliza-
tion of health care. They would prevent first-dollar
benefits in MedSupp policies and/or tax such
policies. The ACA required the NAIC to review the
benefit designs for Plans C and F and consider
incorporating additional cost-sharing elements,
but in November 2012, the NAIC advised U.S.
Department of Health and Human Sevices (HHS)
that it did not support changing the benefit design.

The need for reform of the Medicare system is
clear. The debate over how to do so is vigorous. At
this point, the outcome of the debate is unclear.

LONG-TERM CARE INSURANCE

Long-term care (LTC) insurance is a recent innova-
tion, prompted by the enormous costs associated
with the health care needs of the aged. With the
increase in life expectancy and improved medical
care, the number of Americans age 65 and older
is increasing more rapidly than the remainder of
the population. The number of persons age 85 and
older has grown at an even faster rate than for
the 65-and-older group. For various social and eco-
nomic reasons, an increasing number of our aged
are spending their final days in nursing homes and
assisted-living facilities, with annual costs of $40,000
to $90,000 or more per year. It is not a criticism of
the LTC industry to observe that the cost of LTC has
reached a point that few individuals can afford to
use personal resources.

Nature of the Long-Term Care Exposure

Although there is a tendency to think of LTC insur-
ance in the traditional terms of accident and sick-
ness, the need for LTC is different from the need
for other types of medical care. Many people who
require LTC are not “sick” in the traditional sense.
They are old and frail, and although they may not
require traditional types of medical services, they
do need assistance with the activities of daily living.

Two kinds of LTC may be delineated: institutional
care (nursing homes and assisted-living facilities)
and home and community care. Although some
elderly persons require care provided only in an
institution, other elderly persons do not need insti-
tutional care. Their needs can be met in the com-
munity, by people with various skills, including
health care professionals and others who provide
assistance with the activities of daily living (ADLs).
Although the earliest LTC insurance versions pro-
vided coverage only when care was provided in
a nursing home, LTC policies increasingly provide
coverage for care delivered in the community.

Inadequacy of Medicare for

Long-Term Care Needs

Although Medicare addresses two facets of the LTC
need (nursing home and home health care), it does
so on a restrictive and limited basis. With respect
to the nursing home environment, coverage under
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Medicare is limited to skilled care, which, as noted,
may not be the care level required by a person who
is not sick in the traditional sense but who needs
assistance with the ADLs. In addition, home care is
covered only if it occurs within 30 days of a three-
consecutive-day hospital stay for the same condi-
tion that requires admission to the nursing facility.
Further, a physician must certify the need for the
skilled care on a daily basis, and the skilled nursing
home facility must be certified by Medicare.

If all four requirements have been met, up to
100 days of skilled nursing care benefits are pro-
vided. For the first 20 days, Medicare will pay
100 percent of the approved amount. For days 21
through 100, the patient is required to make a co-
payment ($148 per day in 2013.) Medicare benefits
terminate after 100 days, and the patient becomes
responsible for all costs. Most important, no cover-
age exists for intermediate care or custodial care.

For home health care, Medicare will pay the cost
of medically necessary home health visits that meet
specified conditions. Only part-time or intermittent
home care is covered (defined as care that is re-
quired at least four or fewer times a week). Further,
the patient must be housebound, unable to leave
the house except with assistance. The patient must
be under a physician’s care, and the physician must
certify the need for home health care. Finally, as in
the case of nursing home care, the home health care
agency must be certified by Medicare.

Medicare supplement policies issued by private
insurers supplement Medicare but do not provide
coverage for extended care. The need, therefore,
exists for a form of insurance that will assist in meet-
ing the LTC costs for the aged. LTC coverage was
developed by insurers to meet this need.

Development of LTC Insurance

The introduction of LTC insurance created a chal-
lenge for insurers and insurance regulators. The
exposure is new, and the manner in which coverage
is structured and priced is evolving. Some features in
the earliest LTC policies produced complaints from
consumer groups that led to specific regulations for
this coverage. The earliest contracts, for example,
usually required prior hospitalization before bene-
fits were payable. This requirement was criticized
because many persons in need of nursing home
care do not have recent hospital confinement. Other
policies limited coverage to skilled nursing facilities

and provided no protection to persons whose pri-
mary LTC need was custodial. Recent policies have
eliminated these defects, owing to competition
among insurers and to the imposition of regulatory
requirements.

The NAIC Model Law In the 1980s, the NAIC
adopted a model law and regulation specifying
minimum standards for LTC policies. The NAIC
model law requires that LTC policies be guaranteed
renewable, which, as we have seen, means the
renewability must be guaranteed and the premium
may be changed at renewal only for an entire class
of insureds. Although the NAIC model law permits
cancellation under extreme circumstances, the law
spells out the causes for cancellation. The policy
must be incontestable on the basis of misrepresenta-
tions after two years. The only allowable illnesses or
conditions that may be excluded are those arising
from preexisting conditions, war, attempted suicide,
participating in a felony, service in the armed forces,
aviation as a non-fare-paying passenger, or mental
or nervous disorders. Coverage for Alzheimer’s
disease must be included. Insurers are required to
offer an inflation protection option. It may provide
for annual increases in benefit levels or for the right
to purchase increased benefits without evidence
of insurability. Finally, the model law specifies a
minimum loss ratio of 60 percent for LTC policies.

In 2000, the NAIC amended the Long-Term Care
Model Act and Regulation in response to consumer
complaints about increasing rates. When insurers
first marketed LTC insurance policies, they set pre-
miums based on expected losses as they do for
all lines of insurance. Unfortunately, insurers had
limited experience with LTC insurance and little
relevant historical data on which to base their
prices. By the 1990s, most realized the policies were
underpriced, and insurers began increasing the pre-
miums. Although many of these increases occurred
despite the insurer’s best attempt to develop accu-
rate initial rates, some insurers may have engaged in
“low-balling,” i.e., charging low initial rates to get the
business, fully intending to increase rates. The NAIC
responded in 2000 by amending the NAIC Long-
Term Care Insurance Model Act and Regulation
to provide greater regulatory oversight over rates.
The Model now requires actuarial certification that
initial rates are adequate and provides incentives
for insurers to charge adequate initial rates. In addi-
tion, the amendments gave policyholders the right
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to amend their coverage in response to significant
cumulative rate increases by reducing the amount
of coverage or by converting to paid-up status.
Finally, the amendments require the insurer to
provide greater disclosure on historical rate
increases.15

Coverage of LTC Policies

The typical LTC policy provides coverage for care
in a facility, including skilled nursing, custodial
care, and assisted-living facilities. Increasingly, cov-
erage is provided for home care or for services pro-
vided by an adult day care center. Policies pay a
specified amount per day for a designated period
or incurred expenses up to an aggregate limit,
subject to a elimination-period deductible. Within
this broad framework, there are a variety of per-
mutations among the policies offered by different
insurers.

Benefit Limits There are two broad approaches
to the benefit structure of LTC policies. Under the
earliest approach, which predominates, coverage is
provided for a specified limit per day, with benefits
payable from one to five or six years and, in the case
of some insurers, for life. The maximum daily limit
available varies by company, but some insurers have
daily limits up to $400. Some policies pay the full
daily benefit selected, regardless of the charges for
the long-term care services provided. Other policies
pay the charge incurred for the LTC services up to
the daily limit selected.

The second type of benefit period available is not
measured in days, months, or years, but in dollars. It
is called a pool of money concept and is becoming
popular among insurers. Rather than specify a time
period, benefits for LTC services are paid from
a single lifetime maximum number of dollars.

15 The NAIC adopted less significant amendments in 2006, requir-
ing continuing education for producers selling long-term care
insurance and addressing problems created by states having
different systems for licensing the LTC facilities. More recently,
criticism has focused on the claims payment process, with crit-
ics arguing that some LTC insurers unreasonably deny claims.
(See, e.g., “Aged, Frail, and Denied Care by Their Insurers, New
York Times,” March 26, 2007.) This will likely be the next issue
regulators pursue. Some have suggested the need for an external
review system for LTC claims as exists for some medical expense
claims.

A $100-per-day benefit payable for five years
represents $182,500 (365 × 5 × $100). Under a pool
of money policy, a $182,500 policy limit is available
to pay for whatever long-term care expenses are
incurred and benefits are payable for as long as
the maximum amount lasts, regardless of the time
period.

Increasingly, home care benefits are being
included in LTC policies. The NAIC model law does
not require that LTC policies include home care
benefits, but if the policy does include home care,
it may not be subject to a step-down requirement
(a requirement that the insured was previously con-
fined in a hospital or skilled nursing facility to
be eligible for home care benefits). Further, home
care benefits cannot reduce the duration of institu-
tional care provided by the policy. When home care
benefits are provided, they must include services
provided by custodial care workers and agencies
not certified by Medicare. The daily benefit for home
care, when it is not subject to the same limit as
for nursing home care, is usually 50 percent or
60 percent of the daily limit for nursing home care.
Many policies include benefits for respite care.

A respite care benefit provides payment for substi-
tute care given when the primary caregiver (usually
a relative) takes a vacation or break from the care-
giving task.

Elimination Periods As noted in Chapter 20,
for disability income policies, elimination periods
shorter than 90 days have disappeared from the
market or have become too expensive for serious
consideration by the knowledgeable buyer. For LTC
policies, however, elimination periods as short as
zero (first-day coverage) are available. In addition
to the zero-day elimination period, LTC elimination
periods are available for 15, 20, 30, 60, 90, 100, 120,
150, 180, and 365 days. A 20-day elimination period
is a common choice because Medicare’s skilled
nursing coverage ceases 100 percent payment
beginning on the 21st day. Some policies use sepa-
rate elimination periods for nursing home confine-
ment and home health care, usually with a shorter
elimination period for home health care, which
tends to be the more common need.

LTC Coverage Trigger LTC policies typically use
some combination of the three following triggers to
determine eligibility for benefits:
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1. The inability to perform a certain number of ADLs

2. Suffering from a cognitive impairment, such as
Alzheimer’s or Parkinson’s disease

3. A medical necessity, as prescribed by a physician,
for LTC services

The activities of daily living (ADLs) are a set of self-
maintenance activities designed to measure one’s
ability to perform routine personal care functions.
LTC policies have traditionally defined eligibility
for benefits in terms of the insured’s inability to
perform a specified number (one or two) of the
policy’s ADLs (usually five to seven). Because LTC
policies are not standardized, they have differed in
the number of ADLs listed and in the number the
insured must be unable to perform to receive bene-
fits. The greater the number of ADLs listed and the
fewer required for benefits, the broader the cov-
erage. The activities usually listed include eating,
bathing, dressing, walking (sometimes called mobil-
ity), toileting, transferring (moving from one place
to another, such as from a bed to a chair), and
continence (the ability to control one’s bowel and
bladder functions).

Inflation Protection The NAIC model law requires
that insurers offer some type of escalator clause or
option to address inflation. One permissible option
is a provision that automatically increases bene-
fit levels at a compound rate of at least 5 percent
annually. In some policies, the increase is on a
simple, rather than compound, basis. As an alter-
native, the insured may be granted the option of
periodically increasing benefit levels without evi-
dence of insurability, as long as the option for the
previous period has not been declined. Policies that
agree to cover a specified percentage of reasonable
charges without a specified maximum limit meet
the inflation protection requirement. When offer-
ing a contract with inflation protection, the insurer
must provide the applicant with a comparison of the
increasing benefit levels and a policy under which
benefits do not increase, along with a compari-
son of the premiums for coverage with and without
increasing benefits.

Unintentional Lapses Because buyers of LTC
policies may include persons who tend to be
forgetful, the NAIC model law includes provisions
designed to provide at least some protection against
such inadvertent coverage termination. Before

issuing an LTC policy, the insurer must give the
applicant the option of designating at least one
person (in addition to the applicant) who will be
notified of an impending lapse for nonpayment of
premium or a written waiver dated and signed by
the applicant electing not to designate any addi-
tional persons to receive such notice. In addition,
long-term policies may not lapse for nonpayment
of premium unless the insurer, at least 30 days
before the effective lapse date, has given notice to
the insured and to those persons designated by the
insured. Finally, LTC policies must include a rein-
statement provision, permitting reinstatement after
lapse if the insurer is provided with proof of cogni-
tive impairment or the loss of functional capacity.

LTC Renewability The NAIC established the
guaranteed renewable provision as the minimum
standard for LTC policies, meaning that almost all
LTC plans have conformed to this requirement.
Given the problems insurers encountered writing
disability insurance on a noncancellable basis,
insurers have made no movement to go beyond the
guaranteed renewable basis required by the NAIC
model law.

Nonforfeiture Provisions One of the problems
in marketing LTC policies has been the difficulty
in spreading losses across age groups even though
premiums vary with the age of the insured. The dis-
inclination of younger consumers to purchase LTC
insurance is perhaps understandable. Unlike perma-
nent life insurance, most LTC policies have not had
nonforfeiture or refund provisions, and the insured
who lapses his or her policy forfeits the early pre-
miums paid for protection. Most state laws allow
a return of premium or cash value (nonforfeiture)
benefit in LTC policies. Policies with a nonforfeiture
feature generally cost about 20 percent more than
policies without the option.

One of the newest offerings in the LTC insurance
arena is a limited-payment (limited-pay) policy,
similar to the limited-pay life insurance contracts.
As the contract is designed, the insured can pay the
premium in several large installments, which will
pay for the policy for life in a few short years. This
gives buyers the opportunity to purchase a paid-up
LTC policy before retirement when their income and
assets are higher. It would seem that as long as such
contracts do not include provision for prepayment
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withdrawal, they could still qualify for favorable tax
treatment.16

Tax-Qualified Long-Term Care Insurance Since
1997, federal law has granted favorable tax treat-
ment to premiums for and recoveries under
tax-qualified long-term care insurance (TQ-LTCI),
extending the same tax treatment to LTC insurance
as has existed for other types of medical expense
insurance.17 For employer-provided plans, LTC
insurance is treated as an accident and health
plan, which means that premiums are excludable in
employees’ gross income. Similarly, LTC insurance
premiums are eligible for deduction from income
by self-employed persons, up to the allowable
limits discussed in Chapter 21. For individuals, pre-
miums paid on qualified LTC policies are deductible
as medical expenses for itemized deduction pur-
poses. The annual amount deductible is limited and
depends on the insured’s age.18

Benefits payable under a TQ-LTCI contract are
treated as amounts received for sickness and per-
sonal injuries, which are generally excludable from
income. However, Internal Revenue Code (IRC) pro-
visions place a cap on the amount of TQ-LTCI ben-
efits excludable from income. Generally, if the total
periodic LTC payments received from all policies
exceed a per diem limitation, the excess must be
included in income.19 The per diem limitation for
2013 is the greater of $320 or the costs incurred for
qualified LTC services provided for the insured. The
$320 per day ($116,800 per year) will be adjusted
for inflation in later years.20

16 Innovations in the field of LTC insurance continue to occur,
and the configuration of LTC policies is evolving. For a review of
the latest in LTC policy design, Life Association News publishes
an annual survey of LTC products, usually in July.
17 See IRC Section 7702B. LTC policies issued before January 1,
1997, were grandfathered in as tax-qualified policies.
18 If the taxpayer was not older than 40 by the end of the 2013
tax year, the annual limit was $360; age 41 through 50, $680; 51
through 60, $1360; 61 through 70, $3640; 71 or older, $4550. The
annual dollar limits are indexed to reflect increases in health
care costs.
19 Periodic payments received under LTC contracts by reason of
the insured’s death are also considered taxable income, accord-
ing to IRC Section 101(g).
20 That portion of a life insurance policy (i.e., a rider) that pro-
vides LTC coverage is treated as a separate contract under the
IRC. Any refund given on policy cancellation or surrender will
be includable in income to the extent that any deduction or ex-
clusion was allowable with respect to the premium.

A TQ-LTCI contract may only cover qualified
LTC services. In addition, the contract (1) must be
guaranteed renewable, (2) must not provide a cash
surrender value, (3) must not provide refunds other
than on the insured’s death or the contract’s sur-
render, (4) may use dividends only to reduce fu-
ture premiums or to increase future benefits, and
(5) must not pay or reimburse expenses incurred for
services or items that would be reimbursed under
Medicare.

Federal law defines TQ-LTCI as insurance that
provides necessary diagnostic, preventive, thera-
peutic, curing, mitigating, and rehabilitative and
maintenance or personal services to a chronically
ill person. A chronically ill person is a person
who has been certified as unable to perform, with-
out substantial assistance, at least two ADLs for at
least 90 days. The ADLs defined by federal law are
(1) eating, (2) toileting, (3) transferring, (4) bathing,
(5) dressing, and (6) continence. The IRC stan-
dard includes coverage for Alzheimer’s by classi-
fying a chronically ill person as one “who requires
substantial supervision to be protected from threats
to health and safety due to severe cognitive
impairment.”

In some respects, coverage under TQ-LTCI may be
narrower than available under other policies sold.
For example, TQ-LTCI policies are not permitted to
use the medical necessity trigger, chronic illness
must be expected to last for at least 90 days, and
cognitive impairment is covered only if the person
requires “substantial supervision.”

Cost of LTC Insurance

LTC insurance costs varies among companies, so
any attempt to cite specific costs is challenging.
However, as an example, consider one LTC policy
offered by one insurer in 2013. The policy provided
$200 daily benefit, a five-year benefit period, and
a 90-day elimination period, and a maximum life-
time benefits of $365,000. The monthly premiums
for an individual purchasing the policy were as
follows:

Age 50 Age 65 Age 79

Basic premium $55 $156 $624
With 5 percent compound 205 391 902

inflation protection
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Some insurers offer a two-policy discount (usu-
ally 10 or 15 percent) when two spouses purchase
coverage. The discount may be applied to the
cheaper of the two policies or to both policies.

The Life Insurance Accelerated

Benefits Alternative to LTC

Although cash values in life insurance policies can
provide a cash source in the event of a terminal
illness or the need for long-term care, cash values
may be limited or nonexistent. An alternative is an
agreement by the insurer to advance the policy pro-
ceeds under a provision known as living benefits.
Living benefit riders agree to pay a part of the policy
death benefit to policyholders who choose this way
of paying nursing home or other bills.

Living benefits are usually offered in connection
with permanent life insurance, under an accelerated
benefits rider that stipulates the conditions under
which the benefit is triggered. These usually include
a designated catastrophic illness, a terminal illness,
or the need for custodial or nursing home care that
occurs after the insured has reached a specified
age ranging from 65 to 85. Most policies specify a
maximum limit for the benefit, expressed as a dollar
amount, a monthly benefit, or a death benefit per-
centage. The most common approach is a monthly
benefit equal to a percentage of the face amount of
insurance (e.g., 1 percent or 2 percent per month).
Generally, the benefit is treated as a lien against the
death benefit. Initially, many companies charged
from 10 percent to 15 percent of the basic premium
for the coverage, but it has become more common
to offer living benefit riders at no additional cost.
Most companies charge interest on the amount of
benefits paid and add the unpaid interest to the lien
against death benefits.

An alternative to accelerated benefits is viatica-
tion.21 Viatication, which was discussed briefly in
Chapter 17, refers to the sale of a terminally ill per-
son’s life insurance policy to a business firm that
specializes in such transactions. These firms are

21 The term comes from the Latin word viaticum, meaning money
or supplies provided as traveling expenses to an officer on an
official journey in ancient Rome. The suggested meaning is that
the proceeds from the sale of the life insurance policy provide
“supplies” for the individual’s final journey.

generally referred to as viatical settlement compa-
nies. Until 1996, the tax treatment of accelerated
death benefits and proceeds from viatication was
unclear. Health Insurance Portability and Account-
ability Act (HIPAA) resolved this by adding IRC Sec-
tion 101(g). Generally, Section 101(g) states that any
amount received under a life insurance contract on
the life of a terminally ill insured will be treated as an
amount paid by reason of the insured’s death. This
will typically result in the amount being excluded
from taxable income. This rule applies to both accel-
erated benefits and viatical settlements.22 Amounts
paid to a chronically (but not terminally) ill person
are subject to the same limitations that apply to TQ-
LTCI contracts.

Combination Policies

The Pension Protection Act of 2006 (PPA-2006) con-
tained features making it more attractive to purchase
LTC benefit in conjunction with a life insurance or
annuity policy. These provisions generally became
effective in 2010 for policies purchased after 1996.
This has become an increasingly popular way to
arrange LTC insurance, and many insurers have
developed combination policies. Typically, the
LTC benefits are arranged by including an LTC
rider on the basic life insurance or annuity con-
tract, but a single integrated policy is sometimes
used.

Under current rules, LTC insurance purchased in
combination with a life insurance or annuity con-
tract will be treated as a separate contract for pur-
poses of determining whether benefits are taxed.
If the LTC coverage meets the requirements for
TQ-LTC, it will be treated as such.

In addition, PPA-2006 clarified the treatment of
LTC premiums when a combination policy is pur-
chased. Prior to PPA-2006, withdrawals from a
policy’s cash value to pay for LTC premiums were
treated as a distribution and could be subject to
income tax. Under PPA-2006, funds may be with-
drawn from the underlying policy’s cash value to
pay long-term care premiums, and the withdrawal

22 A terminally ill individual is someone who has been certified
by a physician as having an illness or physical condition that can
reasonably be expected to result in death in 24 months or less
after the date of certification.
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will not be treated as current income or subject to
any penalties. The withdrawal will, however, reduce
the policyholder’s basis for tax purposes. Thus, the
net impact will be to defer taxes on the amounts
used to fund long-term care LTC benefits.

Another alternative with respect to life insurance
policy proceeds is viatication. Viatication, which
was discussed briefly in Chapter 17, refers to the
sale of a terminally ill person’s life insurance pol-
icy to a business firm that specializes in such trans-
actions. These firms are generally referred to as
viatical settlement companies. Initially, many com-
panies charged from 10 percent to 15 percent of the
basic premium for the coverage, but it has become
more common to offer living benefit riders at no
additional cost.

MEDICAID PLANNING

“Medicaid planning” is a euphemism used by
some attorneys who encourage upper-middle-class
people to become artificially impoverished by
direct transfers of assets (i.e., signing over their life
assets) and become eligible for LTC Medicaid ben-
efits. Medicaid is a program designed to provide
benefits for the indigent and impoverished; it was
created specifically to help those with limited
resources gain access to, among other things, long-
term health care. People who do not wish to spend
their own assets on LTC expenses have legally
avoided doing so, but in the process, they have
siphoned dollars away from the licit poor who need
care and have exacerbated the problem of funding
care for the needy.

Statutory Restrictions

Many members of Congress thought that the
process of Medicaid planning subverted the under-
lying philosophy of the Medicaid program. They
were concerned with the impact on increasing
Medicaid costs: 20 percent of Medicaid expendi-
tures go toward long-term care, and Medicaid funds
nearly half of the nation’s nursing home care. Over
the years, Congress has tightened the eligibility
requirements for Medicaid, most recently in the
Deficit Reduction Act of 2005 (DRA-05).

To be eligible for Medicaid LTC services, an in-
dividual may have no more than $2,000 in assets.
(This is known as the “spend-down” requirement.)
Certain assets are excluded from the calculation,
such as the home, one car, and life insurance with
a face value of less than $1,500.23 In addition, the
Medicaid agency will “look back” at gifts the indi-
vidual made in previous years, and other transfers
for less than fair market value. Prior to the DRA-05,
the look-back period was 36 months; the DRA-05
increased it to 60 months.

If a transfer of assets was made during the look-
back period by an applicant or his/her spouse and
it does not fall within a state exemption, then a
period of ineligibility is calculated, beginning with
the month following the transfer date. The number
of months for which benefits are denied is equal
to the transferred amount divided by the average
monthly cost of nursing home care in the region.
For example, if the regional rate is $4,000 per month
and the individual transfers $40,000 in assets, he or
she will lose Medicaid eligibility for 10 months. The
length of the penalty period has no limit. Prior to
DRA-05, the penalty period began on the transfer
date. The DRA-05 moved the start of the penalty date
to the Medicaid application date.

Under the DRA-05, additional assets will be con-
sidered for purposes of determining eligibility. In
2013, an individual with more than $535,000 in
home equity is ineligible, but states have the option
of raising this threshold to $802,000. The DRA-05
also requires recognition of certain previously
exempt financial instruments. Annuities must be
disclosed and the state must be named as a ben-
eficiary on the policy for the cost of Medicaid assis-
tance provided.

Spousal Impoverishment Provisions

The law allows the community spouse, meaning the
spouse who is not institutionalized, to retain a cer-
tain level of income and assets. This concession
dates from 1988, when Congress enacted provisions
to prevent what is referred to as spousal impoverish-
ment, meaning leaving a spouse who is still

23 If the individual has a spouse that remains in the community,
the spouse is permitted to keep a portion of the couple’s income
and assets.
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living in the community with little or no income
or assets.24 When the couple applies for Medicaid,
their resources are assessed. The couple’s resources
are combined, and exemptions for the home, house-
hold goods, an automobile, and burial funds are
made. The result is the spousal resource amount,
from which the community spouse is allowed to
retain a set dollar amount and still allow the insti-
tutionalized spouse to be eligible for Medicaid. In
2013, the community spouse was allowed to keep a
minimum of $23,184 or half the couple’s assets up
to $115,920.25 Federal law allows states to raise the
$23,184 minimum, and several states have enacted
a higher minimum level.

Estate Recovery

The Omnibus Budget Reconciliation Act of 1993
(OBRA-93) changed the rules for Medicaid eligibil-
ity that can affect asset-transfer decisions. Under the
rules introduced by this law, states must recover from
the probate estate of a deceased Medicaid recipi-
ent amounts paid on behalf of the individual while
alive. Some exempt property in the eligibility deter-
mination will be included in the probate estate. The
probate estate consists of property passing under a
will or under the state’s intestacy law. In addition,
the state may seek recovery against any other assets
that the deceased recipient held at interest at the
time of his or her death, which could include
assets not in the probate estate. Property not in
the probate estate includes property owned with a
right of survivorship, property in certain trusts, insur-
ance proceeds, retirement death benefits, and life
estates.

Long-Term Care Partnership Programs

Long-Term Care Partnership programs were imple-
mented by several states in the early 1990s in an
attempt to reduce reliance on Medicaid by increas-
ing the purchase of LTC insurance. Programs were

24 Section 1924 of the Social Security Act; U.S. Code Reference
42 U.S.C. 1396r-5.
25 These dollar amounts are adjusted for inflation on January 1
of each year.

established in five states (California, Connecticut,
Indiana, New York, and Iowa) before the Congress
established a moratorium on new programs in 1993.
The DRA-05 lifted the moratorium and permitted all
states to establish LTC Partnership programs, begin-
ning on October 1, 2007.

Partnership programs are intended to counteract
the tendency for Medicaid to act as a disincentive
to purchase LTC insurance. Such programs allow
individuals to protect some of their assets from Medi-
caid’s spend-down requirements. For example, if an
individual purchases an LTC policy with $100,000 in
benefits, he or she is able to keep that amount of
assets and be eligible for Medicaid. The hope is that
the existence of the LTC policy will reduce the need
for Medicaid to pay for LTC costs.

DRA-05 imposes a set of requirements on a
qualified state long-term partnership. Among these,
the policy must meet the IRS requirements for a qual-
ified LTC insurance policy, and it must meet specific
requirements of the NAIC Long-Term Care Insurance
Model Law and Model Regulation. The policy must
provide for “compound annual inflation protection”
for individuals under age 61 as of the purchase date
and “some level of inflation protection” for individ-
uals 61 through 75. At age 76 and older, inflation
protection is optional. Insurers must provide reg-
ular reports to the U.S. Department of Health and
Human Services (HHS), including payment dates
of benefits, the amounts, and the termination of
benefits. States may not impose requirements on
partnership policies that they do not impose on all
LTC insurance policies. To address the possibility
that an individual will purchase a policy in one state
and move to another, DRA-05 requires the HHS to
develop standards for reciprocity among the states,
so benefits paid under the partnership policies will
be recognized equally by all states.

By mid-2013, over 30 states had legislation
authorizing a Long-Term Care Partnership, and more
were likely to follow. How these programs will
affect Medicaid costs is unclear. The intent is to
reduce reliance on Medicaid. Critics argue, how-
ever, that the result of allowing people to protect
their assets through partnership programs will be
that more people will qualify for Medicaid. Unfortu-
nately, the states with existing LTC Partnership pro-
grams do not yet have enough experience to draw
conclusions.
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IMPORTANT CONCEPTS TO REMEMBER

Medicare
Medicare Supplement policy
Medigap insurance
long-term care insurance
Medicare Part A
Medicare Part B
Medicare Part C
Medicare Part D
Medicare Advantage
prospective payment system

(PPS)
diagnostic-related groups

(DRGs)
Resource-Based Relative Value

Schedule (RBRVS)
lifetime reserve days

skilled-nursing-facility care
home health care
durable medical equipment

(DME)
hospice care
accept assignment
approved amount
excess charge
30-day free look
Qualified Medicare Beneficiary

(QMB) program
Specified Low-Income Medicare

Beneficiary (SLMB) program
private contracts outside

Medicare

Medicare Medical Savings
Accounts (MSAs)

Medicare fraud
NAIC model long-term care law
respite care benefit
activities of daily living (ADLs)
nonforfeiture provision
living benefits
accelerated benefits rider
viatication
Medicaid planning
look-back period
period of ineligibility
spousal impoverishment
partnership policies

QUESTIONS FOR REVIEW

1. Identify and briefly distinguish between Parts A and
B of the traditional Medicare program.

2. Explain the relationship between Medicare and
employer-provided health insurance for employees who
are age 65 and over.

3. Describe the changes in Medicare enacted as Part
C, Medicare Advantage. In what fundamental way does
Medicare Advantage differ from the coverage under the
traditional Medicare program?

4. Your father and mother will soon reach age 65, the
age at which they will become eligible for Medicare. They
have asked you to advise them on the advantages and
disadvantages of a Medicare Medical Savings Account
(MSA). Describe the essential nature of a Medicare MSA
and explain to them what you consider to be the advan-
tages and disadvantages of these plans.

5. Explain how life insurance policies can provide an
alternative to LTC insurance.

6. Explain the triggers that may be included in a LTC in-
surance policy to determine eligibility for policy benefits.

7. Periodic surveys have indicated a significant misun-
derstanding on the part of the public concerning the ben-
efits available under Medicare to cover long-term care.
What specific limitations in the Medicare benefit struc-
ture make Medicare an undependable source of funding
for the long-term care exposure?

8. Explain what is meant by a viatical settlement and the
tax treatment of such transactions.

9. Briefly explain the eligibility requirements for Medi-
caid as they apply to expenses for long-term care.

10. Describe the coverage triggers required for a TQ-LTCI
policy.

QUESTIONS FOR DISCUSSION

1. What arguments would you offer to support the deci-
sion to adopt the Medicare Advantage provisions of Medi-
care? What arguments would you offer to oppose the de-
cision?

2. Under what circumstances would you recommend
a Medicare MSA to a person eligible for Medicare? For
which persons would a Medicare MSA be inadvisable?

3. A noted insurance authority has said, “Because the
financing of long-term care is inconsistent with insurance
principles, it is a problem that does not lend itself to so-
lution through insurance.” In what ways is the financing
of long-term care inconsistent with insurance principles?
What, in your opinion, is the solution to the problem of
financing long-term care?



CHAPTER 22 HEALTH INSURANCE FOR THE ELDERLY 411

4. “Medicaid planning represents a fraud on one’s fel-
low taxpayers. It is asking me to pay your bills so you
can leave your money to your children.” Do you agree or
disagree? Why?

5. To what extent do you believe that the cost of medical
care for the aged is at the heart of the difficulties facing the
nation with respect to financing health care expenses?
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Kofman, Mila, and Lee Thompson. Consumer Protection and Long-Term Care Insurance: Predictability of Premiums.
Georgetown University Long-Term Care Financing Project Issue Brief, March 2007.
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Neldo McCall. “Insurance Regulation and the Partnership for Long-Term Care.” Journal of Insurance Regulation, vol. 16,
no. 1 (Fall 1997), pp. 73–101.

WEB SITES TO EXPLORE

American Association of Retired Persons (AARP) www.aarp.org
American Association for Long-Term Care Insurance www.aaltci.org
America’s Health Insurance Plans www.ahip.org
Centers for Medicare and Medicaid Services cms.hhs.gov
Medicare www.medicare.gov
National Senior Citizens Law Center www.nsclc.org



■

CHAPTER 23

EMPLOYEE BENEFITS AND OTHER
BUSINESS USES OF LIFE AND

HEALTH INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the major classes of employee benefits that employers provide to their employees,
and describe the tax treatment of these benefits

• Explain the statutory requirements that qualified retirement programs must meet

• Identify and explain the characteristics of the funding alternatives available to employers with
respect to qualified retirement plans

• Explain the nature of the business-continuation exposure facing business owners and describe
the measures used to address this exposure

• Explain the nature of the key-person exposure facing a business organization and describe the
measures used to address this exposure

• Explain the purpose and operation of nonqualified deferred-compensation programs and
describe the characteristics that distinguish them from qualified programs

In addition to the uses we have examined for indi-
viduals, life and health insurance is used extensively
in the business world. In previous chapters, we dis-
cussed the various types of life and health insur-
ance policies and how they could be used to meet
the personal risks faced by individuals. This chapter
will discuss the ways businesses use life and health
insurance to meet their objectives.

Businesses use life and health insurance for two
general purposes. First, most businesses make some
insurance available to their employees. It is com-
mon for an employer to offer an employee some
life insurance, health insurance, or retirement ben-
efits in the employment setting. In many cases, the
employer pays a part of the cost. This may be viewed
as another form of compensation since it benefits

412
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the employee. These arrangements fall under the
broad classification of employee benefits.

In addition to using life and health insurance
arrangements in employee benefits, employers may
use them to protect against risks faced by the busi-
ness. These may involve loss to the business from a
key employee’s death or disability. Businesses may
use life insurance to arrange the continuation of the
business following the owner’s death.

EMPLOYEE BENEFITS GENERALLY

There is no uniform definition of what consti-
tutes employee benefits. Under a broad definition,
employee benefits include almost any benefit pro-
vided to employees by an employer other than
wages and salary for work performed. This defini-
tion includes the employer’s share of legally
required payments for employee security, such as
workers compensation, unemployment compensa-
tion, and Social Security. In addition to insurance
benefits, this broad definition would include things,
such as vacation benefits, subsidized parking, child
care assistance programs, tuition benefits, and
employee discounts on the firm’s products. Using
this definition, it is estimated that U.S. employers
spend roughly 40 percent of payroll on employee
benefits. A more narrow definition focuses on those
benefits offered voluntarily by the employer.1 The
main components of benefits are those programs
designed to assist the employee with his or her
personal risks of premature death, disability, super-
annuation, and unemployment.

Regardless of the definition, employee benefits
represent a significant part of the compensation
of many employees. Medical expense coverage for
most employees and their dependents is obtained
through an employer-sponsored health insurance
plan. More than half of all employees are covered
by employer-sponsored retirement plans, and about
half of all employees are covered by life insurance
offered by their employer. Although an employer is
less likely to offer private disability insurance, an

1 The U.S. Department of Labor Bureau of Labor Statistics con-
ducts an annual survey of employers to measure the availabil-
ity and participation in various types of employee benefits. The
survey encompasses a broad array of benefits. See, e,g., Bureau
of Labor Statistics, Employee Benefits Survey, 2012.

estimated one of every four employees is cov-
ered by employer-sponsored long-term disability
plans.

There are several reasons for the prevalence
of employer-sponsored insurance benefits. First,
employees may find it advantageous to accept insu-
rance as part of their compensation. As described
in Chapters 12 and 21, this is because wages are
taxable income to the employee, whereas some
insurance benefits are not. In addition, most life and
health insurance provided by employers is part of a
group insurance contract, which tends to be less
expensive than individual insurance. Some of
the reasons for this include lower underwriting
expenses and administrative costs, as well as
reduced costs from adverse selection. In addition
to employees finding insurance benefits to be an
attractive form of compensation, employers may
have other objectives for offering employee bene-
fits. Some plans are established in the hope they will
improve employee morale and motivation. Plans
may be designed to address certain specific goals,
such as reducing employee turnover or encouraging
early retirement.

Levels of benefits vary by type of industry and
number of employees. Employee benefits are more
likely to be offered by large employers than by
smaller employers. In addition, employers typi-
cally differentiate between full-time and part-time
employees in the design of their plans. Often, full-
time employees are eligible for a variety of benefits
for which part-time employees are ineligible. Elimi-
nation periods for participation may be imposed, so
seasonal and short-term employees are eliminated
from the various plans.

The design of an employer’s plan must consider
the employer’s objectives and employee’s needs,
the various options available, and their cost. Typ-
ically, the employer will want to consider how its
employee benefit plan compares with other firms
with which it competes for employees. In addition,
the employer must decide how the plan will be
financed (whether through insurance or some other
mechanism) and who will administer the plan.
Finally, the employer must communicate the plan
to employees if it is to have the intended impact.
Frequently, the employer will retain a consultant to
assist in this process. The specific benefits offered
by employers under various life, health, and retire-
ment plans were described in previous chapters. In
this chapter, we will discuss other considerations
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that employers find important when designing their
benefit plans.

GROUP LIFE AND HEALTH
INSURANCE AS EMPLOYEE BENEFITS

Group life and group health insurance are widely
used as part of the compensation package to work-
ers. In part, the growth of group life and health
has been encouraged by collective bargaining and
the demands of unions. However, a more important
impetus has probably been the favorable tax treat-
ment of contributions made by the employer for
such coverage. We have noted that the employer’s
contribution to the cost of health insurance, includ-
ing disability income and medical expense cover-
age, is deductible as an expense by the employer
and is not taxable to the employee. This favorable
tax treatment results in a net saving to the employees
since, in the absence of such treatment, the cov-
erage would have to be purchased with after-tax
income.

Group Term Life Insurance

The most common life insurance benefit offered
to employees is group term life insurance. Internal
Revenue Code (IRC) Section 79 exempts the pre-
mium paid by an employer on the first $50,000 of
group term life insurance from the taxable income
of employees. As with group health insurance,
the premium for such coverage is deductible by
the employer as a business expense but is not tax-
able to the employee as income. The coverage must
be provided on a nondiscriminatory basis.

A group term life insurance plan is considered
nondiscriminatory if it does not discriminate in
favor of key employees as to eligibility and amount
of benefits. A plan is nondiscriminatory if it bene-
fits 70 percent or more of all employees; if at least
85 percent of all employees who are plan partici-
pants are not key employees; or if the plan benefits
employees who qualify under a classification estab-
lished by the employer and found by the IRS not to
discriminate in favor of key employees.2

2 If a group term insurance plan discriminates in favor of key
employees, the key employees are taxed on the value of the ben-
efits, but the benefits remain tax exempt to other workers.

The requirement that the group term insurance
benefits not discriminate can be satisfied if the insur-
ance amount bears a uniform relationship to total
compensation of the persons covered. This means
that a formula that provides life insurance equal
to, say, two times the individual’s annual salary is
nondiscriminatory even though it produces a higher
amount of life insurance for more highly compen-
sated individuals.

Group term life insurance need not be limited
to $50,000 per employee; higher amounts may be
provided, but only the first $50,000 is granted favor-
able tax treatment. For each $1000 of coverage in
excess of $50,000, the employee must include as
income an amount that represents the taxable value
of the employer-paid premium. The taxable value of
group term life insurance in excess of $50,000 is not
the amount paid by the employer but an imputed
cost contained in IRS regulations.3

Group Ordinary Life Insurance

As its title suggests, group ordinary life insurance
is group permanent insurance with an accumulat-
ing cash value. The premium for the insurance is
divided into two parts. Usually, the employer pays
that part of the premium that represents the cost
of group term insurance and that is deductible
under Section 79. (The premium part that quali-
fies for deduction is established by an IRS table.)
The employee pays the remainder of the premium,
which represents the policy’s cash value element.
If the employer pays the entire premium, the
employee is taxed on the premium’s nonterm
portion.

Group Paid-Up Life Insurance

Group paid-up life is designed to provide a limited
amount of permanent insurance to employees at
retirement. This is usually achieved through the pur-
chase of paid-up units of single-premium whole-life
insurance during the employee’s working years in
combination with decreasing term insurance. The

3 In 2001, the IRS issued new rules regarding the tax treatment of
life insurance under qualified plans and released a new table for
the imputed cost of life insurance in such plans. The 2001 table
replaces the previous P. S. 58 rates, which were somewhat higher
than the new rates.
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whole-life units are purchased by the employee’s
contribution. As the amount of paid-up whole-
life increases, the employee’s contribution usually
reduces. At retirement, the employee may withdraw
the cash value or leave the policy in force for the
remainder of his or her life.

Group Universal Life

Group universal life is similar in most respects to
individual universal life and differs primarily in the
same ways that other forms of group life differ from
individual contracts. Coverage is usually written
without evidence of insurability and is usually sub-
ject to lower administrative costs than individually
written universal life. There is no tax advantage in
employer funding, and premiums are generally paid
by employees.

Survivor Income Benefit Insurance

Survivor income benefit insurance (SIBI) is life
insurance payable to dependents as a monthly ben-
efit rather than in a lump sum. The coverage is
unique because the beneficiary’s status determines
the benefit payment. For example, the monthly
benefit to a surviving spouse terminates if the spouse
remarries. Otherwise, benefit payments continue
until the spouse reaches a specified age (usually 65)
or until he or she dies. SIBI benefits are payable to
children until they reach a specified age, usually age
19 or until age 23 if attending school on a full-time
basis. The child’s benefit terminates if the child dies
or marries. SIBI may be written as a rider to another
form of group life insurance, or it may be written as
a separate contract.

Retired Lives Reserve

Usually, the employer’s deductible contribution for
group term insurance for employees terminates
when the employee retires. Retired lives reserve is
a mechanism for funding the continuation of yearly
renewable term after the employee’s retirement. The
employer makes contributions to a trust fund during
the employee’s working years in an amount suffi-
cient to fund the cost of term insurance after the
worker retires. Since the Tax Reform Act of 1984,
retired employees are taxed on the value of term
life insurance exceeding $50,000, the same as
active employees.

FUNDING ISSUES

The alternatives available to an employer for finan-
cing its life and health benefits for employees range
from a fully insured plan to a fully self-funded
plan, with many variations in between. Through-
out this text, we have examined the proper role of
insurance in an individual’s risk management plan.
Recall that four alternatives are available for deal-
ing with a pure risk faced by an individual or firm:
transfer, retention, avoidance, and loss control. The
factors that influence the choice of each alternative
were discussed in Chapter 3. We noted that insu-
rance tends to be an expensive mechanism for
treating risk since it involves expenses beyond the
payment for losses (insurer marketing expenses,
premium taxes, insurer profit, etc.). When the risk
is characterized by a high frequency and low sever-
ity and, therefore, relatively predictable expenses,
insurance is unlikely to be as cost-effective. Reten-
tion, on the other hand, is likely to be appropriate
when expenses are predictable.

These same considerations will affect an
employer’s choice of funding mechanism for its
employee benefit plans. When losses tend to be
unpredictable and there is a potential for large
severity losses that would adversely affect the firm,
self-funding is unlikely to be an attractive option.
However, when losses are stable and relatively pre-
dictable, self-funding may be attractive. In addition
to these general considerations, specific tax and
other legal considerations may affect the choice of
funding vehicle. Finally, if an employer decides to
self-fund, it must decide whether to administer the
plan itself or to retain an outside administrator to
make benefit determinations.

Because of potential loss severity, historically only
large employers self-insured their medical expense
plans. Some smaller employers obtained employee
health insurance under programs that involved par-
tial self-funding, such as a retrospective rating plan
(discussed in Chapter 7) or a minimum premium
plan (MPP). Under an MPP, the employer retains
liability for small claims and pays these directly.
The insurer pays claims only above the stated level.
Because most states level premium taxes only on
premiums the insurer receives, the MPP arrange-
ment avoids taxes on a significant part of the ben-
efit costs, those paid directly by the employer. As
health care costs have increased, smaller employers
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have increasingly engaged in more extensive self-
funding arrangements while capping their exposure
with stop-loss insurance.

Stop-loss insurance puts a limit on the amount of
loss the employer is required to fund. One common
form of stop-loss insurance is aggregate stop-loss.
With aggregate stop-loss insurance, the employer
agrees to pay all claims up to an agreed limit for
the year, and the insurer pays for all the claims
beyond the limit. In a sense, the stop-loss limit acts
as an annual deductible, and the policy caps the
employer’s loss exposure for the year. The employer
self-funds losses within the limit but is protected
if losses exceed the limit. Frequently, the stop-loss
limit is set at 120 to 140 percent of the employer’s
expected losses. Stop-loss policies are increasingly
being made available to small employers and have
fueled a dramatic growth in self-funding among
this employer group. An alternative form of stop-
loss insurance, specific stop-loss, caps the amount
of claims for one individual. When the claims of
one employee or dependent exceed the stop-loss
limit, any excess is covered by the insurer. The use of
stop-loss insurance by small employers has grown in
response to the increased interest of small employ-
ers in self-funding their medical expense benefits.

The reasons for the greater interest in self-funding
medical expense plans are numerous. Self-funded
plans are exempt from state insurance laws, thanks
to a preemption in the Employee Retirement
Income Security Act of 1974 (ERISA). An employer
can avoid state mandated benefits by self-funding.
Federal and state laws that require guaranteed issue
and impose rate limitations also tend to increase
premiums. Although these reforms make insurance
more available and less expensive for those firms
who employees have health problems, they tend
to increase the cost for other firms with younger,
healthier employees. These other firms might find it
more attractive to escape the insured market and
avoid the mandated subsidy of the poorer risks
under health insurance reform. Self-funded employ-
ers can avoid paying premium taxes and a new ACA-
mandated fee on health insurers. For these reasons,
interest in self-funding has increased since the ACA
was enacted.

With the exception of large employers, most
employers that decide to self-fund their medi-
cal expense benefits will seek the assistance of
an outside administrator. Administering a medical
expense plan requires expertise, and the employer

is often uninterested in developing and maintain-
ing internal expertise. In addition, some employers
are concerned that internal administration creates
the possibility for conflict between the employer
and employee over benefit decision. A third-party
administrator (TPA) is often retained to make ben-
efit determinations, pay benefits, assist in plan
design, and administer the plan. The administrator
may be an insurer or an independent TPA. When
the employer arranges stop-loss insurance, it is com-
mon for the insurer to be the administrator. When
the plan is fully self-funded, the contract between
the administrator and employer is often called
an administrative-services-only (ASO) agreement,
recognizing that no insurance is being provided.

In the area of disability income, most employers
offer sick leave plans to employees and pay the
benefits out of corporate assets. For obvious
reasons, it is less likely for an employer to self-fund
life insurance and long-term disability insurance.
The potential severity in both areas would pre-
clude self-funding except in the case of very large
employers.

Funding through a 501(c)(9) Trust

An employer who self-funds certain employee
benefits may establish a 501(c)(9) trust vehicle.
IRC Section 501(c)(9) allows employers to estab-
lish a voluntary employees’ beneficiary associa-
tion (VEBA) and to use the trust to fund certain
members’ benefits. Benefits that may be funded
through a 501(c)(9) trust include those payable
because of death, medical expenses, disability,
legal expenses, and unemployment. Retirement
and deferred-compensation benefits may not be
funded through this vehicle. These funds may be
used to prefund retiree life insurance or medical
benefits subject to special rules.4

Certain additional requirements apply. Member-
ship in the trust is limited to employees, former em-
ployees who are retired, disabled, or laid-off, and

4 At one time, many large employers promised to provide health
care coverage to their employees during retirement. Many com-
panies, however, dropped their retiree health care benefits as
health care costs escalated. In September 2007, General Motors
(GM) and the United Auto Workers (UAW) announced an agree-
ment that would transfer GM’s retiree health care obligations to
a VEBA managed by the UAW. The arrangement was expected to
serve as a model for negotiations with Chrysler and Ford.
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their dependents. Benefits must not discriminate in
favor of highly compensated individuals although
benefits may be based on a uniform percentage of
compensation. If the plan requires contributions,
membership in the trust must be voluntary on the
part of employees.

In any year, trust contributions are limited to
the sum of (1) direct benefit costs for that year,
(2) additional amounts necessary to fund benefits
that were incurred but have not yet been paid, and
(3) administrative costs. Excess contributions may
not be deducted by the employer and may result in
adverse tax consequences.

PENSIONS

Although private pension plans in the United States
have been in existence since the late 1800s, their
greatest growth has taken place since World War II.
In 1940, about 4 million people, fewer than
20 percent of all employees in government and
industry, were covered by private pensions. By 2012,
more than 100 million persons were enrolled in
employer-sponsored retirement plans, including 84
percent of full-time workers at firms with more than
100 employees.

Pension plans are established by employers, and
sometimes jointly by unions and employers, to pro-
vide individual workers with a retirement income
that will supplement Social Security retirement ben-
efits. The plan may be set up for the firm’s employ-
ees, or it may be a multi-employer plan, serving
workers from several unrelated firms.

Legislation Affecting Pension Plans

Three major pieces of legislation stand out in the
history of pensions in the United States: the ERISA,
the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA), and the Pension Protection Act of 2006
(PPA-2006). In addition, several other acts establish
conditions that must be observed by an employer in
establishing retirement plans for their employees.5

5 Other recent legislation includes the Deficit Reduction Act and
the Retirement Equity Act of 1984, the Tax Reform Act of 1986, and
the Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA). Because the provisions of EGTRRA were temporary,
but were made permanent in the Pension Protection Act of 2006,
they are discussed with the rest of the PPA.

Employee Retirement Income Security Act of

1974 Any discussion of private pension plans in the
United States must begin with the Employee Retire-
ment Income Security Act of 1974 (ERISA),6 which
embodied the most sweeping overhaul of private
pensions in the country’s history. The act was passed
in response to a growing concern over the sound-
ness and equity of the pension system. Although
few pension plans had failed, many instances had
occurred in which workers lost the benefits they
had been counting on for retirement.7 The funding
provisions of many plans were unsound, and the
vesting requirements, under which an employee’s
right to the pension was established, were often
severe. To correct these and other deficiencies in
the existing pension system, Congress passed ERISA
to establish standards for pension programs that
would provide a better guarantee to the workers they
covered.

ERISA’s goal was to increase the rate of national
participation in pension plans, prevent loss of
benefits by persons who terminate employment
before retirement, establish minimum standards for
funding and vesting, and provide for the overall con-
trol of new and existing pension plans. Although
the law does not require an employer to establish or
maintain a pension plan, if such a plan exists, it must
conform to the law’s provisions. ERISA prescribes
which employees must be included in a plan, estab-
lishes minimum vesting requirements, specifies
the amounts that must be contributed, and sets
forth minimum funding requirements. The act also
requires extensive reporting and disclosure infor-
mation about pension and welfare programs, their
operations, and their financial conditions to the
Secretary of Labor, the Internal Revenue Service
(IRS), and those covered by the plan and their
beneficiaries.

Tax Equity and Fiscal Responsibility Act of 1982

The second major law affecting pension plans was
the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA). With respect to qualified retirement pro-
grams, TEFRA had two basic objectives: to require
more equal treatment of highly compensated

6 P.L. 93–406.
7 A well-publicized example of this occurred when the Stude-
baker auto factory closed in 1963. Although pensions for workers
age 60 and older were paid, pension rights of workers under age
60 (some of which were vested) were lost.
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employees and rank-and-file workers and to make
noncorporate retirement plans and corporate plans
more similar. To achieve these two goals, Congress
modified the rules for corporate pension plans and
Keogh plans. The maximum limits for contributions
to corporate plans were reduced, and the limits
for individual plans were increased. In addition,
corporate and individual plans were subjected to
new rules with respect to top-heavy plans, that is,
plans that discriminate in favor of stockholders, key
employees, or highly paid executives.

Pension Protection Act of 2006 The Pension
Protection Act (PPA-2006) was aimed primarily at
strengthening the funding requirements for defined
benefit plans and the Pension Benefit Guarantee
Corporation (PBGC), which insured them, follow-
ing the termination of several large pension plans
with insufficient assets. The law also contained
provisions aimed at expanding benefits, however.
For example, the PPA increased the limits on annual
contributions, benefits, and employer deductions.
It accelerated the vesting requirements for some
plans, created an option for employers to automat-
ically enroll employees in a 401(k) plan (with the
ability of the employee to opt out), and created a
new DB(k) alternative (a cross between a defined
benefit and a defined contribution plan) for
employers with 500 or fewer employees. The PPA
also created a new Saver’s Credit for low-income
individuals.8

Title VII of Civil Rights Act of 1964 In addition
to the IRC requirements, pension plans are subject
to laws relating to employment practices, and the
U.S. Supreme Court has ruled that the pension plan
design may violate the equal employment provi-
sions of the Civil Rights Act of 1964. In a 1978
case, the court ruled that when benefits to men and

8 The increased limits for contributions and benefits were
originally contained in the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA), but they were scheduled to
expire in 2011. The PPA also contained special provisions for dis-
tributions to qualified reservists and public safety employees, a
requirement for plans to offer a new Qualified Optional Survivor
Annuity, and the ability for nonspousal employees to roll over
assets from inherited qualified plans into an IRA. Other provisions
related to ESOP diversification, employee benefit statements,
simplified top-heavy testing rules, long-term care insurance
riders to annuities and life insurance, and corporate-owned life
insurance.

women under a pension plan are equal, it is illegal
for an employer to require higher contributions
to the plan by women than by men.9 In another
case, the Supreme Court ruled that when men and
women make equal contributions to a pension plan
(or when equal contributions are made by the
employer on their behalf), women cannot receive
a smaller monthly benefit than men, either directly
from the plan or under an annuity purchased by an
insurer selected by the employer.10 The net effect
of the Supreme Court’s decisions is that a retire-
ment plan cannot pay women lower retirement ben-
efits and cannot require women to make higher
contributions because of their generally longer life
expectancy.

Qualification Requirements

For a plan to be qualified by the IRS, it must con-
form to certain standards specified in the tax code.
In general, to be qualified, the plan must meet the
following nine standards:

1. The plan must be designed for the exclusive ben-
efit of employees and their beneficiaries. Officers
and stockholders who are bona fide employees
may participate in the plan.

2. Contributions and benefit formulas cannot be
designed to discriminate in favor of officers,
stockholders, or highly compensated employees.

3. The plan must be in writing, and the plan’s
written description must set forth all the provi-
sions necessary for qualification.

4. The plan must be communicated to the em-
ployees. Plan administrators must furnish partic-
ipants with a written description summarizing
the major provisions and clearly describing their
rights and obligations.

5. The plan must provide for nondiversion of con-
tributions, making it impossible for the employer
to divert or recapture contributions made until
all the plan’s liabilities have been satisfied.

9 City of Los Angeles Department of Water and Power v. Manhart
(435 U.S. 702).
10 Norris v. Arizona Governing Committee for Tax Deferred Annuity
and Deferred Compensation Plans. This 1983 ruling on defined
contribution plans was limited to future retirees to avoid the risk
of bankrupting pension plans nationwide if retroactivity were
invoked.



CHAPTER 23 BUSINESS USES OF LIFE AND HEALTH INSURANCE 419

6. The plan must provide for definite contributions
by the employer or a definite benefit to the worker
at the time of retirement.11

7. The plan must be permanent, and while modifi-
cations in the plan over time are permitted, the
employer cannot terminate the plan except for
business necessity.

8. Vesting must be provided. (Vesting was discussed
in Chapter 18.)

9. Life insurance benefits may be included in the
plan only on an incidental basis.12

Prior to ERISA, many plans provided that employ-
ees were ineligible to participate in the pension
plan until they had been employed by the firm for
long time periods. The obvious intent was to reduce
the employer’s cost by eliminating benefits for per-
sons involved in the firm’s labor turnover. ERISA set
standards for participation in qualified pension
plans, requiring that all employees with one year
of service who had reached age 25 be included
in the plan, and that years of service after age 22
be counted for vesting purposes. The Retirement
Equity Act of 1984 reduced the age at which
employees must be allowed to participate to 21,
and the Tax Reform Act of 1984 required that years
of service after age 18 be considered for vesting
purposes.13

Top-Heavy Plans The most far-reaching feature of
TEFRA in the area of retirement programs was a new
set of rules applicable to so-called top-heavy plans,
those plans that do not provide what Congress con-
sidered a sufficient portion of their benefits to rank-
and-file workers. If a plan is top-heavy, it must satisfy
several special requirements designed to ensure that

11 Employers who do not want to commit to a defined contri-
bution rate or a defined benefit at retirement may establish a
qualified profit-sharing plan under which the contributions may
(but need not) vary with the profits of the firm.
12 Life insurance is considered incidental if the cost of the life in-
surance is less than 25 percent of the cost of providing all benefits
under the plan. Under a defined benefit plan, the requirement is
that life insurance benefits not exceed 100 times the expected
monthly retirement benefit. Under a defined contribution plan,
less than 50 percent of the total contributions may go toward the
purchase of ordinary life insurance. See Rev. Rul. 68–453, 1968-2
CB 163.
13 Part-time employees who work fewer than 1000 hours a year
need not be included in the plan. Plans with immediate vest-
ing may require three years of employment as a prerequisite to
participation.

it provides a benefits floor to non-key employees.
In particular, top-heavy plans are subject to special
minimum vesting provisions and minimum benefits
or contributions for non-key employees.

In general, a top-heavy plan is one that provides a
disproportionate share of its benefits to key employ-
ees (owners and certain other highly compensated
employees).14 More specifically, a pension plan is
top-heavy if more than 60 percent of the accumu-
lated account balances or 60 percent of the present
value of all accrued benefits are for key employees.
The top-heavy test for any plan year is usually made
as of the preceding plan year’s last day. Benefits
derived from employer contributions and employee
contributions (voluntary and mandatory) are con-
sidered in determining the present value of accu-
mulated accrued benefits under a defined benefit
plan and the sum of the account balances under a
defined contribution plan. In addition, the account
balances and present value of the accrued benefits
generally include amounts distributed to the par-
ticipant during the year prior to the determination
date. The proportion of the benefits that are vested
is of no significance in determining whether a plan
is top-heavy.

The Economic Growth and Tax Relief Reconcilia-
tion Act of 2001 (EGTRRA) modified the top-heavy
plan rules in an effort to simplify the rules and
reduce the number of plans that are deemed to
be top-heavy. Under EGTRRA, a 401(k) plan that
uses a safe-harbor design will not be deemed to be
top-heavy. A safe-harbor design is one in which the
employer (1) provides nonelective contribution of
3 percent of compensation for all employees or
(2) matches employee contributions dollar for
dollar up to 3 percent of compensation and matches
50 percent of employee contributions for the next 2
percent of salary. EGTRRA simplified the definition
of key employee, specifying that an employee will
be a key employee only if he or she meets one of the
criteria for the current year, and eliminated the prior
requirement that the plan look back to the preced-
ing four years. The PPA-2006 made these changes
permanent.

14 A key employee is defined as any plan participant employee
who at any time during the current plan year was (1) an officer
earning over $145,000 (in 2007), (2) a 5 percent owner, or
(3) a 1 percent owner earning over $150,000.
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Top-heavy plans are required to provide minimum
contributions for non-key employees. For defined
contribution plans, the minimum annual contribu-
tion is 3 percent of the employee’s compensation.
In defined benefit plans, it is the contribution
necessary to provide a life annuity at the plan’s
normal retirement age equal to 2 percent of the
employee’s average annual compensation during
the five highest-paid years of employment, multi-
plied by the number of years employed by the firm.
However, the minimum benefit need not exceed
20 percent of such average annual compensation.

Top-heavy plans are required to use one of two
alternative vesting schedules: 100 percent vesting
after 3 years of service or a 6-year graded vesting
schedule (20 percent after 2 years plus 20 percent
per year thereafter).

Funding Pensions

The term funding refers to the preparation an
employer makes for provision of the health bene-
fits under the plan. In a funded plan, monies are set
aside in advance of the date that they are payable,
normally as the liability for the benefits accrues.
ERISA required full funding for currently accrued
liabilities (i.e., benefits earned by employees during
the year, including the increase in prior benefits
because of additional service). If total assets were
less than total liabilities, an unfunded liability
existed. This liability could arise in a defined
benefit plan because of benefits awarded to workers
for service before the plan’s adoption, investment
earnings below expectations, or changes in actuar-
ial assumptions. Unfunded liabilities were required
to be amortized over a period that could be as high
as 30 years. Penalties for failing to meet funding
requirements were significant.

Starting in 2001, declines in the stock market and
decreases in interest rates led to large unfunded
liabilities in many plans. Several large pension plan
terminations between 2003 and 2005, particularly in
the automobile, steel, and airline industries, high-
lighted the deterioration in funding status that had
occurred and led to increased concerns about
pension plan funding. In 2006, the Congress enacted
the PPA-2006, the principal purpose of which was to
strengthen funding requirements in defined bene-
fit plans. It did this by changing the requirements
that applied to asset valuation, liability valuation,
and amortization of the unfunded liability. It created

a new category of high-risk plan subject to addi-
tional requirements, and restricted benefit increases
in underfunded plans.15 More recently, when low
interest rates that followed the recent financial crisis
led to increased pension plan deficits and required
employer contributions, Congress relaxed the PPA-
2006 rules, first in the Pension Relief Act of 2010
(PRA-2010) and again in the 2012 Moving Ahead
for Progress in the 21st Century (MAP-21). PPA-2006
and the subsequent changes are discussed below.

Liability Valuation PPA-2006 specified the mortal-
ity and interest rate assumptions to be used in calcu-
lating the plan’s liabilities. The interest assumption
is based on a 24-month average of high-quality
corporate bond rates.16 The interest rate assump-
tions were phased in over three years beginning in
2007. The IRS is charged with specifying a current
mortality table in regulations, and the mortality table
must be updated at least every 10 years. Employers
may petition the IRS to use a plan-specific mortality
table.

As interest rates fell in recent years, so did the
24-month average. Because plan liabilities increase
as the discount rate falls, more plans were under-
funded. Plan sponsors argued the low interest rates
were a temporary result of Federal Reserve activity,
and lobbied Congress to permit higher rates. MAP-21
was the response. The law attempts to stabilize the
discount rate by basing them on historical rates
over a longer period of time. Specifically, the dis-
count rates promulgated by the IRS must fall within a
corridor around 25-year average rates. (Technically,
the IRS uses the uses the average of the 24-month
average rates over the past 25 years.) The corridor
started at plus or minus 10 percent in 2012 and will
increase by 5 percent each year until it reaches plus
or minus 30 percent for 2016 and later. As the size of

15 Interestingly, an earlier law, the Pension Funding Equity Act
of 2004 (PFEA-2004), responded to the concerns by weakening
the funding requirements. As unfunded liabilities increased,
required contributions from fund sponsors increased. These
increased contributions came at a time when companies were
recovering from a downturn in the economy. The PFEA-2004 pro-
vided relief from the increased contributions during the 2004
and 2005 plan years by increasing the interest rate that could
be assumed when calculating plan liabilities, thus reducing the
required contribution. Additional reductions were permitted for
the airline and steel industries.
16 The rates will use three segments of the yield curve, with a
different rate applicable to liabilities payable in the first 5 years,
the next 15 years, and periods after that.
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the corridor increases, the impact of this relief will
diminish.

Amortization Rules Prior to PPA-2006, unfunded
liabilities were allowed to be amortized over a
period of up to 30 years. PPA-2006 required
unfunded liabilities to be amortized over 7 years.17

PRA-2010 provided temporary relief to plan spon-
sors, permitting them to amortize funding shortfalls
over a longer period, with two options available,
thus reducing the required contribution. Under the
15-year option, the plan sponsor could elect to
amortize the deficit in level annual installments
over fifteen years. Under the two plus seven year
option, a plan sponsor continues to amortize the
funding shortfall over a seven-year period. However,
the seven-year amortization period would begin two
years later. During the two-year delay, the employer
was required to pay interest on the funding short-
fall. Plan sponsors could elect this funding relief for
only two plan years between 2008 and 2011, and
certain conditions applied. The ability to elect this
relief expired at the end of the 2011 plan year.

At-Risk Plans Plans are deemed to be at risk if they
are below 80 percent funded under normal assump-
tions or are below 70 percent funded using special
at risk assumptions. At risk plans are subject to even
stricter funding requirements. The at-risk plan rules
apply only to firms with more than 500 participants
in the plan.18

Benefit Restrictions Plans that are less than
60 percent funded have restrictions on their ability
to award “shut-down” benefits (e.g., for a factory
closing) and other unpredictable contingent bene-
fits. Plans that are less than 80 percent funded may
not amend the plan to increase benefits. Either of
these limitations may be avoided if the employer
makes a prescribed additional contribution. In

17 Commercial airlines are permitted to amortize unfunded liabil-
ities over 10 years, or 17 years if they have frozen benefit accruals.
18 The 80 percent test phases in over four years, starting at
65 percent in 2008, then increasing to 70 percent in 2009,
75 percent in 2010, and 80 percent in 2011 and later. Under
the special at-risk assumptions, liabilities must be calculated
assuming all participants who could elect a benefit in the next
10 years elect the benefit at the earliest possible time, with the
most valuable option. This stipulation provides greater recog-
nition of subsidized early retirement benefits offered by many
plans.

addition, plans that are less than 60 percent funded
must cease future benefit accruals.19 Additional
restrictions apply to plans with funding below
80 percent or 60 percent.

Trusts and Insurance Companies

Two principal funding agency types are used for
pension plans: trustees and insurance companies.
In 2006, more than 25 percent of the assets of
employer-sponsored pension plans were managed
by life insurers. In either case, the employer’s contri-
butions are paid to the funding agency, where they
accumulate with investment earnings until they are
paid to the pension plan participant. The use of
two or more agencies for the funding of a single
pension plan is called split funding. Usually, split
funding takes the form of partial funding through
insurance, with another part of the employer’s con-
tribution paid to a trustee for investment in equities.

Trust Fund Plans Under a trust fund plan, the
employer usually retains a consulting actuary to
determine the contributions necessary to fund
the plan’s specified benefits. Contributions by the
employer (and by employees in a contributory
plan) are paid to a trustee, usually a bank or trust
company, that holds and invests the contributions
and pays benefits according to the trust agreement
terms and the pension plan provisions. The funds
are invested in various instruments, including some
issued by insurance companies. Since the 1970s,
many trust fund plans have invested in instruments
called guaranteed investment contracts, (GICs),
issued by insurance companies. GICs are similar to
the certificates of deposit (CDs) issued by commer-
cial banks; they are generally issued for a fixed and
fairly short period, such as 2 to 5 years, and bear a
guaranteed rate of interest.

Although a trustee holds the assets, trust fund
plans are self-insured by the employer, who is
responsible for the benefits payments under the
plan. The trustee makes no guarantee as to the

19 The Worker, Retiree, and Employer Recovery Act of 2008 and
the PRA-2010 temporarily relaxed this requirement, allowing
plans to look back to their funding status in the previous plan
year to determine whether the 60 percent funding requirement
was met for purposes of freezing benefit accruals. This relief
expired in 2010.
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adequacy of the employer’s contributions to meet
the obligations under the plan.

Insured Plans For insured plans, the funding
agency is an insurance company. Although fund-
ing through insurers once provided little flexibility,
insurers now offer many approaches for funding
pension plans.

Individual Policies Individual cash value life
insurance and annuity policies are sometimes used
by smaller employers as funding devices. When indi-
vidual contracts fund a pension plan, the employer’s
(and employee’s) contributions are paid to an
individual policy pension trust, a trustee who
arranges for the purchase of the individual policies,
serves as a custodian, and pays the premiums. The
cash values that accumulate provide the retirement
benefits under the policy settlement options.

Group Permanent Plans Group permanent life
insurance, which consists of cash value life insur-
ance written on a group basis, may be used as a
funding vehicle for a pension plan. When group
permanent life insurance funds a pension plan, the
amount of life insurance is usually set at $1000 per
$10 of annuity benefits.

Group Deferred Annuities When a group
deferred annuity plan is chosen, the annual contri-
butions are used to purchase a deferred annuity
for each employee each year. Under the defined
benefit and defined contribution plans, a paid-up
unit of benefit is purchased with each year’s con-
tribution. Thus, with the defined contribution plan,
the annual contribution is used to purchase a single-
premium deferred annuity, payable to the employee
at retirement. A defined benefit plan might purchase
an annuity equal to 2 percent of the employee’s
current income over a period of, say, 30 years, and
the cumulative value of such annuities would equal
60 percent of the employee’s average earnings.

Unallocated Funding Instruments Individual
policy pension trust programs, group permanent life
insurance, and group deferred annuities are collec-
tively referred to as allocated funding instruments
because employer contributions are specifically
allocated to the individual participants. A second
approach to funding pension benefits through life
insurance involves unallocated funding instruments,
in which funds paid to the insurer are not allo-
cated to individual plan participants but reside in an
aggregated pool until they are required for the

benefits payment. Unallocated funding instruments
used by insurers for pension funding include
deposit administration plans, immediate partici-
pation guarantee plans, and separate accounts.
Under a deposit administration plan, a single fund
is established by the insurer for all participants
under a pension plan. Contributions are not allo-
cated to specific workers until retirement, when
a withdrawal is made from the fund to purchase
a single-premium immediate annuity sufficient to
provide the retirement benefits due the employee.
Many insurers guarantee a minimum return on the
account and annuity purchase rates for some initial
period.

Immediate participation guarantee (IPG) plans are
a variation of the deposit administration plan in
which the gains or losses from mortality or the
account investment are segregated from the rest
of the insurer’s operations, giving the employer an
“immediate participation” in the favorable (or
unfavorable) experience of the plan. There is no
guaranteed rate of interest credited to the fund;
instead, the fund receives its share of the actual
investment earnings of the company. In addition,
annuities are usually not purchased for retiring
workers as under the basic deposit administration
plan; instead, annuity payments are made directly
out of the IPG fund. Deposit administration plans
and IPG plans were created by insurers to compete
with trusteed plans. By permitting the plan sponsor
to directly and immediately participate in mortal-
ity gains and losses, the plans represent a type of
partial self-insurance by the plan sponsor. The
appeal of these plans to pension sponsors is indi-
cated by their accounting for much of the pension
assets in insurance company general accounts.

Given the success insurers had achieved in
marketing deposit administration and IPG plans,
and the acceptance the plans had received in the
market, the industry was stunned in 1993 when
the U.S. Supreme Court ruled the sale of these
plans made insurance companies fiduciaries under
ERISA. The decision that rocked the insurance
industry, John Hancock Mutual Life Insurance Co. v.
Harris Trust & Savings Bank (Harris Trust), held
that some of the general account assets of insurers
selling deposit administration and IPG plans were
pension plan assets, subject to ERISA’s fidu-
ciary requirements.20 The decision was shocking

20 John Hancock Mutual Life Insurance Co. v. Harris Trust &
Savings Bank, 114 S. Ct. 517 (1993).
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because insurers had considered themselves
exempt from ERISA’s fiduciary standards since the
law’s inception, based on an interpretative bulletin
published by the U.S. Department of Labor in 1975.21

Under ERISA, a person is a fiduciary with respect
to an employee benefit plan “to the extent that
he exercises any discretionary authority or control
respecting management of disposition of such plan
or its assets.”22 Although insurance companies do
exercise discretionary control over plan assets they
manage, Congress included a provision in ERISA
exempting insurers from fiduciary responsibilities
with respect to certain types of contracts sold to
pension plans. ERISA provides that if an insurance
company issues a “guaranteed benefit policy” to
a pension plan, the plan’s assets are deemed to
include the policy but not any of the insurer’s
general assets.23

In its decision, the Court held that a contract
qualifies as a “guaranteed benefit policy” only to
the extent that it allocates the investment risk to
the insurer. Accordingly, deposit administration and
IPG plans did not qualify for exemption from ERISA
under the “guaranteed benefit policy” exclusion.
This, in turn, meant insurers with such plans in their
portfolio were fiduciaries with respect to the funds
associated with those assets.

The significance of the Harris Trust decision rests
on the duties imposed on fiduciaries under ERISA
and the potential conflicts between those duties and
an insurance company’s responsibilities to other
policyholders and stockholders. The obligations
imposed on a fiduciary under ERISA are stringent
and demanding. They require the fiduciary to act for
the exclusive benefit of plan participants, an obli-
gation that an organization, such as an insurance
company, with other customers and stockholders,
would find difficult to meet. Indeed, since Harris
Trust applied retroactively, a major concern was the
possibility that insurers might be subject to litigation
for violating the ERISA fiduciary responsibilities in
any transaction after 1974.

In response to the Harris Trust decision, Congress
amended ERISA to clarify the application of ERISA
to insurance company general accounts. Congress
enacted legislation directing the Department of

21 Interpretive Bulletin, 75-2, 29CFR 2509.75-2 (1975).
22 29 U.S.C. Section 1002 (21)(A).
23 29 U.S.C. Section 1101(b)(2)(B); ERISA Section 401(b)(2).

Labor to publish regulations that would retroac-
tively provide limited relief to insurers from lawsuits
alleging breach of past fiduciary duties. As issued,
the regulations apply to contracts issued before
December 31, 1998. Contracts issued after that date
that are not “guaranteed benefit policies” make a
life insurer a fiduciary under ERISA.

As a consequence of the Harris Trust decision,
insurers have made adjustments in the deposit
administration and IPG plans by amending these
plans to include annuity rate guarantees and a guar-
anteed return. Another alternative, discussed next,
has been to shift deposit administration and IPG
plans into separate accounts.

Separate Accounts One type of arrangement that
was not jeopardized by the Harris Trust decision
was the separate account. A separate account is a
fund held by an insurance company apart from its
general assets, to be used for investment of pension
assets in equities. These accounts are “separate” in
that the funds are not commingled with the insurer’s
other funds, but contributions from a particular
pension plan are usually commingled with those of
other plans. Separate accounts were designed by
insurers to compete with trusted plans, which
always had the advantage of investing in equi-
ties. They are permitted under special legislation
enacted by the states in the 1960s. One likely result
of the Harris Trust decision is a shift in emphases
by insurers and an increase in the use of separate
accounts for pension funding.

ERISA PENSION PLAN
TERMINATION INSURANCE

In addition to the other provisions designed to
increase the security of benefits under pen-
sion plans, ERISA established the Pension Benefit
Guarantee Corporation (PBGC) within the Depart-
ment of Labor. All employers with defined benefit
pension plans are required to insure their plan’s
benefits with the PBGC, paying a premium that
varies with the nature of the plan and its funding
status. The PBGC is intended to be self-financing,
with revenues made up of premiums, assets
acquired from terminated plans, recoveries from
sponsors of terminated plans, and earnings on
invested assets.

The benefits of a covered pension are guaran-
teed up to 100 percent of the average wages of the
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worker during his or her five highest-earning years,
subject to a dollar maximum. The dollar maximum
was originally set at $750 per month but varies with
the Social Security taxable wage base.24 By 2013, the
maximum coverage per employee had increased to
$4789.77 per month for an individual age 65.

The PBGC has had a history of funding issues
resulting in changes to funding or termination
requirements, the most recent being the provi-
sions of MAP-21, which increased PBGC premiums.
Earlier attempts to address funding problems
included the Single Employer Pension Plan
Amendments Act of 1986 (SEPPAA) provisions in
the 1994 General Agreement on Tariffs and Trade
(GATT), the Deficit Reduction Act of 2005, and
the PPA-2006.

Although the original provisions of ERISA that
established the PBGC permitted voluntary termina-
tion of any single-employer pension plan on the
grounds of business necessity, SEPPAA strengthened
the provisions regarding terminations. Under the
SEPPAA provisions, terminations in which the plan
assets are insufficient to pay accumulated non-
forfeitable benefits, or distress terminations, are
permitted only if the sponsor can prove financial
distress. Standard terminations, in which the plan
assets are sufficient to pay benefits due, may still
be done for business necessity. If a plan is termi-
nated with insufficient assets, the employer must
reimburse the PBGC for the deficiency. This contin-
gent employer liability is limited to 30 percent of the
employer’s net worth plus 75 percent of the remain-
ing liability. The PBGC must permit the employer to
pay the additional 75 percent under commercially
reasonable terms. The SEPPAA makes provision for
the PBGC to appoint a trustee to collect additional
payments from the employer over future years. The
payments collected are paid to the plan beneficia-
ries along with the assets from the plan.

In 1994, motivated by increasing concern about
the financial condition of the PBGC, Congress
enacted a pension reform package that strength-
ened the funding requirements for private pension
plans. Over the years, the PBGC had accumulated
a deficit of $2.9 billion from pension plans that
terminated with insufficient funding. Features of

24 The original $750 limit is increased by the same percentage as
the Social Security table wage base increases over the 1974 wage
base of $13,200.

the 1994 law, which was enacted as part of the
GATT, were intended to reduce underfunding by
requiring companies to use more conservative
mortality and interest assumptions when valuing
plan liabilities and to accelerate contributions to
underfunded plans.25 The results were dramatic. In
1996, after more than 20 years of continuous deficits,
the PBGC reported a modest surplus. The surplus
continued to increase until 2000, when it reached
$9.7 billion. The improvement resulted from the
36 percent increase in premiums for covered plans,
the absence of major pension failures, and unusu-
ally strong investment income during a bull market.
In 2001, owing to the failure of several major plans,
the surplus fell to $7.7 billion.

Stock market declines and lower interest rates in
the period from 2001 to 2003 led to another pe-
riod of concern about the funding status of pension
plans and PBGC’s fiscal condition. The PBGC 2001
surplus declined to a deficit of $11.2 billion as
of Sept. 30, 2003. National Steel, LTV Steel, and
Bethlehem Steel were permitted by bankruptcy
judges to terminate their plans. The PBGC was
forced to assume unfunded liabilities of $7.1 billion
for these three plans. In March 2003, the PBGC took
over the pension plan for US Airways pilots, with
a deficit of $2.5 billion. (Given benefit limitations,
only $600 million of the deficit was covered by the
PBGC.) By the end of 2003, the defined benefit
funding problem was being compared to the S&L
crisis of the 1980s, with projected taxpayer costs of
more than $100 billion. By the end of fiscal year
2004, the PBGC deficit had soared to $23.3 billion.
In 2005, the largest pension default in PBGC history
occurred when the United Airlines pension plan
terminated with $9.8 billion in unfunded liabilities.

Given this backdrop, it is easy to understand
why the Congress was focused on the PBGC and
pension plan funding requirements. The Deficit
Reduction Act of 2005 (DRA-2005) increased PBGC
premiums and indexed them for inflation beginning
in 2007, based on changes to the Social Security

25 Employers were to use the 1983 Group Annuity Mortality Table
(GAM 83) to calculate life expectancies of plan participants, and
the Treasury Department was required to develop a new mortality
table to be used beginning in 2000. With respect to the interest
rate assumptions, employers were previously required to use an
interest rate between 90 percent and 110 percent of the four-year
weighted average rate for 30-year treasury bonds. The top of that
range gradually fell to 105 percent in 1999.
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taxable wage base. By 2012, premiums for single-
employer plans had increased to $35. In addition to
the fixed per participant premium, less than fully-
funded plans were required to pay a variable rate
premium (which existed prior to the DRA-2005) of
$9 per $1000 of unfunded vested benefits. Finally,
the DRA-2005 created a special per participant pre-
mium to be assessed on underfunded plans that
terminate in a distress termination or an involuntary
termination by the PBGC. Further legislation in 2006,
PPA-2006 (which was discussed earlier), was primar-
ily aimed at strengthening the funding requirements
for defined benefit pension plans.

MAP-21, which, as discussed earlier, provided
some funding relief for pension plans, also
increased PBGC premiums in response to new
concerns about the PBGC’s long-term solvency.
Single-employer premiums are scheduled to
increase from $35 per participant in 2012 to $42
in 2013 and $49 in 2014, with indexing in future
years. The variable rate premium will be indexed
for inflation and increase an additional $4 in 2013
and $5 in 2014. The variable rate premium will be
capped at $400 per participant in 2013, adjusted for
inflation in future years

ACCOUNTING FOR DEFINED
BENEFIT PLANS

An additional issue for defined benefit pension
plans (and for plans that cover postretirement
health care costs) involves the accounting rules.
Accounting rules provide considerable flexibility
to firms in accounting for pension and postretire-
ment benefits. Assumptions must be made on future
salary increases, mortality, return on the plan’s
investments, and the discount rate used to cal-
culate the present value of benefits. In 2004, the
Securities and Exchange Commission (SEC)
announced it was going to look at whether com-
panies were using this flexibility to manipulate
reported earnings when calculating their costs for
pensions and retiree health benefits.

In 2005, the Financial Accounting Standards
Board (FASB), which establishes financial report-
ing requirements for publicly held companies,
announced it was going to examine accounting for
pensions and other postretirement benefits, with
the goal of making information more useful and

transparent for investors.26 The FASB announced
a two-phase project. The first phase would incor-
porate information about the funded status of a
company’s plan directly on the firm’s balance sheet.
(It was previously required to be disclosed only in
footnotes.) The second phase would address how to
account for these plans in earnings, how to measure
the obligation, and whether more guidance should
be provided regarding assumptions.

The first phase of the project was addressed by
the FASB’s issuance of the Statement of Financial
Accounting Standards No. 158, Employers’ Account-
ing for Defined Benefit Pension and Other Postretire-
ment Plans, (SFAS 158). Effective for financial state-
ments as of December 31, 2006, SFAS 158 requires
employers to recognize on their balance sheets
the overfunded or underfunded positions of their
pension and other postretirement plans.

PLAN DE-RISKING AND LONGEVITY
RISK TRANSFER

The combined effects of the PPA-2006 funding
requirements and SFAS 158 have increased focus
on the financial impact of defined-benefit plans.
Recent low interest rates forced some employers
to recognize large unfunded positions on their
balance sheets. The combination of the size and the
volatility as interest rates change has led to efforts
to “derisk” plans. The traditional means of derisking
is to freeze the plan to new entrants and, perhaps,
freeze benefits for current participants. Other derisk-
ing strategies include liability-driven investing (LDI)
and risk transfer.

LDI refers to an investment strategy that attempts
to better match assets and liabilities, thus reduc-
ing the volatility from movements in interest rates.
At one time, pension plans held large amounts of
equities, but movements in equity values may not
track with plan liabilities, which are determined by
interest rates. Because this asset-liability mismatch
can create volatility in plan funding status, many
plans have decreased their investment in equities.

26 Although the SEC has the statutory authority to establish finan-
cial accounting and reporting standards for publicly held com-
panies, its policy has been to rely on the FASB, a private-sector
organization.
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Plans are also transferring risk to third parties.
Risk may be transferred to plan participants
through lump-sum distributions, to an insurer by
purchasing annuities, and to the capital markets
through longevity-based financial instruments. A
number of plans offered lump sum distributions to
retirees and/or terminated vested participants in
2012, including Ford, General Motors, the NY Times,
Sears, and J.C. Penney. Risk transfer arrangements
to insurers fall into two categories. In a “buy-out”,
the pension plan transfers all or a portion of the
plan liabilities to the insurer, typically by purchasing
a group annuity contract. The insurer assumes
the obligations that have been transferred, and
the employer’s obligation is extinguished. The U.S.
had two large pension buy-outs in 2012—General
Motors and Verizon—resulting in Prudential assum-
ing the obligations to a combined 150,000 indivi-
duals. In a “buy-in”, the plan purchases an annuity
from an insurer but retains liability for the ultimate
payment to annuitants should the insurer default.
Buy-ins are more common in Europe, where
some countries require plan participants and the
regulator to consent to a buy-out. The buy-in can
be a transitional step toward a buy-out after the
necessary approvals have been obtained.

Less commonly, pension plans may use a finan-
cial instrument, such as a longevity swap or
longevity bond, to transfer the longevity risk. In a
longevity swap, the plan pays a fixed premium to
a swap counterparty based on assumed mortality,
and the swap counterparty pays an amount to the
plan based on the difference between actual and
assumed mortality. This protects the plan if mortality
is lower than expected. In 2011, Rolls Royce trans-
ferred $4.7 billion in longevity risk to Deutsche Bank
through a longevity swap, and Deutsche Bank then
transferred pieces of the risk to a group of insurance
and reinsurance companies. Insurers and reinsurers
may also transfer longevity risk to the capital mar-
kets. To date, however, investor interest in longevity
risk has been limited. In 2010, a group of banks
and insurers formed the Life and Longevity Markets
Association (LLMA) to “promote a liquid traded
market in longevity and mortality-related risk.”

The benefits to plan sponsors from plan de-risking
are clear, but some experts worry about the impact
on plan participants. When a plan sponsor de-risks
its plan by offering a lump-sum payout to partici-
pants or transacting with an insurer, the risk is trans-
ferred, not eliminated. The insurer, individual, or in
the case of capital markets transactions, the investor,

holds the longevity risk. Some commentators have
questioned the ability of individuals to wisely in-
vest the lump sums they receive or to understand
longevity risk and the value of a life annuity. Others
have raised concerns about pension buy-outs, point-
ing to the lack of PBGC protection on the annuities
purchased. While state guaranty funds would cover
the annuitant if the insurer failed, the limits may
be lower than the PBGC protection. The capacity of
state guaranty funds has also been questioned, given
the potentially massive sums involved. In 2013, the
ERISA Advisory Council of the Department of Labor
announced it would study private sector pension
plan de-risking and participant protections.

Financial regulators are also looking at issues
related to longevity risk. The NAIC is considering
the need for an explicit longevity risk capital charge
in its risk-based capital formula. In 2012, the Joint
Forum, an international group of banking, insur-
ance, and securities regulators based in Basel,
Switzerland, announced it was examining the
potential for contagion between insurers, banks,
and securities firms as the market for longevity
swaps and bonds grows.

Given the aging population, longevity risk is an
important issue for pension plans and for society. It
is likely there will continue to be innovation and in-
surers and capital markets will play an increasingly
important role.

CAFETERIA EMPLOYEE
BENEFIT PLANS

A cafeteria plan is an employee benefit plan that
meets the design conditions outlined in IRC Section
125. In it, employees have the right to choose from
among a range of benefits. Cafeteria plans have
become popular because they permit employees
to select the benefits that are most appropriate to
their needs.

The normal approach to a cafeteria plan is a
program that grants employees credits that may be
used to “buy” benefits. Credits can be based on
salary, years of service, or a combination of factors
but cannot discriminate in favor of key employ-
ees. The employee then selects benefits most appro-
priate to his or her need from the choices of-
fered, which can include most nontaxable benefits,
such as group term life insurance, health insurance,
dependent care, adoption assistance, or a health
savings account. Long-term care (LTC) may not
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be offered as a qualified benefit under a cafete-
ria plan, but distributions from an HSA may be
used to pay eligible long-term care insurance pre-
miums or qualified LTC services. The employer may
permit the employee to take some or all of the credit
in the form of additional cash compensation (but
not as taxable benefits).27 Section 401(k) cash or
deferred profit-sharing or stock-bonus plans can be
included in the list of choices. Other deferred com-
pensation plans, such as pensions, must be provided
separately from the flexible program.

In some cases, flexible benefits are funded
directly through salary reduction; employees can
reduce their salaries by a certain amount and use
the money tax-free to pay for certain benefits. Such
arrangements, while technically cafeteria plans, are
called flexible spending accounts.

As in the case of other qualified employee
benefits, a cafeteria plan may not discriminate
in favor of highly compensated participants as to
benefits or contributions. Under a restriction added
by the Tax Reform Act of 1984, key employees will be
taxed on otherwise nontaxable benefits in any year
for which the qualified benefits for key employees
exceed 25 percent of such benefits for all employees
under the plan.28

SOME SPECIALIZED USES OF LIFE
INSURANCE IN BUSINESS

In addition to providing protection to employees
under the fringe benefit programs and funding
retirement benefits, life insurance serves several
other functions in the business firm. They include
funding business purchase agreements, protecting
the firm against the loss of a key employee, and pro-
viding additional compensation to executives and
other valuable employees.

Business Continuation Insurance

The death or disability of the business owner, a
partnership member, or a stockholder of a closed
corporation may create serious problems for that

27 Originally, participants under cafeteria plans were offered a
choice from a wide range of nontaxable benefits, taxable bene-
fits, and cash. Since 1988, cafeteria plans may include only cash
or nontaxable benefits, such as coverage under group health
insurance, group term life insurance, or other qualified benefits.
28 IRC Section 125(b)(2).

business. If it is a sole proprietorship, it may be
necessary to liquidate and sell the specific assets
rather than the going concern. Any value based on
goodwill or earnings may be wiped out. In the case
of a partnership, the executor of the deceased part-
ner’s estate may find it necessary to sell the estate’s
interest at the best offer obtainable from surviving
partners. Finally, in the case of a corporation, the
corporation will continue, but either the heirs of
the deceased stockholder may not desire to con-
tinue their ownership or the remaining stockholders
may not wish to share ownership and control with
the heirs.

The ideal solution to those problems is to
make arrangements for the sale of the individual’s
interest in the business prior to death through a buy-
and-sell agreement under whose terms each owner
agrees that his or her share of the business is to be
sold to the remaining owners at death, and each
owner agrees to buy the deceased owner’s shares. In
a proprietorship, the parties to the purchase agree-
ment may be the owner and an employee or the
owner and a competitor. The buy-and-sell agree-
ment should contain a formula for setting the value
of the business at the time of the sale, thus eliminat-
ing later difficulties regarding the value.

It is possible to have a business purchase agree-
ment without a funding arrangement. The partners
may have sufficient cash or liquid assets to enable
a survivor to purchase the interest of the decedent
for cash. But this would be an unusual situation,
particularly in a growing business where the part-
ners have been plowing back the profits. The most
satisfactory method of funding is to purchase busi-
ness life insurance on the owners’ lives. The pur-
chaser (the partners, partnership, stockholders, or
the corporation) would pay the premiums and
receive the policy’s proceeds on the life of the party
whose interest in the business is to be purchased.29

The funding’s operational aspects may vary,
depending on the circumstances. Under the
arrangement known as a cross-purchase plan, each
partner or stockholder carries enough life insurance
on the lives of the others to permit the purchase of

29 Although this discussion describes the need and solution in the
event of death, the same problems apply to disability. Business
continuation disability policies are available that pay a lump-sum
benefit for use in purchasing a disabled owner’s interest. Another
approach would be to provide sufficient disability income insur-
ance for the firm to continue the income of the disabled owner,
partner, or stockholder without imposing a financial burden on
the firm itself.
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a proportionate share of the deceased member’s
interest. For example, if Abner, Baker, and Cole own
one-third of a business each valued at $300,000,
Abner would buy $50,000 in life insurance on Baker
and $50,000 on Cole, Baker would buy $50,000 on
Abner and Cole, and Cole would buy $50,000 on
Abner and Baker. If one partner dies, the remain-
ing two will receive sufficient proceeds from their
policies to permit them to purchase the decedent’s
interest.

As an alternative, the firm could purchase each
owner’s policy. Under this arrangement, known as
the entity plan, the firm owns the policies and is
the beneficiary. Premiums paid by the firm are not
a deductible expense, but the policy proceeds are
exempt from income taxation. Under the entity
plan, the partnership or corporation purchases
the deceased owner’s interest, and the survivors’s
interest is increased proportionately.30

Key-Person Insurance

One of the most valuable assets of any business is
the skill of its employees. Since every employee con-
tributes to the business’ success, the death of any
employee is a loss to the firm. The extent of this loss
varies with the individual’s part in the firm’s success.
Those employees who make a critical contribution
to this success are key employees, and sometimes
the risk of their loss may be sufficient to warrant
key-person insurance protection. The key person
may be a crucial factor in sales, production, finance,
management, or some combination of these func-
tions. In some cases, the key worker may be the
owner; in others, he or she will be a partner, an
employee, or a stockholder. Whatever the case,
when the death of an individual associated with
the business might cause a financial loss through
imperiled credit, loss of leadership, lower profits, or
reduced ability to secure new business, the firm has
an insurable interest in that individual.

One of the most difficult aspects of insuring key
personnel is determining their value. The valuation

30 A stock retirement agreement is a contract between stock-
holders and the corporation by which the corporation agrees to
purchase the stock in the corporation owned by an employee
on the employee’s death. The corporation may then hold or
cancel the stock. A stockholders’ buy-sell agreement is an
agreement for the purchase and sale between stockholders,
under which survivors agree to buy the stock of a deceased
shareholder.

may be based on an estimate of the probable
income loss that might result from the employee’s
death or an estimate of the additional expenses of
obtaining a replacement. In the last analysis, the
value will be an educated guess, based on a com-
bination of factors.

Split-Dollar Plan

Split-dollar insurance is an arrangement by which an
employer and employee share the insurance policy
cost on the life of the latter. The two parties usually
enter into an agreement under which the employer
agrees to pay that portion of each annual premium
equal to the increase in the cash value resulting from
such premium payment. The employee pays the
premium’s balance. The employer is usually the
policy owner and is a beneficiary to the extent of
the cash value. The employee’s spouse or other
personal beneficiary is designated as beneficiary
to the extent of the balance of any death proceeds.
Under the basic split-dollar plan, the employer may
not change the the beneficiary designation sec-
tion dealing with the insured’s personal beneficiary
without the insured’s consent.

Split-dollar insurance is intended to give the
employee an incentive to remain with the firm. It
permits the employee to obtain additional life insur-
ance with a minimum outlay of personal funds, and
because it is permanent insurance, it can be contin-
ued beyond retirement age. One drawback to the
basic split-dollar plan is that the amount payable
to the insured’s personal beneficiary decreases
yearly as the policy’s cash value and the employer’s
interest increase. However, with participating poli-
cies, this drawback can be partially offset by using
dividends to purchase one-year term insurance
(the fifth dividend option). A split-dollar plan can
be characterized in one of three ways. First, it may
be viewed as a loan. Under this view, the employer’s
policy payment is viewed as an employee loan,
which reqires imputed interest. The employer
receives taxable interest income and a deduction
for employee compensation, while the employee
receives additional compensation equal to the
imputed interest and is entitled a deduction for
interest (subject to limitations). Under the second
characterization (the traditional view of split-dollar
plans), the employer is the policy owner, and the
employee receives imputed compensation equal to
the insurance value, reduced by premium payments
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he or she makes to the plan. Under the third view,
the employer pays the policy premiums but does
not acquire policy ownership. In this case, the entire
premium the employer pays is viewed as employee
compensation.31

Deferred Compensation

Deferred compensation is an arrangement in which
the employer agrees to make future payments to an
employee after retirement or make future payments
to the employee’s spouse if the worker should die
before retiring. Such an arrangement usually results
from the employer’s desire to retain the services and
loyalty of key personnel. The employee derives a
benefit since some income is deferred until a time
when the tax burden is usually lower. The employee
incurs no federal income tax liability prior to
retirement under an orthodox deferred compen-
sation agreement because the employer’s mere
promise to pay, not represented by notes or secured
in any way, is not regarded as the receipt of income
by a cash-basis taxpayer.

Employers often find it advisable to obtain a life
insurance policy on the life of the employee to
fund the deferred-compensation agreement. If the
employee lives to retirement age, the employer
will use the policy’s cash surrender value to make
monthly payments to the retiree. The employer may
not deduct the premiums paid for the insurance,
and the cash value is taxable when received to the
extent that it represents a return over the premiums
paid. If the employee dies before retirement, the
proceeds of the life insurance policy provide the
funds paid to the employee’s dependents. The death
proceeds, which are received by the employer upon
the employee’s death, are not taxable as income.
Amounts paid to the employee or surviving depen-
dents are a deductible expense to the firm if reason-
able in amount. Sums payable to the employee are
fully taxable when received, and sums the employer
pays to the employee’s surviving dependents if the
employee dies are also taxable income.

Corporate-Owned Life Insurance

Corporate-owned life insurance (COLI) is life insu-
rance a corporation purchases on the life of an

31 National Underwriter, Taxline. vol. 2001, no. 2 (February 2001).

employee, with the corporation as the beneficiary.
It was originally used to cover the corporation’s loss
from a key employee’s death or to fund deferred
executive compensation benefits. As discussed in
Chapter 12, death benefits paid to a beneficiary
under a life insurance contract are not subject to
federal income tax, and taxation occurs on the
increase in the cash value. Because of these tax
advantages, the Internal Revenue Code (IRC) pro-
hibits a business from deducting premiums paid for
life insurance on employees when the business is
also the policy’s beneficiary. Prior to 1996, however,
a corporation could take out a loan against the cash
value and deduct the interest payments. In essence,
the company was funding a tax-free benefit with
tax-deductible contributions, a concept known as
tax arbitrage. In 1996, the IRS attempted to disallow
these deductions, arguing that the plans lacked eco-
nomic substance. Courts have tended to support the
IRS position.32

In 2002, it became public that some corporations
had been purchasing life insurance on the lives of
rank-and-file employees without their knowledge.
This became known, derisively, as janitor insurance
or dead peasant insurance. The company would
often continue the coverage even after the
employee had ceased working for the employer.33

The concept of insurable interest became a key
issue in the ensuing debate. Regulations can vary
by state. Some states give companies an insurable
interest in any employee; others require there be
a financial interest as would be the case with a
key employee. Everyone agreed that, at a minimum,
employees should be notified or provide permission
for an employer to insure their lives.

The PPA-2006 established requirements for COLI
policies to preserve the income tax exemption for
death benefits. The company must issue policies
only on highly compensated employees (the top
35 percent) and directors, provide a written no-
tice to employees and obtain their written consent,

32 See, e.g., Dow Chemical v. United States, 435 F. 3d 594 (6th Cir.
2006), in which the court disallowed interest deductions. Dow
has appealed the case to the Supreme Court.
33 For example, it has been reported that between 1993 and
1995, Walmart purchased life insurance on 350,000 employees. In
December 2006, Walmart agreed to pay $5.1 million to settle a
class-action lawsuit brought by former employees in Oklahoma.
Under Oklahoma law, if a named beneficiary has no insurable
interest, the estate of the deceased may claim the benefits under
the policy (BestWire, December 7, 2006).
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and file an annual return disclosing the number
of employees, number of employees insured under
COLI policies, and the total amount of insurance
involved. Failure to meet these requirements would
cause the death benefits to be taxable to the
employer.

SUMMARY

Our discussion of life and health insurance and pen-
sions in the business firm has been limited. These

are technical fields, and require management deci-
sions with long-range implications. The tax aspects
of the business life and health area and of qual-
ified pension plans call for the advice of compe-
tent tax and legal technicians. No attempt has been
made to deal with all facets of these complicated
areas, but the student should have a better appreci-
ation of the intricacies and a foundation for further
study.

IMPORTANT CONCEPTS TO REMEMBER

employee benefits
group life insurance
group health insurance
group term life insurance
employee death benefit
group ordinary life
group paid-up life insurance
group universal life insurance
survivor income benefit

insurance (SIBI)
retired lives reserve
stop-loss insurance
aggregate stop-loss insurance

flexible spending account
501(c)(9) trusts
split funding
group deferred annuity
Tax Equity and Fiscal

Responsibility Act (TEFRA)
top-heavy plan
trust fund plan
guaranteed investment contract

(GIC)
insured plan
deposit administration plan
Pension Protection Act

immediate participation
guarantee plan

separate account
Pension Benefit Guarantee

Corporation (PBGC)
cafeteria plan
allocated funding instrument
unallocated funding instrument
cross-purchase plan
deferred compensation
key-person life insurance
entity plan
split-dollar insurance

QUESTIONS FOR REVIEW

1. Identify and briefly describe the employee benefits
discussed in the chapter for which the tax code provides
favorable tax treatment.

2. Explain the advantages granted to employees under
the tax laws governing the following:

a. Health insurance plans for which the employer pays
the premium.

b. Contributions made by an employer for life insur-
ance on the lives of employees.

3. Identify and briefly explain the requirements for a
pension plan to be “qualified” under ERISA. What are the
advantages of qualification?

4. Identify and explain the differences in the funding
agencies an employer may use for funding a qualified
pension plan.

5. What is the basic difference between allocated fund-
ing instruments and unallocated funding instruments?

Identify the funding instruments that fall into each
category.

6. The PBGC guarantees insured plan participants
against a loss of benefits that can result from funding de-
ficiencies. How can funding deficiencies arise?

7. In what way does the employer assume a greater ele-
ment of risk under an immediate participation guarantee
pension plan than under a group deferred annuity?

8. Briefly describe the special requirements that apply
to a top-heavy plan. Why were these requirements
enacted?

9. Briefly outline the provisions of the tax code relat-
ing to deductibility of premiums and taxation of policy
proceeds in key-person life insurance.

10. In what way(s) does the PBGC protect (a) employees
and (b) employers?
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QUESTIONS FOR DISCUSSION

1. Many of the decisions relating to pension plans were
formerly regarded to be management prerogatives but are
dictated by federal regulations. To what extent does ERISA
violate the freedom of choice of business managers with
respect to pension plans? Is this violation justified?

2. The text notes that the business continuation expo-
sure involves the possibility of the owner’s death or dis-
ability. From the perspective of other owners, in what ways
is the effect of an owner’s disability the same as and dif-
ferent from the risk of an owner’s death?

3. For what reasons might an organization decide to
establish a nonqualified deferred compensation pro-
gram? Has the number of nonqualified programs in-
creased or decreased since enactment of ERISA? Why?

4. A self-employed chiropractor has three full-time
employees and is considering establishing a qualified
retirement plan. What are the options with respect to
the type of plan that he or she should establish and the
features that will be included in the plan?

5. Employee benefits are sometimes referred to as
“fringe” benefits, suggesting they represent a form of
gratuitous compensation granted by an employer. This
view considers pensions as a reward for long and faithful
service. The opposing view is employee benefits are a part
of a total compensation package and that pension bene-
fits are deferred compensation the employee accepts in
lieu of higher current wages. To what extent are the pro-
visions of ERISA consistent with either view?
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CHAPTER 24

THE HOMEOWNERS
POLICY—GENERAL

PROVISIONS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Explain the general nature of the homeowners program

• Identify and distinguish among the homeowners forms and describe the individual for whom
each form is designed

• Explain the difference between named-peril and open-peril coverage

• Identify the coverage parts of the homeowners policy

• Identify coverage features of each Section I coverage part

THE HOMEOWNERS POLICY
PROGRAM

The home is one of the most important, and proba-
bly the most expensive, investments that the average
consumer will ever make. Understandably, protec-
tion against damage to the dwelling is a central
part of every family’s insurance program. Insurance
protection on the individual’s personal property is
an important aspect of a personal insurance pro-
gram. Finally, and equally important, is the liability
coverage needed to protect against the financial
consequences of legal liability. In this chapter, we

will study the homeowners policy, which is a pack-
age policy approach to insuring these exposures.

Historical Development

The homeowners policy is a product of the multiple-
line transition, which resulted from the removal
of the legal barriers that separated property insur-
ance from casualty insurance. One of the significant
effects of the multiple-line transition was the pack-
age policy, in which property and casualty coverages
are combined in a single contract. The homeown-
ers policies, which combine fire insurance coverage

432
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with theft insurance and personal liability insur-
ance, are the most widely sold and the best known
of the package policies. The homeowners program
was introduced in 1958. Within a short time after
their introduction, the homeowners forms had
become the standard approach to insuring residen-
tial property. The program has been revised several
times since its introduction.

The following discussion is based on the year 2011
edition of the standard Insurance Services Office
(ISO) homeowners program. Although this discus-
sion details the characteristics of the standard ISO
program, particular provisions may vary from state
to state depending on the unique characteristics of
state law. This is particularly true in areas such as the
cancellation provision.

General Nature of the Homeowners Program

In most jurisdictions, six standard homeowners
forms are available:

HO 00 02, Homeowners 2 Broad Form

HO 00 03, Homeowners 3 Special Form

HO 00 04, Homeowners 4 Contents Broad Form

HO 00 05, Homeowners 5 Comprehensive Form

HO 00 06, Homeowners 6 Unit-Owners Form

HO 00 08, Homeowners 8 Modified Coverage Form

Four of these forms (2, 3, 5, and 8) are designed
for individuals who own their homes, one (form
HO-4) is designed for tenants, and one (form HO-6)
is designed for condominium unit-owners.1

The program has strict eligibility requirements.
Forms 2,3, 5, and 8 may be written only for the owner-
occupant of a one-to-four-family dwelling used
exclusively for private residential purposes although
the rules permit incidental office or professional
occupancy, such as a physician’s office in his or her
home. Homeowners form HO-4 may be written for
a tenant who lives in a rented dwelling or an apart-
ment or for a homeowner who owns a dwelling that
does not meet the eligibility requirements for one
of the other forms (e.g., because it contains more
than four families). Form HO-6 may be written only

1 Earlier versions of the homeowners program included another
form, the Homeowners Basic Form (HO-1), but it has been
phased out.

for condominium unit-owners and members of co-
operatives. (Members of cooperatives are eligible
for form HO-4 or HO-6.) Dwelling owners who are
ineligible for form HO-2 or HO-3 may obtain cov-
erage under form HO-8, which is intended for
older homes or low-valued dwellings. The eligibility
requirements of form HO-8 are less rigorous than
those of the other forms, and the coverage is more
limited.

All the forms include two sections: Section I pro-
vides coverage on the insured’s own property, and
Section II provides liability and medical payments
coverage. The coverage under Section II is identi-
cal under all the forms, and only Section I forms
differ. The provisions of Section II will be discussed
in Chapter 27. Here we are concerned only with the
coverage under Section I.

HOMEOWNERS SECTION I COVERAGE

Section I of the homeowners forms provides cover-
age on the insured’s own property, and the forms
differ from one another in the protection they pro-
vide. Differences exist in the items covered and the
perils insured.

Section I Coverages: An Overview

There are four items of coverage under Section I,
designated A, B, C, and D. As noted, the basic
philosophy of the homeowners program is to
require certain minimum coverage amounts with
a mandatory relationship among the minimums for
the various coverages.

Coverage A provides protection on the dwelling
and is included only in forms HO-2, HO-3, and
HO-5. Form HO-4 does not cover the dwelling and
does not include Coverage A. Under form HO-6,
Coverage A provides $1000 on the condominium
unit-owner’s building items. This nominal amount
may be increased if greater coverage is needed.

Coverage B provides a specific amount of insur-
ance on other structures (such as a garage) on the
premises, equal to 10 percent of the amount on
the dwelling. The insurance on other structures may
be increased above this standard 10 percent when
needed.

Coverage C provides coverage on personal prop-
erty or contents. Under forms HO-4 and HO-6, the
minimum coverage on personal property is $6000.
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Under the other forms, it is 50 percent of the amount
on the dwelling. The personal property coverage
may be increased when its value exceeds the stan-
dard 50 percent, or it may be reduced but not below
40 percent of dwelling coverage.

Coverage D, designated Loss of Use, covers
indirect loss. It provides payment for additional
living expense and loss of rental income when
the insured property cannot be used because of
damage by an insured peril. The standard limit for
the loss of use coverage is 30 percent of the amount
on the dwelling under forms HO-2, HO-3, and HO-5
and 10 percent of the amount on the dwelling
under Form 8. The limit for Coverage D under form
HO-4 is 30 percent of personal property coverage,
and under form HO-6, it is 50 percent of the amount
on personal property.

In addition to the four coverages, designated A,
B, C, and D, each form includes several extensions,
called Additional Coverages, that further broaden
the coverage. The additional coverages are dis-
cussed later in the chapter.

Perils Insured

As explained earlier, insuring property has two
approaches: named-peril coverage and open-peril
coverage. Under the named-peril approach, the spe-
cific perils for which coverage is provided are listed
in the policy. Under the open-peril approach, the
insurer agrees to pay for damage by any peril except
those specifically excluded.2 The coverage under
homeowners policies is available on a named-peril
and open-peril basis.

Modern property insurance is generally avail-
able with three coverage levels, referred to as basic
coverage (or sometimes, depending on the contract,
standard coverage), broad form coverage, or special
coverage. Basic form coverage provides a minimum
level of protection, with named perils, usually
limited to the perils of fire, extended coverage, and
vandalism. Coverage may be broadened to include
additional named perils, in which case the cover-
age is referred to as broad form coverage. Finally,
coverage may also be written under a special form

2 Historically, this coverage has been called all-risk coverage.
However, there is a concerted effort by the insurance industry
to abandon the term all-risk, primarily because it is misunder-
stood by insureds.

that provides coverage on an open-peril basis. The
homeowners forms are based on these three stan-
dard property coverage levels (basic, broad, and
special) and include the peril of theft, a coverage
not generally covered in traditional “fire insurance”
perils. With the exception of form HO-8, which is
designed for older homes that do not qualify for the
“normal” homeowners policy, coverage under the
homeowners forms is on a broad or special basis3,
meaning coverage is on a broad named-peril basis
or on an open-peril basis. The broad named-peril
coverage includes 16 perils, with essentially identi-
cal wording from form to form. Form HO-2 covers
buildings and contents on a broad named-peril
basis. Forms HO-4 and HO-6 cover contents only,
for the same broad named perils. Form HO-3 covers
contents for the same named perils as do forms
HO-2, HO-4, and HO-6 but covers buildings on an
open-peril basis. Finally, form HO-5 covers buildings
and contents on an open-peril basis.

For the reader’s convenience, the coverage of the
six homeowners forms used nationally, the mini-
mum amounts of coverage, and the perils insured
are summarized in Table 24.1.

Dwelling and Other Structures Coverage

With a few exceptions noted in the following dis-
cussion, all the forms that provide coverage on the
dwelling and other structures (i.e., Forms 2, 3, 5,
and 8) contain the same definitions with respect to
this property.

Coverage A: Dwelling Coverage A specifies
that “dwelling” includes structures attached to the
dwelling and covers material and supplies located
on the premises or adjacent to the premises that
are intended for use in dwelling construction,
alteration, or repair. The extension of coverage to
cover construction materials is important because
the homeowners policy can be used to cover a
dwelling under construction. (The dwelling must be
intended for occupancy by the insured.) The form
specifically states that land is not covered.

Coverage A of form HO-6, the Unit-Owners form,
covers the condominium unit–owner’s building

3 The Homeowners 8 Modified Coverage Form and the Home-
owners 1 Basic Form, which are still used in a limited number of
states, provide coverage for a smaller number of named perils.
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items, with a $1000 limit. This coverage, discussed
in greater detail later, may be increased if greater
coverage is required.

Coverage B: Other Structures The coverage on
other structures applies only to structures separated
from the dwelling by a clear space. It includes build-
ings, such as a detached garage, but includes non-
building structures, such as fences, patios, or even
swimming pools. The coverage on other structures
excludes buildings rented to anyone other than a
tenant of the residence unless used solely as a
private garage. Other structures used to store busi-
ness property are excluded. Here, an exception
applies for business property owned by an insured
or a tenant of the building, provided such business
property does not include gaseous or liquid fuel
(other than fuel in a vehicle parked in the structure).

Replacement Cost Coverage The coverage on
the dwelling and other buildings under the home-
owners forms is on a replacement cost basis. It
provides that if at the time of a loss the amount of
insurance covering a building is at least 80 percent
of the building’s replacement cost, the loss will
be paid on a replacement cost basis (without de-
duction for depreciation) rather than on a cash
value basis. In determining compliance with this
80 percent requirement, the insured is permitted to
deduct the cost of excavations and pipes, wiring,
or foundations below the basement (or below the
ground if no basement exists). The replacement
cost provision applies only to buildings; personal
property is covered for its cash value. In addition,
the replacement cost provision does not apply to
carpeting, domestic appliances, awnings, outdoor
antennas, and outdoor equipment.

In its simplest aspect, the extension eliminates
depreciation in settling losses if the insured
has maintained the required insurance equal to
80 percent of replacement cost. In effect, the
extension permits the insured to purchase insur-
ance on the depreciation the building has suffered.
If the amount of insurance is less than 80 percent
of the replacement cost, the company will pay the
larger of the following two amounts:

1. The cash value

2. The proportion of the replacement cost of the
loss that the amount of insurance bears to 80
percent of the building’s replacement cost value.

If the loss is more than $2500 or 5 percent of the
amount of insurance, the building must be repaired
or replaced before the insured can collect on a
replacement cost basis.

Determining the insurance value of real property
has problems. Since most insureds have a some-
what distorted notion of what is meant by insurable
value, this results in improper insurance coverage.
There are two basic measures of insurable value in
dwelling property: replacement cost and cash value.
Replacement cost is the cost of rebuilding the struc-
ture with materials of like kind and quality at current
prices. Cash value, on the other hand, means
replacement cost less depreciation.

Some insureds think of insurable value in terms
of some other inappropriate measure such as loan
value or market value. The mortgagee usually
requires insurance equal to its interest in the prop-
erty, reinforcing the mistaken notion that market
value somehow coincides with insurable value.
There is no reason that market value will be the same
as either cash value or replacement cost; there is
good reason to assume that it will not. Market value
is based on the supply and demand for a particular
type of real estate. It includes the value of the land
on which the building stands, yet the land value is
not a part of the insurable worth.

To illustrate the operation of the replacement cost
provision (and at the same time indicate the effects
of the misconceptions about insurable value), con-
sider a dwelling built 30 years ago at an original cost
of $50,000. The owner has purchased this dwelling
for $120,000 and insures it for the purchase price
of $120,000. Now assume a loss occurs, causing
damage to the roof in the amount of, say, $8000.
In adjusting the loss, the adjuster determines the
building’s replacement cost is $200,000. The build-
ing’s roof is determined to be 10 years old, with a life
expectancy of 20 years. In settling the $8000 loss to
the roof, the insurer will pay the greater of the cash
value of the loss (50 percent of $8000, or $4000) or
that proportion of the loss that the amount of insur-
ance carried bears to 80 percent of the replacement
cost. Since 80 percent of the replacement cost is
$160,000 and only $120,000 in coverage has been
purchased, the insurer will pay 120/160 of the $8000
loss, or $6000. The policyholder will be forced to
bear $2000 of the loss personally. If the insured had
purchased insurance equal to 80 percent of the
replacement cost, payment for the same $8000
loss would have been made in full without a
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deduction for depreciation or a penalty for under
insurance.4

The recovery in this example is greater than the
cash value of the loss and that without the Replace-
ment Cost provision, the insured would have
received only the cash value of the loss, or $2000.
This demonstrates that even if the insured is under-
insured, he or she is better off with Replacement
Cost coverage.

Coping with Inflation Maintaining adequate
insurance on a dwelling requires continuing atten-
tion. Two approaches have been developed to help
insureds in addressing this problem.

The Inflation Guard Endorsement The Infla-
tion Guard Endorsement is an option that automat-
ically increases the amount of insurance under the
policy by some percentage of the original face
amount every quarter. The insured may select
an annual percentage increase in the amount of
insurance (e.g., 4, 6, or 8 percent, and so on) with
the premium for the endorsement varying with the
percentage increase selected. The purpose of the
endorsement is to help the insured meet the provi-
sions of the replacement cost condition and protect
against underinsurance, which might result from
inflation and increasing construction costs. The
increase applies to the building and to other items
of coverage.

Guaranteed Replacement Cost The most attrac-
tive approach to dwelling coverage is an option
offered by some insurers for guaranteed replacement
cost coverage. The standard ISO endorsement for
this coverage is called Additional Limits of Liability
for Coverage A, B, C, and D (HO 04 11). The endorse-
ment provides that the insured must notify the
insurer of additions or improvements to the dwelling
that increase its replacement cost by 5 percent
or more within 30 days of the completion of the
improvements. The insurer agrees to pay for the
repair or replacement of the dwelling even if the cost
to do so exceeds the limit for Coverage A shown

4 Although the form requires only 80 percent of the replacement
cost to be insured, this does not and should not preclude the in-
sured from purchasing 100 percent replacement cost coverage.
When the insured purchases coverage equal to 80 percent of the
building’s replacement cost, losses are paid with a deduction for
depreciation. In the event of a total loss, the insured is underin-
sured to the extent of 20 percent of the value of the building.

in the declarations. In effect, the limit for Cover-
age A is increased retroactively to equal the current
building’s replacement cost. Coverages B, C, and D
limits are increased by the same percentage as the
increase in the Coverage A limit. The premium is
adjusted to reflect the higher limits of coverage.

Under a second endorsement, Specified Addi-
tional Amount of Insurance for Coverage A—
Dwelling (HO 04 20), the insured may choose 25 or
50 percent of the Coverage A limit as an additional
amount of dwelling insurance, to be used for pay-
ment of dwelling losses that exceed the limit listed
in the declarations.

Personal Property Coverage

The personal property insuring agreement of all
forms is identical:

We cover personal property owned or used by an
insured while anywhere in the world.

Coverage is provided on owned and borrowed
property. For example, if an insured borrows prop-
erty from a friend, and the property is damaged or
lost as a result of an insured peril, the homeown-
ers policy will cover the property as if it had been
owned by the insured.

The reference to property owned or used by
any insured grants coverage for the property of all
persons that fall within the definition of Insured.
The policy defines “Insured” to include the named
insured (“You”), residents of the named insured’s
household who are relatives of the insured, and
other persons under the age of 21 who are in
the care of the named insured or a resident rela-
tive. The definition of insured extends to full-time
students who were residents of the household
before moving out to attend school if they are under
age 24 and related to the insured, or under 21 and
in the care of the insured or a resident relative.

The entire personal property coverage applies
“anywhere in the world,” subject to two exceptions:
secondary residences and self-storage facilities.
Coverage on personal property at these locations is
limited to 10 percent of the Coverage C limit, subject
to a $1000 minimum. For example, if the insured has
a summer cottage, coverage on personal property
at the cottage is limited to 10 percent of the total
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Personal Property coverage.5 With these exceptions,
property located elsewhere than on the premises is
covered up to the full limit specified for personal
property.

If the insured requests at the time of loss, cover-
age will apply to property owned by others while
on that part of the premises occupied by an insured
or to the property of a guest or residence employee
while in any residence occupied by an insured. The
requirement that the insured request coverage on
the property of others is intended to protect the
insured in case the damaged or destroyed prop-
erty of others, when combined with the insured’s
destroyed property, exceeds the coverage limit.

Personal Property Replacement Cost Although
replacement cost coverage on buildings has been
available since the inception of the homeowners
program, personal property is covered on a cash
value basis. The optional Personal Property Replace-
ment Cost Endorsement converts coverage on
personal property to a replacement cost basis.
Like the replacement cost on building items in the
homeowners form, the personal property replace-
ment cost provision agrees to pay losses to the
subject property without a deduction for depreci-
ation. When the replacement cost of the loss is over
$500, payment is made on a replacement cost basis
only if the property is replaced. Coverage applies
to personal property insured under Coverage C and
to items scheduled under the Scheduled Personal
Property Endorsement.

Four classes of property are ineligible for re-
placement cost coverage under the endorsement:
(1) antiques, fine arts, and similar property,
(2) memorabilia, souvenirs, collectors items, and
the like, (3) property not kept in good or work-
able condition, and (4) obsolete articles that are
stored or not being used. The first two classes of
property are excluded because of the difficulty in
determining replacement cost. These items are
more appropriately scheduled in the Scheduled
Personal Property Endorsement (HO 04 61) and
insured on a valued basis. The last two classes of

5 The 10 percent limit on property at a secondary residence does
not apply to property at a newly acquired principal residence for
30 days after the insured begins to move property to that location.
Neither does it apply to property that has been moved while the
principal residence is being repaired, renovated, or rebuilt and
is not fit to live in or store property in.

property are excluded from the replacement cost
condition because to provide coverage on such
property would violate the indemnity principle and
could result in an increased moral hazard.

In addition to the replacement cost coverage
on personal property, the endorsement provides
replacement cost coverage on certain building
items that are excluded from the replacement cost
coverage applicable to buildings: awnings, carpet-
ing, household appliances, outdoor antennas, and
outdoor equipment.

Property Excluded under Personal Property

Coverage The personal property insuring agree-
ment provides coverage on a blanket basis. This
means all personal property owned or used by the
insured is covered by a single insurance amount.
Blanket coverage is contrasted with specific or
scheduled coverage, in which items are listed and
insured individually. Some types of property, such
as jewelry, furs, guns, and other property with high
values are commonly insured on a scheduled basis,
usually for broader perils than the perils applicable
to property covered on a blanket basis. The blanket
coverage of the homeowners forms excludes or
limits coverage on certain property classes for
which coverage is available on a scheduled basis
or under other more specialized contracts. The fol-
lowing property is excluded:

a. Articles separately described and specifically
insured under the homeowners or any other
insurance

b. Animals, birds, or fish
c. Motor vehicles, including their equipment and

parts
d. Aircraft and their parts (except model or hobby

aircraft)
e. Hovercraft and their parts
f. Property of roomers, boarders, and other tenants

unrelated to the insured
g. Property in an apartment regularly rented or held

for rental to others by the insured, except as pro-
vided under the landlord’s furnishings additional
coverage

h. Property rented or held for rental to others away
from the premises

i. Business data, including such data stored in
books of account, drawings, paper records, and
data stored in computer or related equipment
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j. Credit cards, electronic fund transfer cards, or
access devices use for funds deposit, withdrawal,
or transfer (except as provided under Additional
Coverages)

k. Water or steam

Most of these excluded classes are self-explanatory,
but a few require comment.

First, the exclusion of property separately
described and specifically insured eliminates cov-
erage on scheduled items and property insured
under other policies from the blanket coverage on
personal property to avoid coverage duplication.6

The exclusion of motor vehicles and their
equipment excludes automobiles, motorcycles,
motorscooters, go-carts, minibikes, golf carts, and
snowmobiles. An exception to the exclusion of
motor vehicles provides coverage on vehicles not
required to be registered for use on public roads
and are used solely to service a residence (such as
riding lawnmowers or garden tractors) or are de-
signed to assist the handicapped. Coverage is avail-
able on owned golf carts by endorsment.

The motor vehicle exclusion extends to the
vehicle’s equipment and parts. This means the theft
of a tire, jackstand, or DVD player is excluded.
There is an exception, however, for portable elec-
tronic equipment that can be operated from a power
source other than the vehicle’s. So, for example, if
the DVD player is portable and has the ability to
be operated from other power sources, it would be
covered. However, a separate provision (discussed
later) limits the amount of coverage to $1500.

The exclusion of hovercraft and their parts was
added to the policy in the 2000 revision, to address
an ambiguity over whether hovercraft were motor
vehicles or watercraft.

Exclusions f and g are related. Property of roomers
and boarders who are not members of the insured’s
family is excluded along with the property of other
tenants. Furnishings owned by the insured in that
part of the premises rented to roomers or boarders
is covered. Furnishings in an apartment (a living
unit with its own cooking and bathing facilities)

6 The reasons for obtaining specific insurance on certain items
will become apparent later in this chapter. The coverage pro-
vided when items are specifically insured will be discussed in
Chapter 25.

are limited to the coverage amount provided by the
landlord’s furnishings additional coverage.

Exclusion h eliminates coverage on property
rented or held for rental to others away from the
premises. Such property represents a business expo-
sure beyond the scope of the homeowners policy.

The exclusion of business data stored in records
and computers or related equipment eliminates
coverage for the cost of reconstructing lost informa-
tion. The cost of blank or unexposed records and
media is covered. Coverage is provided for standard
software, such as word processing or spreadsheet
programs available in the retail market.

The exclusion of water and steam is intended to
make clear that water or steam delivered through
public water mains is considered a utility and, there-
fore, not owned by the insured. Coverage will not
apply, for example, for the loss of water or steam
through a broken pipe on the premises that results
in a massive increase in the insured’s utility bill.

Personal Property Subject to Dollar Limits

In addition to excluding certain property classes
described, the homeowners forms impose dollar
limits on other property. Some of these limits may
be increased for an additional premium. In other
cases, the property may be scheduled with a higher
limit of coverage or insured under another policy.
The property subject to dollar limits is indicated in
Table 24.2.

The $200 limit on money applies to currency and
to coin collections, scrip, stored value cards, and
smart cards. Stored value cards are instruments like
prepaid phone cards with a magnetic strip or com-
puter chip that are loaded with some amount of
spendable credits. Smart cards can be loaded with
spendable credits but serve other functions as well.
The limitation on such cards reflects their increas-
ing role as substitutes for cash. The $200 limit may
be increased to $500 for an additional premium.

The coverage on boats applies to any boat and
its equipment (including a trailer), but is limited
to $1500. Boats valued at more than this amount
should be specifically insured.

The dollar limitations for jewelry and furs, silver-
ware, and firearms and related equipment (classes
e, f, and g) apply only to loss by theft. Property of
these types valued at more than the specified limits
may be scheduled for their full value.

Coverage on business property (“property used
primarily for business purposes”) is limited to $2500
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TABLE 24.4 Dollar Limits on Specified Types of

Personal Property

Dollar

Item Class of Property Limit

a Money, bank notes, bullion, coins, medals,
scrip, stored value and smart cards

$200

b Securities, manuscripts, personal records,
passports, tickets, and stamps

1500

c Watercraft of all types, including their
trailers, equipment, and motors

1500

d Other trailers or semitrailers 1500
e Loss of jewelry, watches, furs, and precious

and semiprecious stones by theft
1500

f Loss of firearms and related equipment by
theft

2500

g Loss of silverware, silver-plated ware,
goldware, gold-plated ware, platinum,
and pewterware by theft

2500

h Property on the residence premises used
primarily for business purposes

2500

i Property away from the residence
premises used for business purposes

1500

j Portable electronic equipment that may be
powered by electrical system of a motor
vehicle but which retains its capability of
being operated by other sources, while
in or upon a motor vehicle

1500

k Antennas, tapes, wires, records, disks or
other media while in or upon a motor
vehicle

250

while on premises and to $1500 while away from
the residence premises. The off-premises coverage,
however, does not apply to antennas, tapes, wires,
records, disks and other media that are in or upon a
motor vehicle, which are subject to a separate limit
(k). The limit for business personal property may be
increased by endorsement.

Two separate provisions limit coverage on elec-
tronic equipment and their accessories while they
are in or upon a motor vehicle. Provision j applies
to portable electronic equipment that reproduces,
receives, or transmits audio, visual or data signals
and is designed to be operated from the vehi-
cle’s electrical system and another power source.
The limit is $1500. Provision k limits coverage for
antennas, tapes wires, records, disks or other media
to $250.

When specific insurance is obtained on any of
the classes to which dollar limits apply, the prop-
erty should be scheduled for its full value since

the coverage on such property under the blanket
personal property coverage of the homeowners
policy no longer applies once the item has been
specifically insured. An individual with a $2500
stamp collection, for example, cannot depend on
the homeowners insurance to provide $1000 on the
collection when it is scheduled; it must be sched-
uled for $2500 and not $1500.

Loss of Use Coverage

The Loss of Use coverage, designated Coverage D,
provides protection against loss involving the part
of the premises occupied by the insured and any
part rented to others. For the part of the premises
the insured occupies, the Additional Living Expense
coverage pays for the necessary increase in living
expenses incurred by the insured to continue as
nearly as practicable the normal standard of living
of the household when the premises are rendered
uninhabitable by an insured peril. Payment is made
only for the period required to repair or replace
the damage or, if the insured permanently relo-
cates, for the period required to settle the household
elsewhere.

For damage to a part of the premises rented to
others, coverage applies for the fair rental value.
Again, coverage applies for the shortest period in
which the property could be repaired or replaced.
Under forms HO-4 and HO-6, Coverage D applies
for loss arising out of damage to covered property
(i.e., personal property) and for loss to the build-
ing containing the covered property that makes the
building uninhabitable.

Additional Coverages

The homeowners forms include supplementary
extensions of coverage under Section I, called
Additional Coverages. Although most of the addi-
tional coverages are common to all forms, a few of
the additional coverages are included in some forms
but not others.

Debris Removal The Debris Removal additional
coverage covers expenses incurred in removing the
debris of insured property damaged by an insured
peril. Coverage applies for the expense of removing
ash, dust, or articles from a volcanic eruption that
has caused direct damage to the building or insured
personal property. If the policy limit is exhausted by
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payment for property damage, the debris removal
additional coverage provides up to 5 percent of
the limit applicable to the property damaged as an
additional amount of insurance to cover the
removal of debris.

The Debris Removal additional coverage also
covers the removal of certain fallen trees from the
premises, up to $1000 aggregate. Coverage is pro-
vided for the removal of trees “felled” by the perils
of windstorm, hail, the weight of ice, snow, or sleet,
and trees belonging to a neighbor felled by any
of the named perils applicable to Coverage C (the
contents coverage) if, in falling, the tree damages a
covered structure, blocks a driveway denying access
to the premises, or blocks a ramp or fixture designed
to assist a handicapped person entering or leaving
the premises. As explained later, these are not perils
for which damage to trees is covered and there is no
indemnity for the loss of the tree. In other words, the
extension applies only for the tree removal for unin-
sured trees (i.e., a neighbor’s tree) or for uninsured
trees that suffer damage.

Reasonable Repairs The policy requires the
insured to take all reasonable steps to protect and
preserve the property at and after a loss (under the
Conditions section of Section I). Under the Reason-
able Repairs Additional Coverage, the insurer agrees
to pay the costs incurred by the insured in pro-
viding such protection. This extension is not addi-
tional coverage, but the cost of reasonable repairs is
included in the amount of loss payable, up to the
policy limit.

Trees, Shrubs, Plants, and Lawns An extension
is provided to cover trees, shrubs, plants, and lawns.
Under Forms 2, 3, 5, and 8, the extension is 5 percent
of the dwelling amount. Under Forms 4 and 6, it is
10 percent of the personal property coverage
amount. The coverage is subject to its own specific
perils (fire, lightning, explosion, riot or civil com-
motion, aircraft, nonowned vehicles, vandalism and
malicious mischief, and theft). A $500 limit applies
per tree, shrub, or plant, except in Form 8, where the
limit is $250.

Fire Department Service Charge Many munici-
pal fire departments will respond to calls outside the
city limits, but this can incur a charge, amounting
to several hundred dollars. The Fire Department
Service Charge coverage provides up to $500 to
cover the insured’s liability under a contract or

agreement for fire department charges when the fire
department is called because the property is threat-
ened by an insured peril (normally fire).

Property Removed Insured property may be
damaged while attempting to preserve it from
destruction by removing it from a building threat-
ened by an insured peril. It would be grossly unjust
to penalize the insured for attempting to prevent a
loss to the property or to reduce the amount of loss
if the property were somehow damaged in the pro-
cess. For this reason, the homeowners forms (and
most other property insurance policies) provide
coverage for damage to property being removed
to protect it from one of the perils insured against.
Coverage applies for loss by any cause during the
process of removal and for 30 days following the
removal.

Credit Card, Electronic Fund Transfer Card

or Access Device, Forgery, and Counterfeit

Money This additional coverage provides pro-
tection up to $500 for losses resulting from the
unauthorized use of a credit card, electronic fund
transfer card, or other electronic access device
issued or registered to any insured.7 It makes no
difference whether the card was stolen, lost, or mis-
placed as long as the loss results from its unautho-
rized use. Coverage is provided for depositor’s
forgery, which protects against loss resulting from
the forgery or alteration of any check drawn on or
by the insured, up to the $500 limit. In addition, the
insured is protected up to $500 against loss
sustained through the acceptance of bogus paper
currency. Finally, this coverage agrees to defend the
insured and pay court costs arising in connection
with any of the covered losses.

Coverage limits up to $10,000 are available by
endorsement for insureds that need increased pro-
tection. In determining whether increased limits
are needed, note that all losses resulting from a
series of acts committed by any one person or in
which any one person is implicated are considered
to be a single loss.

7 Federal legislation, effective since October 1970, provides a
maximum limit of $50 for a credit card holder’s liability in the
event of unauthorized card use. Even though the limit applies
to each card, it has reduced the possible severity of credit card
losses.
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Loss Assessment Coverage Loss Assessment
coverage provides payment for assessments against
the insured by a condominium association or a
corporation or association of property owners.
Separate Loss Assessment coverages apply to
Section I and Section II of the policy. With respect
to Section I, coverage applies up to $1000 per
loss for assessments resulting from direct loss to
property owned by all members collectively when
such damage is caused by a peril insured under
the policy. Increased limits are available by
endorsement.

Collapse Prior to 1984, collapse was included in
many property insurance forms as an insured peril,
a logical inconsistency since collapse is not a peril
but a result that is caused by some peril. Collapse
is now defined as an additional coverage and is
covered only if it results from specific causes. The
Collapse additional coverage is included in all home-
owners forms except Form 8 (and Form 1, where
still in use). Collapse is defined to mean the abrupt
falling down or caving in of a building or part of the
building with the result that it cannot be occupied.
Coverage applies only if the collapse is caused by
a specific group of perils. The six specific perils
causing collapse for coverage to exist are the
following:

1. The perils insured against in Coverage C

2. Decay of a building or part of a building hidden
from view, unless the insured knew of such
damage

3. Insect or vermin damage to a building or part of
a building hidden from view unless the insured
knew of such damage

4. Weight of contents, equipment, animals, or
people

5. Weight of rain on a roof

6. Defects in materials or methods used in construc-
tion if the collapse occurs during construction

Coverage applies for damage to all insured property
that results from a covered collapse.

Glass or Safety Glazing Material The Glass or
Safety Glazing Material additional coverage was
added in the 1990 revision and replaces a glass
breakage peril that was included in earlier forms.
The change makes sense since breakage of glass
is a type of loss rather than a peril. Like the peril

it replaces, the Glass or Safety Glazing Material
additional coverage does not require that the
breakage result from a specific cause but covers
breakage of glass constituting a part of the building,
including glass in storm doors and windows, by any
cause and limited only by the amount of insurance.8

There is no coverage for breakage if the building has
been vacant for over 60 days, but a building under
construction is not considered vacant. Loss for
breakage is settled based on the replacement with
safety glazing material when such replacement is
required by law.

Landlord’s Furnishing The Landlord’s Furnishings
additional coverage is included in Forms 2 and 3. It
provides $2500 to cover appliances, carpeting, and
other household appliances in each apartment on
the residence premises that is rented or held for
rental to others. The perils for which landlord’s fur-
nishings are covered are identical under Forms 2
and 3: the broad named perils applicable to con-
tents but excluding theft.

Ordinance or Law In many cities, building codes
specify that new buildings must meet certain cons-
truction requirements. Owners of buildings that do
not conform to the code provisions (because they
were constructed before these laws were passed)
face a special exposure. Usually, the building code
requires that if a structure is destroyed, it must be
replaced with one that meets code provisions. This
is normally more costly than replacing the existing
building. The building codes provide that if a non-
conforming building is damaged beyond a speci-
fied percentage (e.g., 40 or 50 percent), it cannot be
repaired. This creates a gap in coverage since the 40
or 50 percent loss would be only a partial loss under
the property policy but would be a total loss to the
insured.

Historically, property insurance forms have ex-
cluded any increase in the amount of a loss that
is due to building code enforcement. Like other
property forms, the homeowners forms contain an
Ordinance or Law exclusion (discussed later in the
chapter), which excludes any increase in the
amount of loss due to building laws enforcement. In
1994, the Insurance Services Office (ISO) added a
new additional coverage to the homeowners forms

8 Coverage for loss under the Glass or Safety Glazing Material
additional coverage of Form 8 is limited to $100.
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that provides, as additional insurance, 10 percent of
the Coverage A limit of liability to pay for certain
increased construction costs made necessary by
the enforcement of an ordinance or law. Coverage
applies for the increased cost of construction or
the demolition or reconstruction of the undamaged
part of a covered building, due to the enforcement
of a building law when the building is damaged by
an insured peril. This 10 percent may be increased
to 25, 50, 75, 100 percent or more of the Coverage A
limit. In Form HO-4, the Ordinance or Law additional
coverage is 10 percent of the Building Additions and
Alterations coverage.

Grave Markers Grave markers, including mauso-
leums, on or away from the premises, are covered
up to $5000. Coverage is provided for loss caused
by the perils insured against under Coverage C.
This extension was added to the policy in the 2000
revision.

OTHER PROVISIONS

There is a set of conditions applicable to Section I
of the policy, a separate set for Section II, and a set
of General Conditions to the entire contract. Here,
we will briefly discuss Section I conditions and the
General Conditions. Section II conditions are
treated in Chapter 28.

Section I Conditions

Generally, Section I conditions relate to loss settle-
ment; they specify the obligations of the insured and
of the company at the time of loss, and they impose
restrictions and limits on the amounts payable.

Insurable Interest and Limit of Liability The
insurer will not be liable for more than the insured’s
interest in the property or for more than the limit of
policy’s liability.

Deductible The standard homeowners deductible
is $500, but the deductible may be reduced for an
additional premium or increased for a premium
decrease. If two or more deductibles apply to a loss,
only the highest deductible applies.

Your Duties after a Loss The insured is required
to give notice to the company in the event of loss,
protect the property from further damage, prepare
an inventory of the damaged property indicating

the items damaged or destroyed and the amount of
loss, and submit a signed statement within 60 days
of the company’s request. In addition, the insured
is required to notify the police in the event of a theft
loss and notify the credit card company in the event
of a loss under the credit card coverage. Compliance
with the conditions relating to loss settlement is a
requisite to payment by the insurer.

Loss Settlement The Loss Settlement provision
specifies the payment basis under the policy. It
provides that loss to personal property or to struc-
tures that are not buildings will be on a cash value
basis but not exceeding the cost to repair or replace
the property. With respect to buildings, the condition
sets forth the replacement cost provision previously
discussed.

Loss to a Pair or Set The Loss-to-a-Pair-or-Set
clause establishes conditions relating to the situa-
tion in which a single item in a pair or set is lost or
destroyed. Under such circumstances, the insurer
may repair or replace the lost part, restoring the
pair or set to its value before the loss, or it may
elect to pay the difference between the property’s
actual cash value before and after the loss. The net
effect of this provision is to prevent the insured from
collecting for a total loss when a part of a pair or set
is lost.

Appraisal The Appraisal provision of the home-
owners policy establishes a framework for the
settlement of losses in those instances in which the
company and the insured cannot agree on the loss
amount. In this event, the policy provides that each
party shall select an appraiser. Together, the two
appraisers select an umpire. If the appraisers can-
not agree on an umpire, the court will appoint one.
The appraisers then evaluate the loss, each setting
their value on the loss. Their differences are sub-
mitted to the umpire, and an agreement in writing
of any two of the three persons is binding on both
parties. The represented party pays each appraiser’s
fee, and both parties pay the umpire’s fee. The
appraisal provision is not used when the insurer
and insured disagree over whether a loss is covered
under the policy. Such disputes can be settled
through the courts.

Other Insurance The insurer agrees to pay that
proportion of the loss that the limit of liability under
the policy bears to the total insurance covering the
loss. The policy provides coverage in excess of any
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amounts payable under a home warranty or other
service agreement.

Suit Against Us The homeowners forms set forth
conditions that must be met before the insured can
sue the insurer. The insured must have complied
with all the policy provisions, and the suit must be
brought within one year of the loss or damage.

Our Option Normally, the insurer pays for the loss
in cash, but this condition permits the company to
repair or replace the damaged property at his or
her option. In most situations, the insurer exercises
the cash option, but the right to repair or replace
operates as a safeguard against unreasonable cash
claims.

Loss Payment The Loss Payment clause requires
the insurer to pay a loss within 30 days after an agree-
ment on the amount of loss has been reached with
the insured.

Abandonment of Property Although the insurer
has a right to take salvage after payment for a total
loss, this provision stipulates that the insurer may
refuse salvage and the insured cannot abandon the
property.

Mortgagee Clause A mortgagee occupies an
unusual position in the homeowners policy
(and many other property insurance contracts).
Although not involved in the contract formation, a
mortgagee listed in the policy becomes a party to
the contract with rights distinct from those of the
insured.9 The Mortgage clause grants those rights
and imposes certain conditional obligations on
the mortgagee. The rights of the mortgagee are as
follows:

• To receive any loss or damage payments to the
extent of its interest in the property, regardless
of any default of the insured with respect to the
insurance

• To receive separate written cancellation notice

• To sue under the policy in its own name

9 The mortgagee could, if so desired, take out a separate pol-
icy covering its interest in the mortgaged property. However,
this would result in a duplication of coverage since the owner-
mortgagor would insure the property to the extent of his or her
insurable interest, which includes the owner’s equity and the
obligation to the mortgagee for the unpaid loan balance. The
normal practice is for the owner to purchase a policy naming the
mortgagee as an insured under the standard mortgage clause.

The mortgagee’s right to recover, regardless of
any default of the insured, means the mortgagee’s
policy protection is unaffected by any violations
of the policy provisions or contract breach by the
insured. The mortgagee’s interest would be covered
even if the insured committed arson.

The mortgage clause also provides that policy
conditions relating to Appraisal, Suit-Against-Us,
and Loss Payment provisions apply to the mort-
gagee. As a separate party to the contract, the
mortgagee’s rights are distinct from the insured’s
rights, and these include the right of a separate
legal action against the insurer.

The obligations imposed on the mortgagee are as
follows:

• To notify the insurer of any change in occupancy
or substantial increase in hazard of which the
mortgagee is aware

• To render proof of loss to the insurer if the owner
fails to do so and to, thereafter, abide by the
policy provisions with respect to appraisal, time
of payment, and bringing suit

• To pay premiums due if the owner fails to do so

• To surrender to the insurer any claim it has against
the mortgagor to the extent that it receives pay-
ment in those cases where the company has ruled
that no coverage exists for the owner

These are conditional obligations. They must be met
only if the mortgagee wishes to enjoy the policy
coverage; the mortagee is not required to keep these
conditions.

No Benefit to Bailee Because the Personal Prop-
erty coverage of the homeowners forms applies
on and off premises, situations may arise in which
insured property is in the custody of a bailee, such
as a laundry, dry cleaner, or storage firm. The No
Benefit to Bailee provision denies coverage for any
person or organization having custody for a fee (i.e.,
a bailee for hire).

Nuclear Hazard Clause The Nuclear Hazard
clause excludes loss under Section I of the policy
that is caused directly or indirectly by the nuclear
hazard. Nuclear hazard is defined as any nuclear
reaction, radiation, or radioactive contamination,
whether controlled or uncontrolled. An exception
to the exclusion provides coverage for direct loss by
fire that results from the nuclear hazard.
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Recovered Property If property for which a loss
payment has been made to the insured is recovered
by either party, the insured may elect to have the
property returned or may relinquish ownership to
the insurer. If the insured elects to have the property
returned, the loss payment will be adjusted based
on paid amount for the recovered property.

Volcanic Eruption Period The Volcanic Erup-
tion provision defines the coverage of the volcanic
eruption peril. The provision states that one or
more volcanic eruptions that occur within a 72-hour
period will be considered as a single volcanic
eruption. This prevents the application of multiple
deductibles when a series of eruptions occur within
a short period.

Concealment or Fraud The Concealment or
Fraud provision of the homeowners forms was
revised in 1994 to differentiate the effect of misrep-
resentations under Sections I and II of the policy.
Separate provisions relating to concealment or
fraud apply to Sections I and II. With respect to
Section I, any concealment or fraud by any insured
voids coverage for all insureds. This is the
much-debated provision that affects the “innocent
spouse.” Under Section II, coverage is denied only
for the insured who has concealed, misrepresented,
or engaged in fraudulent conduct.

Loss Payable Clause If a loss payee is listed for
insured personal property, the definition of insured
is changed to include the loss payee. In case of
cancellation or nonrenewal, the loss payee will be
notified in writing.

General Conditions Applicable

to Sections I and II

In addition to those conditions that apply separately
to the Sections I or II coverages, the homeowners
forms include a third set of conditions, applica-
ble to the entire policy. These conditions deal with
such items as cancellation, subrogation, and the
insured’s death, areas of importance to the property
and liability section coverages.

Policy Period Coverage applies only to the losses
that occur during the policy period. The inception
time of the homeowners policy is 12:01 A.M.

Liberalization Clause The Liberalization clause
is included in most property insurance policies. It
provides that if the insurer adopts a new form or

endorsement during the policy’s term that would
broaden the policy without additional premium,
such change is automatically made a part of the
policy.

Waiver or Change-of-Policy Provisions Provi-
sions like the homeowners Waiver or Change-of-
Policy Provisions condition have been the subject of
conflicting court opinions. The condition provides
that all waivers affecting the policy are invalid unless
expressed in writing. Some courts have upheld the
provision; others have maintained that oral waivers
by the agent are valid and the agent can waive the
clause that says he or she cannot waive any of the
policy’s provisions.

Cancellation Provision is made for cancellation of
the contract by either party. The insured can cancel
effective immediately on request. The insurer, how-
ever, can cancel only under certain conditions and
must give the insured advanced written notice. In
either case, the insured is entitled to a refund of the
unearned premium on a pro-rated basis.

The right of the insurer to cancel is limited by the
provisions of the cancellation clause and may be
exercised only under specified circumstances:

• The insurer may cancel for nonpayment of pre-
mium but must give 10 days’ written cancellation
notice.

• The insurer may cancel a new policy for any
reason during the first 60 days after inception.
After a policy has been in effect for 60 days or
more or, in the case of a renewal, effective imme-
diately, the insurer may cancel only if there was
a material misrepresentation by the insured or if
the risk has changed substantially since the policy
was issued. Thirty days’ written cancellation
notice is required.

• When a policy is written for a period in excess of
one year, it may be canceled for any reason on the
policy anniversary. Thirty days’ written cancella-
tion notice is required.

Nonrenewal In addition to the restrictions on
cancellation, the policy sets forth procedures that
the insurer must follow in the case of nonrenewal.
When the insurer decides not to renew, written
notice must be mailed to the address shown in the
declarations 30 days prior to expiration.

Assignment Clause This clause stipulates that
“assignment of the policy shall not be valid unless
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we give our written consent.” Although we often
speak of the property as being insured, the insur-
ance contract is a personal contract, agreeing to
indemnify a specific individual in the event of loss.
Coverage does not transfer to the new property
owner when it is sold; moreover, through this clause,
the insurance company reserves the right to decide
if it wishes to continue the insurance for the new
owner.

Subrogation The Subrogation clause requires the
insured to assign his or her right of recovery against
a third party to the insured, to the extent of the
payment made under the policy. Under the home-
owners forms, the subrogation provision grants the
insured permission to waive right of recovery against

a third party before a loss as long as the waiver
is in writing. Landlords sometimes waive rights of
recovery against tenants in the lease, to the extent
that a loss is covered by insurance. This protects the
tenant from subrogation by the insurer and is speci-
fically permitted under the terms of the subrogation
provision.

Death Some provision must be made for the possi-
bility that the insured might die. Coverage is pro-
vided for the legal representative of a deceased
named insured (or spouse) with respect to insured
property. In addition, resident relatives continue as
insureds under the policy. Finally, any person having
custody of insured property pending appointment
of a legal representative is an insured.

IMPORTANT CONCEPTS TO REMEMBER

package policy
Homeowners Form 2 (Broad)
Homeowners Form 3 (Special)
Homeowners Form 4 (Tenant’s)
Homeowners Form 5

(Comprehensive Form)
Homeowners Form 6

(Condominium Unit-Owner’s
Form)

Homeowners Form 8 (Modified
Coverage)

Dwelling coverage
Other Structures coverage
Personal Property coverage
Loss-of-Use coverage
additional living expense
rental value

replacement cost
Collapse additional coverage
Inflation Guard Endorsement
Debris Removal additional

coverage
Property Removed additional

coverage
Loss Assessment additional

coverage
Landlord’s Furnishings

additional coverage
Building Additions and

Alterations additional
coverage

Ordinance or Law additional
coverage

fire

extended coverage
named-peril coverage
open-peril coverage
actual cash value
Assignment clause
Appraisal provision
Subrogation provision
Mortgage clause
Liberalization clause
Ordinance or Law exclusion
Scheduled Personal Property

Endorsement
Special Personal Property

Coverage Endorsement
additional amounts of coverage

endorsements

QUESTIONS FOR REVIEW

1. Identify and briefly describe the four coverages
under Section I of the homeowners policy.

2. What procedure is followed when the insured and
the insurer disagree on the loss amount under the home-
owners policy? What if they disagree as to whether the
loss is covered?

3. List the personal property classes that are
(a) excluded from the definition of covered property
under the homeowners forms and (b) are subject to
dollar limitations.

4. Of what significance is the wording owned or used by
the insured in the definition of insured personal property
under homeowners forms?

5. Briefly explain the exclusion pertaining to motorized
vehicles under Section I of the homeowners policy. What
vehicles are excluded? Which are covered?

6. Briefly explain the distinction between named-peril
coverage and open-peril coverage.

7. Briefly describe the provisions of the homeowners
Inflation Guard Endorsement. To which of the Section I
coverages do the provisions of this endorsement apply?

8. Although the entire contents coverage of the home-
owners forms applies away from the premises, certain lim-
itations exist. What exclusions have been encountered so
far with respect to personal property while it is away from
the premises?
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9. Explain the extent to which business property owned
by an insured is covered under the homeowners forms.
Be specific.

10. Rosie La Rue has just purchased a 20-year-old
dwelling for $80,000. The mortgagee insists that she

purchase an insurance amount at least equal to the
$70,000 mortgage. Rosie protests that the lot on which
the dwelling is located is worth $20,000, making the value
of the house $60,000. The mortgagee is adamant. Finally,
Rosie comes to you for advice. Advise her.

QUESTIONS FOR DISCUSSION

1. John Jones carries a Homeowners Policy on his
dwelling, with Easy Money Mortgage Company listed as
a mortgagee. Jones tells his agent to cancel the policy
because the property has been sold. The agent cancels the
policy and Jones obtains a return of the premium. About
6 months later, when the building burns, Easy Money
Mortgage Company makes claim for recovery. Investiga-
tions reveal the dwelling was not sold and Jones canceled
the policy without the mortgage company’s knowledge.
Discuss the liability of the insurer and the agent.

2. Although replacement cost coverage on buildings
has been available since the inception of the homeown-
ers program, replacement cost coverage on contents is a
recent innovation. Do you feel this is a logical extension
of the replacement cost principle, or does it violate the
principle of indemnity to a greater extent than does the
replacement cost coverage applicable to the dwelling?

3. Jones Jr. and his wife, Mary, store their household
goods at his parents’ home while they are looking for an
apartment. A fire at the parents’ home damages $3000

worth of their property. Assuming the parents have a Form
3, explain whether coverage would be provided under the
parents’ policy for the $3000 loss.

4. Jane Smith borrows a boat worth $1300. The boat
is stolen from her garage and Smith reports the theft to
the police and the insurer. The adjuster agrees the boat is
covered but is subject to the $1000 limit and further sub-
ject to the $250 deductible, making recovery under the
policy $750. Smith argues that the deductible applies to
the $1300 loss, and the $1000 limit is then applied. Who
is correct?

5. The coverage on the dwelling under the Homeowners
Special Form is considerably broader than the coverage
on contents. Therefore, it becomes important at the time
of a loss to determine if a particular item is part of the
building or of the contents. Do you believe that wall-to-
wall carpeting should be considered a part of the building
or its contents? What evidence can you find in the policy
form to support your position?

SUGGESTIONS FOR ADDITIONAL READING

Fire, Casualty, and Surety Bulletins, Personal Lines Volume. Erlanger, Ky.: National Underwriter Company. Available
electronically at: http://cms.nationalunderwriter.com/.

Cook, Mary Ann. Personal Risk Management and Property-Casualty Insurance, Malvern, Pa.: American Institute for
Chartered Property Casualty Underwriters/Insurance Institute of America, 2010.

Vaughan, E. J. “What is Insurable Value?’’ American Agency Bulletin (Sept. 1965).

WEB SITES TO EXPLORE

Best’s Review www.bestreview.com
Information Information Institute www.iii.org
International Risk Management Institute www.irmi.com
NAIC InsureU www.insureonline.org
National Underwriter www.nationalunderwriter.com



■

CHAPTER 25

THE HOMEOWNERS
POLICY FORMS

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Interpret loss-settlement provisions

• Recognize significant exclusions and limitations in the homeowners Section I coverage

• List and describe the optional coverages available to broaden the homeowners forms

In this chapter, we continue our review of home-
owners forms, turning to a discussion of the perils
against which coverage is provided under the forms.
As we noted in the last chapter, there are differences
in the perils for which the forms provide coverage.
In this chapter, we will examine those differences
more closely.

DIFFERENCES AMONG
HOMEOWNERS FORMS

The differences in the homeowners policies are
designed to accommodate the insurance needs of
different property owners. Thus, there are sepa-
rate forms of dwelling owners, tenants, and condo-
minium unit-owners. In addition to the differences
traceable to the different status of insureds, some

forms differ with respect to the scope of their
coverage, as determined by the perils against which
protection is provided.

In reviewing the differences among the home-
owners forms, we will focus on a single form,
homeowners form HO-3. It includes the broad
named-peril coverage applicable under forms HO-2,
HO-4, and HO-6 and includes the open-peril cover-
age applicable to the dwelling and other structures
under forms HO-3 and HO-5. Therefore, it is a conve-
nient way of reviewing the named-peril and open-
peril approaches to coverage.

Homeowners 2 Broad Form

Homeowners 2 Broad Form covers damage to build-
ings and personal property and loss of use arising

448
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out of damage to such property against loss by 16
named perils. We will defer the detailed discussion
of these perils until we reencounter them in Home-
owners 3 Special Form, discussed next. The only
difference between homeowners forms HO-2 and
HO-3 is in the coverage on the Dwelling, Other Struc-
tures, and Loss of Use coverages. These are covered
on a named-peril basis under HO-2 and on an
open-peril basis under HO-3. The personal prop-
erty coverage is on a named-peril basis under
both forms, with identical coverage for the 16
broad named perils that apply in forms HO-4
and HO-6.

Homeowners 3 Special Form

The essential difference between the homeowners
form HO-3 and most other forms is the open-peril
coverage on the dwelling and other structures. We
will begin our review of this form with this feature,
the dwelling coverage.

Open-Peril Coverage: Dwellings and Other

Structures Coverage on the dwelling and other
structures under homeowners form HO-3 is on an
open-peril basis, with coverage provided against all
physical loss except by those causes specifically
excluded. In addition, the Loss of Use coverage
applies on an open-peril basis. The open-peril insur-
ing agreement of form HO-3 is simple and straight-
forward:

We insure against direct physical loss to property
described in Coverages A and B. We do not, how-
ever, insure for loss:. . .

A list of excluded losses for which coverage is
not provided then follows. Any loss that does not
fall within one of the exclusions is covered. The
number of exclusions required in an open-peril
form is usually extensive since all uninsurable per-
ils must be excluded. The exclusions that follow the
open-peril Dwelling and Other Structures insuring
agreement include the general Section I exclusions
(designated exclusion a), losses involving collapse,
except as covered under the Collapse additional
coverage (designated exclusion b), and a group
of 14 exclusions—combined as exclusions c(1)

through c(6)— more or less standard exclusions in
all open-peril contracts.

General Section I Exclusions The General
Section I exclusions are divided into two groups
designated A.1. through A.9. and B.1. through B.3.
These exclusions are included in all homeowners
forms.

A.1. Ordinance or Law. With the exception of
the 10 percent extension for Ordinance or Laws
provided under the additional coverage previously
discussed (and any increase in this extension added
by endorsement), the form excludes loss caused by
any ordinance or law enforcement regulating build-
ing construction, repair, or demolition.

A.2. Earth Movement. The Earth Movement
exclusion eliminates coverage for loss caused by
earth movement except direct loss by fire, explo-
sion, or theft. The policy defines Earth movement
to include earthquake, including land shock waves
or tremors before, during, or after a volcanic erup-
tion; landslide; and mine subsidence, mudflow, and
other types of earth movement such as earth sinking,
rising, or shifting. Coverage for earthquake and other
types of earth movement is available by endorse-
ment for an additional premium.

A.3. Water. The Water exclusion eliminates cover-
age for certain types of enumerated water, including
flood in all its forms, water or waterborne material
that backs up through sewers or drains or overflows
from a sump, and water or waterborne material
below the surface of the ground that seeps through
basement walls, foundation floors, and similar struc-
tural components.

The Water exclusion was revised in the 2011
Homeowners form in response to litigation in the
aftermath of 2005’s Hurricane Katrina. This hur-
ricane destroyed approximately 275,000 homes
and damaged hundreds of thousands of others.
Although much of the damage was caused by flood,
fewer than 10 percent of property owners in some
coastal counties had purchased flood insurance.
Various attempts were made to find coverage under
Homeowners policies. Much of the litigation related
to the Water damage exclusion, whether damage
was caused by wind (a covered peril) or water/flood
(not covered), and the concurrent causation
exclusion (discussed later). As a result of the liti-
gation, the revised exclusion explicitly eliminates
coverage for storm surge (water that is pushed
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toward shore by the force of winds) and discharge
or overflow from a dam, levee, or other containment
system.

An exception to the Water exclusion provides
coverage for loss by fire, explosion, or theft caused
by any of the excluded forms of water. In most
jurisdictions the exclusion of water and waterborne
material that backs up through sewers or drains
can be deleted by endorsement for the payment
of an additional premium. The Water Back Up and
Sump Discharge or Overflow endorsement provides
coverage up to $5000 for loss resulting from such
backup.

A.4. Power Failure. The Power Failure exclusion
denies coverage for losses resulting directly from
interruption of power or other utility service if the
interruption takes place away from the residence
premises. The exclusion contemplates a special
form of consequential loss damage that may result
from power interruption. The best example as it
applies to the dwelling risk is food in a deep freezer.
If lightning strikes the dwelling, and burns out the
motor on the freezer, the food in the freezer may
spoil as a result. The damage to the food in the
freezer results from the “interruption of power.” The
net effect of the Power Interruption exclusion is
to provide coverage for such consequential losses
when equipment on the premises is damaged by
an insured peril and to deny coverage for such
losses when the damage takes place away from the
premises.

A.5. Neglect. The policy excludes loss resulting
directly or indirectly from neglect of the insured to
use reasonable means at or after a loss to save the
property. The insured cannot collect for damage that
he or she has a reasonable chance to prevent. How-
ever, the neglect of the insured before a loss does not
affect coverage. The exclusion relieves the insurer
from liability for that part of the loss attributable to
the insured’s neglect at or after a loss (i.e., when a
loss occurs).

A.6. War. As do most forms of property insurance,
the homeowners forms exclude loss caused by war
in all its forms, including undeclared war, insurrec-
tions, rebellion, or revolution. Any discharge of a
nuclear weapon, even if accidental, is excluded
under this provision. Following the terrorist attack
on the World Trade Center on September 11, 2001,
questions arose concerning the application of this
exclusion to such acts of terrorism. The consen-
sus is the war exclusion does not apply to acts of

terrorism.1 Since the attack on the World Trade
Center, some insurers have inserted a separate
terrorism exclusion in their policies where permit-
ted, although the practice has generally been lim-
ited to commercial rather than personal policies.

A.7. Nuclear Hazard. The nuclear hazard exclu-
sion refers to loss defined in the Section I conditions
and provides that losses from such hazards are not
covered. The nuclear hazard includes nuclear reac-
tions, radiation, or radioactive contamination. The
one exception is direct loss by fire, which is covered
even if it results from the nuclear hazard.

A.8. Intentional Loss. The homeowners policy
excludes coverage for intentional loss “by or at the
direction of an insured” and “with the intent to cause
a loss.” Although this exclusion aims to eliminate
payment to persons who commit arson losses, it
goes beyond this situation by eliminating payment
to other persons insured who were not involved in
the intentional act. These could include an innocent
spouse or a person with an interest in the dwelling
who has been added as an additional insured under
the policy.2

A.9. Government Action. Loss resulting from
government actions is excluded. These include the
destruction, seizure, or confiscation of property
by order of any government authority. This could
include property illegally held or used for illegal pur-
poses. Sometimes, government authorities will seize
or confiscate illegal substances and the structure in
which the property is located. The exclusion does
not apply to acts of destruction taken to prevent the
spread of fire.

B.1–B.3. Concurrent Causation Exclusions. Ex-
clusions B.1 through B.3, usually referred to as the
“concurrent causation” exclusions, were added to
the policy (and to most other broad form and

1 A leading case in this area states “War refers to and includes
only hostilities carried on by entities that constitute governments
at least de facto in character.” Pan American World Airways v.
Aetna Casualty and Surety, U.S. Second Circuit Court of Appeals
(1974).
2 In 1998, the NAIC adopted a model law that, when adopted by a
state, nullifies the intentional loss exclusion of the homeowners
policy with respect to damage suffered by a victim of domestic
abuse and caused by a coinsured. The model law prohibits insur-
ance companies from denying, canceling, or nonrenewing cov-
erage based on abuse status and requires insurers to pay claims
filed by innocent coinsureds.
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special form property contracts) in the 1980s in
response to a series of adverse court decisions.3

Exclusion B.1 applies to loss caused by weather
conditions that contribute to an otherwise excluded
peril. For example, landslide caused by exces-
sive rain or rain combined with wind would be
excluded. Loss caused directly by the weather
condition such as windstorm damage would be
covered.

Exclusion B.2 applies to loss caused by acts or
decisions, including failure to act or decide, of
any person, group, organization, or governmental
body. Loss resulting from failure of a governmen-
tal body to maintain flood control structures or
failure to enforce zoning or building codes would be
excluded.

Exclusion B.3 relates to loss caused by faulty,
inadequate, or defective activities such as planning,
design, maintenance, or faulty materials. Loss result-
ing solely from inadequate building design would
not be covered, but the ensuing loss such as by fire
arising from faulty installation or repair would be
covered.

Dwelling and Other Structures Exclusions The
remaining exclusions applicable to Coverages A and
B fall into two broad classes. First, four exclusions,
designated c.(1) through c.(4), relate to perils that
are covered as named perils in the other home-
owners forms. These exclusions relate to freezing of
plumbing and damage to fences, pavements, patios,
and certain other property by freezing, thawing, or
the pressure of water or ice, theft in or to a dwelling
under construction, and vandalism and any ensu-
ing loss if the building has been vacant for more
than 60 days. We will discuss these exclusions when
we examine the named-peril coverage applicable to
personal property.

3 These exclusions were added to the policy in 1984 in response
to a doctrine adopted by some courts called concurrent causa-
tion, which held that when a loss results from two causes, one
of which is excluded and the other not excluded, the loss is cov-
ered. This stretched the coverage of broad form and special form
contracts beyond its drafters’ intent, providing coverage for flood
and earthquake losses on the grounds that although these causes
of loss were excluded, they were concurrently caused by perils
that were not excluded (zoning laws that allowed structures to be
built in flood or earthquake areas or negligence of a contractor in
not making the structures earthquake resistant). The concurrent
causation exclusions bring the scope of the coverage back to its
original intent.

The second class of exclusions, c.(5) and c.(6),
are a series of open-peril exclusions that appear in
nearly all open-peril contracts. They exclude losses
that are considered uninsurable because they are
inevitable or because it is difficult to fix the time at
which the damage takes place. The first of these
exclusions, c.(5), excludes loss caused by mold,
fungus, or wet rot. An exception applies to loss
caused by mold, fungus, or wet rot that is hidden
in walls, ceilings, or floors that results from acciden-
tal discharge, leakage, or overflow of water from the
plumbing system or domestic appliances. Despite
the specific exclusion of mold damage, the excep-
tion to the exclusion for hidden mold caused by
burst pipes has triggered litigation in several parts
of the country, with juries sometimes finding cover-
age that was unintended.4 In the early part of this
decade, insurance coverage for damage by mold
became a national issue, intensified by the interest
of the media and legal profession. Insurance claims
for mold damage soared in some states. Some legal
profession members dubbed toxic mold “the
asbestos of the new millennium.’’ In 2002, ISO
responded with endorsements to allow insurers to
limit their exposure to wet rot and mold.5

ISO’s endorsement, Limited fungi, wet or dry rot,
or bacteria coverage, adds a definition of fungi (“any
type or form of fungus, including mold or mildew,
and any mycotoxins, spores, scents, or byproducts
produced or released by fungi”) and a new addi-
tional coverage for loss caused by fungi. The addi-
tional coverage, which applies only when the fungi
or wet rot results from a covered cause of loss, cov-
ers the cost to remove the fungi or wet rot, the cost to
tear out and replace any part of the building needed
to gain access to the fungi or wet rot, and the cost
to test the air to confirm that fungi are present. The
coverage amount is limited to the amount indicated
in the schedule for Section I. Section II liability for
property damage or bodily injury resulting from an

4 In 2001, a Texas District Court jury awarded an insured
$32 million for mold damage to a 22-room mansion and
mental anguish, finding the insurer had mishandled a Home-
owners policy claim for mold damage. (See Mary Belinda Ballard
et al. v. Fire Insurance Exchange, a member of the Farmers
Insurance Group. No. 99-05252, 354th Judicial District Court, Travis
County, Texas).
5 There are two endorsements: HO 04 26 may be used with all
forms except HO-3 and HO-5. Form HO 04 27 is designed for use
with HO-3 and HO-5.
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“occurrence” involving fungi, bacteria, or wet or dry
rot is scheduled on the endorsement.

The remaining open-peril exclusions are grouped
together as exclusion c.(6) and include the
following:

(a) Wear and tear, marring, or deterioration
(b) Mechanical breakdown, latent defect, inherent

vice or a quality in property that causes it to
damage or destroy itself

(c) Smog, rust, or other corrosion
(d) Smoke from agricultural smudging or industrial

operations
(e) Discharge, release, or dispersal of contaminants

or pollutants unless caused by one of the named
perils for which personal property is insured

(f) Settling, cracking, shrinking, bulging, or expan-
sions of pavements, patios, foundations, walls,
floors, or ceilings

(g) Birds, rodents, or insects
(h) Nesting or infestation discharge or release of

waste products or secretions, by any animals
(i) Animals owned or kept by an insured

Any ensuing loss to property insured under Cover-
ages A and B that is not excluded by another policy
provision is covered. For example, if a mechanical
breakdown resulted in a fire, the resulting fire would
be covered.

Coverage C: Personal Property Perils Insured

Homeowners form HO-3 covers damage to personal
property against loss by 16 named perils. Because
the coverage on personal property under forms
HO-2, 4, and 6 covers loss by the same 16 perils,
the following discussion of the perils covered under
this form will serve to illustrate the coverage under
these other forms. A complete analysis of these
perils requires a close examination of the form, but
the following explanation provides an indication of
the scope of their coverage.

Fire and Lightning The basic peril against which
coverage is provided in nearly all property insurance
forms is fire. Surprisingly, the term fire is nowhere
defined in the policy. Although the term is unde-
fined, court decisions over many years have estab-
lished that the fire contemplated in insurance
policies is of a specific type. Fire, according to the
courts, is “combustion proceeding at a rate rapid

enough to generate flame, glow, or incandes-
cence.”6 In other words, there must be light. Mere
smoke, scorching, or charring is insufficient to con-
stitute a fire.

Not all fires are covered under the fire peril.
The courts distinguish between a friendly fire and a
hostile or unfriendly fire. A friendly fire is one that
is within the confines for which it was intended;
the friendly fire was intentionally kindled and burns
where it is supposed to. A hostile fire, on the
other hand, has escaped its intended confines. Only
hostile or unfriendly fires are covered under the fire
peril.

In addition to the destruction by the fire, the
“direct loss by fire” peril provides coverage for any
damage that results from the smoke from a hostile
fire or is caused by water or attempts by firefighters
to extinguish a hostile fire.

Windstorm and Hail The wind and hail insur-
ing agreement excludes damage caused by rain,
snow, sleet, sand, or dust to the building’s interior
unless the exterior walls or roof are first damaged by
direct action of the wind or hail. Thus, if an insured
leaves a window open and the wind blows rain into
the house, damaging the contents, there is no cover-
age. However, if the window were first broken by the
wind, damage to the contents would be covered.

In addition to the exclusion relating to damage
to the structure’s interior, there is an exclusion of
damage by wind or hail to watercraft, their trailers,
or equipment, unless such items are inside a fully
enclosed building.

Explosion Explosions are covered whether they
originate within or outside the building. There are
no exceptions or exclusions.

Riot or Civil Commotion Damage caused by
rioters and persons engaged in civil commotion is
covered, subject to few exceptions. Even “pillage
and looting” are covered if they occur during and at
the place of the riot. The only area in which an issue
has arisen is in the distinction between a riot (which
is covered) and an insurrection (which is excluded
as a form of war). The courts have differentiated
between the two: An insurrection is distinguished
by its intent to overthrow duly constituted authority.

6 Western Woolen Co. v. Northern Assurance Co., 139 Fed. 637
(1905).
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A riot, in contrast, is a “tumultuous disturbance of
the peace,” something that happens in response to
police brutality, civil unrest, or sometimes after a
loss at an NCAA basketball tournament game.

Aircraft The aircraft peril provides coverage
against damage to insured property caused by air-
craft, including self-propelled missiles or spacecraft.
This coverage includes damage resulting from direct
physical contact of the insured property with air-
craft but could also include damage resulting from
objects falling from aircraft or even “sonic boom.”

Vehicles Coverage applies for damage to insured
property caused by vehicles, including vehicles
owned or operated by an insured.

Smoke Although the fire peril includes cover-
age for damage caused by smoke from a hostile
fire, the smoke peril broadens this to include cover-
age for sudden and accidental smoke damage from
other sources, including the emission or puffback
of smoke, soot, fumes, or vapors from a furnace
or boiler. Smoke from agricultural smudging and
industrial operations is excluded.

Vandalism and Malicious Mischief Vandalism
and malicious mischief refers to the willful and
malicious damage to or destruction of property. Loss
by vandalism is not covered if the building has been
vacant for over 60 days.7 The policy also provides
that a dwelling under construction is not considered
“vacant.”

Theft Except for forms HO-5 and HO-8, the theft
coverage of the homeowners forms is identical.8

The theft peril provides coverage for theft, including
attempted theft or loss of property from a known
location when it is likely the property has been
stolen. The phrase “loss of property from a known
location when it is likely that the property has
been stolen” is intended to reduce the insured’s
burden of establishing the loss resulted from theft
where there is no conclusive proof. The policy

7 Insurance contracts frequently reduce or exclude coverage
when the insured property is “vacant” and some contracts re-
strict coverage in case of “unoccupancy.” A building is vacant
when it has neither occupants nor contents. It is unoccupied
when it has contents but no occupants.
8 Theft coverage under Forms 5 and 8 is discussed later in the
chapter.

requires the insured to give immediate notice to the
police if an article is stolen.

There are two sets of exclusions applicable to the
theft peril: a set of general theft exclusions and a set
that applies only to property that is away from the
insured premises.

General Theft Exclusions There are three gen-
eral theft exclusions.

1. Theft committed by any insured

2. Theft in or from a dwelling under construction
or of materials or supplies for use in the con-
struction until the dwelling is completed and
occupied

3. Theft from any part of a residence rented by an
insured to anyone except another insured

With respect to the first, theft from one family
member by another is not covered. In addition,
although the definition of the dwelling includes
lumber, materials, and appliances on the premises
and intended for use in construction, the second
general theft exclusion eliminates insurance against
the stealing of such items. The exclusion with
respect to theft from any part of the dwelling that
is rented relates not only to portions of the house
that may be let to roomers and boarders but also to
the occasional rental of that portion of the dwelling
customarily occupied by the insured. Such a situa-
tion might arise, for example, if the insured were
leaving town for an extended period and decides to
rent out the residence.

Off-Premises Theft Exclusions Three exclusions
apply to property while away from the premises.

The first off-premises exclusion eliminates cover-
age for campers or trailers stolen while away from
the premises, and the second excludes theft of water-
craft or their furnishings, equipment, and outboard
motors,.

The third exclusion provides that property theft
from any residence owned, rented to, or occupied
by any insured is not covered except while an
insured is residing at the location. For example, if
the policyholder owns a summer cottage, its con-
tents are covered for other perils (subject to the
10 percent limitation on contents at a secondary
residence), but the theft coverage does not apply
except while the individual is residing at the
cottage. An exception to this exclusion provides
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that coverage will apply to the property of a student
residing away from home if the student has been at
the residence at any time during the 90 days imme-
diately preceding the loss. This provides coverage
for property left at a dormitory, sorority, or fraternity
during occasions such as spring break, Christmas,
or Thanksgiving, when students leave the campus.

Falling Objects This peril covers damage caused
by falling objects such as tree limbs but is not limited
to this. A building’s contents are not covered for
loss by falling objects unless the building’s exterior
first sustains damage. Also, damage to the falling
object is excluded. The exclusion of “damage to the
falling object itself” eliminates coverage for damage
to items if they are dropped or fall. Thus, if a heavy
mirror fell from the wall, damaging the interior of
the building and itself, there is no coverage under
the “Falling Objects” peril.

Weight of Ice, Snow, or Sleet Damage caused by
the weight of ice, snow, and sleet is covered, but the
damage must result from the weight. Melting snow
that leaks into the dwelling causing damage would
not be covered. Damage to awnings, fences, patios,
pavement, swimming pools, foundations, retaining
walls, bulkheads, piers, wharves, or docks is also
excluded.

Accidental Discharge or Overflow of Water or

Steam Coverage is provided for the accidental
discharge, leakage, or overflow of water from a
plumbing, heating, or air-conditioning or automatic
sprinkler system or from within a domestic appli-
ance. This includes burst or leaking pipes and the
overflow of plumbing fixtures such as bathtubs, or
appliances such as automatic dishwashers. Cover-
age includes the cost of tearing out and replacing
the building part to make repairs, but the loss to the
system or appliance is excluded.

Sudden and Accidental Tearing Apart, Cracking,

Burning, or Bulging of Heating or Air-Conditioning

Systems This insuring agreement provides cov-
erage against loss caused by “Sudden and acci-
dental tearing apart, cracking, burning or bulging
of a steam or hot water heating system, an air-
conditioning system or of a household appliance.”
Damage to steam or hot water heating systems of the
type specified can occur if the water level for such
systems becomes too low and damage of this type

was the original rationale for this coverage. Damage
of the types specified, from any cause, is covered.

Freezing of Plumbing, Heating, and Other

Systems and Appliances Loss resulting from freez-
ing of plumbing, heating, or air-conditioning or
automatic sprinkler systems or domestic appliances
is covered, provided the insured has used reason-
able means to maintain heat in the building or
unless the water has been shut off and the system
has been drained. (If the building is protected by a
sprinkler system, draining will not be an allowable
option.) Unlike the water leakage peril, coverage
applies for damage to a system or appliance
damaged by freezing.

Sudden and Accidental Damage from Artificially

Generated Electrical Current Sudden and acci-
dental injury to wiring and appliances from artifi-
cially generated currents is covered as an insured
peril. The major exclusion with respect to artificially
generated electricity is damage to tubes, transis-
tors, electronic components, or circuitry, which are
excluded. Although damage to television sets,
stereos, and the like that is caused by artificial elec-
tricity is excluded, the same damage, if caused by
lightning (natural electricity), is covered.

Volcanic Eruption The Volcanic Eruption peril
covers “above-ground” effects of volcanic eruption,
such as damage caused by lava and debris from
an earthquake. As noted earlier, the general exclu-
sions exclude damage by shock waves and ground
tremors caused by volcanic eruption.

Homeowners 4 Contents Broad Form

The Homeowners 4 Contents Broad Form (HO 00
04), which is designed for tenants, provides protec-
tion against the same named perils as does the con-
tents coverage of Form HO-3. The only difference in
the insuring agreement of the various perils is in con-
nection with the Additional Coverages titled Build-
ing Additions and Alterations and Glass or Safety
Glazing Material.

The Building Additions and Alterations cover-
age applies to building improvements or installa-
tions made by the insured in a rented apartment
or dwelling. This coverage, also sometimes called
tenant’s improvements and betterments, covers the
insured’s “use value” in such improvements. A
tenant who installs extensive renovations in rented
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property does so in the expectation that he or she
will have the use of the property for a time period. If
the property is destroyed, the tenant loses the use of
the additions or improvements. The Building Addi-
tions and Alterations additional coverage provides
compensation for this loss. The coverage on Build-
ing Additions and Alterations is limited to 10 percent
of the coverage on contents.

Glass breakage under Form HO-4, as in Form
HO-2, applies to glass that is a part of the building,
including storm doors and storm windows. Under
Form HO-4, the Glass or Safety Glazing Material
additional coverage applies as a part of the Building
Additions and Alterations coverage.

Coverage on personal property insured under
Form HO-4 may be extended to an open-peril
basis by the Homeowners Special Personal Property
Coverage—Form HO 00 04 Only Endorsement. The
open-peril coverage of this endorsement parallels
the open-peril coverage on personal property
under Form HO 00 05, discussed next.

Homeowners 5 Comprehensive Form

The Homeowners Comprehensive Form HO-5 pro-
vides open-peril coverage for buildings and per-
sonal property. In addition, the Loss of Use coverage
is triggered by direct losses that fall within the scope
of the open-peril coverage.

Exclusions under Form HO-5 As in the case of
open-peril forms generally, coverage under Form
HO-5 is defined and limited by the exclusions. Some
of these exclusions have been encountered in our
discussion of Form HO-3. Others are specific to the
open-peril coverage on personal property.

Form HO-5 includes, first, the Section I exclu-
sions that appear in all the homeowners forms
and that apply to all coverages (Ordinance or Law,
Earth Movement, Water, Power Failure, Neglect, War,
Nuclear Hazard, Intentional Loss, and Governmen-
tal Action). However, Form HO-5 modifies the Water
exclusion of Form HO-5 so that it does not apply to
personal property while away from the premises.
Besides these general exclusions, there are three
other groups of exclusions.

The first of the three sets of exclusions consists
of the same open-perils exclusions that apply to
the building under the unendorsed Homeowners 3
Special Form, with the exception of Vandalism and

Malicious Mischief and Collapse. These exclusions
apply to all coverages under Section I.

The second group of exclusions applies only to
the Dwelling and Other Structures coverage. These
consist of the standard exclusions of Vandalism
and Malicious Mischief and Collapse (other than as
provided in the Collapse Additional coverage).

The final group of exclusions applies only to the
Personal Property coverage. These exclusions appli-
cable to personal property have not been encoun-
tered in the other forms examined and, therefore,
deserve somewhat more detailed attention. There
are five exclusions applicable to the open-peril con-
tents coverage, designated 1 through 5.

1. Breakage of eyeglasses, glassware, statuary,
marble, bric-a-brac, porcelains, and similar frag-
ile articles (other than jewelry, watches, bronzes,
cameras, and photographic lenses) unless
caused by a specifically named peril. The spe-
cific perils for which breakage of fragile articles
is covered include fire, lightning, perils of
extended coverage, vehicles, vandalism and
malicious mischief, collapse of a building, water
not otherwise excluded, theft or attempted theft,
or sudden and accidental tearing apart, cracking,
burning or bulging of a steam or hot water heat-
ing system, air-conditioning system, or appliance
for heating water.

2. Dampness of atmosphere or extremes of temper-
ature unless the direct cause of loss is rain, snow,
sleet, or hail

3. Refinishing, renovating, or replacing property
other than watches, jewelry, and furs

4. Collision other than collision with a land vehi-
cle, sinking, swamping, or stranding of watercraft,
including their trailers, furnishings, equipment,
and outboard motors

5. Acts or decisions, including the failure to act or
decide, of any person, group, organization, or
governmental body

Theft Coverage under Form HO-5 Because
theft is not covered as a specifically named peril,
questions sometimes arise in connection with the
theft coverage of Form HO-5. The broad open-perils
of Form HO-5 include coverage for loss of real or
personal property by theft. The theft coverage of
Form HO-5 is subject to a single exclusion: theft
in or to a building under construction until the
structure is completed and occupied. The other
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exclusions of the named-peril forms do not appear
in the form, and such losses are covered, such as
theft by an insured, theft of watercraft or campers
away from the premises, and theft from a secondary
residence. Furthermore, the form restates the limits
on jewelry, furs, silverware, and firearms, clarifying
that coverage applies to loss by theft and by misplac-
ing or losing the property as well.

Homeowners 6 Condominium

Unit–Owners Form

Homeowners Form HO-6 is designed to cover the
special exposures of a condominium unit-owner.
To understand these special exposures, it may be
helpful first to review the nature of a condominium.
Basically, a condominium is a multiple occupancy
building in which individuals own units of living
space, i.e., a cube of air formed by the four walls,
ceiling, and floor. The common areas of the building
are jointly owned by all unit owners as tenants-in-
common. These common areas include the basic
structure, the grounds, halls, stairways, and other
facilities. Because the condominium arrangement
involves individual and joint ownership, the respon-
sibility for insurance is divided. The individual unit-
owners grant the right to purchase insurance on the
common ownership elements to a condominium
association. This avoids difficulties that might arise
from nonconcurrency, rebuilding of the damaged
premises, and so on, if each owner attempted to
insure his or her part of the common elements.
Although the condominium association purchases
insurance on the common ownership elements, the
unit-owner is generally responsible for the insur-
ance on additions to his or her own unit. The exact
definition of the unit-owner’s responsibility varies
with state law and sometimes with the association’s
bylaws. In some instances, the unit-owner is respon-
sible for all real property within the confines of
the perimeter of the condominium unit. This could
include interior partitions, appliances, plumbing
fixtures and the interior décor, such as wallpaper,
paneling, and carpeting. In addition to needing cov-
erage on unit-owners’ additions, the condominium
unit-owner needs coverage on his or her own per-
sonal property. Form HO-6 is designed to meet both
needs.

Coverage of Form HO-6 The coverage under
the Homeowners 6 Unit-Owner’s form generally

parallels the coverage of Form HO-4, providing
protection against loss by the broad named perils
discussed in detail earlier. However, Form HO-6
contains special provisions tailoring it to the needs
of the condominium unit-owner. These special pro-
visions, which deal with the condominium expo-
sure and differentiate this form from the tenants
form, relate to the unit-owner’s additions to the con-
dominium unit.

Unit-Owner’s Building Items Coverage A of Form
HO-6 (which like Coverage A of Form HO-2 or Form
HO-3 is designated Dwelling Coverage) covers build-
ing alterations and additions, plus certain other
items of real property identified in the Dwelling
insuring agreement. The definition of insured
property under the Dwelling Coverage includes
(1) alterations, appliances, fixtures, and improve-
ments that are a part of the building contained
within the residence premises, (2) items of real
property that pertain exclusively to the insured’s
premises, (3) property that is the insured’s respon-
sibility under the condominium association agree-
ment, and (4) structures owned by the insured,
other than the condominium unit.

The first item of coverage includes the insured’s
individual interest in the condominium unit, con-
sisting principally of the unit’s interior finishings. As
previously noted, this includes the interior decor
and the unit’s real-property furnishings.

The second element of the coverage covers other
real property that pertains to the premises. This
might include, for example, structures such as
balconies or patios, but it could include trees,
shrubs, or plants.

The extension to property that is the unit-owner’s
responsibility under the association agreement is
not defined or limited and could include almost
any property for which the unit-owner is responsible
under the agreement.

Finally, the coverage on structures owned solely
by the insured is this form’s equivalent of the Other
Structures coverage (Coverage B) of the other home-
owners forms. It could include a garage, tool shed,
or other structure, provided such structure is owned
solely by the insured.

Endorsements to Form HO-6 Although the
Unit-Owner’s form provides basic coverage for the
owner of a condominium, it may be modified by
endorsement to provide broader coverage and
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coverage tailored to the specific needs of the unit-
owner.

Open-Peril Coverage on Unit-Owner’s Building

Items The coverage on unit-owner’s additions, like
the coverage on the contents, is on a broad named-
peril basis. However, the coverage on real property
may be extended by endorsement to an open-peril
basis, providing similar coverage on a unit-owner’s
additions as is provided on the building under Form
HO-3.

Open-Peril Coverage on Personal Property In
addition to the option of extending the coverage
on building items to an open-peril basis, the con-
dominium unit-owner’s form may be endorsed to
provide open-peril coverage on personal property.
The Unit-Owners Coverage C Special Coverage Form
(HO 1731) provides similar coverage on contents as
discussed in connection with Form HO-5.

Rental Unit Coverage Special provision is made
for those situations in which the condominium unit
is rented by the owner to other persons. Many con-
dominium units, particularly those in recreational
areas, are purchased with the intention of renting
the property, at least for parts of the year. When
the Rental Unit coverage endorsement is added
to the policy, the definition of personal property is
amended to provide coverage on property in the
residence premises regularly rented or held for
rental to others. (The Basic form covers personal
property only if occasionally rented to others.) In
addition, coverage is added for theft of personal
property from any part of the residence premises
rented to other than an insured, an exposure that is
excluded under the Basic form without the endorse-
ment. The Theft coverage, however, excludes theft
of money, gold, silverware, and items of a similar
nature from the residence premises when rented to
others.

Assessment Coverage As in the case of the other
homeowners forms, Loss Assessment is automati-
cally included as an additional coverage in Form
HO-6. Increased limits of Assessment coverage are
available by endorsement under Form HO 04 35.
Like the basic Loss Assessments coverage, the
increased limits provide coverage under Section I
for losses resulting from damage by perils insured
under the unit-owner’s own policy and in Section
II for losses that arise out of liability suits covered
under the terms of Section II of the policy. A

provision in the Loss Assessment Endorsement sets
a $1000 limit on payment for assessments that arise
from a deductible in the association’s property
insurance policy.

Homeowners 8 Modified Coverage Form

The homeowners forms were conceived as a pro-
gram for superior exposures in the dwelling field.
The discount offered for packaging of coverages
contemplates high insurance to value and reduc-
tion of adverse selection by the fixed relationships
among the property coverages. Although this con-
cept has operated satisfactorily in most instances,
some insureds, for one reason or another, were
not able to obtain coverage under the home-
owners package. One major class of buyers who
could not obtain coverage under the homeown-
ers forms consisted of owners of certain types of
older property. Some dwellings, for example, were
built many years ago, when labor-intensive tech-
niques characterized the home-building industry.
These dwellings often involve obsolete types of con-
struction or are too large in relation to the insured’s
needs. In most instances, the structure’s replace-
ment cost far exceeds their market value. Older,
obsolete dwellings can have a replacement cost of
$500,000 or more even though the market value is
$100,000 or $200,000. Owners of such property often
do not see any sense in insuring the building for
twice its purchase price. In addition, many insurers
are reluctant to provide replacement cost coverage
for the full replacement cost of such buildings.

To meet this dilemma, the Insurance Services
Office (ISO) introduced a new homeowners form
in 1978, the Homeowners Modified Coverage
Form 8. The coverage of Form 8 is similar to that of
Form HO-2, but there are several important limita-
tions. The two most important differences between
Form 8 and the other homeowners forms are the
following:

1. The policy does not include the standard replace-
ment cost provision contained in other home-
owners forms but substitutes a unique functional
replacement cost approach to building losses.

2. Theft coverage applies on premises only, and is
limited to $1000 per occurrence.

Form 8 Loss Settlement Provisions Because
many dwellings insured under Form 8 are older
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dwellings constructed during periods when labor-
intensive methods characterized the building
trades, replacing parts of a damaged building could
be prohibitive in cost. Instead, for partial losses,
the contract agrees to make “functionally equivalent
repairs.” The insurer agrees to pay the amount nec-
essary to repair the damage but not more than the
cost of using common construction materials and
functionally equivalent methods that are less costly
than obsolete, antique, or custom construction
materials and methods. This means that hand-
plastered walls will be replaced with plasterboard,
and marble will be replaced with Formica. If the
building is not repaired, payment is limited to the
lowest of the limit of insurance, the property’s
market value (excluding the land), or the actual
cash value of the loss. There is no functional replace-
ment formula like the replacement cost formula in
other homeowners forms.

Although the coverage of Form 8 is more lim-
ited than that of the other homeowners forms, the
introduction of this form has made package buying
available to many personal insurance buyers who
previously were forced to purchase individual pack-
ages. Despite the limitations of the form, Form HO-8
represents a more attractive alternative than the
separate contracts that would otherwise be required
to provide the same coverage.

HOMEOWNERS SECTION I
OPTIONAL COVERAGES

Although the homeowners forms constitute an
attractive package of protection for the average
family, several optional coverages are available by
endorsement. We have noted some of these: the
inflation guard and guaranteed replacement cost
endorsements, and the replacement cost endorse-
ment for personal property. In addition, the follow-
ing are noteworthy optional endorsements.

Optional Perils

Four endorsements are available to extend the
policy’s coverage to include additional perils: the
Sinkhole Collapse Endorsement, the Earthquake
Endorsement, Refrigerated Property Coverage
Endorsement, and the Water Back Up and Sump
Overflow Endorsement.

Sinkhole Collapse All homeowners forms except
HO-4 and HO-6 may be endorsed to provide cover-
age against sinkhole collapse. The sinkhole collapse
peril covers damage to insured property caused by
underground erosion of limestone or similar rock
caused by water. The cost of filling the sinkhole is
not covered.

Earthquake The Earthquake Endorsement modi-
fies the basic Earth Movement exclusion of the
policy, reimbursing for loss to insured property
resulting from earthquake or volcanic eruption,
excluding only loss by flood or tidal wave gener-
ated by these catastrophes. The coverage does not,
of course, apply to damage to the land, and it is
subject to a percentage deductible. In most juris-
dictions, the deductible is 5 percent of the value of
each item insured. In some jurisdictions, where the
earthquake hazard is severe, a larger deductible is
used.

Refrigerated Property Coverage The Refriger-
ated Property Coverage Endorsement (HO 04 98)
covers damage to property stored in freezers or
refrigerators against loss caused by the interruption
of electrical service to the refrigeration unit or by the
unit’s mechanical failure. The coverage is subject to
a $500 limit and is subject to a $100 deductible.

Water Back Up and Sump Overflow The Water
Damage exclusion of all homeowners forms specif-
ically denies liability for water damage, which is
defined to include “water which backs up through
sewers or drains and which overflows from a sump.”
In most jurisdictions, this exclusion can be elimi-
nated by endorsement for an additional premium.
The Water Back Up and Sump Overflow endorse-
ment (HO 04 95) provides coverage for direct
physical loss, not caused by the negligence of
an “insured,” to covered property that is caused
by water that backs up through sewers or drains or
water that overflows from a sump. Coverage for
water damage that overflows from a sump applies
even if the overflow results from the mechanical
breakdown of the sump pump. There is no cover-
age, however, if the water back up or sump pump
overflow was caused by flood. Damage to the
sump pump or related equipment that is caused by
mechanical breakdown is excluded. The insured
may select a limit of $10,000, $15,000, $20,000,
or $25,000, and the coverage is subject to a $250
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deductible. The deductible does not apply to loss
under Coverage D, Loss of Use.

Other Endorsements

Other endorsements are available to provide cover-
age for exposures that are uncommon and for which
the average insured may not require coverage.
Making coverage for such exposures available as
an option isolates the costs associated with the
exposure so only those who need the coverage are
required to pay for it.

Other Members of Your Household The growth
of nontraditional households has prompted the
insurance industry to change some of its policy
provisions. The definition of insured in the home-
owners policy, for example, does not extend cover-
age to a resident of the named insured’s household
who is not a relative and is not a person under age 21
in the care of an insured. In the year 2000 revision
of the program, ISO introduced a new endorsement
titled Other Members of Your Household (HO 04 58)
that addresses this problem. The endorsement may
be used to modify the definition of insured to
include a person of any age or gender living with
the named insured to share expenses or in a per-
sonal relationship. The effect is similar to provid-
ing a HO-4 policy for the person named; coverage
applies to personal property the insured owns or
uses under Section I, and the individual is an insured
for the liability coverage under Section II. There is
an additional premium for the endorsement.

Assisted Living Care Coverage A second area
in which changing family patterns are recognized
concerns the elderly. Often, the insured must place
a relative (who need not be a household resident)
into a care facility. A new Assisted Living Care Cover-
age endorsement (HO 04 59) extends the definition
of insured to provide coverage on personal property
of such relatives. Internal limits apply on personal
property for items such as hearing aids, eyeglasses,
wheelchairs, and false teeth. Coverage is also pro-
vided for additional living expense in the event of
loss or damage to the assisted living facility. Finally,
the endorsement extends the Section II liability cov-
erage of the policy to provide comprehensive per-
sonal liability coverage for the designated relative.
There is a premium charge for the endorsement.

Scheduled Personal Property Endorsements

The Scheduled Personal Property Endorsements
(HO 04 60 and HO 04 61)) are used when specific
open-peril coverage is to be provided on valuable
items such as jewelry and furs, silverware, musical
instruments, cameras, and stamp and coin collec-
tions. The coverage available under these forms is
discussed in the next chapter.

Nonbuilding Replacement Cost The Home-
owners forms cover “other structures that are not
buildings” at actual cash value. Examples of such
structures include fences, mailboxes, light poles,
satellite dishes, and swimming pools. Replacement
Cost Settlement for Certain Non-Building Structures
(HO 04 43) can be used to convert some of these
structures to replacement cost loss settlement. To
qualify, the other structure must be constructed
of reinforced masonry, metal, fiberglass, or plastic
materials. Structures made of wood do not
qualify.

Coverage on Computers Computers are not
scheduled under the Scheduled Personal Property
Endorsement but may be insured under a spe-
cial computer coverage endorsement (HO 04 14).
Although there is no specific exclusion of comput-
ers under the blanket personal property, the named-
peril coverage for sudden and accidental damage
by artificially generated electrical current specifi-
cally excludes damage to tubes, transistors, elec-
tronic components or circuitry, eliminating cover-
age for a major cause of loss to computers and
their equipment. The Special Computer Coverage
Endorsement provides open-peril coverage on the
insured “computer equipment.”

Owned Golf Carts Coverage is available for phys-
ical damage to owned golf carts by endorsement
to the homeowners policy. The Owned Motorized
Golf Cart—Physical Loss Coverage Endorsement
(HO 05 28) covers loss to an owned motorized
golf cart, including permanently installed acces-
sories and equipment, scheduled in the endorse-
ment. Coverage is on an open-peril basis, with
the option of including or not including collision.
Coverage is subject to a $500 deductible. Physical
damage coverage on other recreational motor
vehicles is usually written under a recreational
motor vehicle policy, which combines physical
damage coverage with liability coverage.
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IMPORTANT CONCEPTS TO REMEMBER

vacancy
unoccupancy
consequential damage
Loss Assessment additional

coverage
Ordinance or Law additional

coverage

Scheduled Personal Property
Endorsement

Earthquake Damage Assumption
Endorsement

Ordinance or Law exclusion
Earth Movement exclusion
Power Failure exclusion

Neglect exclusion
Special Personal Property

Coverage Endorsement
sinkhole collapse
hostile fire
friendly fire

QUESTIONS FOR REVIEW

1. Without going into great detail, explain the essen-
tial difference among the Homeowners 2 Broad Form,
the Homeowners 4 Tenant’s Form, and the Homeowners
3 Special Form.

2. For each of the following losses, indicate whether
coverage would or would not be provided under the
Homeowners 3 Special Form:

a. A hot water heater explodes.
b. The insured’s automobile damages the garage.
c. Trees are vandalized.
d. Freezing of pipes causes damage.
e. A set of snow tires is stolen from the garage.

3. With respect to each of the following losses, indicate
whether coverage would or would not be provided under
the Homeowners 2 Broad Form:

a. A delivery truck backs over the insured’s prize cherry
tree.

b. The insured backs his or her car over a 10-speed bi-
cycle.

c. Overflow of a bathtub causes damage to a kitchen
ceiling.

d. An airplane ticket is stolen from the insured’s motel
room.

e. Lightning damages the picture tube of a television
set.

4. Identify the perils included in the Homeowners 2
Broad Form that are not contained in the Homeowners
8 Modified Coverage Form. With respect to those perils
that are included in both forms, indicate the manner in
which the coverage under the Broad form is broader than
the coverage for the same peril under the Basic form.

5. Owing to a power transformer burnout, the entire city
in which you live is without power for four days. There is
some inconvenience, but your greatest loss is the damage
to your freezer when the meat within it spoils. The freezer
is unusable, and the meat is a total loss. Would you expect
the loss of the freezer or the meat to be covered under the
Homeowners 2 Broad Form? Why or why not?

6. Your parents are planning a two-month trip to
Europe. Your father, assuming you are an expert in the
field of insurance, asks you if the house being empty for
two months will affect the coverage under his homeown-
ers policy. You examine the policy and find that it is a form
HO-3. What do you tell him?

7. Briefly explain the doctrine of concurrent causation.
In what ways have the homeowners policies been modi-
fied in response to this doctrine?

8. The theft coverage under the homeowners policies is
subject to a number of exclusions and other limitations.
Identify the exclusions applicable to the theft peril and
any other limitations imposed by the homeowners forms
with respect to theft losses. For each of the exclusions or
limitations identified, indicate the manner in which addi-
tional protection might be obtained.

9. List and briefly explain the general exclusions under
Section I of the homeowners forms. Which of these exclu-
sions can be deleted or modified?

10. Explain the special exposures of a condominium
unit-owner that led to the development of a separate
homeowners form for such individuals. Explain the man-
ner in which these exposures are handled under the Con-
dominium Unit-Owner’s form.

QUESTIONS FOR DISCUSSION

1. Your homeowners policy is about to be renewed.
It is written to cover your dwelling for its original con-
struction cost. The policy is a Homeowners Form HO-3
and is standard in all respects: The coverages are all
standard percentages, and no policy endorsements or

modifications exist. What changes to this basic contract
should you consider?

2. Josh Jones is insured under a Homeowners Form
HO-3, with $50,000 in coverage on the dwelling and stan-
dard amounts on all other coverages. Jones borrows a
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neighbor’s camping trailer and while attempting to back
it into his garage, hits the garage door. The damage to
the borrowed trailer is $425 and to the garage door, $300.
Unfortunately, the neighbor is an impoverished college
student and does not have any insurance on the trailer.
Indicate, with reference to the specific policy provisions
applicable, whether Jones’s policy will apply to the trailer
and to the garage.

3. The Homeowners Special Form insures the dwelling
on an open-peril basis. What perils that are not cov-
ered under the Broad Form would be covered under the
Special Form?

4. Sue and Mary share a small apartment. Some of
the property in the apartment belongs to Sue and some

belongs to Mary, and some items are owned jointly. Mary
purchases a Homeowners 4 Contents Broad Form (ten-
ant’s form), with herself as the named insured. What cov-
erage is provided under this form for the personal property
owned by Mary, by Sue, and by the two jointly?

5. A distant uncle dies, leaving you his $150,000 con-
dominium unit in Aspen, Colorado. It is rented to skiers
during the winter months and managed by a local realtor.
You elect to spend your summers living in the unit. On
investigation, you find that the uncle has been insured
under a Homeowners Form HO-6, with $25,000 in cover-
age on the unit’s contents. All other features of the policy
are standard. What modifications in this policy would you
consider?
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CHAPTER 26

OTHER PERSONAL FORMS OF
PROPERTY INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Describe the purpose and uses of the monoline dwelling forms

• Explain how coverage under the mobilehome program differs from coverage on dwellings
under the homeowners program

• Identify the coverage limits on residential property available under the National Flood
Insurance Program

• Explain the reasons that an individual might choose to purchase scheduled coverage under
an inland marine floater

• Identify the classes of property that may be insured under the scheduled coverage endorsement
to the homeowners forms

• Explain the coverage features of watercraft policies

Although the homeowners policy does an adequate
job of protecting the assets of persons eligible for
coverage, some properties are ineligible for a home-
owners policy. In addition, although the homeown-
ers policy protects many types of personal property
owned by individuals, some property is excluded,
and the coverage on other classes is limited.
Finally, while the homeowners policy protects
against a wide range of perils, it does not cover flood,
and protection against this peril must be obtained
separately. For these reasons, additional forms of

coverage are often needed by persons with special-
ized exposure.

In this chapter, we conclude our discussion of
property insurance for the individual and the family
with a brief look at several additional forms of
protection. The specific coverages that remain to
be considered include the monoline dwelling poli-
cies, the Mobilehome Policy, the National Flood
Insurance Program, and inland marine coverages
designed for personal exposures. In addition, we
will briefly discuss title insurance. Although title

462



CHAPTER 26 OTHER PERSONAL FORMS OF PROPERTY INSURANCE 463

insurance is a different form of insurance coverage
from those we have encountered, it represents an
important part of the property owner’s protection
and is appropriate to include in this section. Finally,
we will examine the process of purchasing prop-
erty insurance and provide some additional guide-
lines in this area, applying the principles originally
encountered in Chapter 3.

MONOLINE FIRE DWELLING
PROGRAM

Although the homeowners forms represent the most
attractive approach to insuring residences and their
contents, many dwellings are ineligible for cov-
erage under one of these forms. Such properties
must be insured under monoline forms, which have
less demanding eligibility requirements. The mono-
line forms used to insure residential property are
referred to as dwelling forms. As monoline forms,
the dwelling policies have traditionally differed from
the homeowners policies in that they do not pro-
vide personal liability insurance or personal theft
coverage. (Theft coverage and personal liability
coverage are available under the dwelling policies
by endorsement.) Although the coverage of the
dwelling policies is somewhat narrower than that of
the homeowners policies, the dwelling policies pro-
vide an alternative for those property owners whose
buildings are ineligible for one of the homeowners
forms.1

Current Dwelling Program

There are three forms in the Dwelling 2002 program,
designated the Dwelling Property 1 Basic Form (DP
00 01), Dwelling Property 2 Broad Form (DP 00 02),
and the Dwelling Property 3 Special Form (DP 00 03).

1 Residential property may be ineligible for coverage under the
homeowners program for various reasons. One major class of
dwellings that is ineligible for homeowners coverage consists of
rental property. All jurisdictions require that dwellings insured
under homeowners forms must be owner occupied. Another
class of ineligible dwellings consists of rooming and boarding
houses. The homeowners program permits no more than two
roomers or boarders per family. A residence insured under the
dwelling program may have up to five roomers or boarders.
Finally, many low-valued dwellings and older structures that
do not meet the strict underwriting requirements of the home-
owners program may be insured under the dwelling policies.

The principal difference among the forms is with
respect to the covered causes of loss. As its title indi-
cates, the Basic Form provides the most limited cov-
erage available on dwellings and their contents. The
form makes provision for three coverage levels. The
first level consists of coverage for loss by fire, light-
ning, and internal explosion. For an additional pre-
mium, coverage may be extended to include eight
additional perils (windstorm and hail, explosion,
riot or civil commotion, aircraft, vehicles, smoke,
and volcanic eruption). For an additional premium,
coverage is extended to include vandalism and
malicious mischief. The Broad Form includes the
perils of the Basic Form, plus additional named
perils. The Special Form insures the dwelling and
other structures on an open-perils basis and insures
personal property for the same perils as the Broad
Form. All three forms may be endorsed to include
coverage for loss by theft. In addition, personal lia-
bility coverage may be added by endorsement.

Eligibility

The dwelling forms may be used to insure most
dwelling property, including dwellings in the course
of construction, whether or not owner-occupied.
The dwelling program is not intended to be used
for insuring farm property but may be written to
cover a wide variety of other dwellings. Even trailer
homes may be insured, provided they are at a fixed
location and meet other eligibility requirements.2

Coverages under the Dwelling Program

There are five insuring agreements used in the
Dwelling ’89 policies:

Coverage A Dwelling
Coverage B Other Structures
Coverage C Personal Property
Coverage D Rental Value
Coverage E Additional Living Expense

2 More specifically, a dwelling policy may be used to insure
a dwelling building used exclusively for dwelling purposes
(except permitted incidental occupancies) with no more than
four apartments and with no more than five roomers or boarders
in total. Incidental occupancies permitted include business or
professional occupancies and other occupancies, such as barber
shops, beauty parlors, and photographers’ studios, with not more
than two persons at work at any one time.
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All forms include coverages A, B, C, and D, and
the terminology affecting these coverages is iden-
tical under all three forms. Coverage E (Additional
Living Expense) is included only in the Broad and
Special Forms but is available by endorsement to
the Basic Form. In addition to these coverages,
each of the forms contains extensions entitled Other
Coverages, which parallel the additional coverages
of homeowners policies.

Differences between Dwelling Forms and

Homeowners Forms Our previous analysis of
the homeowners program and the forms that are
contained in that program permit a somewhat
briefer discussion of the dwelling program forms. In
general, each of the three dwelling forms parallels
the homeowners form with the same designation,
subject to the following six exceptions.

1. The dwelling forms do not include the peril of
theft of personal property. Coverage for loss by
theft is available by endorsement.

2. The dwelling forms do not include personal lia-
bility coverage (as provided under Section II of
the homeowners policy). Personal liability cov-
erage is available as an option for an additional
premium.

3. Coverage on property away from the insured
premises is limited to 10 percent of the on-
premises limit under all three forms.

4. In addition to the classes of personal prop-
erty excluded under the homeowners forms, the
Dwelling Basic Coverage Form excludes boats
other than rowboats and canoes.

5. The dwelling forms do not provide coverage on
money or valuable papers.

6. The dwelling forms do not contain the special
liability limits for certain types of personal prop-
erty (money, watercraft, trailers, jewelry, firearms,
silverware) that are found on homeowners
forms.

A special provision in the definition of personal
property provides automatic transfer of coverage for
30 days at a new location, which is to be used as
the insured’s residence. Coverage applies at the new
location and ceases to apply at the older location.

During the removal period, the property at each
location is covered on a pro rata basis. Property in
transit is covered only to the extent of the 10 percent
off-premises extension.

Endorsements to the Dwelling

Program Forms

Various endorsements are available to modify
the Dwelling 2002 forms. They include Automatic
Increase in Insurance Endorsement, Sinkhole
Collapse Endorsement, Dwelling Under Construc-
tion Endorsement, Condominium Unit-Owners
Coverage Endorsement, and a Loss Assessment
Endorsement, whose coverage parallels the cover-
age under the homeowners program.

Modified Loss Settlement Endorsement

(DP 00 08) The Modified Loss Settlement Endorse-
ment (DP 00 08) is used only with the Dwelling
Property 1 Basic Form to provide coverage equiva-
lent to Form DP-8, which was withdrawn in the 1989
revision. It modifies the loss-settlement provisions of
the Basic Form to coincide with those of the Home-
owners 8 Modified Coverage Form. In the event
of a partial loss, payment is made on a functional
cost basis, that is, the cost to replace the damaged
property using common construction methods and
materials. In the event of a total loss, coverage is
limited to the lesser of the cost to repair the property
or the market value of the property exclusive of
land.

Dwelling Program Theft Endorsements A
dwelling policy does not automatically include cov-
erage for theft, but the policy may be endorsed to
cover it. Coverage is available on a limited or broad-
form basis.

Broad-Form Theft Coverage Endorsement The
Broad-Form Theft Coverage Endorsement (DP 04 72)
may be used with any dwelling policy written on a
dwelling, co-op, or condominium unit that is owner-
occupied. In addition, the endorsement may be
written for a named insured who is a tenant in
an apartment. The insured may elect on-premises
coverage only or on-premises and off-premises



CHAPTER 26 OTHER PERSONAL FORMS OF PROPERTY INSURANCE 465

coverage, but off-premises coverage is unavailable
alone. The minimum limit for on-premises or off-
premises coverage is $1000.

The Broad-Form Theft Coverage Endorsement
provides essentially the same theft coverage as does
the Homeowners Broad Form (HO-2). The endorse-
ment contains its own definition of insured property.
It excludes some property classes,3 and imposes
dollar limits on some classes.4

Limited Theft Coverage Endorsement The
Limited Theft Coverage Endorsement (DP 04 73) is
designed to insure personal property of landlords
located in dwellings, co-ops, condominiums, or
apartments occupied by others. Coverage is limited
to property owned or used by the insured or spouse,
and applies only on premises. In addition to those
items excluded under the Broad Form, the Limited
Form excludes money and valuable papers, jewelry
and furs, and silverware. The Limited Form includes
the same dollar limits as the Broad Form on water-
craft and their trailers, other trailers, and firearms.
Finally, the Limited Theft Endorsement excludes
losses caused by a tenant, roomer or boarder,
members of the tenant’s household, or employees
of any of these persons.

Personal Liability Supplement to Dwelling

Policies Unlike the homeowners policy, a dwelling
policy does not automatically include liability
coverage. The policy may be endorsed, however,
to provide personal liability coverage.

3 The excluded property classes are aircraft, hovercraft, motor
vehicles, their equipment and accessories, property held as a
sample or for sale or delivery after sale, business property, ani-
mals, birds, fish, and property of tenants who are not related to an
insured. There is also an exclusion of credit cards or fund transfer
cards and property separately described and specifically insured
by other insurance. Some property is excluded only while away
from the premises, such as property at a location owned, rented
to or occupied by an insured, except while the insured is residing
there, property in the custody of a laundry, cleaner, tailor, presser
or dryer, and property in the mail.
4 The property classes and the dollar limits are the following:
$1500 on watercraft, their trailers, furnishings, equipment and
outboard motors; $1500 on other trailers; $2500 on firearms;
$200 on money, bank notes and precious metals; $1500 on secu-
rities and valuable papers; $1500 on jewelry, watches, and furs;
and $2500 on silverware, silver-plated ware, goldware, gold-plated
ware, and pewterware.

MOBILEHOME PROGRAM

Coverage for mobilehomes may be provided by
endorsement to a homeowners policy.5 The rules
allow combining a Homeowners 2 Broad Form
or Homeowners 3 Special Form with Mobilehome
Endorsement MH 04 01. The Mobilehome Endorse-
ment tailors the homeowners forms to accommo-
date the needs of mobilehome owners. This pro-
vides the same coverage for mobile homes as for
conventional dwellings, modified as appropriate. In
addition, the endorsement may be used with the
Homeowners 4 Contents Broad Form for a mobile-
home tenant.

Eligibility

A Mobilehome Policy may be written on a mobile-
home designed for portability and year-round living
and that is not less than 10 feet wide and 40 feet
in length. These requirements are imposed to
eliminate from eligibility the small trailers of a
camper type that may be pulled by private passen-
ger automobiles. Such trailers are insured under the
auto policy. To be eligible for coverage under the
Mobilehome Policy, the unit must be a trailer; that
is, it must be a portable unit, designed and built to
be towed on its own chassis, comprising a frame
and wheels, and must be designed for year-round
living.

Coverage on the Mobilehome

Coverage A provides protection on the mobilehome
described in the declarations. The Mobilehome

5 Standard approaches to insuring mobilehomes have existed
since the 1960s. In the early forms, coverage was provided
for named perils based on the Homeowners Broad Form but
otherwise followed the approach used in providing auto phys-
ical damage insurance. This automobile approach to insuring
mobilehomes based the premium on the age and original price
of the mobilehome structure. As a corollary, loss settlement was
based on the structure’s actual cash value at the time of loss,
and losses were settled in much the same way as auto physi-
cal damage claims. ISO introduced a homeowners underwriting
approach for mobilehomes in 1984. The change from the auto-
mobile approach to insuring mobilehomes to the homeowners
approach rests on the premise that modern mobilehomes tend
to increase in value over time, as do conventional homes, rather
than depreciate, as cars do.
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Endorsement amends Coverage A to include utility
tanks attached to the mobilehome and permanently
installed floor coverings, appliances, dressers and
cabinets, and other built-in or attached items of
a similar nature. When coverage is written for at
least 80 percent of replacement cost value, coverage
applies on a replacement cost basis. The policy can
be endorsed to provide coverage on an actual cash
value basis. The mobilehome endorsement adds a
provision deleting the ordinance or law additional
coverage of the homeowners policy to which the
endorsement is attached.

A special provision related to loss settlement has
been added, reflecting the difficulties that can arise
in repairing a mobilehome when part of a series of
panels used in the unit’s construction is damaged.
In the event of damage to pieces or panels of the
mobilehome, the insurer agrees to pay the reason-
able cost to do the following:

a. Repair or replace the damaged part to match the
remainder as closely as possible

b. Provide an acceptable decorative effect or use as
conditions warrant

So, if the repairs to the unit result in a mismatch
(appearance damage), the insurer will pay for
recovering (or perhaps painting?) the unit.

Coverage on Personal Property The basic limit
of personal property coverage under the mobile-
home program is 40 percent of the limit on the
mobilehome rather than the standard 50 percent
under other homeowners forms. The justification
for the reduced limit of contents coverage is that a
substantial number of normal contents items are
“built in” in mobilehomes. The coverage on con-
tents may be increased if the need exists.

Loss of Use Loss of Use coverage is 20 percent of
the Coverage A limit.

Property Removal The Property Removal cover-
age is expanded to cover the expense of moving the
mobile home when such movement is required to
escape damage from an insured peril. The endorse-
ment provides up to $500 for this expense, but the
limit may be increased (up to $2500) for an addi-
tional premium.

Transportation/Moving Endorsement Coverage
for damage to the mobilehome while being
moved is covered under the Transportation/Moving

Endorsement (MH 04 03). This endorsement
extends the policy for 30 days to cover collision,
upset, stranding, or sinking while being moved to a
new location. An additional premium is required.

Lienholders Single Interest Endorsement

When the mobilehome is financed by a dealer
on a time-payment basis or when a lienholder is
interested in the unit, special coverage protecting
the interest of such parties may be provided
under the Lienholders Single Interest Endorsement
(MH 04 04). This endorsement, which insures the
interest of the vendor or lienholder only, provides
protection against loss resulting from collision,
conversion, embezzlement, or secretion of the
mobilehome by the insured.

FLOOD INSURANCE

Until enactment of the Housing and Urban Devel-
opment Act (HUD) of 1968, which initiated the
National Flood Insurance Program (NFIP), flood
insurance on fixed-location property was available
only on a limited basis. The HUD Act of 1968 created
a federally subsidized flood insurance program,
with which flood insurance became available to
individuals and businesses.

General Nature of the Program

The National Flood Insurance Program (NFIP) is
under the jurisdiction of the Federal Insurance and
Mitigation Administration in the Federal Emergency
Management Agency (FEMA). Flood policies are
issued by the NFIP and private insurers, participating
in the cooperative program referred to as the Write-
Your-Own Program. Private insurers issue flood
insurance policies on behalf of the NFIP and
are reinsured 100 percent against loss. The NFIP
reimburses private insurers participating in the
Write-Your-Own Program for losses that are not cov-
ered by premiums and the investment income on
those premiums. Coverage written by the private
insurers and the federal government is sold by
private insurance agents who are paid a commis-
sion for the coverage sold.

Eligible Communities The NFIP is open to any
community that pledges to adopt and enforce
land control measures designed to guide the



CHAPTER 26 OTHER PERSONAL FORMS OF PROPERTY INSURANCE 467

TABLE 26.1 Limits on Residential Property under Federal Flood Insurance Program

Emergency Program Total Insurance Available

Single family dwelling $35,000a $250,000
2–4 family dwelling 35,000a 250,000
Other residential 100,000a 250,000
Residential contents 10,000 100,000

a$50,000 is available for 1 to 4 family dwellings and $150,000 for other residential in Alaska,

Guam, Hawaii, and U.S. Virgin Islands.

Source: National Flood Insurance Manual, 2013.

community’s future development away from flood-
prone areas. Cities, counties, or other governmental
units seeking approval for the sale of flood insur-
ance must take the initiative and submit an official
statement to FEMA indicating a need for the insur-
ance and a desire to participate in the program. To
become eligible for the insurance, the community
must agree to adopt certain land use and flood con-
trol measures, including zoning ordinances that pro-
hibit new construction in areas where there is more
than a 1 percent chance of flooding each year.

Once the community has agreed to adopt the
specified controls, it becomes eligible for the
Emergency Program. Under this program, coverage
is available on eligible properties, up to specified
limits, at subsidized rates. Although the program
originally provided coverage only for residential
property, the eligibility has been expanded. Today,
nearly all residential, industrial, commercial,
agricultural, and public buildings are eligible for
coverage. Subsidized coverage is available under
the Emergency Program for up to $35,000 on single-
family dwellings and up to $100,000 on other
eligible structures, and up to $10,000 on residential
contents and $100,000 on nonresidential contents.
A community enters the Regular Program when the
detailed flood risk study has been completed (or
waived by FEMA), and the community adopts flood-
plain management ordinances. Increased amounts
of coverage are available once the community
enters the Regular Program, and the rates vary
with the areas’ loss probability. An individual in an
area with a low risk of flooding and no prior loss
experience is eligible for a Preferred Risk Policy with
premiums that start at $129 per year. Rates under the
Regular Program are actuarially determined. The
amounts of coverage under the Emergency Program
and the Regular Program are summarized in
Table 26.1.

Rate Maps The additional amounts of insurance
available under the Regular Program are not at
subsidized rates but are actuarial rates calculated
to consider the loss probability in the commu-
nity. Maps of participating communities indicate the
flood hazard degree so actuarial premium rates can
be assigned on properties. The initial map of a com-
munity is known as the Flood Hazard Boundary
Map, and the official map detailing the actuarial
risk for the community is called the Flood Insurance
Rate Map (FIRM).

Other Important Provisions Over the years,
Congress has made several attempts to encourage
individuals to purchase flood insurance. In 1973,
amendments to the National Flood Insurance Act
required individuals in Special Flood Hazard Areas
to purchase flood insurance as a condition of receiv-
ing any federal financial assistance for acquisition
or construction.6 This means that property owners
in those communities where flood insurance is avail-
able and whose property is located in a Flood
Hazard Area must purchase flood insurance to qual-
ify for federal loans or for federally assisted or
insured loans (VA, FHA, and so on).

Following the floods of 1993, when many home-
owners were found lacking flood insurance, the
National Flood Insurance Reform Act of 1994 gave
lenders the responsibility of ensuring flood insur-
ance was purchased. Federally regulated lenders
and federal agency lenders must require flood insur-
ance on properties in Special Flood Hazard Areas
when making, increasing, extending, or renewing
a loan, and the coverage must be maintained for

6 A Special Flood Hazard Area is specifically designated land
within a community that has at least a 1 percent chance of flood-
ing in a year.
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the loan’s term. More recently, the Flood Insurance
Reform Act of 2012 (discussed later) increased the
civil penalties on lenders that fail to require flood
insurance.

The Flood Insurance Policy

The Dwelling Form of the Standard Flood Insur-
ance Policy is designed for one-family to four-family
noncondominium residential dwellings and for a
single-family unit in a condominium building. It is
a simplified language form that generally follows
the format of contracts used by private insurers for
property insurance coverage. A number of signifi-
cant differences, outlined next, are dictated by the
nature of the flood peril.

Protection under the flood insurance policy is
provided under four items, designated Coverages
A, B, C, and D, which insure the dwelling, personal
property, debris removal, and other loss avoidance
measures, and increased cost of compliance due
to a state or local floodplain management law or
ordinance. The debris removal coverage is included
in the coverage limit applicable to the property
insured although it is set forth in a separate insur-
ance agreement.

Insurance Agreement The dwelling flood policy
provides coverage for “direct physical loss by or
from flood” as defined in the contract. Flood is
defined in the policy as the following:

1. A general and temporary condition of partial or
complete inundation of two or more acres of
normally dry land area or of two or more proper-
ties (at least one of which is your property) from
the following:

a. Overflow of inland or tidal waters

b. Unusual and rapid accumulation or runoff of
surface waters from any source

c. Mudflow

2. Collapse or other subsidence of land along the
shore of a lake or similar body of water as a result
of erosion or undermining caused by waves or
currents of water exceeding anticipated cyclical
levels that result in a flood as defined in (1.a)
above.

Flood must be a general condition. This is rein-
forced by specific water damage exclusions that are

substantially confined to the dwelling or within the
insured’s control. The policy also excludes water
that backs up through sewers or drains, comes from
a sump pump, or seeps through covered property,
unless caused by a flood. This means the policy will
not cover as flood damage inundations from a bro-
ken or stopped-up sewer or a faulty sump pump in
the insured’s basement.

The policy covers direct physical loss only. There
is no coverage or loss of revenue or profits, business
interruption, additional living expense, or any other
economic loss.

Building Coverage The dwelling is covered, as are
certain dwelling additions and extensions. In addi-
tion to the dwelling, a 10 percent extension cov-
ers a detached garage on the premises, but it does
not provide an additional amount of coverage. A
special provision applies if the dwelling is a man-
ufactured (or mobile) home or travel trailer in a
Special Flood Hazard Area. In that case, the dwelling
must be anchored to the ground.7 The policy con-
tains an extensive list intended to clarify which
property is to be covered under Coverage A, rather
than B. This includes such things as awnings and
canopies, built-in dishwashers, central air condi-
tioners, outdoor antennas, refrigerators, and perma-
nently installed wall mirrors.

There is a specific exclusion of land values, lawns,
trees, shrubs, and plants. Fences, outdoor swimming
pools, and waterfront structures (e.g., docks and
wharves) are excluded, as are walks, driveways, or
other paved surfaces outside the building. Under-
ground structures (like wells), hot tubs and spas that
are not bathroom fixtures, and swimming pools are
excluded.

Coverage for basement property is limited to
specific property classes. Coverage is provided for
such items as central air conditioners, sump pumps,
furnaces, fuel tanks, and nonflammable insulation.
The items must be installed in their functioning
locations and, if necessary for their operation, con-
nected to a power source.

Finally, flood policies exclude buildings and their
contents if more than 49 percent of the building’s
cash value is below ground unless the lowest level

7 There is an exception if the dwelling has been continuously
insured by the NFIP at the same location since September 30,
1982.
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is above the one in 100-year floodplain and the prop-
erty is below ground for energy efficiency reasons.

Like the homeowners form, the Replacement
Cost coverage under the Dwelling Flood Insur-
ance Policy requires the structure be insured for
80 percent of its replacement cost. Replacement
cost is available only for a principal residence and
not for a vacation home.8

Personal Property When dwelling contents are
insured under the flood policy, the coverage applies
to personal property the insured or family mem-
bers own. At the policyholder’s option, the coverage
may be extended to cover the property of guests or
servants on the premises. Perhaps the most impor-
tant provision in this coverage is the stipulation that
contents are covered against loss by flood only while
inside a fully enclosed building on the premises.
There is no off-premises extension.

The policy imposes a $2500 aggregate limit on
artwork and collectibles, rare books or autographed
items, jewelry, furs, and business personal prop-
erty. There is no coverage for recreational vehicles;
currency, stamps, manuscripts, etc.; and aircraft and
watercraft. Self-propelled vehicles other than those
used to service the location or assist the handi-
capped are covered while they are located inside a
building on the insured location. As with the build-
ing coverage, coverage for personal property in a
basement is limited. Coverage is provided for air-
conditioning units, clothes washers and dryers, and
freezers and food in a freezer, if they are installed in
the functioning locations and connected to a power
source.

Tenant’s improvements and betterments are
covered up to 10 percent of the coverage amount
on the contents, but as with the garage extension,
this is not an additional amount of insurance.

Debris Removal and Other Coverages Cov-
erage C provides coverage for debris removal,
loss avoidance measures, and condominium loss
assessments. The debris removal provision pays for
expense incurred to remove nonowned debris on
or in insured property and owned debris anywhere.
This is an important limitation. The property owner
may incur significant expense in clearing away

8 For a mobilehome or travel trailer that is totally destroyed, the
NFIP will pay the lesser of its replacement cost or 1.5 times the
cash value.

debris after a flood, but the cost is covered only to
the extent of removing the covered property debris
or removing other debris from the covered prop-
erty. Reimbursement for debris removal is a part of,
and not in addition to, the coverage provided on the
dwelling or personal property.

Coverage for loss avoidance measures, such as
sandbags, pumps, and labor, is limited to $1000.
Coverage applies only if damage to the insured prop-
erty by flood is imminent. In addition, the cover-
age provides up to $1000 for reasonable expenses
to move insured property to protect it from flood.
The policy will cover the insured property at a new
location for 45 days, but the property must be inside
a fully enclosed building or otherwise protected
from the elements. Both of these limits are included
in the limits of liability for Coverages A and B. Finally,
coverage is provided, up to the Coverage A limit,
for the insured’s share of loss assessment charged
by a condominium association as a result of direct
physical loss by flood to the building’s common
elements.

Increased Cost of Compliance Finally, the policy
provides up to $30,000 for increased costs of compli-
ance due to a state or local floodplain management
law or ordinance that affects the repair of a struc-
ture that has suffered flood damage and is insured
under Coverage A. Certain eligibility requirements
apply. The building must be a repetitive loss structure
or have had flood damage exceeding 50 percent of
the building’s market value.9 The $30,000 is in addi-
tion to the Coverage A limits.

Inception of Coverage and Cancellation Provi-

sion There is a 30-day waiting period, after appli-
cation and the payment of the premium, before
a flood insurance policy becomes effective. This
waiting period is subject to two exceptions. The wait-
ing period does not apply to the initial purchase of
flood insurance in connection with making, increa-
sing, extending, or renewing a loan. The waiting
period also does not apply to the initial purchase of
flood insurance if the purchase occurs during the

9 A repetitive loss structure is one that has had previous covered
flood damage during the prior 10 years, and the cost to repair the
flood damage equaled or exceeded 25 percent of the building’s
market value at the time of each loss. The state community must
have a cumulative substantial damage provision or repetitive loss
provision in its floodplain management law.
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13-month period following the revision or update of
a Flood Insurance Rate Map (FIRM).

The policy may be canceled by the insurer only
for nonpayment of premium, and even in this case, a
20 days’ written cancellation notice is required. The
policy may be dropped by the insured at any time,
but if the insured retains title to the property, the
premium for the current term is considered fully
earned and there is no premium refund. If the
insured disposes of the property, the return premium
is calculated on a short-rate basis. Finally, if the com-
munity in which the insured property is located
ceases participation in the NFIP during the term of
the policy, the policy is deemed voided effective at
the end of the policy year in which the cessation
occurred and will not be renewed.

The Flood Insurance Reform Act of 2012 In
2012, Congress enacted major reforms to the NFIP
in response to growing concern about its financial
condition. The reforms were, in part, the result of
lessons learned from Hurricanes Katrina and Rita,
which struck the Gulf Coast in 2005 and caused
over 240,000 NFIP claims. Following the hurricanes,
the NFIP did not have adequate funds to cover
the losses, and Congress was forced to authorize
the program to borrow $20.8 billion from the U.S.
Treasury.

A review of the properties insured and losses
incurred under the program increased recogni-
tion of the subsidies that were being provided.
The U.S. Government Accountability Office (GAO)
estimated that roughly 29 percent of all properties
insured by the NFIP in 2003 had subsidized premi-
ums, with subsidies for residential dwellings averag-
ing 60 to 65 percent of the actuarially fair premium.10

Critics pointed out that many of these subsidized
properties were vacation homes in coastal areas,
likely owned by relatively affluent individuals.

A second concern was the existence of repeti-
tive loss properties, properties that had more than
one loss covered by the NFIP. The GAO estimated
that, in 2004, there were 49,000 repetitive loss prop-
erties among 4.4 million buildings insured by NFIP.
Although only about 1 percent of properties have
repetitive losses, they have historically accounted
for 25 percent to 30 percent of total losses in the
program.

10 Premium subsidies are granted for properties built before 1973.

Unfortunately, for many years, the Congress was
unable to agree on a package of reforms. When
the National Flood Insurance Act expired in 2008, it
was temporarily extended, and between 2008 and
2012, the Congress passed 17 temporary extensions.
Finally, in July 2012, President Obama signed the
Flood Insurance Reform Act of 2012.

The 2012 Act extends the NFIP for five years,
through September 30, 2017, and makes significant
changes to address the program’s solvency. Reforms
specifically target premium subsidies for proper-
ties, phasing them out for second homes, business
properties, severe repetitive loss properties , proper-
ties where flood losses have exceeded the property
value, and substantially improved or damaged
properties. Rates for these properties will increase
25 percent per year until they reach the full ac-
tuarial cost. For other properties, the annual cap
on premium increases is raised from 10 percent to
20 percent. If a homeowner refuses an offer of miti-
gation assistance following a major disaster, full
actuarial rates must be charged. In addition, pre-
miums for policies written on previously uninsured
or lapsed policies must be based on actuarial rates.

Also aimed at strengthening the financial condi-
tion of the program are requirements that NFIP pre-
miums reflect losses in catastrophic loss years when
setting premiums and that FEMA establish a reserve
fund to cover high loss years. FEMA must develop
detailed reporting and repayment plans whenever
it borrows from the U.S. Treasury to pay NFIP losses.

One element of the program is aimed at resolving
coverage disputes that were common in 2005: the
so-called “slab cases,” in which the only thing left
after the hurricane was the cement slab on which
the house had previously stood. In such cases, it
was often difficult to determine which damage was
caused by the hurricane’s wind (typically covered
by the homeowner’s policy) and which was caused
by the resulting flood (covered by the flood insur-
ance policy). Under the Consumer Option for an
Alternative System to Allocate Losses (COASTAL)
Act, part of the 2012 reforms, FEMA must create a
system for allocating losses between wind and water
in indeterminate (slab) cases, using data gathered
from public and private sources by the National
Oceanographic and Atmospheric Administration
(NOAA).

Among the other changes, the 2012 Act clarifies
that residential properties designed for five or more
families, calls for updating flood insurance maps
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and created a Technical Mapping Advisory Council
to address map modernization issues, specifies a
five-year phase-in for premium increases resulting
from updated flood maps, increases penalties on
lenders that failed to comply with flood insurance
purchase requirements, allows private insurance to
meet flood insurance purchase requirements, sets
minimum deductibles ranging from $1000 to $2000
depending on the property, and mandates a number
of studies that may result in future changes to the
program.

In spite of the significant changes, the NFIPs
financial challenges are expected to continue. In
October 2012, when the NFIP owed the U.S. Trea-
sury approximately $18 billion, Hurricane Sandy hit
northeastern United States, generating over 100,000
new claims. In January 2013, facing urgent warnings
the program would run out of money, the Congress
increased the NFIP borrowing authority by another
$9.7 billion, to a total of $30.5 billion. House Finan-
cial Services Committee chairman Jeb Hensarling
(R-Texas) has vowed to once again take up legisla-
tion to reform the program.

INLAND MARINE COVERAGE
FOR THE INDIVIDUAL

Although the homeowners forms do an adequate
job of insuring an individual’s personal property, in
some cases it may be desirable to specifically insure
certain items of personal property under the Inland
Marine Forms. Obvious examples would include
items of property that are specifically excluded
under the homeowners insurance, such as auto-
mobiles and recreational motor vehicles or items
on which the coverage afforded under the home-
owners policy is limited. For example, coverage on
boats and trailers is limited to $1500, and the theft
peril does not apply away from the premises. Theft
coverage on jewelry and furs under the homeown-
ers forms is limited to $1500 per loss. Perhaps not
so obvious is the need for broader coverage on
certain property classes than that afforded under
the named-peril coverage of the homeowners or for
valued coverage in the case of fine art or antiques.
In this section, we will examine some of the Inland
Marine Forms used as supplements to the home-
owners forms in providing coverage on the property
of the individual or family. In addition to the various

inland marine floater forms, we will examine insur-
ance for watercraft.

Personal Inland Marine Floaters

The term floater originally suggested a coverage that
protected property while away from the insured’s
premises. Prior to the introduction of the home-
owners forms, coverage on personal effects was
provided under monoline dwelling forms, which
offered only limited coverage on property away from
the premises. With the introduction of the world-
wide coverage of the homeowners forms, the term
floater has lost some of its original significance since
the coverage on personal property under the home-
owners forms “floats;” that is, it provides coverage
on the premises and off the premises. Nevertheless,
the term floater retains its original meaning of an
Inland Marine Form that provides coverage on prop-
erty that by its nature is mobile.

In addition to inland marine policies being orig-
inally designed to cover property away from the
insured’s premises, a second feature of these forms
is they generally provide coverage on an open-peril
basis. This is an attractive feature since it permits
the insured to obtain broad coverage on valuable
items. Today, floater coverage on personal property
is provided under Inland Marine Forms purchased
as a separate Personal Articles Floater or by endorse-
ment to the homeowners policy. We will not attempt
to discuss all the personal floater policies avail-
able but will limit our discussion primarily to those
coverages that may be included in the Homeowners
Scheduled Personal Property Endorsement.

Scheduled Personal Property Endorsement

The Homeowners Scheduled Personal Property
Endorsement provides open-peril coverage on nine
property classes under the same terms as if separate
contracts were purchased for each property type.11

Regardless of whether the coverage is purchased
as a separate floater policy or by endorsement to
the homeowners form, it is broad and provides
an attractive means of insuring valuable personal
property. The following discussion is based on

11 Jewelry, furs, cameras, musical instruments, silverware, golfers’
equipment, fine art (including antiques), stamp collections, and
coin collections.
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the coverage under the Homeowners Scheduled
Personal Property Endorsement. Coverage under
this form is nearly identical with the coverage on
the same items under a separate Personal Articles
floater.

Valuation Options There are two versions of
the Scheduled Personal Property Endorsement: one
that provides coverage on a valued basis and one
that provides coverage on a cash value basis or on
a replacement cost basis. Under the valued basis
endorsement, the amount for which an item is
insured is agreed to be the item’s value for loss
settlement purposes.

Scope of Coverage All property is covered on an
open-peril basis anywhere in the world, with exclu-
sions for different property that reflect the nature of
the property. Generally, each item insured is sched-
uled, with an amount of insurance applicable to
each. Insurers often require an appraisal of each
article before it is insured; however, the sales slip on
a recently purchased garment is sufficient to estab-
lish a value.

For some property classes (jewelry, furs, cameras,
and musical instruments), newly acquired property
of that insured class is covered automatically, sub-
ject to a limitation of 25 percent of the insurance
amount scheduled or $10,000, whichever is less,
and with the requirement that the acquisitions be
reported within 30 days and an additional premium
paid. However, the automatic coverage applies only
to the specific property classes insured at the time
the property is acquired.

Personal Furs Items eligible for coverage under
the insuring agreement for furs include garments
made of fur or trimmed with fur. It must be an
animal’s dressed pelt and not a manmade fabric. As
in the case of other scheduled property, an appraisal
or recent sales slip is usually required, and each
garment is insured for a stated value. Coverage may
be written on a cash value basis, for replacement
cost, or on a valued basis, depending on which of
the two Scheduled Personal Property Endorsements
is used.

Coverage on personal furs typifies the coverage
on property insured under the Scheduled Personal
Property endorsement. The breadth of the coverage
is indicated by there being only four exclusions.
The first eliminates loss caused by wear and tear,
gradual deterioration, or inherent vice (a quality

within a good that causes it to destroy itself); the
second excludes loss from insects or vermin; the
third excludes war; and the last excludes nuclear
radiation or nuclear contamination. As indicated
earlier, there is some automatic coverage for newly
acquired furs, provided the insured has existing cov-
erage for furs.

Personal Jewelry Personal jewelry is covered on a
similar basis as furs. Each item must be scheduled
with an amount of insurance applicable to each and
the indemnity may be on its cash value, replacement
cost basis, or on a valued basis. Again, an appraisal
is usually mandatory, or at least some verification of
the cost price must be established.

As in the case of the coverage on furs, there is a
limited amount of coverage for 30 days for newly
acquired property.

Silverware Another property class that may be
insured under the Homeowners Scheduled Per-
sonal Property Endorsement or under a separate
Inland Marine Floater is silverware. Coverage is pro-
vided on valuable silverware, silver-plated ware, and
the like. The coverage is similar to that provided
for jewelry as described previously. The major dif-
ference is there is no automatic coverage on addi-
tionally acquired items.

Golfer’s Equipment Golfer’s equipment may be
insured under a separate policy, or it may be cov-
ered under the Homeowners Scheduled Personal
Property Endorsement. Either form provides cov-
erage for golfing equipment, including clubs, golf
clothing (but excluding watches and jewelry), and
other clothing that is contained in a locker in a club-
house or other building used in connection with the
game of golf. The description of eligible property is
broad and could include a motor-driven golf cart.
The coverage is on an open-peril basis for most items
of property and most is written on a blanket basis.
However, the coverage for golf balls is not open peril
but is limited to the perils of fire and burglary.

Cameras Eligible equipment under the cameras
insuring agreement includes cameras, projection
machines, movable sound equipment, films, binoc-
ulars, and telescopes. As usual, the various items are
scheduled and a blanket item may be included to
provide coverage for miscellaneous articles such as
sunshades, filters, and so on. Newly acquired prop-
erty is insured automatically for 30 days but subject
to a limit of 25 percent of the amount of insurance
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or $10,000, whichever is less. The only exclusions
are those of the wear and tear variety, war, and
radioactive contamination.

Fine Art and Antiques Coverage under the Fine
Arts and Antiques insuring agreement is written to
protect art objects, such as paintings, statuary, rare
manuscripts, and antiques. The coverage is open
peril with the usual exceptions. In addition to the
standard open-peril exclusions of wear and tear,
gradual deterioration or inherent vice, and insects
or vermin, coverage on fine arts and antiques is
subject to three additional exclusions: the first
excludes damage caused by repairing, restoration,
or retouching process; the second excludes break-
age of certain fragile articles, unless the break-
age is caused by specifically named perils. Fragile
articles specifically listed in the contract to which
the breakage exclusion applies include art glass
windows, glassware, statuary, marble, bric-a-brac,
and porcelains. The exclusion is not limited to
these and can apply to other similar fragile arti-
cles. The specifically named perils for which cover-
age by breakage is provided are fire and lightning,
explosion, aircraft, collision, windstorm, earth-
quake, flood, malicious damage or theft, and derail-
ment of a conveyance. Coverage for breakage from
causes other than these named perils is avail-
able for an additional premium. When the insured
wishes to eliminate the exclusion of breakage, an
entry is made in the declarations section of the
endorsement.

The final exclusion applicable to antiques and
fine art eliminates coverage for loss by any cause to
property on exhibition at fair grounds or premises
of national or international expositions unless the
policy covers the premises. The purpose of this
exclusion is to alert the insurer to situations in
which an unexpected concentration of insured
values might occur. The exclusion requires the
insured to notify the insurer when property will be
exposed to loss at such locations.

It is customary to insure antiques and fine arts on
a valued rather than a cash value basis. Since this
means the insurance company agrees to the value
of each item insured and this is the value paid in
the event of a loss, appraisals are usually manda-
tory. Some insurance companies retain art apprais-
ers to advise them on values. Each insured item is
scheduled with an applicable insurance amount.
Newly acquired property is covered automatically

but subject to a limit of 25 percent relative to the
aggregate amount of the schedule. However, reports
of additional items must be made within 90 days and
the proper pro rata additional premium paid.

Postage Stamps and Rare and Current Coins

The property eligible for coverage under the stamp
and coin insuring agreement consists of postage
stamps including due, envelope, official, revenue,
match and medicine, covers, locals, reprints, essays,
proofs, and other philatelic property owned by or
in the custody or control of the insured, including
the books, pages, or mountings. The eligible coins
include rare and current coins, medals, paper
money, bank notes, tokens of money, and other
numismatic property owned by or in the custody
or control of the insured, including coin albums,
containers, frames, cards, and display cabinets in
use with such collection. The property in both cases
may be insured on a schedule or on a blanket basis.
There are no automatic coverages of newly acquired
property.

In addition to the customary exclusions, several
are unique to this contract. For example, damage
resulting from fading, creasing, denting, scratch-
ing, tearing, thinning, transfer of colors, or damage
arising while the property is being worked on is
excluded. The policy excludes any mysterious dis-
appearance of individual stamps unless the item has
been specifically scheduled or unless mounted in a
volume and the page to which the stamp is attached
is lost. Loss caused by shipping by mail is excluded
unless it is registered mail. The policy contains a
limit of no more than $250 on any unscheduled
stamp, coin, pair, block, or series, and $1000 on an
unscheduled coin collection. Failure on the part of
the insured to schedule high-valued items can result
in a significant gap in coverage.

Musical Instruments Musical instruments may be
scheduled under the Homeowners Scheduled Per-
sonal Property Endorsement or insured under a
separate contract, with either approach providing
open-peril coverage. The only unusual condition
in this coverage involves an agreement by the in-
sured that he or she will not perform for pay unless
permitted by endorsement and the payment of an
additional premium. The purpose of this condition
is to separate amateur and professional musicians
for rating purposes. Experience indicates that the
loss experience of professional musicians is worse
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than that of individuals who are not engaged in per-
forming for hire.

As in the case of the fur floater, jewelry floater, and
camera floater, additionally acquired property is
automatically covered up to 25 percent of the
amount of insurance or $10,000, whichever is less.
The acquisitions must be reported within 30 days
and an additional premium paid.

Insurance on Watercraft

Although homeowners policies provide some
coverage on watercraft and their equipment, this
coverage is limited to $1500 and excludes coverage
for loss by theft away from the premises. Because of
this $1500 limit, and to a lesser degree because of
the theft exclusion, many boat owners will need
specific coverage on their boats. In addition, boat
owners need coverage for liability because of
watercraft operation. Although Section II of the
homeowners forms provides coverage for some
liability arising out of watercraft use, the coverage
is limited and applies only to smaller watercraft.
Liability coverage for other watercraft must be
extended by endorsement on the homeowners
policy or be specifically insured under a separate
contract.

Policies used to insure boats are not standardized,
but they fall into two general classes: yacht policies,
which are used to insure larger vessels, and boat-
owners policies. The distinction between the two
has blurred, but yacht policies are considered to be
ocean marine coverages, whereas the Boatowners
Policy was developed by combining liability cover-
age with an Inland Marine Form, Outboard Motor
and Boat Policy.12 The complex nature of ocean
marine policies in general is beyond the scope of
this course, so we will focus primarily on the Boat-
owners Policy.

The Boatowners Policy The Boatowners Policy is
a package contract that, similar to an auto policy,
provides coverage for liability, physical damage,
medical payments, and uninsured watercraft. The

12 When watercraft liability is insured under the homeowners
policy, the boatowner may obtain broader physical damage cov-
erage on boatsunder an inland marine Outboard Motor and Boat
Policy, which provides open-peril coverage on boats and their
trailers.

Boatowners Policy sold by most companies includes
two sections:

Section I Physical Damage Coverages
Section II Liability Coverages

Section I coverage includes a Perils Insured
section, exclusions, and conditions applicable
to Section I only. Section II includes separate
insuring agreements for watercraft liability, medical
expenses, and uninsured boaters.

Section I: Physical Damage Coverages Physical
damage coverage on the boat is designated Cover-
age A in the Boatowners Policy. It includes cover-
age for the cash value of the described boat and
motors, equipment and accessories manufactured
for marine use, and any trailer described in the
declarations. Coverage is on an open-peril basis,
subject to the usual exclusions of wear and tear,
gradual deterioration, inherent vice, and mechan-
ical breakdown. Some policies exclude loss when
the boat is used to carry persons or property for a
fee, while the boat is rented to others, or while a
boat (other than a sailboat) is being operated in an
official race or speed contest.

Some companies include special valuation pro-
visions. The coverage may be written on an agreed-
value basis, under which the face amount of insur-
ance is payable in the event of a total loss. Other
insurers offer replacement cost coverage, similar to
the replacement cost option on contents under the
homeowners forms.

Section II: Liability Coverages The Section II cov-
erages of the Boatowners Policy parallel the cover-
ages of the Personal Auto Policy. They include the
following:

A. Watercraft liability

B. Medical payments

C. Uninsured boaters

Watercraft Liability Watercraft liability coverage
provides protection up to a specified limit for claims
or suits against an insured for damages because
of bodily injury or property damage caused by a
watercraft occurrence. The term insured under
liability coverage is broadly defined and usually
includes family members and other persons while
operating the insured watercraft with the insured’s
permission.
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The liability coverage excludes (1) bodily injury
or property damage that is expected or intended
by the insured, (2) liability of any person using a
watercraft without permission, (3) damage to prop-
erty owned by or in the care, custody, and con-
trol of the insured, (4) injury to persons eligible
for workers compensation benefits, and (5) liability
of a person engaged in the business of selling,
repairing, storing, or moving watercraft. Some poli-
cies exclude liability arising out of any watercraft,
other than a sailboat, while being used in any offi-
cial race or speed test. Finally, the policy includes
the standard war and nuclear exclusions.

Medical Payments Coverage Most boat policies
include medical payments. This coverage pays for
medical expenses resulting from boating accidents
when a person (including the named insured and
family members) is injured “in, upon, getting into
or out of the insured watercraft.” The broadest
policies include medical payments coverage for
persons who are waterskiing.

Uninsured Boaters Coverage Uninsured water-
craft coverage is a special form of accident insur-
ance available under the Boatowners Policy as
an option. It provides payment up to a specified
limit, usually $10,000, when the insured or a family
member suffers bodily injury caused by an unin-
sured boater.13

Navigation and Territorial Definitions Most poli-
cies limit usage of the insured watercraft to a speci-
fied territory. The broadest policies cover the water-
craft while being operated on any inland body of
water within the continental United States, Canada,
and coastal waters of the same areas, up to a limit
of from 10 to 25 miles. The most restrictive policies
provide coverage only on a specified body of
water and within a narrow perimeter around that
area. Between these extremes, some policies pro-
vide coverage only in inland lakes or only in certain
states, and some provide coverage options to extend
coverage to areas such as the Bahamas. Many
policies provide no coverage for offshore waters,
such as the Gulf of Mexico.

13 Uninsured Boaters coverage is patterned after the automobile
insurance coverage, uninsured motorists coverage, which is dis-
cussed in Chapter 29.

BUYING PROPERTY INSURANCE
FOR THE INDIVIDUAL

Pricing and Cost Considerations

Before discussing property insurance purchases for
the individual or family, a brief review of the fac-
tors that affect the cost of such insurance seems in
order. Aside from the differences in prices among
companies, differences exist in cost based on the
characteristics of the individual exposure.

As the reader will recall, the rate is the cost per unit
of insurance. In the property field, rates are generally
stated as the cost per $100 or $1000 of coverage. The
premium is determined by multiplying the amount
of insurance purchased by the rate. The rate varies
with the scope of the perils insured against and
the loss potential carried by those perils. The loss
potential (i.e., the likelihood that a loss will occur
and the extent of damage if one does) is a function
of the property and is measured in part by the item’s
characteristics. For example, the type of construc-
tion is an important consideration in some perils:
The rate for fire insurance is lower on a brick or
masonry building than on a wood building. Rates
vary with the loss experience of each locality. Again,
in the case of fire insurance, rates vary with the fire
protection provided by the city. Cities and towns are
evaluated on certain critical factors such as the fire
department and water supply and are placed in 1
of 10 classifications, numbered 1 through 10, with
class-1 towns being the lowest rated and class-10
towns the highest.14 The rates for other coverages
vary by locality: Extended coverage rates are higher
in those areas subject to severe loss experience
(e.g., from windstorms), just as crime rates are
usually higher in large cities, reflecting the greater
incidence of crime.

Homeowners’ rates are based on three major fac-
tors: construction type, number of families, and fire
protection.15 Other factors are also used, such as
prior loss experience, the insured’s age, and credit
history. Homeowners policies use an indivisible

14 These classifications are assigned by the Insurance Services
Office (ISO).
15 There are four factors used in the determination of fire rates:
construction, occupancy, protection, and exposure. The fourth,
exposure, which reflects the hazard created by neighboring prop-
erty, is used in the rate structure for nonresidential property.
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TABLE 26.2 Homeowners Deductible Premium Credits

$500 $1000 $2500

Insurance on Dwelling Deductible Deductible Deductible

$100,000 9% 18% 24%
260,000 9% 18% 24%
500,000 5% 14% 21%

Source: Company premium quotes for a sample HO-3.

premium concept, in which the premium is the en-
tire package’s cost, without allocation of parts of the
premium to the different sections of coverage.

Choosing the Form

If the residence is eligible, the building and personal
property should be purchased under a homeown-
ers policy. The choice of a particular form to be
purchased is more complicated and could be
subject to debate. The difference in cost between
Forms 2 and 3 is so small that the choice of a
Form 2 seems like false economy. Form 3 is slightly
more costly than Form 2, but it provides open-
peril coverage on the dwelling. If the higher cost of
Form 3 is a problem, the insured might consider
a higher deductible. Table 26.2 indicates the pre-
mium credits available for increased deductibles
for three sample policies. The choice of a Form 3
with a $500 deductible in preference to a Form 2
with a $250 deductible follows the principles of
risk management. Because each additional peril
insured against reduces the possibility of an
uninsured catastrophe, the insured should pre-
fer broader coverage with a high deductible to
narrower coverage with a low deductible. The
insured should review the policy deductibles to
avoid surprises after a loss. Earthquake deducti-
bles and, in hurricane-prone areas, hurricane
deductibles, are likely to be expressed as a percent-
age of the value of the property insured.

Tailoring the Coverage under the

Homeowners Policy

The greatest errors in purchasing insurance on the
dwelling and its contents are usually in the insu-
rance amount. As we have noted, the dwelling
should be valued on its replacement cost. If the
dwelling is relatively new, determining the replace-
ment cost should not pose a great problem. Original

cost may be inflated to current replacement cost
using a construction price index. In the case of
older dwelling properties, replacement cost may be
calculated with the aid of a replacement cost esti-
mator, available from many insurance agents and
companies. These replacement cost estimators are
simple to use and permit a reasonable approxima-
tion of a person’s dwelling value by the application
of stated cost factors to the various items of construc-
tion. In most cases, the cost estimators make provi-
sion for differing construction types and regional
differences in cost, resulting in a fairly accurate
estimate.

Even though the replacement cost condition
requires that the dwelling insurance amount be
80 percent of the full replacement cost value, it
is good practice to insure for 100 percent of the
replacement cost value. This cushion, plus the
Inflation Guard Endorsement, should prevent pos-
sible underinsurance from inflation and increases
in the construction cost. A more attractive option is
the guaranteed replacement cost coverage.

The homeowners forms provide coverage on the
contents equal to 50 percent of the dwelling value.
Yet, there is no reason to think that the value of con-
tents will be this amount, and the insurance buyer
should estimate his or her personal property value
to avoid underinsurance. The problem of estimat-
ing insurable value of contents is more difficult than
estimating building replacement cost. It requires an
inventory of personal property, with the replace-
ment cost value of each item. Although personal
property is insured on a cash value basis under the
homeowners forms, replacement cost coverage is a
highly desirable option, and the policy should be
endorsed to provide this coverage. Although
replacement cost coverage on contents is not an
essential coverage, it certainly ranks as important.

The inventory of personal property compiled
in estimating the contents’ value should note any
valuable jewelry and furs or other items on which
open-peril scheduled coverage is needed. Specific
insurance should be purchased on those personal
property items not covered under the homeowners
policy (such as snowmobiles and golf carts) or on
property with a higher value than the limits under
the homeowners policy (e.g., boats or trailers
valued at more than $1500).

Finally, the insured should consider adding other
perils or broadening those included under the form
selected. For example, the earthquake peril should
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be added to the homeowners form through the use
of the Earthquake Damage Assumption Endorse-
ment. It protects against a potentially catastrophic
loss at a reasonable premium in most areas.

Flood Insurance

Property owners in special flood hazard areas may
have no choice in the purchase of federal flood
insurance. If the real estate is financed through
one of the specified lending institution types, flood
insurance will be required as a condition of the
loan. When the property is not in a flood hazard
area, the purchase of the coverage is optional with
the property owner. However, nearly 20 percent
of flood insurance losses occur in low-risk to
moderate-risk flood zones. Even for properties
not located in a high-risk area, flood insurance
seems like a sound way to protect a substantial
investment.

TITLE INSURANCE

Before leaving the subject of home insurance, we
should briefly mention title insurance, which is
a form of property insurance designed to protect
against losses resulting from a defective title to
land and improvements. The legal principles in the
transfer of title to real estate are complicated, and
because of the technicalities, it is possible for a
defective title to be transferred in a real estate trans-
action. A person may purchase a home and after
many years find that the one who conveyed the title
to him or her was not the rightful owner and did not
have the right to transfer the title. If a person with a
superior claim to the land comes forward to exert
this right, the purchaser who received the defective
title may suffer.

Defects in a title may result from a number of
causes, including forgery of titles, forgery of pub-
lic records, invalid or undiscovered wills, or liens
and encumbrances. All rights in real property, such
as encumbrances, liens, and easements are gener-
ally recorded in the public records of the jurisdic-
tion where the real estate is located. One approach
to dealing with the risk of defective titles is exami-
ning these public records. When buying real estate
one may protect oneself by procuring a title
abstract, which is a summarized report of the title

history as shown by the records, together with a
report of judgments, mortgages, and similar
recorded claims against the property. An attorney
is generally retained to render an opinion on the
abstract’s accuracy and validity. The major short-
coming of this procedure is that it partially reduces
the possibility of loss. Even if the abstractor or
attorney is careful in the examination, defects may
go undiscovered, such as a right to the property
granted in a lost will or a forged transfer document
that appears genuine. If the abstractor or lawyer is
free from negligence, he or she cannot be held liable
even if it is later determined the title was defective.16

If no other alternative is available, an examination
of the abstract and a title search serve as a means
of loss prevention. However, in some areas, title
insurance may be available as a more attractive alter-
native. Title insurance companies generally insure
titles only within a limited territory, a natural result
of the nature of title insurance. The basic asset of the
title insurance company is the abstract plant, which
consists of an index of the various plots of land
and their history. All transactions and transfers that
affect the property’s title are noted in the records
of the company on a day-to-day basis, so when an
application for insurance is received, most of the
information regarding the property’s title is on hand.
When an application is received, the title insurance
company engages in a title search, attempting to
determine title’s validity. Any defects in the title
discovered by the title insurance company in its
research are listed in a schedule included in the
policy. A contract is then issued under which the title
insurance company agrees to indemnify the insured
for any loss arising out of undiscovered defects in
the title. Those defects scheduled in the policy are
excluded from coverage.

This guarantee by the insurer differs from most
other lines of insurance in that it relates to past
occurrences rather than in the future. If an undis-
covered defect later causes financial loss to the
insured, the insurer will pay an indemnity. The
remedy to the insured in the event of a defective
title is a dollar indemnification and not possession
of the property. In addition, the insurer agrees to
defend the buyer in the event of legal action against

16 If the abstractor or attorney was negligent, the property “owner”
who suffered the loss would have a right of action and could sue
for damages.
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him or her in connection with losses included under
the policy.

A single premium is payable for the title insur-
ance policy, and it is fully earned once it is paid.
The policy term is indefinite, terminating only when
the property is again sold. For obvious reasons, title
insurance may not be transferred to a new pur-
chaser, but the latter may obtain a policy at a
reduced reissue rate if purchase is within a short
period after the previous policy was issued.

Torrens System

We will briefly mention an alternative to the system
of title insurance described, the Torrens system, orig-
inally developed in Australia by Robert Torrens. It
provides that title to the property is vested in the
purchaser. Fees are collected at the time the title is
registered and are deposited in an insurance fund.

If someone can later show a property claim, the
claimant is reimbursed for his or her loss out of the
fund, and the title remains with the person who has
registered. Many persons feel this system is superior
to the alternatives discussed earlier because the pur-
chaser of the property is granted a clear title. Torrens
laws, which provide for the operations of the funds
and establish the statutory basis on which they can
operate, were adopted by nearly half of the states
in the early part of the last century. However, few of
those states implemented Torrens funds, and a num-
ber of states have since repealed their laws. By 2007,
only ten states had Torrens laws, and those systems
were optional.17

17 Colorado, Georgia, Hawaii, Massachusetts, Minnesota, New
York, North Carolina, Ohio, Virginia, and Washington. The Torrens
system is used in the United Kingdom, Australia, and Canada.

IMPORTANT CONCEPTS TO REMEMBER

monoline forms
Dwelling Property Basic Form
Dwelling Property Broad Form
Dwelling Property Special Form
Mobilehome Endorsement
Collision Endorsement
Lienholder’s Single Interest

Endorsement

golfer’s floater
Scheduled Personal Property

Endorsement
personal furs floater
personal jewelry floater
silverware floater
camera floater
fine arts and antiques floater

stamp and coin collection floater
musical instrument floater
personal property floater
title insurance
abstract of title
reissue rate
Torrens system

QUESTIONS FOR REVIEW

1. Briefly describe the difference in coverage on the in-
sured’s own property under Section I of the homeowners
forms and the coverage on that property under the equiv-
alent monoline dwelling forms.

2. Under what circumstances might dwelling property
be insured under one of the monoline dwelling forms
rather than under one of the homeowners forms?

3. Briefly describe the provisions of the flood in-
surance policy relating to inception of coverage and
cancellation.

4. What limits of coverage are currently available to res-
idential applicants under the National Flood Insurance
Program (NFIP)?

5. In what fundamental respect is the coverage on
personal property owned by the insured under the

mobilehome policy different from the coverage under the
homeowners policies?

6. Describe the general nature of the Lienholder’s Single
Interest Conversion Endorsement. Why would a mobile-
home owner elect this coverage?

7. What factors, other than the value of the property in-
sured, determine the coverage cost under the monoline
dwelling policies and the homeowners forms?

8. Is an examination of the abstract of title an adequate
substitute for title insurance? Why or why not?

9. List and briefly describe the coverages that may be
included in the Boatowners Policy.

10. For what reasons might an individual decide to in-
sure property under the homeowners Scheduled Personal
Property Endorsement?
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QUESTIONS FOR DISCUSSION

1. Most people elect the standard percentage of cover-
age on contents when purchasing a homeowners policy,
yet there is no reason to suppose the value of contents
for a given family will be equal to 50 percent of that of
the dwelling. Unfortunately, few people have any idea of
the true value of their contents. How do you believe one
should go about determining the amount of contents cov-
erage to be purchased? What additional benefits might be
derived from the technique you recommend?

2. The cancellation provisions of the NFIP differ from
those of any contracts previously encountered in the text.
In what ways do these provisions seem necessary for the
protection of (1) the insured and (2) the insurer?

3. Do you believe that persons owning property in the
city in which you live should purchase the Earthquake
Assumption Endorsement to their homeowners policies?
Why or why not?

4. If you lived in an area where title insurance and a
Torrens system were available, which would you elect?
Why?

5. The open-peril coverage of inland marine policies is
generally subject to exclusions of damage caused by wear
and tear, gradual deterioration, insects, vermin, and in-
herent vice. For what reason are these causes of loss ex-
cluded? Are these causes of loss uninsurable or, in your
opinion, are they excluded for some other reason?
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CHAPTER 27

NEGLIGENCE AND
LEGAL LIABILITY

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Distinguish between criminal acts and torts and define negligence, giving the requirements to
support a claim of negligence

• Explain what is meant by vicarious liability

• Explain the obligations of property owners to those on their property

• Identify and describe the types of damages that may be awarded to an injured party and explain
how each is determined

• Explain the defenses to negligence

• Apply the law of negligence to specific fact situations

• Explain the problems in the tort system and identify the proposals for change

A risk confronting almost every person or business
is that of behavior that could result in another per-
son’s injury or property damage. The basis of the risk
is the liability imposed by law on one responsible
for injury or damage to other people or their prop-
erty. It is a risk that can, and in many instances has,
attained catastrophic proportions and one that can
materialize at any time. There is no way of estima-
ting the amount of legal liability in advance. It may
be a mere thousand dollars or a half-million. It

is a risk that has no maximum predictable limit.1

Before we study the role of insurance in protecting
the individual from the legal liability hazard, we

1 For many risks, the maximum predictable loss can be calcu-
lated. For example, owning a car entails the possibility of the loss
of the automobile’s value, a loss with a maximum limit equal to
the car’s value. But with respect to the legal liability arising from
driving it, the loss will depend on the accident severity and the
amount the jury is willing to award the injured parties.

480
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will examine the hazard itself, with emphasis on the
doctrines of negligence that give rise to the liability
exposure.

CRIMINAL AND TORTIOUS BEHAVIOR

Basically, a person can commit two classes of
wrongs: public and private. A public wrong is a
violation of one of the laws that govern the rela-
tionships of the individual with the rest of society;
it is called a crime and is the subject of criminal
law. Crimes include a wide range of acts: treason,
murder, rape, arson, larceny, trespass, disorderly
conduct, assault, vagrancy, and so on. Criminal acts
are prosecuted by the state as the moving party
(plaintiff) against any citizen for violation of a duty
prescribed by statute or common law. They are
punishable by fine, imprisonment, or death.

A private wrong, on the other hand, is an infringe-
ment of the rights of another individual. A private
wrong is called a tort, and the person who commits
such a wrong is called a tort feasor. Commission of
a tort may give the person whose rights were vio-
lated a right of action for damages against the tort
feasor. Such an action is called a civil action. Torts
may be subdivided into intentional and uninten-
tional. Intentional torts include such infringements
on the rights of others as assault and battery, libel,
slander, false arrest or imprisonment, trespass, or
invasion of privacy. Persons who suffer injury as a
result of these intentional torts have the right to sue
for damages.2 Unintentional torts result from negli-
gence or carelessness. In these cases, the injured
party may be entitled to damages in a civil action
even though the tort feasor had no malicious intent
as in an intentional tort.

Liability insurance is rarely concerned with the
legal penalties resulting from criminal behavior or
intentional torts. It is considered against public
policy to protect an individual from the conse-
quences of an intentional injury he or she inflicts.
Although insurance is available to protect against
loss resulting from some intentional torts, most
liability policies exclude injury or damage caused

2 It is possible for an act to be a crime and a tort. If Smith assaults
Jones, he commits a crime and he may go to jail, but in addition
if he has committed a tort, he may be liable for civil damages if
Jones decides to sue.

deliberately or at the direction of the insured. Liabi-
lity insurance is concerned primarily with uninten-
tional torts or losses arising from negligence.

Negligence and Legal Liability

We have determined that legal liability has many
causes.3 The most important, and the most signifi-
cant for insurance, is that of negligence. Although
many of the doctrines relating to the law of negli-
gence are found in statutes, its primary development
has been through common law. The basic princi-
ple of common law is that most people have an
obligation to behave as a reasonable and prudent
individual would. Failure to behave in this manner
constitutes negligence, and if this negligence leads
to an injury of another, or to damage of another’s
property, the negligent party may be held liable for
the damage. Legal liability is imposed by the courts
when it has been established that all the following
occurred:

• There was negligence.

• There was actual damage or loss.

• The negligence was the proximate cause of the
damage.

There Must Be Negligence

The basic concept of our law holds that unless a
party is at fault, meaning he or she has unreason-
ably and unlawfully invaded the rights of another,
he or she is not liable.4 The basic question in all
cases concerning legal liability must be, Has there
been negligence? Negligence is defined as a per-
son’s failure to exercise the proper degree of care
required by the circumstances.

3 Liability may arise from contracts. Civil law is composed of two
branches: the law of contracts and the law of torts. Here we are
concerned primarily with torts.
4 The concept of tort liability grew out of the ancient and deep-
rooted lex talionis: the law of retaliation. Originally, absolute lia-
bility was the rule, and it was harshly applied. If a stone fell from
a building and killed an occupant, the builder was put to death.
Later, making the builder support the dead man’s widow instead
of killing him made more sense, and the idea of compensation
developed. Gradually, the courts shifted away from the concept
of absolute liability, under which liability was imposed regard-
less of fault, to the doctrine of negligence, under which a person
cannot be held responsible unless proven negligent or at fault.
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Who May Be Held Liable? To be held legally negli-
gent, it must be established the individual had a duty
to act and he or she failed to act or acted incorrectly.
The duty to act is the first of the prerequisites.

At the beginning of this discussion, we stated that
“most people have an obligation to behave as a
reasonable and prudent individual would.” The
question arises, What persons do not have this obli-
gation? Certain classes of individuals and institu-
tions are excepted from the obligation.

Infants To be duty-bound to behave in a rea-
sonable and prudent manner, the individual must
be capable of determining what is reasonable. The
person must have, in the terms of the law, reached
the age of reason. In some states, this has been set
by law at seven years of age; in other jurisdictions,
the court determines the age at which the individual
can distinguish between right and wrong. Whereas
children below this age are immune from legal lia-
bility, a minor who has attained the age of reason
may be held legally liable for his or her own neg-
ligent acts.5 Although minors can be held legally
liable, the degree of care demanded of a child is
often different from that required of an adult.

Mentally Incompetent For obvious reasons,
certain mentally incompetent persons are not
expected to exercise the care required of the sane. In
the eyes of the law, a mentally incompetent person
is approximately the same as an infant. However, if it
can be shown that the deficient person could have
been expected to exercise some degree of care,
the courts will hold the individual to that degree of
caution.

Government Bodies At common law, sovereign
powers can be sued only with their permission. Any
government unit that shares in the sovereignty is
immune from liability unless it is engaging in pro-
prietary functions. When performing strictly gov-
ernment functions, it is normally immune from
liability. This government immunity is based on the
old common law maxim that “the king can do no
wrong.” The doctrine has been modified by statute
and court decision. One of the most important

5 In addition to confusion over the liability of children, the lia-
bility of parents for their children’s acts is often misunderstood.
Fundamentally, parents are not liable for their children’s acts.
This point will be discussed in greater detail later in the chapter.

qualifications is the Federal Tort Claims Act,6 which
provides that the United States shall be liable for
monetary damages to the same extent as a private
individual. Government immunity has been modi-
fied at the state level in many jurisdictions by similar
statutes. Finally, in a growing number of instances,
the courts have attempted to find exceptions to the
doctrine of government immunity, and some have
rejected it entirely.7

Even in those areas where the doctrine has not
been abrogated, the immunity does not extend to
the employees of the government unit who are
acting in their capacity as employees. If Mr. Smith is
struck by a city vehicle and the damage is the result
of the negligence of the vehicle’s driver, the city may
not be held liable, but the driver does not enjoy the
same immunity.

Charitable Institutions Formerly, the liability
exposure of a charitable institution and of a profit-
making one differed, but this distinction has dis-
appeared. At one time, the courts were reluctant
(and some still are) to hold charitable institutions
liable, but the recent trend has been to treat them
in the same manner as profit-making institutions.

What Constitutes Negligence? As we noted pre-
viously, negligence is defined as the failure of a per-
son to exercise the proper degree of care required
by the circumstances. As a rule, the duty to exercise
care is owed to anyone who might suffer injuries
as a result of a person’s breach of duty even if the
negligent party could not have foreseen a risk of
harm to someone because of the behavior.

One of the major problems is to determine what
constitutes correct action in any given situation. To
make this determination, the courts apply what is
known as the prudent man rule, which seeks to as-
certain what would have been a reasonable course
of action under the circumstances. The fact that
some other course of action might have avoided the
accident does not make the individual liable. The

6 Title 28, United States Code, Sections 1346(b), 2401, and
2671–2680.
7 States in which government immunity has been substan-
tially affected by statute include Alaska, Hawaii, Illinois, Iowa,
Kansas, New York, Oregon, Rhode Island, Utah, Vermont, and
Washington. The doctrine has been judicially invalidated in
the states of Arizona, California, Colorado, Idaho, Indiana, New
Jersey, New Mexico, Pennsylvania, and Wisconsin. In some states,
the immunity is waived if insurance is in effect; these include
Georgia, Maine, Mississippi, Missouri, Montana, North Carolina,
North Dakota, Ohio, and Tennessee.



CHAPTER 27 NEGLIGENCE AND LEGAL LIABILITY 483

negligent person is entitled to have his or her actions
judged by this “prudent man standard” rather than
hindsight. The judge and jury are not permitted to
look back at the situation in light of what happened
and judge liability on whether some other course
of action would have prevented the accident. The
action must be judged by what a reasonable and
prudent person, confronted with the same situation,
might normally and properly have done.

Since the standard is vague and the variety of
circumstances and conditions precludes hard-and-
fast rules, in the final analysis whether the duty has
been breached will be for a court of law to decide.8

Normally, the burden of proof of negligence is on the
injured party. However, there are certain doctrines
that impose liability by statute or shift the burden of
proof from the injured party to the defendant.

Negligence Per Se In many circumstances, what
constitutes the standard of care to be met by an
individual is set arbitrarily by statute. For example,
speed limits in most states set the rate of speed for
driving an automobile. These speed limits amount
to the establishment of a rule that no reasonable
person should violate. If the law is violated, it is
referred to as negligence per se (negligence in itself),
and the injured party is relieved of the obligation to
prove the speed was unreasonable.

Absolute Liability Under certain circumstances,
liability may be imposed because “accidents
happen,” and it is imposed whether anyone was
at fault. In such cases we have the application of
the rule of strict or absolute liability. The injured
party will be awarded damages even though what
the other person was doing or the manner in which
it was done was not legally wrong.

One of the most important examples of abso-
lute liability is employment-related injuries. All the
states have enacted workers compensation laws that
impose absolute liability on employers for injuries
to employees who are covered under the laws.
In this sense, there is a departure from the basic
laws of negligence in the case of an injured worker
because there is no need for the worker to prove
the employer’s negligence. Workers compensation

8 Not all situations arising from negligence become subjects of
court litigation, particularly those in which insurance is involved.
Adjusters can determine the existence or nonexistence of legal
liability in the vast majority of cases without court action. Only
those in which the facts or issues are debatable reach court, and
these constitute a small percentage of the total.

laws, then, represent an exception to the rule that
there can be no liability without fault, and the
injured worker is entitled to indemnity regardless
of the employer’s negligence or lack of it.

The second application of the rule of strict liabil-
ity is with respect to extra hazardous activities. The
principle is that one who maintains a dangerous
condition on his or her premises, or who engages in
an activity that involves a high risk to the person or
property of others in spite of all reasonable care, will
be strictly liable for the harm it causes. Customary
examples are keeping wild animals,9 blasting, explo-
sives manufacture, oil-well drilling, crop spraying by
airplane, and water containment.

Res Ipsa Loquitur A significant doctrine in the
operation of the law of negligence is that of res ipsa
loquitur. This means that “the thing speaks for itself”
and is concerned with circumstances and accidents
that afford reasonable evidence, in the absence of
some specific explanation, that negligence existed.
The accident is of a type that normally does not
occur without someone’s negligence, and the doc-
trine recognizes the persuasive force of a particular
kind of circumstantial evidence. The characteristics
of the event constitute an inference or prima facie
evidence of negligence. In the operation of the doc-
trine, the law reverses the burden of proof. When
the instrumentality causing the damage was under
the exclusive control of the defendant, and the
accident would not usually happen in the absence
of negligence, the law holds that the accident itself
is proof the defendant was negligent. For example,
if Mr. Smith walks down the sidewalk and a
2000-pound safe being lowered by a rope falls on
him, he is not required to prove the person or per-
sons lowering the safe failed to exercise due care.
The fact that the safe fell on him (or that he is
18 inches shorter) is evidence of this. The burden of

9 Pets represent a separate case. Up until a few years ago, most
states still operated under the English common law doctrine that
permitted a dog “one free bite.” According to the doctrine of
scienter (knowledge), the owner of the animal is liable for the
injuries caused by the animal only if the animal is known to be
vicious. Hence, one “free bite.” How could the owner know the
dog would bite people until it has bitten one? Recently, however,
this doctrine has been changed in most jurisdictions. The pre-
vailing current rule holds that anyone who keeps a pet he or she
knows or should know to be dangerous can be held strictly li-
able for any injuries caused by the animal. This doctrine of the
owner’s liability is known as the doctrine of vicious propensity.
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proof is shifted, and the defendants must prove that
care was exercised.

For the doctrine to be applicable, certain condi-
tions are generally required. First, the event must
not normally occur in the absence of negligence.
Second, the instrumentality causing the injuries
must be shown to have been under the defendant’s
exclusive control. Finally, the injured party must
in no manner have contributed to his or her own
injuries. The injured party must be free from fault.

There Must Be Damage or Loss

That carelessness existed is insufficient cause for
legal liability. Injury or damage must have been
suffered by the party seeking recovery. In most
cases, it is easy to prove that injury or damage has
occurred, but establishing the amount of damages
is often difficult.

The tort may result in two forms of injury to
another: property damage and bodily injury. In the
case of property damage, the extent of the loss is
simple to determine. Generally, it is measured by the
monetary loss to the injured party. If, for example,
another driver negligently collides with your auto
and “totals” it, placing a value on the car is simple.
Market or depreciated value is the normal measure.
An additional loss could involve the loss of use
of your car. If you needed a car in your business
and had to rent one, the rental expenses would be
included in the damages. The loss of use of prop-
erty could amount to a large sum if, for example, a
large building was destroyed. In some cases, puni-
tive damages (discussed shortly) may be awarded
for the damage.

In the case of bodily injury, fixing damages can
be more complicated. Bodily injuries may lead to
claims for medical expenses, lost income (present
and future), disfigurement, pain and suffering,
mental anguish, and loss of consortium.10

10 Loss of consortium originally referred to the loss of a wife’s
companionship. Under a common law rule still retained in most
states, a husband has the right to the services and consortium of
his wife. A husband has an ancillary cause of action against a neg-
ligent party who is responsible for the loss of his wife’s services
and consortium, as well as for reasonable expenses incurred for
her recovery. Originally, loss of consortium applied only to the
husband’s right to sue for loss of the wife’s services, and a wife
had no corresponding right vis-à-vis her husband’s services, but
states now permit damages for loss of consortium by husband or
wife.

Three classes of damages may be awarded:

1. Special Damages. Special damages are de-
signed to compensate for measurable losses,
such as medical expenses and lost income
caused by the injury.

2. General Damages. General damages compen-
sate the injured party for intangible losses, such
as pain and suffering, disfigurement, mental an-
guish, and loss of consortium. Determination of
the amount that should be awarded for these
damages is subjective.

3. Punitive Damages. Punitive damages are
amounts assessed against the negligent party as a
punishment when the injury resulted from gross
negligence or willful intent. They are intended
as punishment and to deter others from similar
behavior in the future.

Determining the award for each of these losses
is difficult for several reasons. First, although the
medical and hospital expenses incurred by an
injured party are subject to accurate measurement,
an injury that will require expenditures for many
years into the future can pose valuation prob-
lems at the time damages are determined. The
same is true with respect to loss of future earn-
ings. If the injury prevents the victim from work-
ing again, the problem becomes one of determin-
ing the present value of his or her probable future
earnings.

In determining the amounts that should be
awarded as general damages, we enter the world
of fantasy. What, for example, is the “price” for the
pain and suffering and mental anguish over the loss
of an arm or leg? The best answer is, The amount an
attorney can convince a jury it is worth.

Finally, with respect to punitive damages, there
has been considerable litigation in recent years over
what constitutes an appropriate amount. In a 1996
ruling, BMW v. Gore, the Supreme Court established
three factors to consider in determining a puni-
tive damage award: (1) the reprehensibility of the
defendant’s misconduct, (2) the disparity between
the actual or potential harm suffered by the plain-
tiff and the punitive damages award, and (3) the
difference between the punitive damages awarded
and the civil penalties authorized or imposed in
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comparable cases.11 In 2003, the Supreme Court
struck down a $145 million punitive damages award,
ruling that it was excessive in relation to the com-
pensatory damages of $2.6 million.12

In another case in 2007, the Court ruled that puni-
tive damages may punish the defendant only for
harm done to the person who is suing and not for
that harm done to others.13

Collateral Source Rule Damages for bodily injury
can be assessed against the negligent party even
when the injured person recovers the amount of his
or her loss from other sources. A basic principle of
common law, the collateral source rule, holds that
the damages assessed against a tort feasor should
not be reduced by the existence of other sources
of recovery available to the injured party, such as
insurance or a salary continuation plan provided by
an employer. If Y injures X and X has full insurance
to compensate for the injury, he or she can still sue Y
for the amount of medical expenses and lost income

11 BMW of North America, Inc. v. Ira Gore, Jr., No. 94-896 (May 20,
1996). Gore had purchased a new BMW. Subsequently, he
discovered that BMW had repainted the car prior to his buy-
ing it. At trial, it was discovered that the company had a policy
to repair cars damaged during manufacture or transportation if
the amount of damage did not exceed 3 percent of the car’s
suggested retail price. The dealer was not advised that any
repairs had been made. The jury found BMW liable to Gore for
compensatory damages of $4000. In addition, the jury assessed
$4 million in punitive damages, which the Alabama Supreme
Court later reduced to $2 million. The Supreme Court ruled that
the punitive damage award was “grossly excessive” and articu-
lated the three-factor test for reasonable punitive damage awards.
12 State Farm Mutual Automobile Insurance Company v. Camp-
bell, No. 01-1289 (April 7, 2003). The case involved a State Farm
insured, Campbell, who was sued for his part in an automobile
accident. Campbell had only $50,000 in liability insurance limits
to cover the accident. State Farm refused to settle within the pol-
icy limits, instead taking the case to trial. The trial court awarded
the plaintiff $185,849 in damages. State Farm refused to pay the
amount in excess of the policy limits, and Campbell sued State
Farm for bad faith. In its ruling, the Court held that “few awards
exceeding a single-digit ratio between punitive and compen-
satory damages” will satisfy due process.
13 Philip Morris USA v. Williams, Mayola, No. 05-1256 (February 20,
2007). The case involved an individual, Jesse Williams, who died
of lung cancer in 1997 at the age of 67. A state court had awarded
compensatory damages of $800,000 (later reduced to $500,000)
and punitive damages of $79.5 million. The jury imposed the
relatively large punitive damage award on the basis that Philip
Morris had perpetrated a systemic fraud affecting a large group of
individuals over a 50-year period. The Supreme Court threw out
the punitive damages award because it was designed to punish
Philip Morris for damage done to victims other than Campbell.

he or she would have incurred had there been no
insurance.

Negligence Must Be the Proximate

Cause of the Damage

The negligence must have been the proximate cause
of the damage if the injured is to collect. This means
there must have been an unbroken chain of events
beginning with the negligence and leading to the
injury or damage. The negligence must have been
the cause without which the accident would not
have happened.

The negligent person is usually held to be respon-
sible for the direct consequences of his or her action
and for the consequences that follow naturally and
directly from the negligent conduct. Even if an inter-
vening force arises, the negligent party may be held
responsible for the damage if the intervening force
was foreseeable. For example, suppose that Smith
decides to burn his leaves but takes no precautions
to confine the fire. The wind begins to blow (an
intervening cause), and the flying embers set
Smith’s neighbor’s house on fire. The negligence
began the direct chain of events, and in spite of the
intervening cause, Smith could be held liable. The
wind is an intervening cause, but one that Smith
should have foreseen and for which he should have
provided.14

Vicarious Liability There are circumstances in
which one person may become legally liable for
the negligent behavior of another person. This
type of liability is known as “imputed” or vicarious
liability and is based on the common law princi-
ple of respondeat superior, “let the master answer.”
For example, principals are liable for their agents’
negligent acts. Employers are liable for their emplo-
yees’s negligence when they are acting within
their capacity as employees. In some instances,
vicarious liability is imposed by statute. For exam-
ple, in many states, a car’s owner is held liable for
the negligent acts of anyone driving it with his or her

14 In addition to an intervening cause, the chain of casualty can
be interrupted by a “superseding” cause. A superseding cause is
one that is more immediate to the event and “replaces” a prior
event as the proximate cause. The doctrine of last clear chance
discussed later in the chapter is an example of a superseding
cause.
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permission. This is not liability without negligence;
negligence exists, but the negligence of one person
makes another person liable.

To illustrate the principle of vicarious liability,
assume an employee owns her own automobile,
has no automobile liability insurance, and is using
the car in her employer’s business. Through her neg-
ligent driving, she seriously injures a pedestrian.
The injured party has a right of action against the
employee and the employer, and any judgment
would be binding on both.15 If the employee is
financially irresponsible, the vicarious liability rule
will obligate the employer to pay the damages.

Under English common law, a husband was liable
for his wife’s torts. This is no longer recognized, and
the wife is liable for her own torts. As a rule, parents
are not liable for torts committed by their children.
Here, again, the child is liable for his or her own care-
lessness. Although this is true as a basic principle,
parents may be held liable for the acts of their
children in some circumstances. First, the parent
may be held liable if it can be shown that the parent
was negligent in supervising the child. For exam-
ple, if a parent was aware that his child’s hobby was
breaking picture windows and did not at least tell
the child to stop, the courts would probably con-
sider this to be negligence on the parent’s part. In
the same manner, in allowing a child to possess
a dangerous weapon, the parent may be deemed
negligent and held liable for any injuries caused by
the child with the dangerous weapon.16 As a con-
sequence, it might not be too desirable to give your
child a machete or a 16-foot blacksnake whip for
a birthday present. In addition, the parents may
be held liable under the doctrine of respondeat
superior if the child is acting as the parent’s agent.
Several states have enacted statutes that hold that
the child is considered to be acting as the parent’s
agent when driving the family car. Finally, many
states have passed special laws that impose liability
on the parents for willful and malicious destruction

15 The injured pedestrian will probably sue both or, in legal
parlance, “everybody in sight.” The purpose of the doctrine of
respondeat superior is to permit the inclusion of other parties
who probably will be better able to pay for the injury. Vicarious
liability does not relieve the agent of liability. Instead, it makes it
possible to impute his or her negligence to additional persons.
16 An automobile is not considered a “dangerous weapon” in this
context. The subject of legal liability arising out of the ownership
and use of automobiles will be discussed in Chapter 28.

of property by their children. For example, the legal
code in Nebraska reads as follows:

The parents shall be jointly and severally liable
for the willful and intentional destruction of real
and personal property occasioned by their minor
or unemancipated children residing with them, or
placed by them under the care of other persons.17

The statutes may impose liability without limit, as
in Nebraska, or the vicarious liability of the parent
may be subject to a maximum, as in Kansas, where
the limit is $300.

Joint-and-Several Liability Instances sometimes
occur in which the negligence of two or more par-
ties contributes to the injury or damage. In such
cases, the question of who is to be held liable is
critical. One of the important doctrines in this area
is the concept of joint-and-several liability. A liabi-
lity is said to be joint and several when the plaintiff
obtains a judgment that may be enforced against
multiple tort feasors collectively or individually. In
effect, this doctrine permits an injured party to
recover the entire amount of compensation due
for injuries from any tort feasor who is able to pay,
regardless of the degree of that party’s negligence. If
A and B are negligent and C is injured, the doctrine
of joint-and-several liability permits C to collect the
entire amount of damages from A or B even if A was
98 percent at fault and B was 2 percent at fault. The
doctrine has been attacked by critics who argue that
it is a manifestation of the “deep pocket” theory of
recovery.

More than two-thirds of the states have passed
laws since 1986 to abolish or modify the doctrine of
joint-and-several liability,18 replacing it with several
liability or a system for apportionment of damages
based on the degree of fault.

Obligations of Property Owners to Others As
a general rule, the occupier of land has the right

17 Section 43–801, Revised Statutes of Nebraska, Reissue of 1960.
Unemancipated means that the child is not freed; an emanci-
pated child is one who has left home and is self-supporting.
18 Alaska, Arizona, Arkansas, California, Colorado, Connecticut,
Florida, Georgia, Hawaii, Idaho, Illinois, Indiana, Iowa, Kentucky,
Louisiana, Massachusetts, Michigan, Minnesota, Mississippi,
Missouri, Montana, Nebraska, Nevada, New Hampshire, New
Jersey, New Mexico, New York, North Dakota, Ohio, Oklahoma,
Oregon, Pennsylvania, South Carolina, South Dakota, Texas, Utah,
Vermont, Washington, West Virginia, Wisconsin, and Wyoming.
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to do as he or she pleases with that land, but the
owner of that property or its occupant has an obli-
gation to persons who come onto it. The degree of
care that must be exercised depends on the person’s
status coming onto the land and on the specific
circumstances. Common law generally recognizes
four classes of persons with differing degrees of
care due them: trespassers, licensees, invitees, and
children.19

Trespassers A trespasser is a person who comes
onto the property without right and without con-
sent of the owner or occupier. As a rule, the land
occupant has no duty to exercise care to protect
trespassers on his or her land from injury. Trespass-
ing children (discussed shortly) and “discovered
trespassers” are exceptions. Once a trespasser has
been discovered, the occupier must exercise ordi-
nary care for the trespasser’s safety. Otherwise, the
only obligation is to avoid doing the intruder inten-
tional injury.20

Licensees A licensee is a person who comes onto
the property with the owner’s knowledge or tolera-
tion but for no purpose of, or benefit to, the latter.
This classification includes door-to-door sales-
people, business visitors who have strayed from the
part of the premises they were invited or autho-
rized to enter, and perhaps visiting friends and rela-
tives.21 As with trespassers, the property owner must
avoid intentional harm to a licensee. In addition, the

19 The once firmly established distinction among trespassers,
licensees, and invitees has been modified by the courts in some
jurisdictions. For example, courts in California and Hawaii have
abolished the distinction. See W. Page Keeton, General Editor,
Prosser and Keeton on the Law of Torts, 5th ed. (St. Paul, Minn.:
West, 1984), p. 432ff.
20 That the person was a trespasser is not a defense for injuries
caused intentionally; intentional injury to another is permitted
only in self-defense. The rule is that one is privileged to use force
likely to cause death or serious bodily harm only if there is reason
to believe the other party’s behavior would cause one’s death or
serious bodily harm. For example, if someone were coming at
you in an insane frenzy with a meat cleaver in one hand and a
double-bitted axe in the other, you would be privileged to defend
yourself with force that could inflict serious bodily harm on the
other party. In addition, if someone intrudes on your land, you
have the privilege to use force unlikely to cause death or serious
bodily harm if you have demanded that the intruder leave or
desist and the demand has been ignored.
21 The situation with respect to social guests varies in different
jurisdictions. The majority of the courts hold that a social guest
is a licensee although some courts have held that a social guest
is an invitee.

owner must warn the licensee of, or make safe, con-
ditions or activities posing risk or harm that would
not be obvious to a reasonable person coming onto
the land. For example, the land occupier has a duty
to protect licensees from wild or domestic animals
on the premises that he or she knows or should know
are dangerous. Therefore, if the family dog has a
nasty disposition and has displayed this character-
istic previously, the occupier of the premises must
take care to protect licensees from this animal, or
face strict liability.

If the land occupant knows that persons continu-
ously or habitually trespass on his or her land, then
the occupant has a higher degree of responsibility
to such persons than to ordinary trespassers. This
is based on the principle that if the owner knows
that persons are in the habit of trespassing and
does nothing to stop it, the toleration gives implied
consent to the trespassers’ presence, changing their
status to licensees. Perhaps the best evidence of this
implied consent is a beaten path. The land occupier
might overcome the implied consent by posting “no
trespassing” signs.

Invitees An invitee is a person who has been
invited in or onto the property for some purpose of
the owner. If the person coming onto the premises
of the land occupier is a business visitor, i.e., an
invitee, rather than a licensee, the degree of care
required of the land occupier increases. Invitees, as
a classification, include customers and any person
on premises open for admission to the general
public, free or paid, such as theaters, churches, rail-
road stations, and the like. It also includes letter
carriers, delivery people, workers, garbage collec-
tors, and similar persons, who come onto the land to
further the use to which the land occupier is putting
the premises. With respect to invitees, the person
occupying the land has a duty to inspect and dis-
cover the presence of natural and artificial condi-
tions or activities carrying any risk of harm, and
should exercise due care to warn invitees of such
dangers or make them safe. This is a more onerous
burden than the care one is obligated to exercise
with respect to licensees since it applies to more
than extraordinary or unusual hazards. Any condi-
tion that could cause harm to an invitee is a possible
source of legal liability.

Children The law imposes a greater responsibil-
ity in the degree of care that must be exercised
with regard to children. Children do not always act



488 SECTION THREE PROPERTY AND LIABILITY INSURANCE

prudently. This being the case, the law requires the
property owner to protect children from themselves,
regardless of their status as trespassers, licensees, or
guests. Under the doctrine of an attractive nuisance,
a high degree of care is imposed on the land
occupier for certain conditions on the land, attrac-
tive nuisances, that might attract and injure a child
of tender years. The doctrine is based on the princi-
ple that there is a greater social interest in children’s
safety than in the land occupier’s right to do as he
or she pleases with the land. For the doctrine to
be applicable, the child must be so immature as to
be unable to recognize the danger involved. Or it
must be something the land occupant would real-
ize could involve an unreasonable risk of harm to
such children.22

In the doctrine’s application, the land occupier is
obligated to use due care to discover children on the
property. If he or she discovers them or is charged
with such knowledge, then the occupant is bound to
warn them or to protect them from conditions threat-
ening death or serious bodily harm. Many types of
artificial conditions have been held to be attrac-
tive nuisances. However, there does not appear to
be any consistent criterion the courts have utilized.
Unattended vehicles have been considered in this
category. Explosives, guns, window wells in base-
ments, trees, construction machinery, and fences
have all been held to qualify. In fact, almost anything
in or about premises has at one time or another been
considered as qualifying. It is difficult to eliminate
the possibility of legal liability from an attractive
nuisance even by dying because even gravestones
have qualified under the doctrine.

Defenses to Negligence

Thus far in our discussion of negligence, we have
been concerned with the existence of a duty owed
to others and a breach of that duty. But an indivi-
dual’s negligent behavior does not necessarily
mean a person has a legal liability. For many torts
predicated on negligence alone, the presumed neg-
ligent parties may have certain defenses that could

22 The courts regard the doctrine as an exception to the general
rules of negligence or as an application of the rules of negligence
to a special class of persons, that is, children. The doctrine, how-
ever, is rarely applicable to a child over age 12.

free them from legal liability in spite of the negligent
behavior.

Assumption of Risk An excellent defense to tort
actions is that of assumption of risk by the injured
party. If one recognizes and understands the danger
involved in an activity and voluntarily chooses to
encounter it, this assumption of the risk will bar any
recovery for injury caused by negligence. Perhaps
the most common application of this doctrine is
attendance at certain types of sporting events, such
as baseball and hockey. Courts have held that in
seeking admission, a spectator must be taken to
have chosen to undergo the well-known risk of
having his or her face smashed by a baseball or
a hockey puck. Another common example is the
guest passenger in an automobile. If the car is driven
in a grossly negligent manner and the guest fails to
protest the dangerous driving, he or she may be con-
sidered to have assumed the risk of injury.

Negligence on the Part of the Injured Party

Negligence on the part of the injured party may
serve as a bar to recovery or, in some jurisdic-
tions, reduce the amount to which the injured
party is entitled as damages. Two doctrines have
developed: contributory negligence and compara-
tive negligence.

Contributory Negligence As an outgrowth of the
idea that every person has an obligation to look out
for his or her own safety and cannot blame some-
one else for damage where personal negligence is
to blame, the common law principle of contributory
negligence developed.23 To collect, the injured party
must come into a court with clean hands. Under
the doctrine of contributory negligence, any negli-
gence on the part of the injured party, even though
slight, will normally defeat the claim. The degree
of contributory negligence is of no consequence.
Its existence on the part of the injured party, even
though slight, will defeat the claim.

Contributory negligence is an important and
effective defense, but it is a harsh doctrine to apply
in modern society. It seems unfortunate that some
courts continue to follow the common law maxim of
refusal to apportion blame. For example, one could

23 Contributory negligence is a defense only to tort actions based
on negligence. It is not a defense to intentional torts such as
assault and battery or to any tort predicated on strict liability.
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seriously question the virtue of a legal doctrine
under which a person who is 90 percent to blame
for an accident should be free of liability because
the injured party was 10 percent responsible.24

The number of instances in which contribu-
tory negligence has qualified as a defense can be
infinite. One of the most common examples in
automobile liability is jaywalking. Failure to signal a
turn could be contributory negligence on your part
even though your car was rear-ended by an oncom-
ing automobile. Being drunk, running down poorly
lighted stairs, teasing an animal, and horseplay have
all qualified, to name a few examples of contribu-
tory negligence.

Comparative Negligence Because of the harsh-
ness of the contributory negligence doctrine, the
majority of the states have adopted a somewhat
more lenient doctrine, that of comparative negli-
gence. Here, contributory negligence on the part
of the injured party will not necessarily defeat the
claim but will be used in some manner to mitigate
the damages payable by the other party. Compara-
tive negligence rules divide into two broad types.
One is the so-called pure rule, sometimes called the
Mississippi rule because it was first adopted by that
state in 1910. Under this rule, any defendant who
is only partly at fault must still pay in proportion
to his or her blame.25 Most other states follow the
Wisconsin rule, first asserted in 1933, under which
the defendant who was least at fault is not required
to pay at all.26 By 2007, all but four states had
adopted one or the other of these rules.

24 Because of the doctrine’s obvious and unjust harshness, some
courts by judicial interpretation use the rule of comparative neg-
ligence discussed next. In practice, many courts are inclined
perhaps to ignore slight degrees of contributory negligence.
25 States following the pure comparative negligence rule are
Alaska, Arizona, California, Florida, Kentucky, Louisiana,
Mississippi, Missouri, New Mexico, New York, Rhode Island.
South Dakota (for slight negligence only) and Washington.
26 States that follow the Wisconsin rule may be divided into two
classes: those that permit recovery when the injured party’s negli-
gence is less than that of the other person (the 49 percent rule) and
those that permit recovery when the injured party’s negligence
is not greater than the other person’s (the 50 percent rule). States
that follow the less than rule are Arkansas, Colorado, Georgia,
Idaho, Kansas, Maine, Nebraska, North Dakota, Oklahoma,
Tennessee, Utah, and West Virginia. States following the not
greater than rule are Connecticut, Hawaii, Illinois, Indiana,
Iowa, Massachusetts, Michigan, Minnesota, Montana, Nevada,
New Hampshire, New Jersey, Ohio, Oregon, Pennsylvania, South
Carolina, Texas, Vermont, Wisconsin, and Wyoming.

To illustrate the difference between the two
approaches, and to provide a contrast with the
common law principle of contributory negligence,
assume that Smith and Jones are injured in an acci-
dent, each suffering losses in the amount of $10,000.
Assume Smith is 40 percent and Jones 60 percent at
fault. Recovery under each of the systems would be
as indicated by the following table.

Recovery Recovery Recovery

under under under

Common Wisconsin Mississippi

Law Law Rule

(18 states) (6 states) (26 states)

Smith, 40 percent at 0 $6,000 $6,000
fault, $10,000 loss

Jones, 60 percent at 0 0 4,000
fault, $10,000 loss

The comparative negligence principle has much
to commend it. It has the effect of tempering the
harshness of the contributory negligence doctrine,
particularly in situations in which only a slight
degree of contributory negligence will defeat an
injured party’s claim. It seems unfair to disallow a
claim in cases in which the negligence of the injured
party is slight, but it seems illogical to allow one to
recover complete damages in such instances. If the
jury can separate degrees of negligence, the com-
parative negligence principle will produce logical
and fair results.

Last Clear Chance The doctrine of last clear
chance is an additional modification of the doctrine
of contributory negligence. Under this tenet, as uti-
lized in most legal jurisdictions, the injured party’s
contributory negligence will not bar his or her
recovery if the other party immediately prior to the
accident had a “last clear chance” to prevent it but
failed to seize that chance. Its logic is obvious. If
one can avoid an accident and does nothing to
prevent its occurrence, one should be legally liable
for damages regardless of the injured party’s contrib-
utory negligence. To illustrate the doctrine, assume
X drives onto a highway after stopping at a stop sign.
He gets partially onto the highway, when his auto-
mobile stalls. He tries frantically to get the car
started, but to no avail. A car driven by Ms. Y is
speeding down the highway. Although Y notices X’s
car in advance of the accident, she slows down little
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and makes no attempt to drive to the other side of the
road. From the resulting collision, X may be entitled
to collect a considerable amount in damages even
though he had no right to be on the highway and
even though he knew that his car was in the habit of
stalling. Here, Y was negligent because of her failure
to use reasonable care in driving her car. She saw
X’s predicament and could have avoided the acci-
dent by slowing down or, if necessary, by coming to
a halt. She could also have driven to the other side
of the road if it had been clear of oncoming traffic.
One of the most difficult lessons for a driver to learn
is that having the right-of-way does not mean that
one is permitted to use this right without reasonable
regard for the safety of others even though the
others have placed themselves negligently in situa-
tions that may imperil their persons or property.

Survival of Tort Actions Under common law,
tort actions do not survive the death of the person
committing the injury or the person injured. This
prevents any recovery by the deceased individual’s
estate or personal representative. The responsible
person could be held criminally but not civilly
responsible. This rule had the unusual characteris-
tic of making it more profitable to kill a person than
to maim him or her. In almost every jurisdiction,
this rule has been changed to some extent. Some
statutes declare that cause of action for damage to
property survives the death of the plaintiff or the
defendant. But most go further and allow the sur-
vival of causes of action for personal injuries.

Every jurisdiction has some sort of statute of
wrongful death. The most common creates a new
cause of action for the benefit of particular surviving
relatives (usually the spouse, children, or parents)
that permits the recovery of the damage sustained
by such persons. The new cause of action, however,
does not eliminate any defenses available to the
responsible party. Thus, the decedent’s contributory
negligence, risk assumption, or a release executed
by him or her before death for the full recovery of a
judgment by the deceased are all held to bar wrong-
ful death actions in most states.

Legal Liability and Bankruptcy The risk of legal
liability is one fraught with potential catastrophic
losses. With all the various factors used in deter-
mining damages in an action for negligence added
together, the result could be astounding. Naturally,
the question must arise as to whether the guilty
party, confronted with a large judgment, has any

alternative but to pay even if it takes the balance
of his or her lifetime to make complete settlement.
Bankruptcy is, of course, an alternative, and perhaps
is the only possible course of action. The negligent
party will lose most of what he or she has accumu-
lated up to this point in life but will be released from
the judgment’s balance. The discharge of the judg-
ment may appear to be desirable to the guilty party,
but the stigma of bankruptcy will be lifelong and
will hamper practically all his or her future business
and personal activities.

A judgment for liability arising from a willful or
malicious tort, on the other hand, cannot be dis-
charged by bankruptcy. The guilty party will be obli-
gated to pay the judgment if it takes the rest of his or
her life. That bankruptcy will not discharge a judg-
ment arising from a willful or malicious act should
be appreciated, particularly by young people who
are inclined to drive in a manner that could amount
to willful and malicious behavior.

POSSIBLE CHANGES IN
THE TORT SYSTEM

In the 1980s, a debate over the tort system that
had begun with dissatisfaction over the “auto-
mobile problem” moved from the auto field into the
field of general liability. Initially, agitation for reform
came from the medical profession, whose members
complained that the costs of insuring against tort
losses had become an unbearable burden. Later,
manufacturers complained that liability suits involv-
ing defective products had reached an unbearable
level. The high cost of insuring against liability losses
produced what many called a liability insurance
crisis, affecting classes as diverse as day care
centers, recreational facilities, medical practition-
ers, architects, product manufacturers, governmen-
tal bodies, and the officers of major corporations.
Dissatisfaction with the system reached a peak in
the period from 1985 to 1987, when many buyers
faced astronomical increases for liability insurance,
which the insurance industry blamed on a tort sys-
tem out of control. Pressure for reform came from
a coalition of insurance buyers and the insurance
industry. Opposition to reform has come principally
from the American Trial Lawyers Association and
other groups representing the plaintiff’s bar.
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The seven changes in the tort system that are
collectively considered to be tort reform include the
following:

1. Alternative dispute resolution mechanisms, such
as binding arbitration for small claims to reduce
the cost of litigation

2. Elimination of the doctrine of joint-and-several
liability

3. Establishing a sliding fee schedule for plaintiffs’
attorneys in place of the contingency system

4. Limitations or “caps” on awards for noneco-
nomic damages (pain and suffering)

5. Elimination of the collateral source rule (sub-
tracting from the award for economic damages
any reimbursement from other sources, such as
personal health insurance)

6. Periodic payment of awards (also called struc-
tured settlements) in place of lump-sum awards

7. Elimination of punitive damages or making puni-
tive damages payable to the state rather than to
the injured party

In response to the pressure, most states have
enacted some elements of tort reform. In general,
however, the impact of reform on liability insurance
costs has been modest. The limited impact of the
reform measures that have been adopted thus far is
blamed on two factors.

First, the reforms were nearly all at the state
level, which means their impact would be localized.
Those who advocate serious tort reform have always
been skeptical that state-by-state reform would solve
the problem. In the case of product liability, for
example, they point out that we are a national
market and only a national system of product lia-
bility tort reform will eliminate the problems that
underlie the crisis.

Furthermore, because insurers had not main-
tained loss data in a form that indicates the pro-
portion of liability losses attributable to pain and
suffering, punitive damages, or contingency fees,
they had difficulty in judging the amount by which
the reforms were likely to reduce future losses. As
a result, many states enacted legislation requiring
insurers to accumulate loss data according to cate-
gories that will permit measurement of such factors
in the future.

Although the impact of tort reform on insur-
ance prices has not met consumer expectations,

evidence shows that the regional changes in the tort
system has had a positive effect on insurer losses and
on premiums. The limitations on joint-and-several
liability, pain and suffering, and punitive damages
did reduce insurers’ losses, and the reductions were
passed on to buyers in the form of premiums that
were lower than would have been otherwise.27

Federal Class Action Reform A class action is
a lawsuit aimed at a company whose actions have
damaged a group of individuals in a similar way. In
a class action lawsuit, one individual may represent
the entire group and sue on behalf of all individuals
the company has harmed. Class action lawsuits are
designed for situations in which large numbers of
people have cases that involve common questions
of law and fact.

Proponents of class action lawsuits argue that
they improve efficiency in the legal process and
lower the costs of litigation because common issues
have to be decided once. They also make it possible
to sue when the loss suffered by a single individual
is too small to justify the lawsuit costs, but the com-
bined group loss is large enough. Although class
action lawsuits can permit efficient claims resolu-
tion, they have been subject to criticism. In some
class action lawsuits, class members received little
or no compensation while the attorneys received
large fees. Critics maintain that national class
actions are too frequently brought in jurisdictions
with a bias toward plaintiffs, where state judges
improperly certify a national class even though it
does not involve common questions of fact or law.
Defendants are then pressured to settle even ques-
tionable cases because of the potentially large loss
if they lose in litigation. In response to perceived
abuses in class action litigation, Congress enacted
the Class Action Fairness Act of 2005 (CAFA). The
bill was intended to counter two issues. First, CAFA
addresses the issue of forum shopping (i.e., plaintiffs
seeking a friendly court to hear the case) by provid-
ing that certain class action lawsuits may be heard
in federal, rather than state, court.28 Second, CAFA

27 For a summary of research on this issue, see “The Effects of
Tort Reform: Evidence from the States” (Congressional Budget
Office, June 2004).
28 These include cases in which the combined alleged damages
of all class members exceeds $5 million or in which any member
of the class is a citizen of a different state than the defendant. The
federal court may decline jurisdiction in some cases.
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requires greater scrutiny of settlements, particularly
in the case of coupon settlements.29

SUMMARY

Although we have surveyed only the more funda-
mental aspects of legal liability, the tremendous
exposure the individual faces in this area should

29 Under coupon settlements, plaintiffs receive a minimal bene-
fit, such as a coupon for future services or discounts for future
services, many of which are unused. These have been criticized
for providing little or no compensation to the plaintiffs, whereas
attorneys collect large fees. Under CAFA, attorney fees must be
based on the value of coupons redeemed. The act requires
judicial review of coupon settlements. The court can approve
a coupon settlement only after a hearing to determine the settle-
ment is fair, reasonable, and adequate.

be evident.30 The catastrophic proportions that the
liability loss can assume suggest that the appropri-
ate risk management technique for this exposure is
transfer. This is accomplished for the most part by
transfer of the risk to an insurance company through
the purchase of liability insurance, the subject of
Chapter 28.

30 The tort system is an evolving body of legal doctrines. It has
undergone significant change in the past and is likely to change.
Changes in the tort system as it relates to automobiles are dis-
cussed in Chapter 29.

IMPORTANT CONCEPTS TO REMEMBER

tort
intentional torts
unintentional torts
negligence
lex talionis
law of retaliation
sovereign immunity
negligence per se
absolute liability
res ipsa loquitur

scienter
vicious propensity
consortium
proximate cause
special damages
general damages
punitive damages
collateral source rule
vicarious liability
joint-and-several liability

respondeat superior
trespassers
licensees
invitees
attractive nuisance
assumption of risk
contributory negligence
comparative negligence
last clear chance

QUESTIONS FOR REVIEW

1. What conditions must exist before an individual may
be held legally liable in a tort action?

2. Distinguish among invitee, licensee, and trespasser,
and describe a property owner’s responsibilities to each.

3. Give an example of each of the following legal doc-
trines: res ipsa loquitur, scienter, and negligence per se.

4. Explain fully what is meant by the term vicarious lia-
bility, giving examples of several situations in which vicar-
ious liability is likely to exist.

5. Identify the defenses that may be used against a tort
action.

6. To what extent may parents be held liable for the acts
of their minor children? Be complete and specific.

7. Distinguish between the concepts of contributory neg-
ligence and comparative negligence. Which doctrine is
used in your state? Which do you feel is the more reason-
able, and why?

8. What factors are considered in determining the
amount of damages to which a person who suffers bodily
injury is entitled in a tort action?

9. What is meant by the term absolute liability? Give
three examples of absolute liability.

10. To what extent are the risk management techniques
of avoidance, reduction, and retention suitable and ade-
quate techniques for dealing with the liability risk?
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QUESTIONS FOR DISCUSSION

1. At one time, it was felt that liability insurance would
undermine the tort system, which has as its central theo-
rem the concept that the individual responsible for injur-
ing another should be made to pay for that injury. Do you
think the existence of liability insurance causes one to be
less careful than he or she might otherwise be?

2. Schwartz had been troubled by burglars, so he in-
stalled a trap in his building with a shotgun rigged to fire
when an intruder opened the door. Sam Burglar broke
into the building and lost both legs when the shotgun dis-
charged. Sam thereupon brought suit against Schwartz for
damages. What defenses might Schwartz offer? Do you
believe that a court would permit recovery under such
circumstances?

3. Bodily injury awards have increased at a significant
rate during the past two decades. To what do you attribute
this increase? Were previous awards inadequate, or are the
current ones excessive?

4. Because of a rash of liability suits and high judgments,
many municipalities and government subdivisions have
had difficulty in obtaining liability insurance for a decade.
This seems ironic considering that a short time ago, such
entities were immune from liability. To what do you at-
tribute the reversal?

5. What major liability exposures do you as an individ-
ual in your current status as a student face? How are your
exposures likely to change after you have completed your
education?
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INDIVIDUAL
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CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Explain the distinction between a denial of payment by an insurer because there is no liability
and denial because there is no coverage

• Identify the coverage features under Section II of the homeowners forms

• Describe the insuring agreements of liability insurance contracts generally and explain the
insurer’s obligation to defend the insured

• Explain the insuring agreement of the Section II Personal Liability coverage

• Explain the insuring agreement of the Section II Medical Payments coverage

• Recognize significant exclusions under the homeowners Section II

• Describe the personal umbrella liability contracts, including qualification requirements and
typical exclusions

• List the available endorsements for broadening Personal Liability coverage

LIABILITY INSURANCE IN GENERAL

In Chapter 27, we examined the principles of neg-
ligence that give rise to the legal liability exposure.
We noted that the risk of legal liability is a pervasive
aspect of the life of every individual, and it is a risk
of catastrophic potential. In this chapter, we turn to
liability insurance, the form of coverage designed to

protect against the financial consequences of neg-
ligence: legal liability.

In its simplest form, liability insurance undertakes
to assume the obligations imposed on the negligent
party in case of legal liability. The liability insurance
policy agrees to pay the sums the insured becomes
legally obligated to pay, up to the policy’s limit when
such liability arises out of acts of the insured that are
included in the coverage definition. It is commonly

494
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called third-party coverage because it undertakes
to compensate someone who is not a party to the
contract, the injured person to whom the insured is
liable. This “third party” is not an insured under the
policy and has no direct claim against the insurer.
Contractually, the insurer has no legal obligation to
the injured third party unless and until the insured’s
liability has been established in a court of law.

Besides the promise to pay sums the insured
becomes legally obligated to pay, most liability poli-
cies include a promise by the insurer to defend the
insured in suits involving the liability covered under
the policy. Thus, automobile liability policies will
provide defense for suits alleging negligence in the
operation of an automobile, and a premises liabil-
ity policy will pay defense costs related to insured
premises. The basic principle is that the insurer must
pay defense costs if it would be obligated to pay
damages if the insured should be held liable.

As a practical matter, few liability claims reach
trial. Insurers realize that the best interests of all con-
cerned will be served to reach a settlement without
litigation, and the insurer normally seeks an out-of-
court settlement with the injured party. Most liabil-
ity policies reserve this right to the insurer. Although
the insurance company often deals directly with the
injured party, it is not obliged to do so under the
contract.

An area frequently misunderstood by the public
is the distinction between the liability of the insured
and coverage under the liability policy. When
presented with a claim, an insurer may attempt to
negotiate a settlement, or it may refuse to con-
sider payment. The insurer’s payment denial may
be based on two different reasons. One is that
the loss is not covered under the policy. Here, the
insured must assume his or her own defense and, if
held liable, must pay the claim. A different situation
exists when the company denies payment because
it does not feel the insured is legally liable for the
damage or injury. In this instance, the insurer is
obligated to defend the insured, and if the insured
is found to be liable, the insurer will pay for the loss
up to the policy limits.

TYPES OF LIABILITY INSURANCE

Most people realize the liability exposure inherent
in driving a car. The size of the judgments we see
in newspapers acts as a constant reminder of this

risk. Recognizing this, most individuals purchase
automobile liability insurance to protect themselves
against this exposure. At the same time, many fail to
recognize the basis of the liability exposure, i.e., the
negligent act, underlies liability for acts that have
no connection with an automobile. The individual
needs protection against the consequences of any
negligent act, not just those connected with the
automobile. Several forms of liability insurance are
available to meet the liability exposure from vari-
ous sources. For convenience in discussion, we may
divide liability insurance into three classes:

1. Automobile liability

2. Employers liability and workers compensation

3. General liability

Usually, these three types of liability insurance are
provided under separate contracts. Most general
liability policies exclude liability arising out of auto-
mobiles and liability for employee injuries. Liability
arising out of automobile operation is insured under
a separate automobile liability policy, and coverage
for employee injury is available under the Workers
Compensation and Employers Liability Policy. The
discussion in this chapter is concerned primarily
with the field of general liability.1 General liability
insurance can be subdivided further into coverages
designed to protect business firms and other institu-
tions and to protect the individual. We will confine
our discussion to coverage for the individual.

COMPREHENSIVE PERSONAL
LIABILITY COVERAGE

The general liability coverage designed to protect
the individual is called Comprehensive Personal
Liability (CPL) insurance. The coverage is “compre-
hensive” in that it insures against all types of liability
hazards falling within a broad insuring agreement
except for those specifically excluded. In general,
the coverage is intended to protect against the non-
business, nonautomobile exposures of the indivi-
dual or family unit. Protection exists for legal liability

1 As we will see in the following discussion, comprehensive per-
sonal liability coverage is an exception to the general principle
since it includes coverage for injuries to domestic employees.
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arising out of the premises and for liability arising
out of the personal activities of the insured or family
members, when on and away from the premises. In
addition, the coverage includes employers’ liability
coverage for injury to domestic employees in those
jurisdictions where such workers are not subject to
the workers compensation laws. In some states, the
policy can be endorsed to provide workers compen-
sation coverage for domestic employees.

CPL coverage may be purchased as a monoline
contract, it may be added to monoline dwelling
forms by endorsement, and it is automatically in-
cluded as Section II of the Homeowners Policy.2

Since the most widely used means of obtaining the
coverage is under the homeowners forms, we will
use Section II of the Homeowners Policy as the basis
for our discussion.

General Nature of the Coverage

Two basic coverages under Section II of the home-
owners are designated Coverage E, Personal Liabil-
ity, and Coverage F, Medical Payments to Others.
There are also four supplementary insuring agree-
ments, called additional coverages. A brief overview
of the coverages may be helpful in the detailed dis-
cussion of the individual coverages that follows.

1. Coverage E, Personal Liability. Under the insur-
ing agreement of this coverage, the company
promises to pay, up to the limit of liability set
in the policy, all payments that become the in-
sured’s legal obligation because of bodily injury
or property damage falling within the scope of
the coverage. The standard limit of liability, which
may be increased, is $100,000.3

2. Coverage F, Medical Payments to Others. The Med-
ical Payments coverage provides payment for

2 Personal liability coverage is available as an endorsement to
the dwelling forms under the Personal Liability Supplement. The
same endorsement is combined with a set of conditions and a
declarations page to form a separate monoline personal liability
policy.
3 Under a single limit of liability, the insurance company will pay
up to that limit for bodily injury or property damage arising out
of a single occurrence. This is in contrast with split limits, such
as those used in some automobile policies. Automobile limits
of $10,000/$20,000/$5000 mean that the insurance company will
pay up to $10,000 for each person injured, up to $20,000 for all
persons injured, and up to $5000 for property damage arising out
of a single occurrence.

medical expenses incurred by persons who are
injured while on the premises with the insured’s
permission or who are injured away from the
premises if the injury results from an activity of
the insured or a member of the insured’s family.
Coverage for medical payments applies regard-
less of the insured’s liability. The basic limit under
the homeowners policy for this coverage is $1000,
which may be increased.

3. Additional Coverages. The Additional Coverages
of Section II provide payment for certain addi-
tional expenses that may be incurred by the
insured in the event of injury or damage to the
person or property of others. These include claim
expenses, first aid expense, limited payment for
damage to property of others when the insured
is not liable, and loss assessment coverage.

Personal Liability Coverage

The Personal Liability coverage is the major compo-
nent of the CPL coverage. Its insuring agreement is
simple and straightforward:

If a claim is made or a suit is brought against an
insured for damages because of bodily injury or
property damage to which this coverage applies,
we will:

a. pay up to our limit of liability for the damages
for which the insured is legally liable; and

b. provide a defense at our expense by counsel of
our choice, even if the suit is groundless, false,
or fraudulent. We may investigate and settle any
claim or suit that we decide is appropriate. Our
duty to settle or defend ends when our limit
of liability for the “occurrence’’ has been
exhausted by payment of a judgment or
settlement.

This is a fairly typical liability insuring agreement.
In addition to the promise to pay sums the insured
becomes legally obligated to pay, the agreement
promises defense and reserves to the company the
right to make an out-of-court settlement.

Persons Insured One of the most important parts
of any liability policy is the definition of “persons
insured” because the insurer promises to pay
damages or defend under the liability coverage
“if a claim is made or suit is brought against an
insured.” Like most liability policies, coverage is
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provided for certain individuals other than the per-
son listed in the policy declarations. In Chapter 24,
we noted that the definition of Insured under the
Homeowners Policy includes the named insured
and resident relatives, other persons under age 21
in the care of the insured, and certain students
enrolled in school full-time who were household
residents before leaving to attend school. (Insured
students include persons under age 24 related to
the insured and students under age 21 who were in
the care of an insured.) These persons are insureds
under Section II of the policy. In addition, for
Section II coverages only, the Homeowners Policy
contains the following definition:

Under Section II, “insured” also means:

(1) with respect to animals or watercraft to which
this policy applies, any person or organization
legally responsible for these animals or water-
craft which are owned by you or any person
included in a. or b. above. “Insured” does not
mean a person or organization using or having
custody of these animals or watercraft in the
course of any “business” or without consent of
the owner.

(2) with respect to a “motor vehicle” to which this
policy applies,
(a) Persons while engaged in your employ or

that of any person included in a. or b.
above; or

(b) Other persons using the vehicle on an
“insured location” with your consent.

Under Sections I and II, when the word “an”
immediately precedes the word “insured,” the
words “an insured” together mean one or more
“insureds.”

The inclusion of persons legally responsible for
animals or watercraft to which the insurance applies
extends coverage for persons to whom the insured
may have loaned such animals or watercraft or who
have custody for other reasons. If a neighbor takes
care of the insured’s dog while the insured is on
vacation, the neighbor would be covered under the
policy in the event of any suit arising out of the dog’s
actions. However, the exclusion of anyone having
custody of an animal or watercraft in the course of
business denies coverage to organizations, such as
kennels or marinas. The exclusion of persons having
custody without permission is self-explanatory.

Finally, the definition of persons insured includes
certain persons while operating a vehicle to which

the insurance applies. As we will see shortly, this
is limited to unlicensed motor vehicles, such as
those used for the maintenance of the premises and
recreational vehicles. The intent is to provide cov-
erage, for example, to a gardener operating a riding
lawn mower. Coverage applies for “any other person
using the vehicle on an insured location with your
(the named insured’s) permission.”

Severability of Insureds One of the conditions in
the policy states: “This insurance applies separately
to each ‘insured.’ This condition shall not increase
our limit of liability for any one ‘occurrence.’” Since
the insurance is stated to apply separately to each
insured, it is conceivable that one insured under
the policy might injure another insured person and
have coverage for the resulting liability. Although
intrafamily suits are, as explained later, specifically
excluded, other suits by an insured against an
insured are possible. A residence employee who
is covered while operating an insured vehicle, a
person having custody of an animal owned by the
insured, or someone using an insured watercraft are
all insureds under the policy. If any of these per-
sons is injured by another insured, he or she could
bring suit and, if the suit was successful, collect
under the policy.

Liability Exclusions Two sets of exclusions are
applicable to the liability coverage. One set of 12
exclusions (designated A through D and E.1 through
E.8) applies to liability and medical payments, and a
second set of six exclusions (designated F.1 through
F.6) applies to liability coverage only.

A. Motor Vehicle Liability Liability arising out of
motor vehicles owned or operated by any insured
is excluded in a complex and wordy series of pro-
visions. These include the exclusion (which denies
coverage for “motor vehicle liability”), the defini-
tion of “motor vehicle,” and a definition of “motor
vehicle liability.” There have been mostly unsuc-
cessful attempts to find coverage under the home-
owners policy for automobile liability losses
through claims against an insured other than the
auto operator. These attempts were usually based
on the argument that a parent was negligent, not in
the operation of an auto but in supervising a minor
or by negligently entrusting someone with the auto.
In an effort to address these arguments, the defi-
nition of motor vehicle liability is written broadly
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to include liability arising out of the ownership,
maintenance, occupancy, operation, use, loading,
and unloading of a motor vehicle, as well as liability
arising out of entrustment, failure to supervise,
or negligent supervision or vicarious liability for
the actions of a child or minor involving a motor
vehicle. The definitions of watercraft, aircraft, and
hovercraft include similarly worded provisions.
The motor vehicle exclusion distinguishes between
motor vehicles registered for use on public roads or
property (or that should be so registered) and other
vehicles. The former are excluded. Other vehicles,
which are unregistered and are not required to be
registered, may be excluded or covered, depending
on the vehicle. Unregistered vehicles are excluded
if they are operated in (or practicing for) any pre-
arranged or organized race, speed contest, or other
competition. Unregistered vehicles rented to others,
used to carry persons or cargo for a charge, or used
for business purpose are excluded.

Unregistered motor vehicles for which coverage
exists include a motor vehicle in dead storage on
an insured location, motor vehicles used solely to
service an insured’s premises, and motor vehicles
designed to assist the handicapped if being used for
this purpose or parked at the time of the occurrence.

Recreational motor vehicles such as snow-
mobiles, all-terrain vehicles, go-carts, and other land
motor vehicles designed for recreational use off
public roads are divided, for coverage purposes,
as owned and nonowned. Nonowned recreational
motor vehicles are insured on and off premises.
Owned recreational motor vehicles are covered
only when on an insured location.

Motorized golf carts owned by an insured are
covered while at a golfing facility and parked or
stored there or when being used by an insured to
play golf or for other recreational activities allowed
by the facility. The golf cart must be designed to
carry no more than four persons and cannot have
been modified after manufacture to exceed 25 miles
per hour. Coverage applies while the cart is being
used for travel to and from an area where motor
vehicles or golf carts are parked or while crossing
public roads at designated points to access other
parts of the golf course. Finally, owned golf carts
are covered while in a private residential commu-
nity (e.g., “Sun City”) where the insured’s residence
is located. If it is legal for golf carts to travel on
the public roads of the private community, coverage
applies to such usage.

B. Watercraft Liability Watercraft exclusion
B excludes liability (including negligent entrust-
ment, negligent supervision, and vicarious liability)
arising out of the following types of boats:

• Inboard or inboard-outboard motorboats owned
by an insured

• Inboard or inboard-outboard motorboats with
more than 50 horsepower rented to an insured

• Sailing vessels (with or without auxiliary power)
over 26 feet in length owned by or rented to an
insured

• Any boats powered by an outboard motor or
motors in excess of 25 horsepower if such motor
or motors were owned by the insured at the incep-
tion of the policy and not listed or reported to the
insurer

The exclusion concerning outboard motors, unlike
that about inboards or sailing vessels, does not
apply to rented motors. Coverage applies to boats
below these limits, and the exclusion of larger units
may be removed by endorsement for an additional
premium. The policy provides that none of the
exclusions relating to watercraft apply while the
watercraft is stored.

C. Aircraft Liability Next, legal liability arising
from the ownership, maintenance, or use of aircraft
(including negligent entrustment, negligent super-
vision, and vicarious liability) is excluded by exclu-
sion C. If the insured owns or rents a private airplane,
he or she must purchase aircraft insurance specifi-
cally designed for this purpose. The policy defines
an aircraft as “any contrivance used or designed
for flight, except model or hobby aircraft not used
or designed to carry people or cargo.” In addition
to airplanes, the exclusion eliminates coverage for
ultralights and hang gliders.

D. Hovercraft Liability The Hovercraft Liability
exclusion was introduced in the year 2000 revision
to address the ambiguity regarding the nature of
these vehicles. Although the policy excluded air-
craft, motor vehicles, and watercraft, it was argued
that hovercraft were technically none of these. The
wording of the hovercraft liability exclusion paral-
lels the wording of the motor vehicle exclusion.

E.1. Intentional Injury It is considered contrary
to public policy to protect an individual from the
consequences of intentional injury to another. For
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this reason, the policy excludes coverage for bodily
injury or property damage that is expected or
intended from the insured’s standpoint. The exclu-
sion goes on to state the exclusion applies “even if
the injury or damage is of a different kind . . . or
is sustained by a different person than originally
expected or intended.” If Joe throws a bottle at Bill
and hits Sherrie, the insurer would likely invoke this
exclusion.4

E.2. Business Activities The Personal Liability
coverage of the Homeowners Policy is designed
to provide legal liability arising from the dwelling
premises and the insured’s personal activities. It
is not designed to provide coverage for business
or professional activities. Exclusion E.2 makes this
clear; it excludes liability “arising out of or in
connection with a ‘business’ conducted from an
insured location or engaged in by an insured.”
The exclusion applies to a business owned by the
insured and to a business by which the insured
is employed. The scope of the exclusion is partly
defined by the policy definition of “business.”

Business means a trade, profession, or occupa-
tion engaged on a full-time, part-time, or occasional
basis. It means any other activity engaged in
for money or other compensation. Four types of
activity are excluded from the definition of business
(and are, therefore, covered). These include volun-
teer activity for which no money is received (other
than payment for expenses), day care services with-
out compensation (other than the mutual exchange
of service), and home day care services to a rela-
tive of the insured. The final exception is any activ-
ity (other than the first three) for which no insured
received more than $2000 in compensation in the
12 months before the inception of the policy.

4 Some courts have found coverage in instances when an insured
shot at one person and hit another. This led to the rewording
about injuries “of a different kind” or sustained “by a different
person” in the 2000 revision. In addition, the earlier version
excluded loss “expected or intended by the insured” while
the new wording excludes loss “expected or intended by an
insured.” In Arenson v. National Automobile and Casualty Insur-
ance Co., 286 PC. 2d, 816 (1976), the court held that coverage
applied where the parent was held liable for the son’s intentional
damage despite the exclusion of damage the insured intention-
ally caused. The court based its decision on the insured who was
held liable (the parent) had not caused the damage intentionally.
It remains to be seen how courts will interpret the new wording.

In addition to the qualifications in the definition
of “business,” there are two exceptions to the busi-
ness exclusion. The first relates to rental activities.

The definition of “business” is sufficiently broad
to include an insured’s rental activities. The rental
activities exceptions to the business exclusion pro-
vide coverage for (1) the occasional rental of an
insured’s residence, (2) the rental of part of the in-
sured premises for use as a residence only (but with
no more than two roomers or boarders per family),
or (3) the rental of part of the residence as an office,
school, studio, or private garage.

The first exception is self-explanatory. The insured
is permitted to rent the insured residence to others
on a short-term or temporary basis (e.g., while the
insured is on a temporary assignment in another
city). The second exception permits rental of a
single-family unit in the residence (provided there
are no more than two roomers or boarders per
single-family unit). Finally, a part of the insured
residence may be rented to others for use as an
office, school, studio, or private garage. Other rental
activities may be covered by endorsement to the
Homeowners Policy or under a separate business
general liability policy.

Coverage for Business Activities Coverage is
available by endorsement to the Homeowners
Policy for some types of business activities, inclu-
ding businesses conducted from the residence
premises. There are four separate endorsements,
designed for different business exposures.

Employees who want liability coverage for their
activities as employees (as opposed to business
owners) may obtain coverage under the Business
Pursuits Endorsement. This endorsement is avail-
able to clerical office employees, salespersons,
collectors, messengers, and teachers. Although the
liability insurance purchased by one’s employer
usually extends coverage to employees, an emplo-
yee might desire coverage for exposures not covered
by the employer’s policy or when the employer’s
coverage is considered inadequate. The endorse-
ment excludes coverage for acts of the insured in
connection with a business owned by the insured
and injury to fellow employees.

The Homeowners Program rules allow cover-
age on dwellings with certain “incidental” business
occupancies (an office, studio, or school). When
a Homeowners Policy is written for one of these
permissible “incidental” occupancies, the business
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exclusion is modified to provide on-premises liabi-
lity coverage relating to the incidental occupancy
by attaching the Permitted Incidental Occupancies
(Residence Premises) Endorsement (HO 04 42).5

The Home Day Care Coverage endorsement
modifies the business activity exclusion to provide
coverage for liability arising out of a home day care
business operated in the dwelling or another build-
ing on the premises.6

Finally, coverage may be added to the home-
owners policy for certain other home businesses
under the Home Business Coverage Endorsement
(nicknamed the HOBIZTM). This endorsement pro-
vides coverage for business property, loss of business
income, and general liability coverage appropri-
ate for the home business activity. The business
must be owned by the named insured (or by the
named insured and a resident relative) or the named
insured and a partner who is a household resi-
dent. Three types of businesses are eligible: offices,
service businesses, and sales. Businesses engaged
in the manufacture, sale, or distribution of food
products or personal care products (e.g., cosmet-
ics) and businesses eligible for coverage under the
Permitted Incidental Occupancy or the Home Day
Care Coverage endorsements are ineligible. The
business may have no more than three employ-
ees and must have receipts of less than $250,000
annually.

When a business exposure exists that cannot be
insured under one of these four endorsements, it
must be insured under a business liability policy.

E.3. Professional Liability Exclusion E.3 excl-
udes professional liability, such as the liability that
a physician, accountant, lawyer, or other profes-
sional might incur. The intent of this exclusion is
the same as the business pursuits exclusion dis-
cussed earlier. The excluded professional exposures

5 This endorsement can be used to modify coverage under
Section I of the Homeowners Policy for property used in business.
Specifically, it can be used to increase the coverage amount for
on-premises property used primarily in business, which is other-
wise limited to $2500. It can also be used to cover other structures
used for business purposes under Coverage B—Other Structures.
6 A mandatory endorsement (HO 04 96, No Section II—Liability
Coverage for Home Day Care Business: Limited Section I—
Property Coverage for Home Day Care Business) is attached to
the policy when the Home Day Care Coverage endorsement is
not used.

must be insured under separate professional liability
policies.7

E.4. Uninsured Premises A specific exclusion
eliminates liability arising out of any premises
owned or rented to any insured that is not an
“insured location.” The definition of insured loca-
tion found in the general conditions states:

“Insured location” means:

a. The “residence premises”;
b. The part of other premises, other structures and

grounds used by you as a residence; and
(1) Which is shown in the Declarations; or
(2) Which is acquired by you during the policy

period for your use as a residence;
c. Any premises used by you in connection with a

premises described in a. and b. above.
d. Any part of a premises:

(1) Not owned by an “insured”; and
(2) Where an “insured” is temporarily residing;

e. Vacant land, other than farm land, owned by or
rented to an “insured”;

f. Land owned by or rented to an “insured” on
which a one, two, three or four family dwelling
is being built as a residence for an “insured”;

g. Individual or family cemetery plots or burial
vaults of an “insured”; or

h. Any part of a premises occasionally rented to an
“insured” for other than “business” use.

This definition includes, first, the listed residence
premises and all other residence premises listed
in the policy. This portion needs little analysis.8 In
addition to the residence premises listed, any other
residential premises acquired by the insured during
the policy term are included.9 Premises used in
connection with any of the foregoing, such as a
garage located elsewhere, are included as insured
premises.

The part of the definition that refers to a part of
premises not owned by any insured in which an in-
sured is temporarily residing extends the definition

7 Professional liability insurance is discussed later in the chapter.
8 In the Condominium Unit–Owners Form 6 only, there is an
important difference in the definition of residence premises.
Instead of the limitation for other than one-family or two-family
residences to “that part of (the) building where you reside,” the
definition reads “a condominium unit where you reside shown
as the ‘residence premises’ in the Declarations.”
9 Coverage on additional premises acquired during the policy
period is automatic. However, a small additional premium must
be paid by the insured for each one of the premises.
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of insured premises to include a hotel or motel room
or perhaps a cabin on a lake that has been rented
to the insured for a summer vacation.

The definition includes vacant land, other than
farmland, owned by or rented to any insured. Thus,
legal liability arising in connection with a vacant
lot owned by the insured is covered automatically
in the policy, and no requirement exists that it be
listed. Coverage on vacant land even continues
following the start of construction of a one-family
or two-family dwelling on such land if the dwelling
is intended as a residence for an insured.

The next portion of the definition includes
individual or family cemetery plots or burial vaults.
Since the plot is owned by the insured, if somebody
should be hurt there, the insured could have a legal
liability.

The final section of the definition is “any part of
a premises occasionally rented to any insured for
other than business purposes”. It would include, for
example, a hall rented by an insured for the purpose
of holding a reception or a party.

Any premises not falling within any of the
sections of this definition are “uninsured locations.”
However, the best example of an uninsured location
would be any residence owned by the insured at the
inception of the policy and not declared.

E.5. War The next exclusion eliminates cover-
age for bodily injury or property damage arising out
of war, civil war, insurrection, rebellion, revolution,
and similar forms of conflict.

E.6. Communicable Disease The communicable
disease exclusion eliminates coverage for liability
arising out of the transmission of a communicable
disease by an insured. Prior to the addition of this
exclusion, courts had held that such losses are
“bodily injury” within the meaning of the policy
coverage and that the bodily injury was not
expected or intended by the insured.

E.7. Sexual Molestation or Abuse Exclusion E.7
excludes bodily injury arising out of sexual molesta-
tion, corporal punishment, or physical or mental
abuse.

E.8. Controlled Substance Exclusion E.8 excl-
udes liability arising

“out of the use, sale, manufacture, delivery, trans-
fer or possession by any person of a Controlled
Substance(s) as defined by the Federal Food and
Drug Law at 21 U.S.C.A. Sections 811 and 812.

Controlled Substances include but are not limited
to cocaine, LSD, marijuana and all narcotic drugs.
However, this exclusion does not apply to the
legitimate use of prescription drugs by a person
following the lawful or-ders of a licensed health
care professional.”

The severity of this exclusion for some people and
some lifestyles requires no explanation.

F.1. Assessments and Contractual Liability In
addition to the liability that arises out of negligence,
liability may be incurred through contractual agree-
ments. For example, a common clause in many
leases shifts the liability in connection with premises
from the landlord to the tenant or from the tenant
to the landlord. Such agreements are called “hold-
harmless agreements” because one party agrees to
hold the other harmless from liability arising out of
the premises. Brown, a tenant, may agree to hold
Smith, the landlord, harmless from liability arising
out of the premises. Jones is injured as a result of a
defect in the premises and brings suit against Smith
as the owner. Smith is held liable and is ordered to
pay a judgment of $25,000. Under the terms of the
hold-harmless agreement, Brown will be required to
reimburse Smith. The homeowners forms provide
coverage for this exposure through an exception to
an exclusion.

Under exclusion F.1.a, loss assessments charged
against the insured as a member of an association,
corporation, or community of property owners is
excluded except to the extent that such loss is cov-
ered under the Section II Additional Coverage for
Loss Assessment (discussed later in this chapter).
Such assessments are a type of contractual liability
since the association would not have the authority
to level such assessments in the absence of an agree-
ment by the insured.

Exclusion F.1.b excludes other liability assumed
under contract. Then, in two important exceptions
to the exclusion, it provides a broad form of contrac-
tual liability to the insured. The exclusion of liabi-
lity assumed under contract does not apply to
(1) written contracts that relate directly to the owner-
ship, maintenance, and use of an insured location
or (2) contracts in which the liability of others is
assumed by the insured prior to an occurrence.
The first exception provides coverage for the
types of assumption discussed in our Smith–Brown
example. The second exception provides coverage
for other contractual assumptions as long as the
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agreement is executed prior to the damage for
which liability is assumed and one of the other
exclusions of the policy does not apply.

F.2. Property Owned by an Insured Section II
of the Homeowners Policy, like most liability insu-
rance contracts, excludes property damage to prop-
erty the insured owns. This exclusion prevents
family members from suing one another for
damage to their property.

F.3. Property Rented to, or in the Care of the

Insured Damage to property occupied or used by
the insured or rented to or in the care, custody, or
control of the insured is excluded. Property of others
in the insured’s custody may be insured under
Section I of the Homeowners Policy (or another
form of first-party coverage). This exclusion has an
important qualification. An exception to the exclu-
sion makes it inapplicable to property damage
caused by fire, smoke, or explosion. This exception
provides what is known as Fire Legal Liability Insu-
rance, a special form of coverage designed to pro-
tect renters or lessees from claims arising out of fire
damage to the rented or leased premises. The fact
that the care, custody, and control exclusion does not
apply to damage caused by fire, smoke, or explosion
could be important to an insured who has rented a
dwelling or apartment. Coverage would apply to the
building and to furnishings.10

F.4. Workers Compensation and Other Statu-

tory Benefits Exclusion F.4 eliminates payment
for bodily injury to persons who are eligible for
benefits under a workers compensation, nonoccu-
pational disability, or occupational disease law.11

10 The landlord might sue the tenant who negligently sets fire to
the apartment or dwelling. However, the landlord may not sue
but collect instead from his or her fire insurance company. What
do you suppose the fire insurer will do?
11 In most states, domestic servants in a private home are not
subject to the workers compensation law, but the employer may
voluntarily bring them under the law by purchasing the appro-
priate insurance. In California, New Hampshire, New Jersey, and
New York, workers compensation insurance is required for all
residence employees, and the coverage may be added to the
Homeowners Policy under a Workers Compensation Endorse-
ment. Other states (Colorado, Connecticut, Delaware, Hawaii,
Iowa, Kansas, Kentucky, Maryland, Minnesota, Missouri, New
Jersey, Ohio, Oklahoma, South Dakota, Utah, and Washington)
require workers compensation insurance for residence employ-
ees working some minimum number of hours or with certain
minimum earnings. In these states, the coverage is usually pro-
vided under a separate Workers Compensation Policy.

The exclusion applies whether the benefits are
required by law or the employer has voluntarily
purchased workers compensation insurance. Only
liability under workers compensation is excluded,
not employee injuries. Although workers compen-
sation benefits are excluded, coverage exists for
suits by residence employees in jurisdictions where
such employees are not covered by the workers
compensation law. Residence employees are those
employees whose duties relate to the maintenance
of the premises, butlers, maids, gardeners, clean-
ing persons, babysitters, and domestic employees.
Coverage is provided automatically for two full-time
residence employees in the basic premium. An
additional premium applies for each employee
over two.

F.5. Nuclear Exclusion The nuclear exclusion
was inserted in nearly all liability policies early in
the development of nuclear energy as an alterna-
tive source of power and has been subject to much
misinterpretation. The exclusion states that the
policy does not apply to the following:

“bodily injury” or “property damage” for which an
“insured” under this policy is also an insured under
a nuclear energy liability policy . . .

The exclusion applies only if the insured is also
an insured under a nuclear energy liability policy.
The initial conclusion might be that the exclusion
would rarely apply since homeowners seldom pur-
chase Nuclear Energy Liability policies. However,
the Nuclear Energy Liability policy purchased by
the nuclear facilities includes a broad definition of
persons insured. It includes the firm or organization
purchasing the policy and anyone else who might
be sued because of a nuclear incident. This means
that in the remote contingency of a suit against an
individual, the policy carried by the nuclear facility
would protect the individual. In short, an insured
under the Homeowners Policy will always be an
insured under a Nuclear Liability Policy.

F.6. Injuries to Insured Persons The injury-to-
insured persons exclusion eliminates coverage for
bodily injury to the named insured, resident rela-
tives, other persons under the age of 21 in the care
of the insured, and those students who qualify as
insureds under the policy. Coverage for suits by one
insured against another insured would encourage
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such suits in situations in which they would not
otherwise occur.12

Medical Payments to Others

The Medical Payments coverage provides payment
for medical expenses incurred by persons who are
injured while on the premises with the permission of
any insured or are injured away from the premises
if the injury results from an activity of the insured
or a member of the insured’s family. Coverage for
medical payments applies regardless of the
insured’s liability. The basic limit under the home-
owners for this coverage is $1000 per person, which
may be increased. The insuring agreement provides
that medical payments will be paid under a variety
of circumstances:

We will pay the necessary medical expenses
that are incurred or medically ascertained within
three years from the date of an accident causing
“bodily injury.” Medical expenses means reason-
able charges for medical, surgical, X-ray, dental,
ambulance, hospital, professional nursing, pros-
thetic devices, and funeral services. This coverage
does not apply to you or regular residents of your
household except “residence employees.” As to
others, this coverage applies only:

1. to a person on the “insured location” with the
permission of an “insured”; or

2. to a person off the “insured location,” if the
“bodily injury”:
a. arises out of a condition on the “insured loca-

tion” or the ways immediately adjoining;
b. is caused by the activities of an “insured”;
c. is caused by a “residence employee” in the

course of the “residence employee’s” employ-
ment by an “insured”; or

d. is caused by an animal owned by or in the
care of an “insured.”

12 Intrafamily suits were covered before 1984, and insurers were
often called on to pay judgments when one family member
injured another. Usually, such suits involved actions in which a
parent brought suit on behalf of an injured child against the other
parent who negligently caused the injury. Sometimes, when per-
mitted, an injured spouse would sue the negligent partner who
caused the injury. Although the common-law rule is that one
spouse may not sue the other for tort, some states have modi-
fied this rule. Those states in which a suit may be brought by
one spouse against the other are Alabama, Arkansas, California,
Colorado, Connecticut, Hawaii, Idaho, Kansas, Kentucky,
Minnesota, New Hampshire, New York, North Carolina, North
Dakota, Ohio, Oklahoma, South Carolina, South Dakota, and
Wisconsin. In Louisiana, a spouse cannot sue the other but may
sue the other’s insurer.

Medical Payments coverage applies regardless of
fault. Furthermore, anyone injured within the scope
of the coverage may claim directly under the
policy. They do not have to have the named insured’s
consent to enter a claim. The insuring agreement
specifically provides that coverage does not apply to
the insured or residents of the insured’s household,
other than residence employees. Residence employ-
ees are covered under medical payments for bodily
injuries incurred on-premises or off-premises if the
injury arises out of or in the course of their employ-
ment by the insured.

The scope of covered medical expenses is inclu-
sive, including even funeral expenses. The only
requirements are that the expenses be “necessary”
and they be incurred or medically ascertained
within three years of the accident.

Medical Payments Exclusions The Liability
exclusions relating to motor vehicles, watercraft,
aircraft, hovercraft, intentional injuries, business
pursuits, professional acts, uninsured premises, war,
communicable disease, sexual molestation, and
controlled substances apply to the Medical Pay-
ments coverage. In addition, four other exclusions
apply to the Medical Payments coverage.

G.1. Residence Employees Away from the

Premises Medical Payments coverage does not
apply to injuries sustained by domestic servants or
residence employees when they are away from the
insured premises and the injury does not arise out of
or in the course of their employment by the insured.

G.2. Workers Compensation and Other Statu-

tory Benefits Just as the Liability section of the
policy excluded liability imposed under any work-
ers compensation law, medical benefits payable or
required to be paid under any workers compen-
sation, nonoccupational disability, or occupational
disease law are excluded. This exclusion applies to
any person eligible to receive such benefits, includ-
ing, for example, workers who come on the premises
and who are covered under a workers compensa-
tion policy purchased by their employer.

G.3. Nuclear Exclusion The Nuclear exclusion
under Medical Payments excludes coverage for bod-
ily injury resulting from any nuclear reaction, radia-
tion, or radioactive contamination.

G.4. Persons Residing on Premises The final
Medical Payments exclusion excludes coverage for
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any person other than a residence employee regu-
larly residing at the insured location. The purpose
of this exclusion is to eliminate Medical Payments
coverage for roomers or boarders and the tenants
of an apartment on the premises. However, cover-
age would exist under the Liability section if such
persons were injured and brought suit.

Additional Coverages

The Additional Coverages of Section II provide pay-
ment for certain additional expenses that may be
incurred by the insured in the event of injury or
damage to the person or property of others. There
are four Additional Coverages under Section II of
the homeowners policy: Claim Expenses, First Aid
Expenses, Damage to Property of Others, and Loss
Assessment.

Claim Expenses The insurer promises to pay, in
addition to the limit of liability, all expenses incurred
in the defense of any suit under the policy, interest
on judgments, plus certain other legal costs. These
include expenses incurred by the insured in cooper-
ating with the insurer in defending a suit, including
loss of earnings up to $250 a day.

First Aid Expenses The First Aid Expenses cov-
erage promises to pay expenses incurred by the
insured for first aid related to any bodily injury
covered under the policy. First aid expenses, like
defense costs, are payable in addition to the policy
limit.

Damage to Property of Others Damage to Prop-
erty of Others coverage, like Medical Payments, is
not a “liability” coverage. It provides some insurance
for property damage of others that is caused by an
insured but for which he or she would not be legally
liable. It is intended to permit some payment for
damage for which the insured feels a moral obli-
gation even though no legal one exists. It pays, up
to $1000, for damage to the property of others that
is caused by an insured regardless of the insured’s
legal liability. The $1000 limit cannot be increased.

The insuring agreement of this coverage states the
following:

Damage to Property of Others: We will pay up to
$1000 per “occurrence” for property damage to
property of others caused by an “insured.”

The harm must be caused by an insured and the
property must have been damaged. If the insured
borrows a neighbor’s golf clubs and loses one, the
loss would not be covered.

Damage to Property of Others Exclusions There
are five exclusions relating to this coverage:

Losses Covered under Section I. First, under the
Damage to Property of Others coverage, the policy
excludes any loss to the extent of any amount
recoverable under Section I of the policy. As you
will recall, the definition of insured property under
Section I includes owned property and any property
used by an insured. If the insured borrows personal
property, it may be considered insured property just
as if it the insured owned it. If such property is
damaged by one of the perils insured against under
Section I, the insured may collect for the damage
under that policy section. However, subject to
the coverage limit, payment can be made under
Section II for any part of the loss (including the
deductible) that is not covered under Section I. The
Damage to Property of Others coverage is excess
over Section I, but it permits payment up to the
coverage limit of any part of the loss not covered
by Section I.

Intentional Damage. The coverage does not
apply to property damage or destruction caused
intentionally by any insured who has attained the
age of 13. The Intentional Damage exclusion under
the liability coverage does not specify any age limit,
thus eliminating all intentionally caused damage.
Under the Damage to Property of Others coverage,
deliberate damage by insureds under the age of 13
is covered up to a limit ($1000).

Owned and Rented Property. The third and fourth
exclusions eliminate coverage for damage to prop-
erty owned by any insured or owned by or rented
to any resident of the insured’s household or any
tenant of the insured. This exclusion is less restric-
tive than the exclusion of Damage to Property in
Care, Custody, or Control of the Insured in the Liabi-
lity coverage. The Damage to Property of Others
exclusion, like the Liability coverage exclusion, cites
damage to property owned or rented, but it does not
mention property in the care, custody, or control of
the insured. This means that coverage would exist
for damage to borrowed property up to $1000.

Business Pursuits, Uninsured Locations, and
Vehicles. The fifth exclusion relating to this insur-
ing agreement has three parts. It excludes any
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damage from the insured’s business pursuits. It
excludes damage resulting from acts or omissions
in connection with uninsured owned or rented
premises. Finally, it excludes all damage resulting
from the ownership, maintenance, or use of a motor
vehicle, aircraft, hovercraft, or watercraft. An excep-
tion to this last exclusion provides that the exclusion
does not apply to nonowned motor vehicles not
subject to motor vehicle registration.

Loss Illustrations Several illustrations will clarify
the intent of this coverage of damage to prop-
erty of others. First, assume the insured borrows a
neighbor’s power lawn mower. While mowing the
lawn, he inadvertently runs over a large rock and
damages the machine extensively. Our insured will
be legally liable for the damage, but his liability
insurance will not cover the loss because of the
Care, Custody, or Control exclusion. Since the loss
stemmed from physical damage to the property of
others and was caused by an insured, the Damage
to Property of Others coverage will be applicable
up to $1000. The insurance is, thus, designed to pro-
vide coverage for property damage for which the
insured is liable but that is excluded elsewhere in
the contract.

The student, however, should recognize that not
all losses involving property of others in the care,
custody, or control of the insured are covered. To
illustrate, if the borrowed lawn mower had been
placed in the insured’s garage overnight and had
been stolen, the loss would not be paid because
there would have been no physical injury or destruc-
tion caused by an insured. If lightning had struck the
garage and burned it to the ground, destroying the
lawn mower, this loss would not be paid for the same
reason.13

As a second example, assume the insured and
her two-year-old son are visiting friends. While the
adults are talking, the child finds a bottle of laundry
bleach, brings it into the living room, and before
anyone can react, slams the bottle down on a glass-
topped coffee table. The table is broken, as is the
bottle, and the bleach damages part of the rug. The
facts would strongly imply no legal liability exists on
the part of the child or his parents, but the parents

13 The stolen lawnmower and the one destroyed in the fire would
be covered under the Section I property coverage of the insured’s
Homeowners Policy.

might feel a strong moral obligation to pay for the
property damage. Unless an insured is legally liable,
the policy’s liability coverage would not apply. How-
ever, since the loss was caused by an insured (the
son), payment would be made up to $1000 under
the Damage to Property of Others coverage. The cov-
erage is designed to indemnify for moral obligations
like this one even though no responsibility exists.

As a final illustration, suppose the insured’s
10-year-old son has a fight with a neighboring child.
In revenge, the boy heaves a brick through the neigh-
bor’s plate-glass picture window. This loss would
not be paid under the liability coverage because it
was an intentional act by the insured. However,
the coverage for Damage to Property of Others
would pay up to $1000 since only intentional acts
of insureds who have reached the age of 13 are
excluded.

In summary, the coverage provides a limited
amount of protection (up to $1000) for Damage to
the Property of Others that the insured may have in
his or her care, custody, and control. In addition, it
provides limited restitution for intentional damage
caused by the insured’s minor children, provided
they are under 13 years of age. Finally, it serves as
some coverage in those cases where there is no
legal liability but where the insured feels a moral
obligation.

Loss Assessment Coverage The Section II Loss
Assessment coverage, like the Section I coverage,
applies to assessments against the insured by a con-
dominium association or other cooperative body of
property owners. Coverage applies for assessments
arising out of legal liability covered under the terms
of the homeowners liability coverage. Coverage
is limited to $1000, but an increased coverage limit is
available by endorsement. Coverage is included for
the insured’s liability as an elected, uncompensated
officer, director, or trustee of the corporation or asso-
ciation of property owners. However, the coverage
excludes assessments charged against the insured
or the group by any government body.

Section II Conditions

Section II of the Homeowners Policy is subject to its
own set of conditions and to the general conditions
applicable to Sections I and II.

Limit of Liability The Limit of Liability provi-
sion states that the liability limit shown in the
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declarations for Coverage E is the maximum
payable, regardless of the number of insureds
involved, claims made, or persons injured. The
maximum payable for all medical expenses of
one person as the result of one accident will not
be more than the limit listed for Coverage F in the
declarations.

Severability of Insurance The insurance applies
separately to each insured. Historically, this has been
interpreted to mean one insured could bring suit
against another under the policy. Under the Compre-
hensive Personal Liability (CPL) form, however, suits
by the named insured and residents of the house-
hold are excluded.

Duties after Loss In the event of loss, the insured
must cooperate with the insurer in several ways. In
addition to giving notice of loss to the insurer with
information concerning the loss (e.g., name of the
claimants and witnesses if possible), the insured is
required to forward promptly to the insurer every
notice, demand, summons, or other process relat-
ing to the loss and, at the company’s request, coop-
erate in making settlement, attending trials, and so
on. In addition, the insured may not admit liability
or voluntarily make payment or assume any obliga-
tions at the time of a bodily injury, other than first
aid.

Duties of Insured Persons—Coverage F—

Medical Payments to Others A person seeking
payment under the medical payments coverage
must give written proof of loss, authorize the insurer
to obtain medical records, and submit to a physical
examination by a doctor of the insurer’s choice.

Payment of Claim—Coverage F Payment of a
claim under the Medical Payments coverage is not
to be taken as an admission by the insurer of liability
on the part of an insured.

Suits against Us No legal action may be brought
against the insurer unless the insured has complied
with the policy terms. Furthermore, a claimant does
not have the right to bring the insurer into an action
to determine the insured’s liability. A claimant can-
not sue the insurer until the insured’s liability has
been established by judgment or by agreement with
the insurer.

Bankruptcy of Insured A covered person’s
bankruptcy or insolvency does not relieve the
insurer of its obligation under the policy. If the

insured is sued and declares bankruptcy, thereby
discharging his or her portion of a judgment, the
insurer is still obligated to pay the judgment part
covered by insurance.

Other Insurance—Coverage E The liability cov-
erage is excess over any other valid and collectible
insurance, except for umbrella liability policies or
other excess policies written specifically to cover on
an excess basis.

Cost of Personal Liability Insurance

The CPL coverage cost is less than one might imag-
ine. Although the premium for the liability section
of the Homeowners Policy is included in the basic
premium for the policy, the cost per year of a
separate CPL policy with the basic $100,000 limit for
liability and $1000 for medical payments is about
$40. Increasing the limits of liability increases the
policy cost slightly. A $300,000 limit raises the cost
to about $60, and a $500,000 limit increases the cost
to about $70. Higher limits of coverage are available
from most companies, but when limits in excess
of $300,000 or $500,000 are desired, an Umbrella
Liability policy is generally used. In view of the catas-
trophic potential of the liability exposure and the
low cost of increased limits, the sophisticated insur-
ance buyer should elect the higher limits.

Optional Personal Liability Endorsements

Although the liability coverage afforded under the
homeowners contract insures most of the nonauto-
mobile liability exposures of the average individual,
a number of optional endorsements are available
to broaden the coverage or to deal with the specia-
lized exposures of particular individuals. One of
these, the Business Pursuits Endorsement, has been
discussed. A few of the other optional endorsements
are discussed next.

Personal Injury Liability Endorsements The
basic insuring agreement of the liability section
of the Homeowners Policy, like the separate CPL
policy, provides protection against losses resulting
from “bodily injury,” which is defined as “bodily
harm, sickness or disease, including required care,
loss of services, and death that results.” This means
there is no coverage for losses from tort actions
such as libel, slander, defamation of character, false
arrest, or invasion of the right of privacy, none
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of which involves bodily harm. Coverage for such
suits is provided under a separate form of coverage
referred to as Personal Injury Liability.

Under the 2011 version of this endorsement,
coverage is provided for five groups of hazards:

1. False arrest, detention or imprisonment;

2. Malicious prosecution;

3. The wrongful eviction from, wrongful entry into,
or invasion of the right of private occupancy of a
room, dwelling or premises that a person occu-
pies, committed by or on behalf its owner, land-
lord, or lessor;

4. Oral or written publication of material, in any
manner, that slanders or libels a person or organi-
zation or disparages a person’s or organization’s
good, products, or services; or

5. Oral or written publication, in any manner, of
material that violates a person’s right of privacy.

The coverage is subject to several exclusions.
Exclusions apply with respect to personal injury
arising out of (1) acts when the insured knew the act
would violate the rights of another and would inflict
personal injury, (2) oral or written publication when
the insured knew it was false, (3) oral or written
publication that occurred before the policy’s incep-
tion, (4) a criminal act committed by the insured,
(5) liability assumed under contract, (6) injury to
the insured’s employees, (7) the insured’s business
pursuits, (8) any civic or public activities the insured
performs, (9) injury to the named injured or family
members, (10) pollution, and (11) fungi, including
mold.

Additional Residence Rented to Others In the
discussion of “insured locations,” we noted that all
residence premises owned by the insured at the
policy’s inception must be declared and an addi-
tional premium paid for each. When the insured
is a rental property owner, the policy’s basic terms
must be altered to provide liability insurance for
bodily injury or property damage arising out of
such premises. Different endorsements are used,
depending on whether the rental unit is part of the
insured’s own residence or a separate location.
These endorsements only provide liability coverage,
and separate Dwelling policies are required to pro-
vide property coverage.

Watercraft and Snowmobile Endorsements

When the insured owns watercraft excluded by the
basic provisions of the Homeowners Policy or a
recreational motor vehicle, such as a snowmobile,
there is a need for additional liability coverage on
these items. Endorsements are available for adding
coverage on watercraft and snowmobiles under the
Homeowners Policy. However, these endorsements
provide only liability coverage and do not allow
for any reimbursement for the loss of the boat or
snowmobile. For this reason, the liability coverage
for these items is not usually added to the Home-
owners Policy but is carried under a separate policy
providing physical damage coverage.

PROFESSIONAL LIABILITY
INSURANCE

The term professional liability refers to liability
arising from a failure to use due care and the degree
of skill expected of a person in a particular profes-
sion. In cases in which there is exposure to bodily
injury (as with physicians, surgeons, and dentists),
professional liability insurance is normally called
malpractice insurance. In instances in which the
risk involves property damage (including intangi-
ble property), the coverage is referred to as errors
and omissions insurance; this coverage is applicable
to such professions as insurance agents, attorneys,
accountants, architects, and real estate agents.14

Malpractice Insurance

Malpractice insurance, which is written for physi-
cians, surgeons, dentists, and hospitals, provides the
best example of professional liability insurance. The
need for such protection is obvious. In addition to
being exposed to liability that may arise because of
a professional mistake or error, members of these
professions are subject to suits alleging assault and
battery for actions taken without the patient’s con-
sent, libel and slander in connection with a breach
of professional confidence, false imprisonment or
wrongful detention, and invasion of privacy through
undue familiarity. There are special coverage forms
available for anesthetists, barbers, beauticians,

14 Some authors prefer to treat professional liability coverages in
the chapter on commercial contracts.
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chiropractors, dental hygienists, masseurs, morti-
cians, nurses, opticians, pharmacists, psychiatrists,
radiologists, surgeons, and veterinarians. Time and
space do not permit a detailed analysis of the
various coverages designed to insure the various
classes, but a brief examination of Physicians’,
Surgeons’, and Dentists’ Professional Liability cov-
erage should suffice to illustrate their nature.

Although there is a standard bureau form of Physi-
cians’, Surgeons’, and Dentists’ Professional Liabil-
ity coverage, a limited number of companies write
most of the coverage using their own special forms.
Many of the provisions of these forms have been
changed recently, primarily as a result of the diffi-
culties encountered by insurers in this field.

Several features of these forms deserve comment.
First, the policy is not limited to bodily injury or
property damage; it includes liability for personal
injury losses such as mental anguish in which there
is no bodily injury. There is not even an exclusion
of intentional acts, a logical feature, since the act
that gives rise to the liability may be the one that the
physician or dentist intended.15

At one time, most policies were written to cover
errors or mistakes made during the policy period,
with no time limit on the discovery of the injury. This
resulted in a phenomenon known as the “long tail
on losses.” If a surgeon left a sponge in a patient
and the error was not discovered for 20 years, the
insurer providing the insurance at the time of the
operation would be responsible for the loss. This
made coverage pricing difficult, particularly in
view of the rapidly increasing levels of malpractice
awards. Many companies found themselves paying
1970 losses with 1950 premiums. To counter the
difficulties resulting from these so-called occur-
rence form policies, many insurers changed to a
claims-made form, in which the policy in effect at
the time a claim is reported responds for the loss,
regardless of when the error was made.

A more recent development is the occurrence-
first-reported form, a hybrid between claims-made
and occurrence forms. Under the occurrence-first-
reported form, coverage is provided if the insured

15 The injury must arise out of rendering or failure to render pro-
fessional service. Liability arising from other causes is not cov-
ered, which means that professional liability coverage is not a
substitute for other forms of liability insurance. It is a coverage
purchased in addition to other general liability coverage.

provides notice of an occurrence during the policy
period even if a claim has not yet been made.
Occurrence, claims-made, and occurrence-first-
reported coverage triggers are discussed further in
Chapter 32.

A second feature that many insurers have modi-
fied is the provision regarding defense and settle-
ment. Under the older policy forms, the insurer
was required to obtain the insured’s consent before
settling any claim out of court. The reason was to
protect the doctor’s reputation. A voluntary claim
payment by the insurance company could be inter-
preted as an admission of fault and could be injuri-
ous to the physician’s reputation. Most of the newer
policies have deleted the requirement that the
insurer obtain the insured’s consent before making
an out-of-court settlement.

Errors and Omissions Insurance

A wide range of professions have a possibility of
property damage resulting from the rendering or
failure to render professional services. Included
within this group are abstractors, accountants,
insurance adjusters, architects, county clerks and
recorders, engineers, insurance agents and bro-
kers, lawyers, real estate agents, stockbrokers, and
travel agents. In the case of these professions,
errors and omissions insurance coverage is available
to pay for liability arising out of the performance
of the professional duties. Coverage is tailored to
the needs of the specific profession. The modern
trend is to provide such coverage on a claims-made
basis and to delete previous requirements with
respect to the insured’s consent for an out-of-court
settlement.

UMBRELLA LIABILITY POLICY

Many persons, particularly professional and well-
to-do members of our society, are subject to liabil-
ity claims of catastrophic proportions. These claims
may stem from personal activities or professional or
business pursuits and can exceed the limits of the
basic liability forms by hundreds of thousands of
dollars. The affluent are subject to high jury awards
since they are always regarded as fair game for large
settlements. To provide catastrophe liability pro-
tection for such individuals, insurance companies
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have developed the Umbrella Liability Policy. Since
2003, the American Association of Insurance Ser-
vices (AAIS) and the Insurance Services Office
(ISO) have developed standard umbrella policy
forms; however, many companies use their own
forms. An umbrella liability policy may be described
as a broad form of liability insurance, covering
general and automobile liability, which is pur-
chased in addition to the separate basic liability
contracts.

To qualify for an Umbrella Liability Policy, the
insured is required to purchase certain underlying
liability insurance. For example, the insurer may
require automobile liability insurance with limits
of $250,000/$500,000/$100,000 and CPL coverage
in the amount of $300,000. If other special expo-
sures exist, coverage will be required for these in the
basic program. For example, if the applicant owns a
watercraft excluded under the basic CPL, that craft
must be insured. The umbrella policy is then written
as excess coverage over the limits of the basic
policies. The limit of liability under the umbrella
may range from $1 million to $5 million.

The Umbrella Liability Policy performs two
separate functions, the net effect of which is to
superimpose a blanket or umbrella of protection
on the individual’s other liability coverages. The
first function is that of providing “excess coverage”
in those instances in which a liability loss covered
under the basic policies exceeds the those policies’
limits. For example, if the insured is the object of
a liability claim for $500,000 covered by the Home-
owners Policy or automobile insurance, the basic
liability policies involved would respond for the first
$300,000, and the umbrella would pay the remain-
ing $200,000.

The second function of the umbrella is to estab-
lish broader coverage than provided under the
basic contracts. Given the variety of policies avail-
able, generalization is difficult, but most policies
are written with broad insuring agreements and are
subject to fewer exclusions than the basic policies.
Thus, many losses normally excluded under the
basic contracts are covered under the umbrella. For
example, the automobile liability coverage applies
worldwide, with no restrictions regarding the type or
use of the automobile.16 In addition, the coverage

16 As the reader will realize in Chapter 29, the automobile policy
limits coverage to the United States and Canada and imposes
restrictions on the automobile type and use that are covered.

is usually written to include personal injury hazards
and blanket contractual liability.17

When a liability claim is covered under the um-
brella but not by one of the underlying contracts,
the umbrella will respond, subject to a self-insured
retention or deductible. The size of this deductible
varies considerably among companies. On most per-
sonal umbrellas, it was originally $5000 or $10,000,
but several companies market policies with a reten-
tion as low as $250. This deductible applies only
where the loss is not covered by the basic contracts.
If the loss is covered under the basic contracts, the
umbrella responds from the first dollar once these
policies are exhausted.

Exclusions under the Umbrella Liability Policy

Although the coverage under the Umbrella Liability
Policy is far broader than that of the individual con-
tracts, it does not cover all risks. There are exclu-
sions, and some of them are important. There is
an exclusion of owned or leased aircraft, watercraft
of the type excluded under the basic homeowners
policy, business pursuits, and professional services,
unless coverage for these exposures has been pro-
vided in the underlying insurance program. If such
coverage is afforded by the underlying program,
the umbrella covers these exposures. In addition,
workers compensation obligations are generally
excluded; however, as in the case of the underly-
ing CPL or Homeowners Policy, employers liability
coverage is provided. Any act committed by, or at,
the direction of the insured with the intent to cause
personal injury or property damage is excluded.
With the exception of aircraft or watercraft, there is
no exclusion of property rented to or in the care,
custody, and control of the insured; however,
damage to rented or borrowed aircraft and water-
craft is excluded. Finally, damage to property owned
by the insured is excluded.

17 The breadth of umbrella liability policies is (perhaps) illus-
trated by two personal umbrella policies, which paid $1.5 mil-
lion of the legal bills incurred by former President Clinton in
the Paula Jones case. Umbrella liability policies were issued to
the Clintons by State Farm Insurance Company and Pacific In-
demnity Insurance Company (a subsidiary of Chubb Group In-
surance). See http://www.washingtonpost.com/wp-srv/politics/
special/pjones/stories/pj091097.htm.
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Cost of the Umbrella

Despite the high limits and the extreme broad-
ness of the insuring agreement, the cost of the
Umbrella Liability Policy is not excessive. Although

the premium will vary with the insured’s occupation
and certain other variables such as the number of
automobiles in the family, usually the annual cost is
less than $200.

IMPORTANT CONCEPTS TO REMEMBER

third-party coverage
general liability insurance
business pursuits
Business Pursuits endorsement
insured location
motor vehicles
negligent entrustment
Comprehensive Personal

Liability
contractual liability
fire legal liability insurance

care, custody, and control
exclusion

Medical Payments to Others
coverage

personal injury
single limit of liability
communicable disease

exclusion
intrafamily suits
damage to property of others
claim expenses
first aid expenses

Loss Assessment coverage
Personal Injury Liability
professional liability
errors and omissions
Umbrella Liability Policy
professional liability insurance
malpractice insurance
long tail on losses
occurrence form
claims-made form
occurrence first-reported form
errors and omissions insurance

QUESTIONS FOR REVIEW

1. Why is liability insurance sometimes called third-
party coverage?

2. Briefly explain the definition of the term premises as
used in the Homeowners Policy with respect to Section II
(liability) coverages.

3. Who is included within the definition of “persons in-
sured” under Section II of the Homeowners Policy?

4. Briefly describe the coverage provided under the
Medical Payments coverage under Section II of the Home-
owners Policy. To whom does the coverage apply? To
whom does it not apply?

5. Jones is playing golf and runs over her partner’s foot
with a rented golf cart. Will the Personal Liability coverage
or the Medical Payments coverage respond for the injury?

6. What coverage exists under Section II of the Home-
owners Policy for those situations in which the insured
feels a moral obligation but where no legal obligation
exists?

7. Jones owns a vicious German shepherd. The dog
bites a mail carrier about three blocks away from Jones’s
premises. Discuss fully the coverage under Section II of
the Homeowners Policy for this occurrence.

8. Briefly describe the Fire Legal Liability coverage
found in Section II of the Homeowners Policy. To whom
does it apply? What factors create the need for this
coverage?

9. Explain the nature of the personal umbrella liability
policy. In your explanation, be sure to point out the rela-
tionship of the umbrella to the underlying coverage and
the application of the deductible.

10. Distinguish between a claims-made malpractice
policy and an occurrence policy. What factors prompted
the development of the most recent of the two?

QUESTIONS FOR DISCUSSION

1. For each of the following losses, indicate whether
coverage would exist under Coverage E, the liability
coverage, of Section II of the homeowners policy:

a. A young lady of the insured’s acquaintance brings
suit against him because of scurrilous remarks he
made about her virtue.

b. A cleaning lady slips on the wet bathroom floor in
the insured’s home and brings suit to collect for her
injuries.

c. The insured throws a party at which one of the
guests has too much to drink and injures a pedes-
trian while driving home. The injured party brings
suit against the insured because the driver became
intoxicated at the insured’s party.

d. The insured borrows a motorboat powered by an
85-horsepower outboard motor and runs over a
waterskier, who brings suit.
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e. The insured’s wife borrows a friend’s mink stole and
negligently burns a hole in it with a lighted cigar.
The friend demands payment.

2. For each of the following losses, indicate whether
coverage would exist under Coverage F, the Medical
Payments coverage, of Section II of the Homeowners
Policy:

a. The insured’s 65-year-old mother-in-law, who is
living in his house, falls down the basement stairs
and is injured.

b. The insured’s dog playfully nips a mail carrier,
whose wounds require 14 stitches.

c. The insured’s cleaning lady mistakes a bottle of
cleaning fluid for gin and has to have her stomach
pumped.

d. The insured’s babysitter slips on a loose throw rug
while carrying the insured’s child, and both are
injured.

3. For each of the following losses, indicate whether
coverage would exist under the supplementary coverage
for Damage to the Property of Others.

a. The insured borrows a neighbor’s lawn mower;
while it is left outside overnight, it is stolen.

b. The insured’s nine-year-old son pours sugar in his
teacher’s gas tank, resulting in extensive damage to
the auto’s engine.

c. The insured accidentally spills a glass of bourbon
on his neighbor’s dress, which is ruined as a result.

d. The insured backs his car over a neighbor’s child’s
wagon, and though it is hardly worth a lawsuit, the
insured would like to pay for the damage.

4. A friend, explaining his position with respect to liabil-
ity insurance, states, “I don’t feel I need the high limits of
liability because I don’t make that much money. If I were
a doctor or a lawyer, I would carry higher limits of liabil-
ity coverage, but since I am not, the $100,000 minimum
included in my homeowners policy is enough.” Do you
agree or disagree? Why?

5. Mary Somers babysits for working mothers. She has
11 small children, ages two to four, in her care. She is
concerned about potential liability if one of the children
should be injured and wonders if her Homeowners Policy
provides any coverage. What advice would you give her?
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CHAPTER 29

THE AUTOMOBILE AND ITS
LEGAL ENVIRONMENT

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Explain the special provisions of tort law applicable to automobiles

• Explain the principles of vicarious liability and the special provisions applicable to guests

• Explain the legal requirements imposed by the states regarding automobile liability insurance

• Explain the no-fault concept and the basic philosophy on which this concept is based, and
evaluate the arguments for and against no-fault laws

• Explain the differences among the approaches to reform of the automobile reparations system
that have been adopted by the states

• Discuss the various systems for providing insurance to high-risk drivers

• Discuss the automobile insurance classification system and how rates are affected by various
underwriting factors

The automobile is the most widely owned major
asset in the United States. It is also one of the chief
sources of economic loss. The ownership or oper-
ation of an automobile exposes the individual to
many sources of loss: a person may be killed or
injured while operating a car, or may be struck by
one, with resulting medical expenses and loss of
income; one may be held legally liable for injuries
to others or for damage to the property of others;
the car may be damaged, destroyed, or stolen.

In this chapter, we begin our study of auto-
mobile insurance by examining the legal principles
governing the automobile’s operation, including a
brief discussion of the no-fault laws that have been
adopted by many states. In the next chapter, we will
look at the automobile insurance policy.

Before turning to the legal environment, it may
help to review the general nature of the automobile
coverages available to protect against loss arising
out of the automobile.

512
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A BRIEF OVERVIEW OF
AUTOMOBILE COVERAGES

For the purpose of our discussion, the reader should
keep in mind the distinctions among the follow-
ing four automobile insurance coverages: Auto-
mobile liability insurance, medical payments cov-
erage, physical damage coverage, and uninsured
motorists coverage.

Automobile Liability Insurance

Automobile liability insurance protects the insured
against loss arising from legal liability when his
or her automobile injures someone or damages
another’s property. This coverage is usually written
with a single limit similar to that of the Home-
owners Policy, but it is also written subject to “split
limits,” usually expressed as $10,000/$20,000/$5000,
or more simply as $10/$20/$5. The first two figures
refer to the bodily injury liability limit, and the
third refers to the property damage limit. Thus,
$10/$20/$5 means that coverage is provided up to
$10,000 for injury to one person and up to $20,000
for all persons injured in a single accident, and that
property damage up to $5000 is payable for a single
accident.

Medical Payments Coverage

Automobile medical payments coverage reimburses
the insured and the insured’s family members
for medical expenses that result from automobile
accidents. The protection also applies to other occu-
pants of the insured’s automobile. Like the medi-
cal payments of the Homeowners Policy, automo-
bile medical payments coverage is distinct from the
liability coverage; it applies as a special form of acci-
dent insurance. Unlike the homeowners insurance,
the coverage applies specifically to the insured and
members of his or her family. It is written with a
maximum limit per person per accident, which
usually ranges from $1000 to $5000.

Physical Damage Coverage

Automobile physical damage coverage insures
against loss of the policyholder’s own automobile
and in this sense resembles Section I of the home-
owners program. The coverage is written under

two insuring agreements, (1) Other Than Collision
(formerly called Comprehensive) and (2) Collision.
Collision, as the name implies, indemnifies for colli-
sion losses; Other Than Collision is a form of open-
perils coverage that provides protection against
most other insurable perils. Physical damage
coverage applies to the insured auto regardless of
fault. If the other driver is at fault, the insured who
carries collision coverage has the option of proceed-
ing against the other driver or collecting under his
or her own collision and permitting the insurance
company to subrogate. If the other driver is held
liable, his or her property damage liability coverage
will pay the loss.

Uninsured Motorists Coverage

Uninsured motorists coverage is an imaginative form
of auto insurance under which the insurer agrees to
pay the insured, up to specified limits, the amount
the insured could have collected from a negligent
driver who caused injury, when that driver is unin-
sured or is guilty of hit and run. Uninsured motorists
coverage usually has the same limits as the bodily
injury coverage in the liability section of the policy.
Understanding the following discussion will be
much easier with a firm grasp of the distinctions
among these four coverages.

LEGAL LIABILITY AND
THE AUTOMOBILE

The owner or operator’s automobile liability is
largely governed by the principles of negligence
discussed in Chapter 27. However, special laws
affecting automobile liability have been enacted
to modify some of the basic negligence principles.
Several of these statutes relate to the responsibil-
ity of others when the driver is negligent. In addi-
tion, some laws deal with the liability of the operator
toward passengers.

Vicarious Liability and the Automobile

As you will recall from Chapter 27, vicarous liability
describes a situation in which one party becomes
liable for the negligence of another. When one
thinks of being held liable for the operation of a
motor vehicle, one normally has in mind a situation
in which he or she is the driver. However, because of
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vicarious liability laws and doctrines, an individual
could be held liable in situations in which someone
else is the operator. First, if the driver of the auto-
mobile is acting as an agent for another person, the
principal may be held liable for the agent’s acts.
In addition to this imputed or vicarious liability, the
owner of an auto that is being operated by someone
else may be held liable because of his or her own
negligence, either in furnishing the auto to someone
known to be an incompetent driver or in lending a
car known to be unsafe. In addition to these situa-
tions based on common-law principles, vicarious
liability laws have been enacted by various states
that greatly enlarge the exposure of imputed liabil-
ity in connection with the automobile.

Under the family purpose doctrine, applicable in
18 states and the District of Columbia,1 the owner of
an automobile is held liable for the negligent acts
of the members of his or her immediate family or
household in their operation of the car. The family
purpose doctrine is basically a part of the principal-
agent relationship, in that any member of the family
is considered to be an agent of the parent-owner
when using the family car even for the driver’s own
convenience or amusement. Under a concept some-
what related to the family purpose doctrine, about
half the states2 impose liability on the parents of a
minor or on any person who signs a minor’s appli-
cation for a driver’s license for any damage arising
out of the minor’s operation of any automobile. In
this situation, it is not only driving the family car,
but any car, that gives rise to the vicarious liability.
Other states3 have enacted statutes that go further
and make any person furnishing an auto to a minor
responsible for the minor’s negligent acts in the
operation of the automobile. The most sweeping
vicarious liability laws are the permissive use
statutes, enforced in 12 states and the District of
Columbia, which impose liability on the owner of an
automobile for any liability arising out of someone’s

1 Arizona, Colorado, Connecticut, Georgia, Kentucky, Michigan,
Minnesota, Nebraska, Nevada, New Jersey, New Mexico, North
Carolina, North Dakota, Oregon, South Carolina, Tennessee,
Washington, West Virginia, and the District of Columbia.
2 Alaska, Arizona, Arkansas, California, Colorado, Delaware,
Florida, Hawaii, Idaho, Indiana, Kentucky, Maryland, Mississippi,
Montana, Nevada, New Mexico, North Dakota, Ohio, Oklahoma,
Rhode Island, South Carolina, Tennessee, Texas, Utah, and
Wisconsin.
3 Delaware, Idaho, Kansas, Maine, Pennsylvania, and Utah.

operating it with the owner’s permission, regardless
of the operator’s age.4

One point bears mention again. The vicarious
liability laws and doctrines do not relieve the driver
of responsibility; instead, they make the other party
(owner or parent) jointly liable.

Guest Hazard Statutes

The second statutory modification of legal liability
principles affecting the automobile defines the
liability of a driver or owner toward passengers
in the car. At one time, most states had so-called
guest laws, which restricted the right of a passen-
ger in an automobile to sue the owner or the driver.
The original reason for such laws was the allega-
tion of insurers that suits by passengers presented
an opportunity to defraud insurance companies.
Without such laws, it was alleged, the guest in an
automobile who is injured might easily induce the
driver to admit liability in return for a settlement
portion the driver’s insurance company might make
with the injured guest.

Under a standard guest law, the injured guest
can collect from the negligent driver only if the
driver was operating the auto in a grossly negligent
manner or, in some jurisdictions, if the driver was
intoxicated. Gross negligence is a “complete and
total disregard for the safety of oneself or others.”
Even in the case of gross negligence, the guest may
be denied recovery if he or she assumes the risk
involved in it. Some laws provide that the failure
of the guest to protest against the grossly negligent
manner in which the auto is being operated consti-
tutes acceptance of the risk.

Although room exists for disagreement, many
observers believe the guest statutes are ill-conceived
laws. They were the result of a rash of state legislation
in the 1920s and 1930s, the fruit of vigorous lobbying
by the insurance industry. Although a few collusive
suits may have been prevented over the years, tens
of thousands of “guests” have been denied access
to the courts for compensation recovery for their
injuries. No U.S. state has adopted a new guest law
for many years; in many states, the laws have been

4 California, Connecticut, Florida, Idaho, Iowa, Massachusetts,
Michigan, Minnesota, New York, North Carolina, Rhode Island,
Tennessee, and the District of Columbia.
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repealed or declared unconstitutional. In those
states where they still exist, the courts tend to con-
strue them more narrowly.

Automobile Liability Insurance and the Law

As late as 1971, only Massachusetts, North Carolina,
and New York had compulsory automobile liability
insurance laws. By 2013, every state except New
Hampshire had a law requiring the owners of
automobiles registered in the state to have liability
insurance or, sometimes, an approved substitute
form of security.5 In over 20 states, the driver must
also have uninsured motorist coverage. Penalties for
failure to have insurance include fines, license sus-
pension or revocation, and, in some states, jail time.
In some states uninsured drivers are prohibited from
collecting noneconomic damages such as pain and
suffering. In Michigan, a similar prohibition applies
if the uninsured driver was 50 percent or more at
fault.

Before the widespread enactment of compulsory
auto insurance laws, most states attempted to solve
the problem of the financial responsibility of drivers
through what are known as financial responsibility
laws. These laws require a driver to show proof of
insurance (or some other approved form of secu-
rity) when he or she is involved in an accident.
Because they require proof of “financial responsi-
bility” after an accident, these laws are sometimes
called free-bite laws. Most states that have enacted
compulsory auto insurance laws have retained their
financial responsibility law, and drivers are subject
to the requirements of both.

In most states, the financial responsibility laws
take the form of a “security-type” law. It provides
that any driver involved in an auto accident that
causes bodily injury or damage to the property of
others (the latter must exceed a specified minimum,
usually $100 or $200) must demonstrate the ability to
pay any judgment resulting from the accident or lose
his or her license. If a driver’s license is suspended,
then security for future accidents must be posted
before it will be restored. The financial responsi-
bility laws apply to all parties in an accident, even
those who do not appear to have been at fault. The

5 The most recent state to adopt a compulsory auto insurance
law was Wisconsin in 2010.

requirements of the law are met if an insurer files a
certificate (called an SR-21) indicating that, at the
time of the accident, the driver had liability insur-
ance with limits that meet the state’s requirements.
The required liability limits by the various states in
2013 are indicated in Table 29.1. If the driver cannot
provide evidence of insurance, the law’s require-
ments can be met by depositing security (money)
with the specified authority in an amount deter-
mined by the authority. A person who does not
have liability insurance and cannot make any other
arrangements for settlement of the loss will lose
his or her driving privileges.6 Driving privileges
remain suspended until any judgment arising out
of the accident is satisfied and until proof of finan-
cial responsibility for future accidents is demon-
strated. Judgments are deemed satisfied, regardless
of the amounts awarded, when the payment equals
the required liability limits. The requirement that
any judgment be satisfied may be met by filing the
following with the authority: (1) signed forms
releasing the driver from all liability for claims
resulting from the accident; (2) a certified copy of a
final judgment of nonliability; or (3) a written agree-
ment with all claimants providing for payment in
installments of an agreed amount for claims result-
ing from the accident. Financial responsibility for
future accidents normally is proven by the purchase
of automobile liability insurance in the limits the
state prescribes. The insurance company then sub-
mits a certificate, an SR-22, showing the insurance
is in force. Financial responsibility may be demon-
strated by posting a surety bond or, as a final resort,
the deposit of a stipulated amount of cash or
securities (for instance, $25,000 or $50,000) with
the proper authorities. The length of time for which
proof is required varies from state to state, but the
usual time is 3 years.

In many states, a person’s driver’s license may be
revoked or suspended if a person is convicted of
certain traffic violations. After the period of sus-
pension, the license restoration requires proof of
financial responsibility. This can be accomplished

6 The financial responsibility law of a particular state applies to
nonresidents who have accidents in the state. The suspension
of the license and registration of a nonresident normally affects
driving privileges only in that state. However, some states have
reciprocal provisions, and if the nonresident’s home state has
reciprocity, his or her license and registration will be suspended
in the home state as well.
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TABLE 29.1 State Financial Responsibility Limits, 2013

United States: States Liability Limitsa United States: States Liability Limitsa

Alabama $20//50/25 Montana $25/50/10
Alaska 50/100/25 Nebraska 25/50/25
Arizona 15/30/10 Nevada 15/30/10
Arkansas 25/50/25 New Hampshire 25/50/25
California 15/30/5b New Jersey 15/30/5c

Colorado 25/50/15 New Mexico 25/50/10
Connecticut 20/40/10 New York 25/50/10d

Delaware 15/30/10 North Carolina 30/60/25
District of Columbia 25/50/10 North Dakota 25/50/25
Florida 10/20/10 Ohio 25/50/25
Georgia 25/50/25 Oklahoma 25/50/25
Hawaii 20/40/10 Oregon 25/50/20
Idaho 25/50/15 Pennsylvania 15/30/5
Illinois 20/40/15 Rhode Island 25/50/25
Indiana 25/50/10 South Carolina 25/50/25
Iowa 20/40/15 South Dakota 25/50/25
Kansas 25/50/10 Tennessee 25/50/15
Kentucky 25/50/10 Texas 25/50/25
Louisiana 15/30/25 Utah 25/65/15
Maine 50/100/25 Vermont 25/50/10
Maryland 30/60/15 Virginia 25/50/20
Massachusetts 20/40/5 Washington 25/50/10
Michigan 20/40/10 West Virginia 20/40/10
Minnesota 30/60/10 Wisconsin 25/50/10
Mississippi 25/50/25 Wyoming 25/50/20
Missouri 25/50/10

aThe first two figures refer to bodily injury liability limits and the third figure to property damage. For example, $25/50/10 means

coverage up to $50,000 for all persons injured in an accident, $25,000 for one individual, and $10,000 coverage for property damage.
bRequirements under California’s low-cost auto insurance plan are 10/20/3.
cMay be satisfied by the purchase of a Basic Policy or a “dollar-a-day” policy, which provides primarily first-party benefits.
d$50/100 for wrongful death.

Sources: NAIC, State Departments of Insurance and Motor Vehicles

as was discussed. Offenses leading to suspension
vary among the states. Nearly all states suspend
licenses for driving while intoxicated, reckless
driving, conviction of a felony in which a motor
vehicle was used, operating a car without the
owner’s permission, or for a series of lesser offenses.

Low-Cost Auto Insurance Policies In spite of
compulsory auto insurance laws, all states have
some uninsured drivers, and the percentage of unin-
sured drivers tends to be higher in urban states
where high insurance premiums may be unafford-
able to some drivers. Critics of compulsory auto
insurance laws have argued they force low-income
drivers to buy liability insurance even though they
have few or no assets to protect and need their
limited incomes to pay for basic necessities of life.

California and New Jersey have created special
low-cost insurance policies specifically targeted to
low-income drivers with few assets to protect. To
qualify for coverage in the California plan, an indi-
vidual must reside in an eligible county, demon-
strate financial need, and be a “good driver,” and
live in a household with only good drivers.7 The
vehicle’s value to be insured cannot exceed $20,000.
The liability limits are $10,000 bodily injury or death
per person, $20,000 bodily injury for each accident
and $3000 property damage for each accident.

7 The insurance commissioner must determine that coverage is
needed before a county is permitted to participate in the pro-
gram. By the end of 2007, policies were available in all coun-
ties. The program is administered by the California Automobile
Assigned Risk Plan.



CHAPTER 29 THE AUTOMOBILE AND ITS LEGAL ENVIRONMENT 517

The policy satisfies California’s compulsory auto
insurance law even though the limits are less than
the required $15/30/5. Optional Medical Payments
and Uninsured Motorist Bodily Injury Coverages
are available, but no Physical Damage Coverage is
offered.

New Jersey has two low-cost auto insurance
policies. A 1998 law enacted a series of auto insu-
rance reforms and authorized the creation of a
Basic Policy that would meet the state’s compulsory
auto insurance law. The Basic Policy provides $5000
per accident in property damage liability limits and
Personal Injury Protection coverage (for medical
expenses and lost wages) of $15,000 per person, per
accident and up to $250,000 for permanent or signi-
ficant injury.8 Bodily injury liability coverage is not
automatically included but is available in limits of
up to $10,000 per accident. In 2003, New Jersey
also created “dollar-a-day” auto insurance for low-
income individuals. To be eligible, an individual
must be enrolled in a Medicaid program that covers
hospitalization. The “dollar-a-day” policy will cover
emergency treatment immediately following an
accident and treatment for serious brain and spinal
cord injuries up to $250,000 for the treatment
of catastrophic injuries. The policy also provides
$10,000 in death benefits. The policy provides first-
party benefits only; there is no liability coverage. The
“dollar-a-day” policy is priced at $365 per year.

Insurance for High-Risk Drivers

For most American motorists, purchasing auto-
mobile insurance is fairly routine. Although the cost
of the insurance may be irritating, many insurers are
willing to take the insured’s premium dollars. There
are some people, however, who find that insurers
are generally unwilling to assume their risk and who
have difficulty in obtaining automobile insurance.
This is particularly true of youthful male drivers
and some people who must demonstrate financial
responsibility under state laws. It is also true of
people whose poor driving records mark them as
more hazardous risks than the average of the classi-
fication to which they would otherwise belong.

8 Personal Injury Protection provides first-party benefits for med-
ical expenses and lost wages. It is described in more detail in the
discussion of no-fault automobile laws later in this chapter.

Automobile insurance companies, like most
other businesses, want to make a profit or at least
cover all their business operation expenses. They
cannot do this if they accept many applicants whose
probability of loss is greater than the average. Yet, if
these high-risk drivers were to remain uninsured,
their presence on the road would represent a finan-
cial risk to themselves and to others who might be
involved in the same accident.

The insurance industry has been concerned that
if it does not provide coverage for high-risk drivers,
a government plan might be instituted to do so.
If the state undertook to insure high-risk drivers, it
might decide to insure standard drivers as well, and
private automobile insurance might disappear. For
these and other reasons, the insurance industry has
established mechanisms to provide the necessary
coverages for drivers who are unable to buy insur-
ance through normal market channels. The most
successful and widely used method of providing
auto insurance to high-risk drivers is the Automobile
Insurance Plan, operating in 44 states and the District
of Columbia. Essentially, these are applicant-sharing
plans under which each automobile insurance com-
pany doing business in the state accepts a share
of the state’s high-risk drivers. These systems were
originally used in all states, but since 1972, a number
of states have introduced other methods for provid-
ing such insurance.

Automobile Insurance Plans An Automobile
Insurance Plan is a risk-sharing pool in which all
auto insurers operating in a particular state share in
writing those drivers who do not meet normal under-
writing standards.9 It serves two functions. The first
is to make auto liability insurance (and often other
forms of auto insurance) available to those who can-
not obtain it through normal channels. The second
is to establish a procedure for the equitable distri-
bution of these insureds among all the auto liability
insurers in the state.10

9 These plans were originally called Assigned Risk Plans, but the
name was changed to eliminate the stigma of being insured
through a mechanism with “risk” in its title.
10 Automobile Assigned Risk Plans were organized by insurers as
voluntary risk-sharing mechanisms but were later made compul-
sory. A U.S. Supreme Court decision in 1951 upheld the consti-
tutionality of compulsory assigned risk plans in California State
Automobile Association Inter-Insurance Bureau, Appellant, v. John
R. Maloney, Insurance Commissioner, 340 U.S. 105; 71 Sup. Ct. 601;
95 Law Ed. 788.
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With respect to the first function, the applicant
must certify on a prescribed form that he or she has
attempted, within 60 days before the application,
to obtain liability insurance but without success. In
most states, coverage is provided to any applicant
who presents a valid driver’s license. In the remain-
ing states, certain applicants, like habitual traffic
violators, are ineligible. If the applicant is eligi-
ble, a company will be assigned to underwrite the
insurance. The designated insurer will be obligated
to provide coverage with limits equal to the state’s
financial responsibility requirements. In most states,
the insurer will provide limits higher than the mini-
mum required by state law. In addition, although
the plans were designed to provide only liability
insurance, all the plans provide medical payments
(or no-fault benefits), and most states offer Physical
Damage coverage on the insured’s car. An applicant
cannot be assigned to a company for longer than
3 years, and the insurer may cancel an assigned
risk under certain circumstances. The right to
cancel is usually permitted only for nonpayment
of premium, loss of the driver’s license, or a num-
ber of major offenses while operating a motor
vehicle.

The plan’s second function is to distribute the
risks equitably among all automobile insurers oper-
ating in the state. This distribution is accomplished
by assigning to a particular insurer the percentage
of the assigned-risk premiums that its total liability
premiums bear to the total liability premiums of all
automobile insurers operating in the state. Thus, if
a particular company has 1/20 of all liability pre-
miums written in the state, it would be assigned
1/20 of the risks. Although this is one of the avail-
able distribution methods, it appears to be working
well.

Alternative Approaches Although the Automo-
bile Insurance Plans exist in 44 states, 6 states use
alternative systems for insuring high-risk drivers.
In Maryland, the insurance is available through a
state-operated fund. The remaining 5 states use one
of two loss-sharing plans.

• Reinsurance Pools In New Hampshire, and
North Carolina, all auto insurers participate
in statewide automobile reinsurance pools,

generally called the facility.11 Under this reinsur-
ance system, every company accepts all appli-
cants, good and bad. If the company considers
a particular driver a high risk, it may place that
driver in the statewide reinsurance pool. When
this is done, the pool absorbs all premiums paid
and losses incurred by that driver, but the originat-
ing company services the policy. The chief advan-
tages to this system are that the stigma of purchas-
ing insurance through an “assigned risk plan” is
eliminated, and the consumer may deal with the
company of his or her choice.

• Joint Underwriting Associations Michigan,
Florida, and Hawaii, use a joint underwriting asso-
ciation (JUA) approach to provide insurance for
high-risk drivers.12 Under this system, each agent
or broker has access to a company designated as a
servicing company for high-risk drivers. A limited
number of companies provide statewide service
and claim handling facilities for the high-risk
drivers, but all automobile insurers in the state
share in the losses. Like the reinsurance facility
plans outlined, the JUA operates on the principle
of sharing losses rather than sharing applicants.

Experience under the Plans As might be expec-
ted, the automobile insurance plans and the alterna-
tive loss-sharing arrangements generate losses that
the alternative sources must cover. Generally, these
financial losses are passed on to the other drivers in
higher auto insurance rates. In a sense, the various

11 South Carolina had a reinsurance facility from 1975 to 1999. A
consumer backlash against the increasing assessments to cover
the facility’s deficits led to the enactment of a comprehensive set
of regulatory reforms, most of which became effective in 1999.
In 1999, the facility was temporarily replaced with a joint un-
derwriting association, which was converted to an Automobile
Insurance Plan in 2003. At one point (1992), the facility insured
more than 40 percent of South Carolina’s drivers. Its cumulative
deficit over the 20+ years in existence was $2.4 billion.

Massachusetts previously had a reinsurance facility, but it con-
verted to an automobile insurance plan between 2008 and 2009.
12 New Jersey established a joint underwriting association known
as the New Jersey Automobile Full Underwriting Association in
1984. By 1990, the JUA insured more than half of the state’s drivers
and had accumulated a deficit of over $3 billion. The Fair Auto
Insurance Reform Act of 1990 resulted in the creation of an
Automobile Insurance Plan in 1992.

Missouri had a JUA until September 2008 when it was replaced
by the Missouri Automobile Insurance Plan.
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plans all represent a continuing subsidy to problem
drivers by other insureds. There tends to be a rela-
tionship between how a state regulates insurance
rates in the voluntary market and the residual mar-
ket’s size and deficit. When insurers are unable to
charge adequate rates in the standard market, the
residual market’s size will increase.

Distress Risk Companies Although Automobile
Insurance Plans provide a mechanism for insuring
high-risk drivers, some drivers are uninsurable even
by the Automobile Insurance Plans and the alterna-
tive facilities in the other states. To purchase insur-
ance coverage to meet the requirements of the state
financial responsibility law, these persons must turn
to what is commonly known as a distress risk com-
pany. Usually, these insurers specialize in insuring
high-risk drivers. They have special ratings in which
the premiums can attain almost incredible propor-
tions and limited special policy forms. The distress
risk companies perform a service, at least to the
extent they are making automobile liability insur-
ance possible at some price.

THE AUTOMOBILE INSURANCE
PROBLEM AND CHANGES IN THE

TORT SYSTEM

Complaints about automobile insurance are com-
mon. Almost everyone connected with the auto-
mobile insurance business has what they consider
to be a legitimate grievance. Insurance compa-
nies complain when they lose money because of
inadequate rates and automobile insurance fraud.
The buyers complain the rates are too high. Young
drivers (and to some extent older ones) complain
they frequently have difficulty in obtaining cover-
age. Finally, many who have suffered losses main-
tain the settlements do not measure up to the eco-
nomic loss. With all this dissatisfaction, proposals
for change have found widespread support.

Criticisms of the Traditional System

Dissatisfaction with auto insurance generally has
fueled a debate going on since the mid-1960s. The
debate has culminated in the passage of auto-
mobile no-fault laws or other legislation reforming

automobile accident reparation in about half the
states. Although a part of the criticism has been
aimed at insurance, some of the critics contend
today’s problem is not so much with insurance but
rather with our method of compensating the injured.
These critics maintain our tort system is wasteful,
expensive, unfair, and time consuming, and they
recommend we abolish it for automobile accidents.

The effectiveness and rationale of the negligence
approach have been questioned since the Columbia
Report of 1932,13 which pointed to the tort system’s
many shortcomings. One major criticism of that
report, and of today’s critics, is that many people
who are injured remain uncompensated or are
inadequately compensated. The accident victim
may be unable to obtain reimbursement because
he or she was contributorily negligent, because the
guilty party is insolvent, or because the guilty party is
unknown, as in the case of a hit-and- run driver. Addi-
tionally, the amount of compensation may depend
more on the skill of the victim’s attorney than on
the facts. Other criticisms of our traditional system
attack the high cost of operating the insurance
mechanism, the contingency fee system, and the
congestion of the courts that results in long delays
before the injured are compensated. Furthermore,
the critics maintain the traditional system is inequi-
table and insurers overpay small claims to avoid
litigation but resist large claims in which the victim
is seriously injured. Finally, the critics contend, the
system is too expensive, paying more for the opera-
tion of insurance companies and the work of attor-
neys than it delivers to those who are injured.

For these reasons, the tort system has been
under attack, and many proposals have been made
to substitute a no-fault compensation system. Inter-
est in the proposals began to grow in the middle of
the 1960s, and many states have adopted no-fault
laws.

The No-Fault Concept

The easiest way to understand the no-fault idea is to
contrast it with the traditional tort system. Under the

13 Columbia Council for Research in the Social Sciences, Report
by the Committee to Study Compensation for Automobile Acci-
dants (New York: Columbia University, 1932).
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tort system, if you are involved in an accident and
the accident is your fault, you may be held liable
for injury to others or damage to their property. If
you are found liable, you will be required to com-
pensate the injured party through payment of dam-
ages. If you have liability insurance, your insurance
company will pay for the other party’s injuries. If
the other party is found to have been negligent, his
or her company will pay for your damages. If you
are injured through your own negligence, you must
bear the loss yourself out of existing resources or un-
der some form of first-party insurance under which
the insurance company makes direct payment
to you.

Under a no-fault system, there is no attempt to
fix blame or to place the burden of the loss on the
party causing it; each party collects for any injuries
sustained from his or her own insurance company.
Under a pure no-fault system, the right to sue the
driver who caused an accident would be abolished,
and the innocent victim and the driver at fault would
recover their losses directly from their own insur-
ance. Compulsory first-party coverage would com-
pensate all accident victims regardless of fault.14

Although some no-fault proposals have included
abolition of tort actions for damage to automobiles,
the principal focus has been on bodily injuries.

Differences among Proposals Although the ba-
sic no-fault concept is simple, several modifications
of the idea have developed, and differences exist
among the various proposals. We can distinguish
among four different approaches:

1. Pure No-Fault Proposals. Under a pure no-fault
plan, the tort system would be abolished for
bodily injuries arising from auto accidents.
(Some proposals would abolish tort actions for
damage to automobiles.) Anyone suffering loss
would seek recovery for medical expenses, loss

14 No-fault insurance is frequently described as being “just like
workers compensation insurance.” Those who draw this anal-
ogy misunderstand the no-fault concept, the nature of work-
ers compensation insurance, or perhaps both. As the student
will recall, workers compensation involves absolute liability and
requires the employer to compensate injured workers without
regard to fault. No-fault is almost diametrically the opposite; the
person suffering the injury is responsible for his or her own loss.
No-fault would be “just like workers compensation” if individual
workers were required to purchase insurance to protect them-
selves against injuries suffered on the job, and the employer were
released from all liability.

of income, or other expenses from his or her own
insurer. Recovery for general damages (pain and
suffering) would be eliminated.

2. Modified No-Fault Proposals. Modified no-fault
proposals provide limited immunity from tort
action to the extent that the injured party is
indemnified under a first-party coverage. Tort
action is retained for losses above the amount
recovered under first-party coverage. In some
modified no-fault plans, payment for pain and
suffering is limited or eliminated.

3. Choice No-Fault.15 In a choice no-fault state, con-
sumers are given the choice of (1) purchas-
ing first-party coverage and having limitations
placed on their ability to sue or (2) retaining their
full tort rights. Those who opt for a limited right
to sue are granted the protection from lawsuits
provided by the state’s no-fault law. Thus, within
the state, there will be “tort system drivers” and
“no-fault drivers.” Tort system drivers must
purchase a new form of insurance coverage
designed to compensate them if they are injured
by a no-fault driver and their injuries fall below
the threshold for lawsuits. (In that case, the tort
system driver has the right to sue, but the no-fault
driver has the right not to be sued.) In effect,
the tort system drivers retain the option to re-
cover noneconomic damages, but they recover
them from their own insurer with a coverage that
operates much the same as uninsured motorist
coverage.

4. Expanded First-Party or Add-On Coverage. In this
case there is no exemption from tort liability.
Instead, the injured party collects benefits under
a first-party coverage, retaining the right to sue
for losses more than the amount paid by the first-
party coverage. Most important, the responsibil-
ity of the negligent driver is retained by permitting
subrogation by the insurer paying the first-party
benefits.

Unfortunately, the “no-fault” label is sometimes
applied to all four classifications. It is a misnomer to
refer to the expanded first-party coverage approach
as no-fault. Plans in this category, which do not

15 Choice no-fault was proposed by Jeffrey O’Connell, one of the
authors of the Keeton-O’Connell Basic Protection Plan, in 1965,
and by Robert J. Joost in a 1986 article in the Virginia Law Review.
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change the tort system, cannot be called no-fault
plans any more than fire insurance, health insur-
ance, or life insurance are no-fault plans. Before
a plan qualifies as no-fault, the requirement that
motorists carry first-party coverage to protect them-
selves against medical expenses and income loss
must be accompanied by some restriction or out-
right elimination of the right to sue, together with
the elimination of subrogation rights by the insurer
making payment.

Existing State Laws By 2013, 22 states and the
District of Columbia had enacted laws that modi-
fied the automobile reparation system. None of the
laws that have been passed thus far is of the pure
nofault variety. All the laws that have been enacted
are modified no-fault laws, under which the right to
sue is not totally abolished but is subject to some
restriction, or they are laws requiring some form of
expanded first-party coverage generally known as
Personal Injury Protection (PIP) coverage.

Massachusetts became the first state with a com-
pulsory no-fault automobile law when its legisla-
ture enacted the PIP Plan as an amendment to
the state’s compulsory automobile insurance law
in August 1970.16 The law, a modified no-fault plan,
became effective January 1, 1971. Although it did
not go nearly as far as many plans that had been
proposed or that have been enacted since, it did
contain many elements included in early propos-
als and set a pattern other states followed. The first-
party coverage of the Massachusetts PIP plan pro-
vides coverage up to $2000 for medical expenses,
lost wages, and loss of services. Reimbursement is
limited to the “net loss” of wages, with a deduc-
tion to allow for the benefits’ tax-free nature. Loss of
services includes coverage for reasonable expenses
to replace services the injured person would have
performed without pay (housekeeping, for ex-
ample). The plan provides immunity from tort
action up to the $2000 limit. One feature of the
Massachusetts law, later copied by other states, was
the provision for suits for general damages (pain
and suffering) when the accident results in loss of
a body member, disfigurement, or death, and when

16 Although Massachusetts enacted the first state law, Puerto Rico
had a government-administered and tax-supported no-fault sys-
tem in 1969. The Social Protection Plan of Puerto Rico provides
unlimited medical expenses and modest loss of income benefits.
Private insurers do not participate in the plan.

medical expenses exceed a specific dollar amount
called a “threshold.” The Massachusetts law orig-
inally set its threshold at $500; it has since been
raised to $2000. By 1995, a total of 16 states plus
Puerto Rico and the District of Columbia had passed
compulsory no-fault laws. Colorado, Connecticut,
Georgia, and Nevada repealed their laws. Of the
12 states remaining, 9 have modified no-fault laws,
and Kentucky, New Jersey, and Pennsylvania are
choice no-fault states.17 The District of Columbia
has an unusual law, in which the driver elects either
no-fault benefits or fault-based coverage. However,
after an accident, the driver has 60 days to decide
to forgo the no-fault benefits and to sue the other
party. Several states have enacted laws that are
frequently called “no-fault” but are expanded first-
party or add-on systems, with no restrictions on
lawsuits. In three states, the add-on coverage is com-
pulsory. In Arkansas, it is optional, but the driver
must explicitly reject it. In the remaining states,
add-on benefits are available, but the individual
must voluntarily elect the coverage, and, there are
no restrictions on lawsuits. All these plans provide
for subrogation by the insurer paying the first-party
benefits.

Table 29.2 lists the no-fault and add-on laws in
effect in 2013. There are vast differences among the
no-fault laws in benefit levels and in the tort exemp-
tion. Benefits range from $8000 in Massachusetts
to unlimited in Michigan.18 The modified no-fault
and choice no-fault laws all permit accident victims
to sue for general damages. In seven states, the

17 Pennsylvania had an earlier no-fault law that became effective
in 1975. This law was repealed in 1984, then replaced by a choice
no-fault law in 1990. The 1990 law requires motorists to select be-
tween a full-tort alternative under which they are allowed to seek
compensation through the courts for economic and noneco-
nomic loss, and a limited-tort alternative, under which they may
sue for noneconomic loss only in the event of serious injury.

The process for making an election for no-fault depends on the
states. In New Jersey and Kentucky, drivers are presumed to have
elected no-fault unless they specifically reject it. In Pennsylvania,
a driver is assumed to want no limit on his or her ability to sue
unless he/she specifically requests no-fault.
18 Michigan PIP benefits include unlimited medical expenses
plus limited lost wages, replacement services (for daily living
activities the insured previously did but must now hire someone
else to do), survivor loss benefits (payable to dependents who be-
cause of the accident are deprived of economic support from the
insured), and funeral and burial expenses. Puerto Rico also has
a modified no-fault law, adopted in 1970, with unlimited medical
benefits.
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TABLE 29.2 Automobile No-Fault and Expanded First-Party (Add-On) Benefit Laws

State Effective Date Type of Law PIP Benefitsa Threshold for Lawsuits

Arkansas 1974 Optional add-onb medical, lost income, None
death benefits

Delaware 1972 Compulsory add-on $15,000/$30,000d None
Florida 1972 Modified no-fault $10,000e Verbal
Hawaii 1974 Modified no-fault $15,000 $5000
Kansas 1974 Modified no-fault $4500 medical plus $2000

other benefits
Kentucky 1975 Choice no-fault $10,000 $1000
Maine 1997 Compulsory add-onc $2000 medical None
Maryland 1973 Compulsory add-on $2,500 None
Massachusetts 1971 Modified no-fault $8,000 $2000
Michigan 1973 Modified no-fault Unlimited medical plus Verbal

other benefits
Minnesota 1975 Modified no-fault $40,000 $4000
New Hampshire 1974 Optional add-on $1000 medical None
New Jersey 1990 Choice no-fault $250,000 medical plus Verbal

other benefitsf

New York 1974 Modified no-fault $50,000 Verbal
North Dakota 1977 Modified no-fault $30,000 $2500
Oregon 1972 Compulsory add-on $15,000 medical plus None

other benefits
Pennsylvania 1991 Choice no-fault $10,000 medical plus Verbal

other benefits
Texas 1973 Optional add-onb $2,500 None
Utah 1974 Modified no-fault $3000 medical plus $3000

other benefits
Virginia 1972 Optional add-on Medical plus $100 per None

week loss of income
Washington 1994 Optional add-onb $10,000 medical plus None

other benefits
District of 1983 Postaccident choice $50,000 medical plus Verbal or loss >

Columbia no-fault (see text) other benefits available PIP benefits

aThese benefits levels may be increased for an additional premium in many states.
bPIP benefits are included unless the applicant rejects the coverage in writing.
cAuto policies issued in the state must include at least $1000 of medical payments coverage.
dDelaware requires $15,000 per person and $30,000 per accident.
eFlorida enacted legislation (HB 119) in May 2012 to address severe fraud problems in its PIP program. Among the many provisions is

a limitation on the availability of full PIP benefits beginning January 1, 2013. After that date, the $10,000 benefits are available only if

the individual requires emergency medical attention. Otherwise, the limit is $2500. However, in March 2013, a state district court ruled

portions of the bill were unconstitutional and granted an injunction. The Florida Insurance Commissioner has appealed the ruling.
f Standard PIP coverage provides $250,000 medical expense benefits. Coverage may be reduced to $15,000, $50,000, $75,000 or $150,000

under the choice no-fault law or basic benefit policy.

threshold is monetary, and lawsuits are permitted
when medical costs exceed a certain threshold
level, ranging from $1000 to $4000. The remaining
five states use a verbal threshold or a combination
of a dollar and verbal threshold. In a verbal thresh-
old state, lawsuits are permitted for serious injuries,
with the specific definition of “serious” depending
on the state. A typical definition will encompass in-
juries that are significant and permanent or resulted

in death.19 Dollar and verbal thresholds, above
which tort action is permitted for general damages,
represent legislative compromises with the no-fault
principle.

19 New York has a verbal and dollar threshold. Injured individuals
may sue for noneconomic damages if the severity of their injuries
satisfies the verbal threshold or if the cost of the claim exceeds
$50,000.
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In most states, the no-fault statute applies only to
private passenger automobiles and excludes trucks
and motorcycles. Only one state applies the no-fault
principle to property damage. In Michigan, vehicle
owners are responsible for damage to their own au-
tomobiles, with suits between drivers for recovery
of collision damage forbidden. Damage to prop-
erty other than automobiles remains under the tort
system.

Cost Experience in No-Fault States There is
an understandable interest in the cost experience
of those states with no-fault plans, but comparing
costs is difficult because of other changes in the
insurance environment. Proponents argued that
the savings from eliminating litigation costs and
recovery for pain and suffering would enable all
injured personsm regardless of fault, to collect
for their economic losses (i.e., medical expenses
and lost wages), and this could be done without
increasing total premiums. Premium reductions
were mandated in many states when the no-fault
laws were first passed.

Opponents of no-fault argued that although the
plans were sold on the promise they would cut
premiums, the reverse would happen. Most states
have enacted low thresholds for lawsuits, thus fail-
ing to eliminate costs for litigation and pain and
suffering.20 In these “weak no-fault” states, law-
suits are not eliminated, and no-fault benefits are
added. Thus, total costs increase. Furthermore, low
dollar thresholds may encourage fraud by giving
people an incentive to artificially increase their
losses to exceed the threshold (e.g., by seeking
unnecessary medical care). These proponents
argue for strengthening state no-fault laws rather
than eliminating them.

While comparing costs is difficult because of
other differences in the insurance environment,
recent evidence has been disappointing for no-fault
proponents. Premiums have increased in all states,
and there is some evidence that the increases have
been the largest in states that have restricted the
right to sue.21 Much of this increase stems from differ-
ences in medical costs. Fraud has been a cost-driver,

20 New Jersey’s initial no-fault law permitted suits for pain and
suffering if a person incurred as little as $200 in economic loss.
21 See, e.g., Anderson, James M., Paul Heaton, and Stephen
J. Carroll. The U.S. Experience with No-Fault Automobile Insurance:
A Retrospective. Rand Institute for Civil Justice, 2010. Available at:
http://www.rand.org/pubs/monographs/MG860.html

and most current reform efforts focus on prevention,
detection, and increased penalties for fraud.

No-fault Fraud No-fault fraud have been identified
as a particular problem in Florida, New York, and
Michigan. In December 2011, the Florida Insurance
Consumer Advocate reported significant fraud in
the state’s no-fault system had increased premiums,
amounting to a “fraud tax” of nearly $1 billion. Prob-
lems included staged accidents, questionable medi-
cal claims, and increased litigation. Medical claims
had skyrocketed, with chiropractic care, physical
therapy, and massage therapy the most frequently
billed services. Lawsuits were increasing, and there
was evidence of a relationship between some
attorneys and “PIP clinics.” In 2012, Florida enacted
HB 119 to target PIP fraud. It strengthened licensing
requirements for clinics that receive PIP reimburse-
ment, eliminated coverage for massage therapists
and acupuncturists, increased penalties for health
care providers who commit fraud, and gave insur-
ers more time to investigate questionable claims.
The law also reduced PIP benefits (from $10,000
to $2500) for individuals not requiring emergency
medical care and required them to seek medical
treatment within 14 days of the accident. The law’s
constitutionality was challenged, and an injunction
was ordered in March 2013, preventing implemen-
tation of some features. As of June 2013, its fate was
unclear.

In March 2012, New York Governor Cuomo
announced a statewide effort to shut down “medical
mills” that increased NY PIP costs. The announce-
ment followed the arrests of 36 people (including 10
licensed physicians and three attorneys) in connec-
tion with a massive no-fault fraud ring that had
billed insurers more than $275 million in fraudulent
charges, reportedly the largest no-fault fraud case
in history. The suspects, many of whom have since
pled guilty, set up more than 100 bogus medi-
cal clinics to bill insurers. The NY Department of
Financial Services (DFS), which regulates insur-
ance, found evidence of doctors and other health
care providers providing unnecessary treatment
and of providers renting their tax ID number to
fraudulent medical practices that submitted fake
bills to insurance companies. In 2012, the DFS
announced an investigation of 135 providers with
suspicious billing practices and issued new regula-
tions targeted at the problem.

In 2012, Michigan enacted anti-fraud legislation
making it a felony to act or employ a “runner” to
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recruit people for staged accidents or other insur-
ance fraud. In April 2013, Governor Snyder pro-
posed reforms including replacing the unlimited
medical benefits with a $1,000,000 limit, and cre-
ating a special fraud bureau to target no-fault
fraud.

Prospects of Further No-Fault Legislation Most
no-fault laws were introduced during the 1970s.
During that period, there was also serious discus-
sion of a national no-fault system, and members of
Congress introduced several bills to create such a
system. After the 1970s, little activity occurred until
the 1990s when auto insurance rates were soaring
in some states. States began to assess the results of
the existing no-fault laws, and some state repealed
them. Georgia repealed its no-fault law in 1991, and
Connecticut repealed its law in 1993. New Jersey
and Pennsylvania switched to choice no-fault laws
during the 1990s, and in 2003, Colorado let its law
lapse due to rising premiums. In 1997, legislation
was introduced in Congress to create a national sys-
tem of choice no-fault, but it was not enacted.22

Given the experience in no-fault states, it seems
unlikely other states will adopt no-fault programs
in the foreseeable future. States with no-fault laws
will continue to pursue efforts to reduce premiums,
particularly focused on controlling increases in
medical costs.

AUTOMOBILE INSURANCE RATES

Over the years, competition and a desire to avoid
adverse selection has led insurers to greater refine-
ment of their rating systems. One of the earliest ex-
amples of this occurred in the 1922 when a former
Illinois farmer, George Mecherle, decided to start a
mutual insurance company for farmers. He believed
the existing insurers were overcharging farmers by
basing their premiums on the higher accident rates
in the city. Today that company, State Farm, holds
the largest market share in automobile insurance.

22 The Auto Choice Reform Act of 1997 would have created a
choice no-fault system under which states would have the option
of opting out. If a state failed to opt out, a choice no-fault system
would be created in the state, giving consumers the ability to
choose between tort and no-fault. Although the legislation was
sponsored by leading Republicans (especially House Majority
Leader Dick Armey, R-Tex.), it drew bipartisan sponsorship.

At one time, insurance premiums in most states
were based on a fairly standard set of factors. These
included the driver’s age, gender, and marital status,
how the automobile was used (for pleasure only,
driving to work less than 15 miles each way, driv-
ing to work more than 15 miles each way, business
use, or farm use), and the individual’s driving record
(previous accidents and violations of traffic laws).
In addition to these factors, the rates varied with the
territory in which the automobile was principally
garaged (with urban locations tending to cost more
than rural areas), the limits of coverage desired,
and, for physical damage coverages, the value of the
automobile and the deductible selected. Many com-
panies offered discounts for youthful drivers who
had completed an approved driver training course
and for students with good grades.

These factors are still important, but, today,
insurers use a variety of additional factors. Better
access to data and increased computing power have
enabled greater statistical analysis (known as predic-
tive analytics). By analyzing historical claims experi-
ence and other information, insurance companies
have identified other factors that can help to predict
future losses, including, for example, credit history,
occupation, level of education, and whether the ap-
plicant has had previous coverage. Insurers are us-
ing these findings to produce more refined rating
classes. Insurance companies hire actuaries and
statisticians to analyze the data and produce rating
systems that optimize data use in predicting the
losses of a group of insureds.

Insurers may also draw from external information
sources to understand the risk posed by an indi-
vidual driver. For example, a more granular under-
standing of the geographic risk can be obtained by
assessing the traffic density where the automobile
is principally garaged, the nature of that traffic, and
the weather. This information may be obtained from
third parties.23

Telematics. The most recent development in
automobile insurance rating is telematics, in which
the insurer gathers information on the use of

23 In 2013, ISO released the ISO Advanced Rating Toolkit for per-
sonal auto insurance. The Toolkit includes ISO’s Risk Analyzer
suite of predictive modeling tools, which uses hundreds of
indicators to predict expected losses for an individual policy and
coverrage. Insurers are can use output from the Risk Analyzer
directly or as variables in their own predictive models.
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automobiles through “black boxes” in the autos.
Early efforts to use telematics began in the 1990s. In
1998, Progressive Insurance Company introduced a
pilot program known as the Pay-As-You-Drive pro-
gram. If an insured chose to participate, Progressive
would gather information from a global position-
ing system (GPS) installed in the auto, including
how much, at what time, and where the insured
drove. This information was used to adjust the
insured’s premium. Although the participants
reportedly liked the program and saved an average
of 25 percent of their previous premium, the number
of participants was low, and Progressive discontin-
ued selling new policies in April 2000.

In 2003, Norwich Union introduced a “Pay-As-You-
Drive” program in England, based on the Progressive
program by the same name.24 In Norwich Union’s
program, the company received a regular stream of
information on the insured’s driving habits, includ-
ing how often, when, and where he or she drove.
Premiums were based on a fixed monthly fee plus
costs based on the miles driven (similar to a mobile
phone bill). The per mile charge varied by insured
and by the time of day (Peak vs. Off-Peak) and type
of road.

Today, more insurers in the United States are
embracing telematics. In 2004, Progressive reintro-
duced telematics when it began a pilot project in
Minnesota. In this case, a TripSensor installed in the
auto recorded mileage, time, and the speed at which
customers drove. Data were uploaded to the insur-
ance company once a month and used to adjust the
insured’s rates.

Telematics has proven popular with parents of
teenage drivers, who find it useful to have detailed
information on their child’s driving habits when
they are absent. In April 2007, AIG Auto Insurance
announced it was launching a GPS-Based Teen
Driver Pilot Program in six states. Under the pro-
gram, AIG offered its insureds GPS systems for a
teen driver’s car at reduced rates. This allowed the
parents to determine the location of the teen’s car
at any time. The program would automatically send
the parent an e-mail and/or text message if the teen’s
car exceeded predefined speed limits or was driven
too far from a predefined location.

24 Progressive had received a patent for the program in 2000, and
it licensed the patent to Norwich Union for its program.

A device installed in the vehicle can collect
information on the amount of driving and when and
where it took place. More comprehensive telem-
atics programs will collect information on items
such as driving speed, braking patterns, and other
behaviors. By analyzing the data collected across all
drivers, insurers gain a better understanding of how
different behaviors contribute to loss experience.
This may be used to vary the premiums of individ-
uals who are enrolled in a telematics (“pay as you
drive”), or it may be used to establish premiums for
individuals who are not in a telematics program but
share similar characteristics.

Some experts predict that, in the future, insur-
ance companies may regularly access information
contained in an automobile’s data recorder, or
“black box”, that is increasingly being included in
the auto by automobile manufacturers.25 Others
believe that concerns about privacy will limit
acceptance of black-box technology for insurance
rating in the United States. In the future, insurers
may be able to collect information, such as seat belt
usage and driving habits (e.g., speed driven, how
the brakes are applied) as well as when, where, and
how much the auto is driven. The implications for
insurance ratemaking are enormous.

Differences in Premiums The various factors
used to determine the final premium can yield wide
differences in premiums for different drivers, with
some insureds paying more for their insurance than
others. Insurance rating factors have periodically
come under criticism. While most people accept the
idea that better drivers should pay less, some ques-
tion the validity of those factors that do not directly
relate an individual’s own loss experience. So, for
example, most people would agree that those who
have had accidents or traffic violations should pay
more. Many would agree that years of driving experi-
ence is an appropriate factor. Some, however, object

25 The National Highway Traffic Safety Administration (NHTSA)
estimated that about 64 percent of 2004 model passenger vehicles
were equipped with event data recorders (EDRs), which record
information immediately before and after a crash. In August 2006,
NHTSA issued a rule that standardized the information collected
by EDRs for 2011 and later models. EDRs must collect at least
15 data elements, including the vehicle’s speed, whether the
brake was applied, and the driver’s seat belt status. This infor-
mation has been used in litigation over who is at fault in an
automobile accident. Advanced EDRs may collect as many as
30 extra data elements.
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to the use of factors such as age, gender, and loca-
tion of the vehicle, arguing that an individual has no
control over those factors. Credit score, occupation,
and education have been subject to criticism.

As we discussed in Chapter 6, there has been
some resistance to the use of some rating factors.
Some states prohibit the use of gender in setting auto
insurance rates. More recently, some states have
placed restrictions on the ability of insurers to use
credit scores.26 In 2012, the Consumer Federation of
America raised concerns about the fairness of some
rating factors (particularly education and occupa-
tion.) As the rating system evolves, the debate over
the methods insurance companies use to set rates
will continue. Given the increasing use of telemat-
ics, insurance premiums in the future may be de-
termined more by an individual’s driving behavior
than by imperfect proxies, such as gender and age.

THE SHIFTING VIEW
OF AUTO INSURANCE

The increasing cost of automobile insurance and
the difficulty that some drivers have in obtaining
coverage have raised automobile insurance to the
status of a major social problem. At least a part of
this problem stems from the seldom mentioned shift
in the way that society views automobile insurance.

26 In 2003, more than 60 bills to restrict insurers’ ability to use
credit scores in underwriting and rating were introduced in
33 states. Although most of them did not pass, most states have
some regulation concerning the use of credit scores by insurance
companies.

Originally, auto liability insurance, like personal
liability insurance, was designed to protect the per-
son insured against financial loss arising out of torts.
When legislatures acted to make liability insurance
compulsory, the motivation was not a paternalis-
tic attempt to ensure drivers were protected against
lawsuits. Rather, it was an attempt to provide injured
persons with a defendant who is worth suing.
Imperceptibly, the function of auto liability insur-
ance changed. Although it still provides protection
for insureds against liability losses, compulsory auto
liability insurance is viewed as a form of protection
for accident victims. With this shift in objectives,
there has been an understandable shift in the atti-
tude of consumers toward auto insurance.

Under the compulsory auto insurance system,
some people are forced to purchase a product they
neither want nor need. They purchase insurance not
for their own protection but for the benefit of those
they might injure. Economically disadvantaged
people in particular have developed an animosity
toward automobile insurance. It is a product from
which they derive little benefit. After all, a person
who does not have anything can afford to lose it.
In the absence of a legal requirement, people who
have little to lose in a lawsuit would “take their
chances” driving without insurance.

Ironically, compulsory auto insurance does not
solve the problem. The compulsory levels of pro-
tection are inadequate to protect many people who
might be injured, especially persons with higher
incomes. Despite the compulsory laws, many
people must purchase coverage to protect against
losses they might suffer that are in excess of the auto
limits carried by drivers with minimum limits.

IMPORTANT CONCEPTS TO REMEMBER

automobile liability insurance
automobile medical payments
coverage
automobile physical damage
coverage
uninsured motorists coverage
family purpose doctrine
permissive use statutes
guest laws
compulsory automobile liability
insurance laws

financial responsibility laws
free-bite laws
SR-21
SR-22
Automobile Insurance Plan
Assigned Risk Plans
reinsurance facility
joint underwriting associations
distress risk company
no-fault

modified no-fault
choice no-fault
expanded first-party coverage
threshold level
telematics
rating factor
predictive modeling
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QUESTIONS FOR REVIEW

1. What are the three major classes of loss associated
with the ownership or operation of an automobile? What
types of insurance coverage protect against each? What
automobile coverages protect against each?

2. Briefly describe the general provisions of a financial
responsibility law. Why are these laws often called “free-
bite laws”?

3. Briefly distinguish between an SR-21 and an SR-22 that
must be filed with the state department of motor vehicles
under a financial responsibility law.

4. What is the purpose and general nature of an Auto-
mobile Insurance Plan?

5. Outline the various ways in which one may be held
vicariously liable in the operation of an automobile.

6. Describe the distinguishing characteristics of the four
approaches currently used to provide automobile liability
insurance to drivers who are unacceptable to insurers in
the normal course of business.

7. Briefly describe the criticisms of the tort system that
led to the enactment of automobile no-fault laws.

8. In what way is the automobile no-fault concept simi-
lar to workers compensation? In what way is it different?

9. List and briefly explain the differences among the
three major approaches that automobile accident repara-
tion reform legislation may take.

10. Briefly explain the major factors that are considered
in determining the premium for automobile liability in-
surance and how ratemaking is evolving.

QUESTIONS FOR DISCUSSION

1. How do you personally think we should cope with
the problem of bad drivers who have difficulty obtaining
insurance through normal market channels?

2. Some states have guest hazard statutes. Do you think
these laws are a logical extension of the risk doctrine as-
sumption, or should they be repealed?

3. What, in your opinion, is the strongest argument in
favor of a no-fault system for compensating the victims
of automobile accidents? What is the strongest argument
against such a system?

4. Many people in the property and liability insur-
ance industry complain about the “automobile problem.”

The “automobile problem” consists of a series of interre-
lated problems. What factors have combined to produce
a problem in the automobile insurance area?

5. The insurance mechanism is based on the principle
of loss-sharing, with those who do not suffer losses paying
to meet the costs of those who do. In view of this principle,
would it make more sense to group all ages together for
rating purposes, with older drivers subsidizing the cost
of the losses incurred by younger drivers? Explain why
insurance companies divide drivers into different classifi-
cations with preferential rates for some groups.
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CHAPTER 30

THE PERSONAL AUTO POLICY

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Determine if an automobile is eligible for coverage under the Personal Auto Policy (PAP)

• Identify and explain the four coverage sections of the PAP

• Describe the coverage features of the PAP liability coverage, including the persons and
automobiles for which coverage is provided

• Describe the scope of coverage under the medical payments coverage of the PAP, including
the persons to whom the coverage is applicable

• Describe the scope of coverage under the uninsured motorists coverage of the PAP, including
the persons to whom the coverage is applicable

• Describe the scope of coverage under the Damage to Your Auto coverage of the PAP

• Identify and explain the Duties after Loss and general provisions of the PAP

In this chapter, we continue our study of automobile
insurance, turning now to an examination of one of
the contracts under which auto insurance is pro-
vided, the Insurance Services Office (ISO) Personal
Auto Policy (PAP). The PAP is only one of several
auto forms in use. Some insurers have developed
their own contracts, which differ in detail from the
ISO form. Still, the PAP is the most widely sold of
the various auto insurance forms and serves as a

standard against which other policy forms may be
compared.

GENERAL NATURE OF THE
PERSONAL AUTO POLICY

The Personal Automobile Policy (PAP) was intro-
duced in 1977. It is written in the simplified termi-
nology that has become common in the insurance

529
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field, but when it was introduction, it was consid-
ered a remarkable departure from the existing con-
tracts. The policy has been revised several times,
and the following discussion is based on the 2005
edition.1

The automobile insurance policy is one of the
most complicated of all insurance contracts. The
contract’s complicated nature results from the need
to provide coverage against different types of losses
under diverse circumstances. The ownership or
operation of an auto involves three types of loss:

1. Legal liability

2. Injury to the insured or members of the insured’s
family

3. Damage to or loss of the auto itself

The PAP is a package policy, providing protec-
tion against all three of these types of loss. It may
be used to provide liability coverage, medical pay-
ments coverage, uninsured motorist coverage, and
physical damage insurance. It may be endorsed to
provide no-fault benefits in those states where such
laws exist.

Besides covering various types of loss, the policy
must provide protection in various situations. Most
people in our society operate autos, and often the
vehicle being driven is not owned by the operator.
Jones may borrow Brown’s car, and as we have seen,
Brown may be held liable with Jones if the latter is
negligent. It is, therefore, necessary to devise a con-
tract that will protect the owner when someone else
is operating his or her auto. In addition, the contract
should protect the insured when he or she is driving
someone else’s car. Both requirements add to the
contract’s complexity. In addition, the broadness of
coverage in a policy designed to meet these vari-
ous situations makes insurers limit its availability to
specific classes. Before turning to an analysis of the
policy, we will briefly examine the eligibility rules of
the PAP.

Eligibility

The PAP is available only to certain eligible classes
of persons and covers specified types of vehicles.

1 The Personal Auto Policy is a direct descendant of the Family
Automobile Policy, the standard bureau auto policy that pre-
ceded it and is still used by a few companies. The Family
Automobile Policy, as its name implies, was developed to pro-
vide auto insurance for the entire family.

First, the auto must be owned by an individual or by
a husband and wife, who are residents of the same
household.2 Autos owned by partnerships, corpo-
rations, or by two or more individuals who are not
resident relatives of the household are ineligible.3

For the purposes of eligibility and coverage, a
vehicle leased under a written agreement for at least
six months is treated as if it were owned.

Furthermore, the auto must be of a specific type.
The first class of eligible vehicles consists of private
passenger automobiles, defined as “a four-wheel
motor vehicle, other than a truck type, owned or
leased under contract for a continuous period of at
least six months.” The vehicle may not be used as
a public or livery conveyance, and it may not be
rented to others.

A pickup or van may also be eligible for cover-
age, depending on its size and use. The pickup or
van must have a gross vehicle weight of fewer than
10,000 pounds and may not be used for the delivery
or transportation of goods and materials. An excep-
tion to this “use” limitation permits delivery or trans-
portation of goods or materials that are incidental to
the business of installing, maintaining, or repairing
furnishings or equipment, or use that is for farming
or ranching.

Finally, the PAP may be used to provide coverage
on motorcycles, motor homes, golf carts and simi-
lar vehicles, and snowmobiles. The vehicle must be
owned by an individual, husband and wife, or two
relatives who are residents of the same household.
A special endorsement is used to modify the cover-
age of the policy when it is used for these types of
vehicles.4

Policy Format

The PAP follows the modern insurance contract
style and is written in simplified terms. “You” and
“your” are used throughout the policy to refer to

2 Autos owned jointly by residents who are not husband and wife
(e.g., father and son) or by nonresident relatives may be insured,
but the coverage is limited by a special endorsement.
3 Personal autos owned by a trust may be covered by endorse-
ment if certain conditions are met.
4 The changes in the policy provisions when the PAP is used
to insure motorcycles and other miscellaneous vehicles are so
pronounced that it is almost a different contract than the standard
PAP. Coverage for motorcycles and other miscellaneous types of
vehicles is discussed later in the chapter.
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the named insured and spouse, and “we,” “us,” and
“our” are used to refer to the insurer. Wherever
possible, awkward terminology has been removed
and the legalistic phrases that once characterized
insurance contracts have been removed. The policy
is divided into six parts, designated as follows:

1. Part A, Liability Coverage

2. Part B, Medical Payments Coverage

3. Part C, Uninsured Motorists Coverage

4. Part D, Coverage for Damage to Your Auto

5. Part E, Duties After an Accident or Loss

6. Part F, General Provisions

Parts A through D are the four separate coverages
that may be included in the policy. Each part has its
own insuring agreement and exclusions. The parts
are made effective by an indication in the declara-
tions that the appropriate premium has been paid
and that the coverage applies. Parts E and F apply
to all policy sections. A specimen of the PAP should
be referred to in the following discussion.

LIABILITY COVERAGE

The liability part of the PAP, designated Part A, pro-
vides the most important coverage. It contains the
liability insuring agreement, supplementary pay-
ments, liability exclusions, and special conditions
applicable to the liability coverage.

Liability Insuring Agreement

The liability insuring agreement obligates the
insurer to pay, up to the policy limit, damages for
which any “insured” becomes legally responsible
because of an auto accident. Coverage for bodily
injury and property damage is provided with split
limits, with separate per person and per accident
bodily injury limits and a separate limit for prop-
erty damage. The minimum limits available vary
with the financial responsibility law of the state. In
most states the minimum bodily injury limits are
$25,000/50,000, and the minimum property damage
limit is generally $10,000 or $20,000, but these limits
can be increased. The bodily injury limits may be
increased to $50,000/100,000, $100,000/200,000 or
$100,000/300,000, $250,000/500,000 or higher. The
property damage limit can be increased to $25,000,

$50,000, $100,000, and higher. As in the case of most
liability contracts, the insurer agrees to defend the
insured but reserves the right to make any settle-
ment it considers appropriate. The insuring agree-
ment clarifies the company’s obligation to defend
ends when the policy limits are exhausted.

Persons Insured under Liability Coverage Since
the policy agrees to pay sums an insured becomes
obligated to pay, the definition of insured is a
critical determinant of coverage. The PAP defines
an insured as follows:

“Insured” as used in this Part means:

1. You or any “family member” for the ownership,
maintenance or use of any auto or trailer.

2. Any person using “your covered auto.”
3. For “your covered auto,” any person or organiza-

tion but only with respect to legal responsibility
for acts or omissions of a person for whom cov-
erage is afforded under this Part.

4. For any auto or “trailer,” other than “your cov-
ered auto,” any person or organization but only
with respect to legal responsibility for acts or
omissions of you or any family member for
whom coverage is afforded under this part. This
provision (B.4.) applies only if the person or
organization does not own or hire the auto or
“trailer.”

Although the provision is written in simplified
terminology, it considers various situations and is,
therefore, necessarily complex. A brief analysis of
the definition should help clarify it.

Initially, coverage is provided for “you” or any
family member for the use of any auto or trailer.
Reference to the policy definitions reveals that “you”
means the named insured listed in the declarations
and his or her spouse if a resident of the same house-
hold. Furthermore, the policy definition of “you”
includes a spouse who ceases to be a resident of
the household for a limited period. This new pro-
vision is intended to eliminate short-term gaps in
coverage arising from changes in relationships that
existed under earlier forms. Coverage is provided
for a spouse who leaves the residence for 90 days
after changing residency or until he or she ob-
tains a separate policy or until the policy period
ends, whichever comes first. The definitions section
indicates the term “family member” means a person
related to the named insured by blood, marriage, or
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adoption, including a ward or foster child, who is a
resident of the named insured’s household.

For the named insured and resident relatives,
coverage applies to any auto, which means the
designated covered auto5 and all borrowed or
rented nonowned autos. There is no restriction on
the borrowed or rented auto type, and it could
include, for example, a bus or truck. Although the
definition of insured states that coverage applies to
the named insured and resident relatives for any
automobile, the contract must be interpreted as a
whole, and this broad statement is subject to qualifi-
cation by the policy’s other provisions. Certain autos
are eliminated from coverage by the exclusions
that will be discussed shortly. In addition, while the
definition of insured does not refer to a requirement
of permission, one of the exclusions (discussed
shortly) eliminates coverage for anyone operating
a vehicle without a reasonable belief that he or she
is entitled to do so.

Persons other than the named insured and family
members are covered while using the “covered
auto” subject to the requirement that the use be with
the reasonable belief that the person has a right to
do so.

The extension of coverage to persons or organi-
zations held vicariously liable is divided into two
parts: One applies to the owned auto, and the other
applies to nonowned autos.

Part 3 of the definition extends coverage to any-
one vicariously liable for the owned auto’s opera-
tion. This would include, for example, the employer
of any person operating a covered auto as an
insured.

Part 4 of the definition extends coverage to any-
one held vicariously liable for the operation of a
nonowned auto by the named insured or a family
member.

For nonowned autos under Part 4 of the defi-
nition, there is no coverage for the owner of the
nonowned auto even if he or she is held vicari-
ously liable for the acts of the named insured or the
resident relative operating the vehicle. To illustrate
the coverage for vicarious liability with respect to
owned and nonowned autos, consider the follow-
ing example. Smith, an insured under a PAP, uses

5 The term covered auto is defined in the policy and has a precise
meaning. For the present, we may consider the covered auto to
be the auto described in the policy.

her car in her occupation. In the event of a loss in
which her employer is joined in the suit, Smith’s
policy will provide coverage for Smith and her
employer. If Smith borrows a friend’s car to use in
her occupation, Part 4 of the definition provides
coverage for the vicarious liability of Smith’s
employer. However, Smith’s policy will not extend
coverage to the friend if he is sued as the car’s
owner. The owner must look to his own policy for
protection.

Because the PAP provides coverage for the
named insured and family members while operat-
ing borrowed autos and provides coverage for other
persons while operating the covered auto, situations
will exist in which two policies will apply to the same
loss. For example, if White borrows Brown’s auto,
Brown’s policy will provide coverage for Brown and
White in the event of a loss. Brown is covered as you
(the named insured), and White has coverage as
a permissive user. In addition, White has coverage
under his own policy as a “you” (named insured)
while using a borrowed auto with permission. When
two or more policies apply in the same loss, the
policy on the auto being driven is primary, and the
policy of the permissive user is excess.

The “Covered Auto” As is true of the defini-
tion of insured, the definition of insured autos is an
important coverage determinant. Because of its
importance, the definition of covered auto is repro-
duced here in its entirety:

J. “Your covered auto” means:

1. Any vehicle shown in the Declarations.
2. A “newly acquired auto.”
3. Any “trailer” you own.
4. Any auto or “trailer” you do not own while

used as a temporary substitute for any other
vehicle described in this definition which is
out of normal use because of its:
a. breakdown
b. repair
c. servicing
d. loss; or
e. destruction

This provision (J.4.) does not apply to Coverage for
Damage to Your Auto.

A vehicle listed in the declarations is, of course,
a covered auto. Certain newly acquired autos are
covered autos as explained in greater detail in the
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paragraphs that follow. A trailer owned by the
insured is covered. There is no requirement that
the trailer be listed, as long as it meets the policy
definition of “trailer.” Finally, any nonowned auto is
covered while used as a temporary substitute for a
covered auto while the covered auto is withdrawn
from use because of breakdown, repair, servicing,
loss, or destruction.

The inclusion of a “newly acquired auto” in the
definition of “your covered auto” provides coverage
for autos acquired during the policy period but on a
qualified basis. First, the auto must be one that meets
the PAP’s eligibility requirements (i.e., it must be a
private passenger auto or a pickup or van that does
not exceed the gross vehicle weight limitation and
is not used for delivery or transportation of goods
except as allowed by the eligibility requirements).
Separate provisions apply for coverages other than
physical damage and for the physical damage
coverages. For liability, medical payments, and
uninsured motorists coverages, replacement autos
are automatically covered for the remainder of the
policy period without notice to the insurer. For
additional vehicles, the insurer must be notified and
coverage must be requested within 14 days of the
acquisition date for these coverages. If a loss were
to occur during the 14-day grace period and before
notice is given to the company, coverage will apply.
This means the liability, medical payments, and
uninsured motorists coverages will apply to replace-
ment autos for the remainder of the policy period
even without notice to the company.

For physical damage coverages, newly acquired
autos (i.e., replacement vehicles and additional
vehicles) are automatically covered for 14 days
for whatever physical damage coverage (Collision
Coverage and/or Other Than Collision Coverage) is
provided by the policy for at least one insured auto.
During this 14-day period, the newly acquired auto
has the broadest physical damage coverage that is
provided by the policy. For example, if the policy
covers two automobiles, one with physical dam-
age coverage and one without, any newly acquired
vehicle is automatically covered for the physical
damage coverage for 14 days.6 The same feature
will apply when one vehicle has Collision Coverage

6 The coverage on newly acquired pickups and vans applies only
if the vehicle meets the PAP’s eligibility requirements.

and the other does not or when two vehicles are
insured with different deductibles. If the policy does
not include physical damage coverage on any of the
covered autos, newly acquired autos are automati-
cally covered for only 4 days. This automatic cov-
erage is subject to a $500 deductible that is appli-
cable to Collision Coverage or Other Than Collision
Coverage. If the insured does not request coverage
within the grace period provided, coverage for a
newly acquired auto begins at the time coverage is
requested.

Liability Exclusions

There are 13 exclusions applicable to the liability
coverage. Nine of these exclusions (designated A.)
eliminate coverage for certain persons. The other 4
(B.) exclude specified vehicles.

Exclusion A.l. excludes coverage for any insured
who intentionally causes bodily injury or property
damage. It would be contrary to public policy to pro-
vide protection against the financial consequences
of injuries or damage caused intentionally.

Exclusion A.2. excludes coverage for damage to
property owned or being transported by an insured.
Damage to owned property or property being trans-
ported should be covered under a property insur-
ance form, such as the Homeowners Policy, or a
floater policy.

Exclusion A.3. is the PAP version of the care,
custody, and control exclusion found in most liability
contracts. It excludes coverage for any insured for
damage to property rented to, used by, or in the care
of that insured, thus excluding damage to borrowed
or rented property.

Whereas Exclusion A.2. eliminates coverage on
owned property and property being transported by
the insured, A.3. goes further and excludes coverage
on rented property and property in a bailment status
even when it is not being transported. If the insured
negligently backs over a borrowed bicycle, he or
she might be held liable, but the auto policy will not
respond. However, an exception to the exclusion
states that it does not apply to damage to a residence
or private garage.

Exclusion A.4. eliminates coverage for injuries to
employees in the course of their employment except
domestic employees in those states where workers
compensation laws do not apply to domestic
employees. This provision eliminates coverage for
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the driver’s employer (who is otherwise covered for
vicarious liability) if the liability involves injury to
an employee of that employer.

Exclusion A.5. excludes coverage for liability
while the auto “is being used as a public or livery
conveyance.” An exception to the exclusion clarifies
that it does not apply to shared-expense car pools.7

Exclusion A.6. eliminates coverage for any
insured employed in the automobile business. How-
ever, the exclusion does not apply to the owned auto
while being operated by the named insured or a
family member (or by a partner, agent, or employee
of the named insured or family member). Thus, if
the named insured or a family member is operating
the owned auto in the auto business, coverage will
apply. However, there is no coverage for persons in
the auto business (other than the named insured
and family members) while operating the owned
auto. Also, if the named insured or family member
operates a nonowned auto while employed in the
auto business, there is no coverage. If Abner takes
his auto to a garage for a tune-up, there is no cover-
age under Abner’s policy for Baker, the mechanic,
while test driving the car. If Baker has a PAP, his policy
will not cover him while operating Abner’s car.
The excluded exposures may be covered under a
special business automobile policy called the
Garage Policy. Exclusion A.7. is a “business pursuits”
exclusion.

Its purpose is to eliminate coverage for business
use of commercial vehicles, but it does so through
a curious combination of exclusions, exceptions,
and cross-references. Initially, the exclusion elimi-
nates coverage for any insured using an auto in any
business except farming or ranching (or in the auto
business, which as noted, is subject to a separate
Exclusion A.6.). The provision then excepts private
passenger autos, pickups and vans, and trailers used
with these types of autos from the exclusion. This
grants coverage for owned and nonowned autos
of these types used in business. What remains
excluded are trucks (other than pickups and vans)
while used in business.

7 A livery conveyance is a vehicle used indiscriminately in con-
veying the public, without limitation to certain persons or partic-
ular occasions or without being governed by special terms (Elliott
v. Behner, 150 Kan. 876 96 P.2d 852, 857). A public conveyance is
one that holds itself out as a common carrier (Merchants Parcel
Delivery v. Pennsylvania Public Utility Commission, 150 Pa. Super.
120, 28 A.2d 340, 344).

The exception for farming or ranching applies to
the entire exclusion. This means pickups and vans
are covered if used in farming, and other types of
trucks are covered.

Exclusion A.8. eliminates coverage for any
insured using a vehicle without a reasonable
belief that he or she is entitled to do so. Although
the provision requires only that the individual have
a “reasonable belief” that he or she is entitled to use
the auto, the exclusion can create dangerous gaps
in coverage. As an example, assume that Brown Jr.
has his parents’ car at school. White, another dorm
resident, takes the car without permission and is
involved in a spectacular accident. Many people
are injured and the lawsuits promise to be astro-
nomical. White appears to be in serious trouble.
Although the policy covering Brown’s car pro-
tects anyone operating it with “a reasonable
belief” he or she is entitled to do so, there is
no basis for such belief and, therefore, no cover-
age. If White’s parents have a PAP, the same exclu-
sion will eliminate coverage under that policy.8 In
the 1998 revision, a provision was added to exclu-
sion A.8. stipulating the exclusion does not apply
(and coverage is provided) to a family member
while using a covered auto belonging to the insured.

Exclusion A.9. eliminates coverage for any
insured who is also insured under a nuclear
energy liability policy or who would be an insured
under such a policy except for the exhaustion of its
limits.

Exclusion B.1. eliminates coverage for liability
arising out of motorcycles or other vehicles with
fewer than four wheels or vehicles designed mainly
for use off public roads (such as an all-terrain
vehicle). The exclusion is subject to three excep-
tions. First, it does not apply if the vehicle is being
used by an insured in a medical emergency.
Second, it does not apply to trailers. Finally, the
exclusion does not apply to any nonowned golf cart.
This means that the individual’s PAP will provide

8 Some students may say, “That may be true, but the only thing
necessary is for Brown to say he had given permission; if he is
willing to do this, both policies will apply.” As you will recall from
the discussion of vicarious liability as it relates to the auto, the
owner of an auto may be held liable for its operation by anyone
who is operating it with the owner’s permission. By admitting that
White had his permission, Brown would leave himself open for
a substantial amount of liability; therefore, he may be reluctant
to give his permission.
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liability coverage for borrowed or rented golf carts
but not for use of the insured’s owned golf cart.

Exclusion B.2. eliminates coverage on vehicles
owned by or furnished for the regular use of the
named insured other than the Covered Auto. Auto-
mobiles owned by the insured at the policy’s incep-
tion and not declared are excluded. Less obvious to
some insureds is the exclusion of autos furnished
for regular use. For example, a person may be
furnished a company car by his or her employer. In
the event of an accident, the employee must look to
the employer’s policy for coverage since this exclu-
sion eliminates coverage under the employee’s
policy.9 Normally, the employer will have coverage
to protect the employee. However, an individual
who wants to arrange coverage on an auto that is
furnished for his or her regular use may do so under
the Extended Nonowned Endorsement to the PAP,
which provides coverage for autos furnished for
regular use.

Exclusion B.3. is related to Exclusion B.2. but
differs in one important respect. This exclusion
eliminates coverage for liability arising out of autos
owned by or furnished for the regular use of family
members. An exception to the exclusion states that it
does not apply to the named insured or spouse. The
intent is to exclude resident relatives for autos they
own or are furnished for their regular use. However,
if the named insured or spouse should use an auto
owned by or furnished for the regular use of a family
member, coverage applies for the named insured or
spouse. In the absence of this important exception
to the exclusion, the policy’s coverage would never
apply to an auto owned by another family member.
This would be a serious gap in coverage for the
parent with high limits of coverage who occasion-
ally operated a son’s or daughter’s auto with low
limits.

Exclusion B.4. excludes coverage for any vehicle
located inside a facility designed for racing for the

9 A seldom recognized facet of this exclusion is it does not apply
to a nonowned auto furnished for the regular use of the named
insured if that vehicle is being used as a temporary substitute for
any other Covered Auto. Suppose Brown’s employer furnishes
him a company car. Normally, Brown’s PAP will not apply to that
company car. However, if the company car is being used as a tem-
porary substitute for Brown’s personal car, coverage will apply.
This quirk results from the inclusion of a “temporary substitute
auto” in the definition of “Your Covered Auto,” which is excepted
from this exclusion.

purpose of competing in or practicing or preparing
for any prearranged or organized racing or speed
contest. (Although the insured’s souped-up stock
car is covered while being used on streets and high-
ways, it is not covered while being raced at the fair
grounds.)

Other Liability Coverage Provisions

In addition to the liability insuring agreement and
exclusions, Part A contains the following additional
provisions applicable to the liability coverage.

Supplementary Payments In addition to the
promise to pay sums that the insured is legally
obligated to pay and the cost of defending suits, the
insurer promises to pay certain other costs under
the Supplementary Payments section:

1. The policy promises to pay the cost of bail bonds
required of the insured because of an accident
provided the accident results in bodily injury or
property damage covered under the policy. The
limit of payment for such bonds is $250.

2. Premiums on appeal bonds and bonds to release
attachments in suits covered under the policy are
covered in full.

3. Interest on a judgment after the judgment has
been entered is covered.

4. Loss of earnings up to $200 a day while attend-
ing hearings or trials at the company’s request is
covered.

5. Other reasonable expenses incurred at the
request of the insurer are covered.

Amounts payable under the supplementary
payments provision are payable in addition to the
liability limit.

Out of State Coverage One of the conditions of
Part A, designated Out of State coverage, provides
two important qualifications to the liability insuring
agreement when the insured auto is involved in an
accident in another state. First, if the state in which
the accident takes place requires higher limits under
its financial responsibility law than those of the
policy, the policy automatically adjusts to provide
the higher required limits. In addition, if the state has
a compulsory insurance law that applies to nonresi-
dents (such as a no-fault law), the policy changes
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automatically to include the minimum amounts of
coverage required.

Limits of Liability The Limit of Liability provi-
sion stipulates that the per person and per accident
bodily injury limits apply, and the per accident
property damage limit is the most the insurer will
pay regardless of the number of insureds, claims
made, vehicles insured under the policy, or vehi-
cles involved in an accident. This section also states
that no one will be entitled to receive duplicate pay-
ments for the same elements of loss under liability
coverage and medical payments coverage, unin-
sured motorists coverage, or underinsured motorists
coverage provided by the policy.

MEDICAL PAYMENTS COVERAGE

Medical payments coverage is a special form of
accident insurance, providing coverage for med-
ical expenses incurred by insured persons in
automobile-related injuries. The basic limit of
liability for medical payments coverage is $1000 per
person, with no maximum per accident. For a small
additional premium (a few dollars a year), this limit
can be increased to $5000 or $10,000 per person,
again with no aggregate per accident.

Medical Payments Insurance Agreement

The Medical Payments Coverage insuring agree-
ment is simple and straightforward:

We will pay reasonable expenses incurred for nec-
essary medical and funeral services because of
“bodily injury”:

1. Caused by accident.
2. Sustained by an “insured.”

We will pay only those expenses incurred within
3 years from the date of the accident.

The definition of bodily injury means “bodily
harm, sickness or disease, including death that
results.” In the case of fatalities, funeral expenses
are paid, again up to the limit for the coverage.

As in the liability insuring agreement, the defini-
tion of insured is an important determinant of cov-
erage. Coverage applies to two classes of persons.

First, coverage applies to the named insured and
to any family member who suffers bodily injury
caused by accident while occupying a covered auto.
The term occupying is defined to include “in, upon,
or getting in, on, out, or off.” This broad defini-
tion of occupying means the fairly common injuries
caused by slamming car doors on hands and fingers
are covered under the medical payments coverage.

Coverage also applies to the named insured and
family members if while a pedestrian they are struck
by any motor vehicle designed for use on public
roads or by a trailer of any type. A child of the insured
might be struck by an auto while crossing the street;
in such a case, the medical payments coverage
would pay for medical expenses incurred up to the
limit for the coverage. Under this “struck by” facet
of the coverage, the injured party might be injured
while a pedestrian. Although the insuring agree-
ment makes specific reference to “pedestrian,” an
Insurance Services Office clarification (ISO) states
there was no intent, by use of the term “pedes-
trian,” to limit coverage to insureds when struck by a
vehicle while walking. In other words, for example,
an insured struck by a motor vehicle while riding
a bicycle is entitled to Medical Payments coverage
under the “pedestrian” provision.

Persons other than the named insured and
family members are covered for medical payments
but only while occupying the insured’s covered
auto. Persons injured while occupying a nonowned
auto may have coverage for medical payments
under the coverage on the nonowned auto or under
their own policies.

Medical Payments Exclusions

Like the liability coverage, the medical payments
coverage is subject to its own set of exclusions.
Several exclusions are almost identical with those
in the liability section; therefore, it is unneces-
sary to repeat their discussion here. The exclusions
under the liability section that also apply to the med-
ical payments coverage are those that relate to the
following:

• Vehicles with fewer than four wheels (1)

• Autos used as a public or livery conveyance (2)

• Autos (other than a covered auto) owned by
or furnished for the regular use of the named
insured (5)
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• Autos (other than a covered auto) owned by or fur-
nished for the regular use of family members (6)

• Autos operated without a reasonable belief that
the user is entitled to do so (7)

• Trucks being used in business (8)

• Occupying a vehicle in a facility for racing or
competing (11)

Exclusion 3 excludes coverage for injuries
sustained while occupying a vehicle that is located
for use as a residence or premises. Since the defi-
nition of covered auto includes a trailer owned by
the insured, this exclusion is required to prevent
the policy from becoming a general accident policy
in those instances in which the insured owns and
occupies a house trailer.

Exclusion 4 applies to individuals injured in the
course of their employment and eliminates cover-
age if benefits are available or required under a
workers compensation law.

The next two exclusions under the medical pay-
ments coverage (Exclusions 9 and 10) eliminate
coverage for injuries caused by the discharge of
nuclear weapons, war, civil war, insurrection, rebel-
lion or revolution, and injuries caused by nuclear
reaction, radiation, or radioactive contamination.

Limitations Applicable to Medical

Payment Recoveries

The PAP’s Medical Payments section is subject to
several provisions that limit the insured’s recovery.
First, the Limit of Liability provision stipulates that
duplicate payments will not be made for the same
loss under the medical payments coverage and
the uninsured or underinsured motorists coverage
(discussed shortly).

Recovery under medical payments is further
limited by the Other Insurance clause. This clause
provides that Medical Payments coverage of the
policy is excess with respect to any nonowned auto;
when other auto medical payments coverage exists,
payment is made on a pro rata basis, based on the
medical payment limits.

Finally, the medical payments coverage is sub-
ject to a subrogation clause. The general provisions
require the insured to assign to the insurer any right
of recovery against a third party to the extent that
he or she receives payment from the insurer.

UNINSURED MOTORIST COVERAGE

In spite of the financial responsibility laws and
the dictates of common sense, some people drive
without auto liability insurance. Uninsured motorist
coverage, designated Part C in the PAP, is designed
to protect the insured and his or her family for
injuries sustained as a result of being struck by an
uninsured or hit-and-run driver or a driver whose
insurance company has become insolvent.10

Uninsured Motorist Insuring Agreement

In its simplest terms, the uninsured motorist cover-
age insuring agreement promises to pay the amount
that an injured insured could have collected from
the insurer of an uninsured driver if such driver had
carried auto liability insurance. As in the case of
the liability coverage, uninsured motorist coverage
is written with split limits of liability applicable per
person and per accident. The standard limit for the
coverage is the minimum limit required under the
state’s financial responsibility law, but higher limits
are available. Increased limits may be purchased
up to the limit carried under the policy’s liability
section (Part A).

Coverage applies when an insured is injured
by an “uninsured motor vehicle.” Uninsured motor
vehicle is defined to include (1) a motor vehicle
that is not covered for bodily injury liability insur-
ance or for which the bodily injury limits are less
than the limits required by the state law, (2) a hit-
and-run vehicle, and (3) a vehicle that was insured
at the time of the accident, but the insurer becomes
insolvent. The policy excludes from the definition
of “uninsured motor vehicle” vehicles owned by or

10 Uninsured motorist coverage was originally designed to cover
bodily injury only. In many states, however, it has been extended
to cover property damage. Insurers must offer Uninsured
Motorist Property Damage (UMPD) coverage in Alaska, Arkansas,
Delaware, Georgia, Indiana, Illinois, Indiana, Maryland,
Mississippi, New Hampshire, New Jersey, New Mexico, North
Carolina, Oregon, Rhode Island, South Carolina, Tennessee,
Texas, Vermont, Virginia, Washington, West Virginia, and the
District of Columbia. In the following states, insurers must offer
UMPD coverage to insureds who do not have collision coverage:
Colorado, Louisiana, Ohio, and Utah. In some states, the insured
may reject the coverage and purchase coverage for bodily injury
only; in other states, it is inseparable from the coverage for bodily
injury. Deductibles on UMPD range from $100 to $500. (Uninsured
Motorist Coverage by State, FC&S OnLine, January 2003).
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furnished for the regular use of the named insured
or family members and vehicles owned or operated
by qualified self-insurers or government bodies. In
addition, farm-type tractors or equipment designed
for use off public roads while not on public roads
and vehicles operated on rails or crawler treads are
excluded.

Persons Insured The definition of Insured under
uninsured motorist coverage includes three classes
of persons: (1) the named insured and any family
member, (2) any other person occupying the
insured’s covered auto, and (3) any person for
damages that person is entitled to recover because
of injury to a person described in (1) or (2). The
named insured and family members are covered
even when they are not occupying an auto and
could recover if injured by an uninsured motorist
as a pedestrian or, say, on a bicycle. Other persons
are covered only if injured while occupying the
insured’s covered auto.

Uninsured Motorist Exclusions In addition to
the previously noted exclusions of certain types of
vehicles from the definition of “uninsured motor
vehicle,” the policy contains eight additional exclu-
sions. Two of these are grouped as Exclusion A, three
are grouped as Exclusion B, and the remaining two
are designated Exclusions C and D.

Exclusion A.1. excludes injuries sustained while
occupying an owned vehicle not insured for unin-
sured motorist coverage under the policy. Exclusion
A.2. excludes bodily injury sustained by any family
member while occupying or if struck by a vehicle
owned by the insured and covered on a primary
basis under another policy. This provision is
designed to eliminate pyramiding of uninsured
motorist coverage limits.

Exclusion B.1. excludes coverage under unin-
sured motorist coverage if the injured person settles
with the negligent party, and the settlement preju-
dices the insurer’s right to recover payment. This is
to preserve the insurer’s right to recovery against
the negligent uninsured motorist, which would be
impaired by such settlement.

Exclusion B.2. is the standard exclusion of an auto
being used as a public or livery conveyance, and B.3.
is the exclusion of vehicles used without a reason-
able belief the person is entitled to do so. The exclu-
sion requiring reasonable belief that the person is
entitled to use a vehicle, like the same exclusions
under liability coverage and medical payments

coverage, does not apply to a family member using
a covered auto.

Exclusion C stipulates the coverage shall not
apply directly or indirectly to benefit any insurer or
self-insurer under any workers compensation, dis-
ability benefits, or similar law. This means that such
an insurer or self-insurer would not be subrogated to
the injured party’s right of recovery under the unin-
sured motorist coverage if the injury was sustained
during employment and the insurer paid workers
compensation benefits to the injured insured.

Exclusion D excludes coverage for punitive or
exemplary damages under the uninsured motorist
coverage. It was added to the policy in response to
court decisions in some states that ruled that puni-
tive damages were covered because they were not
specifically excluded.

Limitations on Payment The Uninsured Motorist
Coverage’s Limit of Liability provision establishes
certain limitations on the amount payable under
the coverage. It provides that amounts otherwise
payable under the coverage will be reduced by all
sums paid by or on behalf of the party who is legally
responsible (i.e., the uninsured motorist). Payment
under uninsured motorist coverage is reduced by
amounts payable under a workers compensation
law, disability benefits law, or any similar law. Finally,
payments under uninsured motorist coverage are
reduced by amounts the recipient is entitled to
receive under the Liability section of the policy.

The Other Insurance Provision of the uninsured
motorist coverage makes coverage excess over
the coverage on any nonowned automobile. In
addition, recovery under all policies is limited to
the highest applicable limit for any one vehicle
under any insurance providing primary or excess
coverage.

Basis for Settlement Although the insuring agree-
ment stipulates the company will pay damages a
covered person is legally entitled to recover from the
owner or operator of an uninsured motor vehicle,
the policy also states that the question of whether
the injured person is entitled to collect from the
uninsured motorist and, if so, the amount to which
he or she is entitled, is to be decided by agreement
between the covered person and the company. If the
covered person and the company cannot agree on
either point, either party may request arbitration. If
both parties agree to arbitration, each party selects
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an arbitrator, and the two arbitrators select a third.
The three arbitrators settle the matter. If the arbitra-
tors cannot agree on an umpire within 30 days, the
court of jurisdiction appoints one. Each party pays
the cost of his or her arbitrator, and they share the
umpire’s cost.

Underinsured Motorist Coverage

Those insureds who purchase uninsured motorist
coverage are eligible for an additional cover-
age: underinsured motorist coverage. Underinsured
motorist coverage, which is added to the PAP by
endorsement, covers bodily injuries sustained by an
insured when the negligent driver has insurance, but
the limits are less than the limits of the underinsured
motorist coverage. As is true in uninsured motorist
coverage, the injured party’s insurer agrees to pay
the amount that the insurer of the other driver would
have paid if he or she had been adequately insured.
The underinsured motorist coverage does not dupli-
cate or overlap with uninsured motorist coverage.
Uninsured motorist coverage applies only when the
other driver does not carry insurance, is a hit-and-
run driver, or is insured by an insurer that becomes
insolvent. In the case of underinsured motorist
coverage, the other driver has insurance, but the
limits of coverage are less than the amount to which
the injured party would be entitled based on his or
her injuries. As in the case of uninsured motorist
coverage, determination of the amount to which the
injured party is entitled is decided by agreement
between the insurer and the injured party or by
arbitration.11

Underinsured motorist coverage may be written
only when the insured has purchased increased
limits for uninsured motorists coverage. The under-
insured motorists coverage must be written for the
same limit as the uninsured motorists coverage.

PHYSICAL DAMAGE COVERAGE

The physical damage coverage of the PAP, Part D,
is designated Coverage for Damage to Your Auto.
Like the liability, medical payments, and uninsured

11 In some states, uninsured motorist coverage and underinsured
motorist coverage are merged into a single coverage.

motorist parts, the physical damage coverage
includes its own insuring agreement, exclusions,
and special conditions.

Physical Damage Insuring Agreement

The single physical damage insuring agreement,
which provides coverage on an open-peril basis,
states that loss by collision is covered only if the
declarations section so indicates:

We will pay for direct and accidental loss to “your
covered auto” or any “nonowned auto,” including
their equipment, minus any applicable deductible
shown in the Declarations. If loss to more than one
“your covered auto” or “nonowned auto” results
from the same collision, only the highest applicable
deductible will apply. We will pay for loss to “your
covered auto” caused by:

1. Other than “collision” only if the Declarations
indicate that Other Than Collision Coverage is
provided for that auto.

2. “Collision” only if the Declarations indicate that
“Collision” coverage is provided for that auto.
If there is a loss to a “non-owned auto,” we will
provide the broadest coverage applicable to any
“your covered auto” shown in the Declarations.

Earlier forms of auto physical damage coverage,
such as the Family Auto Policy, divided physical
damage coverage into two separate insuring agree-
ments: comprehensive and collision. Although the
PAP refers to loss by collision, the term comprehen-
sive is not used. The open-perils coverage excluding
collision will undoubtedly continue to be referred
to as comprehensive as well as by its newer designa-
tion, other than collision.

Loss Other Than by Collision The coverage for
loss other than by collision is essentially an open-
perils type of property coverage. Coverage applies
to all losses except those specifically excluded. The
policy specifically designates several perils as “not
considered collision”:

missiles or falling objects, fire, theft or larceny,
explosion, earthquake, windstorm, hail, water,
flood, malicious mischief vandalism, riot or civil
commotion, contact with a bird or animal, or break-
age of glass.
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Because these losses are not considered collision
losses, they are covered as comprehensive losses.
Because the collision deductible is normally higher
than for other losses, this is beneficial to the insured.
The policy provides the insured may, at his or her
option, consider breakage of glass to be loss due to
collision. This will be advantageous in two situa-
tions. First, if the insured carries collision but
does not carry comprehensive insurance, cover-
age would exist for glass broken in a collision. In
addition, if glass is broken in a collision, the insured
benefits by having the glass breakage subject to a
single deductible with other damage to the vehicle
rather than subject to a separate comprehensive
deductible.

Collision Coverage Collision is defined as “the
upset of your covered auto or a non-owned auto’
or its impact with another vehicle or object.”
Coverage for loss by collision applies to the covered
auto regardless of fault and will respond when the
insured cannot recover from another party because
his or her personal negligence was the cause of the
damage. But collision coverage can be valuable in
those cases in which the insured is not at fault.

In those cases in which the driver of the other
auto is to blame, we would expect his or her Liability
coverage to respond for damages to the owned auto.
However, the other party may not have insurance.
The innocent driver with Collision coverage can
collect the amount of the loss (less any deductible)
and then leave the job of collecting from the negli-
gent driver to the insurance company. The PAP
includes a subrogation provision under which the
insured is required to assign to the insurer the right
of claim against a negligent third party to the extent
that he or she collects under the policy. Also, when
the insured is at fault, the Collision coverage will pay
for damage to his or her auto.

Physical Damage to Nonowned Autos We have
noted that the physical damage coverage of the
PAP applies to the insured’s covered auto and to
a nonowned auto. This means that when the indi-
vidual has purchased physical damage coverage on
his or her own auto, such coverage is extended to
nonowned autos being used by or in the custody of
the insured or a family member. If there is a loss to a
nonowned auto, the insurer will provide the broad-
est coverage applicable to any covered auto shown
in the declarations. If, for example, a policy insures

one owned auto for collision and comprehensive
and another owned auto for comprehensive only, a
nonowned auto will be covered for comprehensive
and collision if a loss occurs.

The definition of “non-owned auto” under the
physical damage section is an important cover-
age determinant. A non-owned auto is defined as
follows:

“Non-owned auto” means

1. Any private passenger auto, pickup, van or
“trailer” not owned by or furnished or avail-
able for the regular use of you or any “family
member” while in the custody of or being oper-
ated by you or any “family member”; or

2. Any auto or “trailer” you do not own while used
as a temporary substitute for “your covered auto”
which is out of normal use because of its
a. breakdown
b. repair
c. servicing
d. loss; or
e. destruction

So, the term non-owned auto includes two parts.
The first refers to a private passenger auto, pickup,
van, or trailer not owned by, or furnished, or avail-
able for the regular use of the named insured or
any family member while in the custody of or being
operated by the named insured or any family
member. The second part includes any nonowned
auto or trailer used as a temporary substitute for a
covered auto that is out of normal use because of its
breakdown, repair, servicing, loss, or destruction.

Coverage on nonowned autos is subject to
the same insuring agreements as owned autos.
Nonowned autos are subject to three specific exclu-
sions (discussed next). One of these exclusions
eliminates coverage for loss to a nonowned vehicle
when used by an insured without a reasonable
belief that the user is entitled to do so.

The question of permissive use arises in connec-
tion with the owned auto. The policy’s subrogation
clause states the insurer does not have the right
to subrogate against a person who uses a covered
auto with a reasonable belief he or she is entitled
to do so. This means, conversely, that the insurer
may subrogate against a person operating the
vehicle without permission after making payment
for damage arising out of such operation.
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The physical damage coverage on nonowned
autos is excess over other coverage applicable to
the nonowned auto. If Brian borrows Joan’s car and
demolishes it, Joan’s policy will apply if she carries
collision coverage. If Joan does not carry collision
on her car, Brian’s collision coverage will apply. The
same is true with respect to a borrowed trailer. The
definition of nonowned auto includes “trailer,” so
coverage applies to rented or borrowed trailers. The
Limit of Liability provision imposes a $1500 limit on
payment for damage to nonowned trailers.

One situation in which coverage for damage to
nonowned autos can be important is the rental of
an automobile. National car rental companies such
as Hertz and Avis provide the renter with auto insu-
rance covering liability, medical payments, and
uninsured motorist coverage (plus no-fault benefits
in those states with such laws) but do not provide
the renter with physical damage coverage. Collision
damage waiver (CDW) is offered at a cost of $9 or
$10 per day. For those persons who carry compre-
hensive and collision on their own cars, the exten-
sion of physical damage coverage to nonowned
autos under the PAP provides coverage on rented
cars, subject to the policy deductible.12

Physical Damage Exclusions

Even though the physical damage coverage is on
an open-perils basis, the number of exclusions in
this section of the policy is small. There are 13
exclusions: 5 of these exclude loss to owned and
nonowned vehicles and their equipment under
specified circumstances, 3 apply only to nonowned
autos, and 5 eliminate certain types of property from
coverage.

Exclusions 1, 2, 3, 6, and 12 deal with specific
loss situations. Exclusion 1 is the exclusion of loss
while the auto is being used as a public or livery
conveyance.

Exclusion 2 eliminates coverage for damage due
and confined to wear and tear, freezing, mechanical

12 The National Association of Insurance Commissioners has
developed a Collision Damage Waivers Act, which provides for
the regulation of rental companies when issuing CDWs. The act
provides definitions and establishes standards to which rental
companies must adhere and makes certain practices unfair or
deceptive practices under the statutory provisions on fraud.

or electrical breakdown or failure, and road damage
to tires. Losses of this nature are inevitable or at least
controllable by the insured. However, the exclusion
does not apply if the damage results from total theft
of the insured auto.

Exclusion 3 eliminates coverage for damage
caused by radioactive contamination or by the
discharge of a nuclear weapon and war in all its
forms. Exclusion 6 excludes the total loss of an
auto by destruction or confiscation by government
or civil authorities. The exclusion was added in
response to the increasingly frequent confiscation
of vehicles by law enforcement agencies and deci-
sions holding that such confiscation was a covered
loss under the policy, because it was not excluded.
The exclusion does not apply to the interests of a
loss payee under the policy.

Exclusion 12 excludes any owned or nonowned
auto while located inside a facility designed for
racing, for the purpose of competing in or practi-
cing for a prearranged or organized racing or speed
contest.

Exclusions 8, 11, and 13 apply to nonowned
autos. Exclusion 8 excludes coverage for damage to
a nonowned vehicle being used without a reason-
able belief that the user is entitled to do so. It is
similar in wording and intent to the permissive use
exclusion discussed in connection with the liability
coverage.

Exclusion 11 is a business-related exclusion appli-
cable to nonowned autos. It eliminates coverage
for damage to nonowned autos being used by any
insured while employed in the automobile business.
This eliminates coverage for damage to a nonowned
auto while being operated by the named insured
or a relative who is employed in the automobile
business.

Exclusion 13 excludes coverage for loss to a rental
vehicle if the rental company is precluded from
recovering for the loss because of the provisions
in the rental agreement or in the applicable state
law.

Exclusions 4, 5, 7, 9, and 10 exclude loss to spe-
cific types of equipment. Exclusion 4 deals with
electronic equipment that reproduces, receives,
or transmits audio, visual, or data signals. This
includes, for example, radios and CD systems, per-
sonal computers, video entertainment systems, tele-
phones, and televisions. This equipment is excluded
unless it is permanently installed in the auto, in
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which case the exclusion does not apply. How-
ever, under the Limit of Liability provision, if the
equipment is permanently installed in a location
other than that used by the auto manufacturer for
installation, payment is limited to $1000.13 Exclu-
sion 5 eliminates coverage for tapes, records, disks,
or other media designed for use with equipment
described in Exclusion 4.

Exclusion 7 deletes coverage on camper bodies,
trailers, or motor homes not listed in the declara-
tions and facilities or equipment used with such
vehicles. Facilities and equipment include, but are
not limited to, cooking, dining, plumbing and refri-
geration facilities, and awnings or cabanas. There
are two exceptions to the exclusion. First, it does
not apply to nonowned trailers or camper bodies
(including facilities and equipment). (Under the
Limit of Liability provision of the physical dam-
age section, there is a $1500 limit for loss to
nonowned trailers, but no dollar limit on camper
bodies.) In addition, the exclusion does not apply
to newly acquired trailers or camper bodies. The
insurer must be notified of the acquisition within
14 days.

Exclusion 9 excludes loss to equipment designed
or used for the detection and location of radar (i.e.,
“fuzz-busters”) or laser.

Exclusion 10 eliminates coverage on custom
furnishings or equipment in or on any pickup or
van. The exclusion cites carpeting and insulation,
furniture or bars, height-extending roofs, or custom
murals, paints, or other decals or graphics.14 An
exception to the exclusion extends coverage to
caps, covers, and bedliners, which are covered
while in or upon a pickup.

Diminished Value Exclusion In some states, when
a vehicle is involved in a collision requiring repairs
in excess of a stated amount, say $3000, a notation
of the damage and repair is made on the auto title.
This can affect the trade-in or sale value at a later
time. This loss (or potential loss) in the vehicle’s
value is referred to as diminished value, a concept
that has sparked considerable debate between con-
sumers and insurers. Most states have concluded

13 Coverage for loss in excess of $1000 can be bought back by
endorsement for an additional premium.
14 Coverage for such property is available by endorsement for an
additional premium.

that the PAP’s collision and comprehensive cover-
ages do not cover claims for diminished value.15

Other Physical Damage Provisions

In addition to the insuring agreement and exclu-
sions, the physical damage section includes a num-
ber of other important provisions.

Limit of Liability—Payment of Loss The com-
pany’s liability under the physical damage coverage
is limited to the lesser of (1) the actual cash value of
the stolen or damaged property or (2) the amount
required to repair or replace the property with other
property of like kind and quality. An adjustment for
depreciation and physical condition will be made in
determining the actual cash value in the event of a
total loss. The contract further provides that if repair
or replacement results in betterment to the insured,
the insurer will not pay for the betterment. The Pay-
ment of Loss provision gives the insurer the option
of deciding how to settle the claim. The company
reserves the right to repair the damage, replace the
auto, or pay for the loss in cash. In the event of theft,
the insurer has the right to return the stolen auto.
If the stolen auto has been damaged, the company
must pay for the repair of the damage.

Aftermarket Parts Generic auto crash parts (also
known as aftermarket parts or competitive parts) are
large collision replacement parts, usually made of
sheet metal or plastic that are built by a manufac-
turer other than the original automaker. Generic
crash parts were developed to address the prob-
lem of skyrocketing costs to replace car parts,
which were previously available only from the
original auto manufacturer, known as the origi-
nal equipment manufacturer (OEM). Proponents
of generic parts point out that without generic
parts, auto manufacturers have a monopoly on the
sale of replacement parts. Generic parts encourage

15 However, the liability coverage does cover diminished value if
the insured is held liable for that amount. This is because Cover-
age D pays for “direct and accidental loss,” while Coverage A pays
for damages for which the insured is legally responsible. Insurers
are not required to pay diminished value on first-party claims
except in four states, where some court decisions have held
otherwise: Georgia, Mississippi, South Carolina, and Tennessee.
In 1999, ISO filed a new endorsement: Coverage for Damage
to Your Auto Exclusion (PP 13 01). This clarified coverage by
explicitly excluding diminished value. However, not all states
have approved this endorsement.
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competition, which provides better products at
lower prices. Generic auto parts also reduce the
cost of automobile repairs, thus reducing auto insu-
rance premiums. Many states have passed laws regu-
lating the use of aftermarket parts in repairs. About
three-fourths of states require the estimate to dis-
close when aftermarket parts are used. A few states
require the policyholder’s consent.16

In November 1999, a Marion, Illinois, jury
awarded a $1.2 billion judgment against State
Farm, the nation’s largest insurer, for its use of
generic auto parts, concluding that the use of after-
market parts violated State Farm’s contract with its
policyholders. This verdict was overturned by the
Illinois Supreme Court, and the U.S. Supreme Court
refused to hear an appeal in March 2006, handing a
victory to State Farm. Nonetheless, in the aftermath
of this litigation and continuing litigation against
other insurers, some insurers have stopped using
generic parts.

Transportation Expense Coverage is provided for
temporary transportation expenses (the cost of rent-
ing a car or using public transportation) incurred
by the insured in the event of loss to the covered
auto or a nonowned auto. Coverage applies for
loss by collision only if collision coverage has been
purchased and for loss other than collision if com-
prehensive coverage has been purchased. The limit
for this coverage is $20 per day with a maximum of
$600.17 The coverage applies to expenses incurred
by the insured for loss to an insured owned auto. For
a nonowned auto, Transportation Expenses cover-
age applies for the loss of use expense for which the
insured is legally liable. Except for losses caused
by theft, coverage applies to expenses beginning
24 hours after the auto has been withdrawn from
use. Coverage for transportation expenses resulting

16 In November 1999, a Marion, Illinois, jury awarded a
$1.2 billion judgment against State Farm, the nation’s largest
insurer, for its use of generic auto parts, concluding that the use
of aftermarket parts violated State Farm’s contract with its policy-
holders. This verdict was overturned by the Illinois Supreme
Court, and the U.S. Supreme Court refused to hear an appeal
in March 2006, handing a victory to State Farm. The Certified
Automotive Parts Association (CAPA) a nonprofit organization
with membership including collision repairers, distributors, and
the insurance industry was established in 1987 to certify qual-
ity of aftermarket parts. For more information on CAPA, see
http://www.capacertified.org.
17 The limit of coverage may be increased by endorsement for an
additional premium.

from theft begins 48 hours after the theft and ends
when the auto is returned to use or the insurer pays
for the loss.

POLICY CONDITIONS

The two final parts of the contract, designated Parts
E and F, contain the general policy provisions, some
of which have been noted.

Part E—Duties after an Accident or Loss

Part E of the PAP lists the duties of the insured and
other persons seeking coverage under the policy in
the event of loss. An introductory statement requires
the insurer be notified promptly of how, when, and
where the accident or loss happened. In addition, a
person seeking coverage under any of the provisions
of the policy must do the following:

1. Cooperate with the insurer in the investigation,
settlement, or defense of any claim.

2. Promptly send the insurer copies of any notices
or legal papers received in connection with the
accident or loss.

3. Submit to physical examinations by physicians
selected by the insurer as often as the insurer rea-
sonably requires. The insurer pays the cost of the
examinations. A person seeking coverage under
the policy must agree to submit to examination
under oath if required by the insurer.

4. Authorize the insurer to obtain medical reports
and other pertinent records.

5. Submit a proof of loss when required by the
insurer.

A person seeking coverage under the Uninsured
Motorist Coverage must promptly notify the police
if a hit-and-run driver is involved.

With respect to the Physical Damage coverages
(Damage to Your Auto), the insured must take rea-
sonable steps after the loss to protect the auto and
its equipment from further loss. The insurer will pay
any expenses incurred by the insured in providing
such protection. The insured must notify the police
if the covered auto is stolen. Finally, the insured must
permit the insurer to inspect and appraise the dam-
aged property before it is disposed of or repaired.
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Part F—General Provisions

There are nine general provisions in the PAP, some of
which are similar or identical in wording with their
similarly titled counterparts in the Comprehensive
Personal Liability form.

Bankruptcy Bankruptcy or insolvency of an
insured does not relieve the insurer of its obligation
under the policy. If the insured is sued and declares
bankruptcy, discharging his liability, the insurer is
still obliged to pay that part of the judgment cov-
ered by the insurance.

Changes The policy’s terms cannot be changed
or waived except by endorsement. If a change
requires a premium adjustment, the premium will
be adjusted as of the effective date of coverage.
This provision includes a liberalization clause; if the
insurer revises its policies to provide broader cover-
age without additional premium, existing policies
are automatically broadened to include the new
coverage.

Fraud The fraud provision stipulates that the
insurer will not provide coverage for any insured
who has made fraudulent statements or engaged
in fraudulent conduct in connection with any acci-
dent or loss. Like most other policy provisions deal-
ing with fraud or misrepresentation, this provision
merely affirms in the contract the right the insurer
would have at common law.

Legal Action Against Us No legal action may be
brought against the insurer until the insured has
complied with all the policy’s terms. Furthermore, a
claimant does not have the right to bring the insurer
into an action to determine the insured’s liability.
(Some states have laws that permit an injured party
to sue the insured and his or her insurer. In these
jurisdictions this provision is invalid.)

Our Right to Recover Payment This is the subro-
gation clause. It applies to all coverages under the
policy and requires the insured to assign any right
of recovery against a third party to the insurer, to
the extent that payment is made to that insured. The
insured is required to do whatever is necessary to
enable the insurer to exercise its right of recovery
and may do nothing to prejudice that right.

Policy Period and Territory The policy applies
only to accidents and losses that occur during
the policy period (shown in the declarations) and

within the policy territory. The policy territory is
the United States, its territories or possessions, or
Canada. Coverage applies for accidents or losses
while the covered auto is being transported between
ports of the United States, its territories or posse-
ssions, or Canada. There is no coverage under the
policy in Mexico. If the insured drives into Mexico,
he or she must obtain coverage from an insur-
ance company licensed to write auto insurance in
Mexico.18 Coverage can usually be purchased at the
border.

Termination The termination provision outlines
the conditions under which the insured or the
company may cancel the policy and the rights of
both parties with respect to nonrenewal and related
provisions.

First, the named insured may cancel the policy
at any time, either by returning the policy to the
company or by giving written notice of the date of
cancellation.

The insurer’s right to cancel depends on the
period for which the policy has been in force. If
the policy has been in force for fewer than 60 days,
the company may cancel by giving 10 days’ written
notice. However, once the policy has been in force
for 60 days, the insurer can cancel only for non-
payment of premium, if the named insured or
any resident relative has his or her driver’s license
suspended or revoked, or if the policy was obtained
through material misrepresentation. Cancellation
for nonpayment requires 10 days’ written notice.
Cancellation for revocation or suspension of license
requires 20 days’ written notice. Renewal policies
(or extensions of direct billed policies) are consid-
ered to have been in force for more than 60 days
and are, therefore, cancelable only for nonpayment
of premium, revocation or suspension of license,
or material misrepresentation in obtaining the
policy.

Although the company’s right to cancel is limited
after the policy has been in force for 60 days, the
company may still choose not to renew a policy. If

18 Failure to purchase Mexican insurance can lead to serious
complications in the event of loss. In Mexico, jurisdiction for
criminal and civil law rests in a single court. It is customary to
impound the vehicle and hold the driver in jail until an investi-
gation is completed and a court hearing is held. If the driver has
insurance with a Mexican-licensed insurer, the arresting officer
has the authority to waive the incarceration and impounding of
the auto.
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the company elects not to renew the policy, it must
give the insured at least 20 days’ written notice of
its intent not to renew. Furthermore, on policies that
are written for less than a full year, nonrenewal may
take place only on the anniversary of the original
effective date.

This condition makes provision for automatic
termination in the event the company offers to
continue or to renew the policy and the insured
does not accept. Failure to pay the required pre-
mium when due is considered failure of the insured
to accept the offer to renew.

Finally, the termination provision states that any
state laws concerning cancellation of auto insur-
ance take precedence over the policy provisions.
If laws in the state where the policy is sold impose
greater restrictions on the insurer’s right to cancel
or to refuse renewal, the state law applies.

Transfer of Your Interest in This Policy This pro-
vision is an assignment clause and stipulates the
named insured’s rights and duties under the policy
may not be assigned without the insurer’s written
consent. Automatic coverage is provided, however,
if the named insured dies, for the surviving spouse
or the named insured’s legal representative.

Two or More Auto Policies This special “other
insurance” clause provides that when an insured has
two or more policies with the same company appli-
cable to the same accident, the maximum payable
under all policies will not exceed the highest
applicable limit of liability under any one policy.
For example, if Jones has two autos insured with
the same company and has an accident while using
a nonowned auto, the maximum payable under the
two policies will be the highest limit under those
policies.

ENDORSEMENTS TO THE PAP

The PAP may be modified by endorsement to meet
special needs or to reflect the statutory requirements
of individual states. The following are a few of the
more important endorsements available for use with
the PAP. Although these endorsements represent a
small fraction of those available, they are among
the most important and reflect PAP’s extreme
flexibility.

Extended Nonowned Coverage

The PAP may be extended by endorsement to cover
certain nonowned autos that would otherwise be
excluded. The need for broadened drive-other-car
coverage arises from the restrictions in the PAP that
eliminate coverage on certain types of nonowned
autos. For example, recall that the policy excludes
coverage for autos furnished for the regular use of
the named insured or resident relatives. The exclu-
sion’s intent is that these autos be covered under
their own policies and coverage for the named
insured and resident relatives while operating such
autos be provided by the other policies. However,
there are instances in which the insured desires his
or her own coverage which will apply excess over
the specific coverage on the nonowned auto.

These exclusions for autos furnished for the
regular use of the insured or resident relatives
may be addressed by the Extended Non-owned
Coverage—Vehicles Furnished or Available for Regu-
lar Use Endorsement (PP 03 06).19 The endorsement
deletes the exclusion of vehicles furnished for the
regular use of the named insured and promises to
provide “Liability Coverage on any vehicle, other
than your covered auto,’ which is furnished or avail-
able for the regular use of the named individual.”
Thus, for example, this endorsement could be used
to provide excess coverage for a company car.
Extended nonowned coverage is written for the
named individual or for the named individual and
family members. The endorsement broadens cover-
age only for those indicated on the endorsement.20

Named Non-Owner Policy

Occasions sometimes arise in which an individual
who does not own an auto desires coverage for those

19 Endorsement PP 13 05—Extended Non-owned Coverage—
Vehicles Furnished or Available for Use as Public or Livery Con-
veyances is used when the furnished vehicle is used for public or
livery purposes. PP 13 05 was introduced with the 2005 revisions
to the Personal Auto Policy.
20 A second problem area in which coverage for nonowned
autos may be expanded by endorsement pertains to individ-
uals in the automobile business (i.e., the business of selling,
repairing, servicing, storing, or parking cars). Recall that the PAP
excludes nonowned autos while the insured is engaged in the
automobile business. Endorsement 03 96—Extended Non-owned
Coverage for Named Individual (Auto Business) deletes this
exclusion, providing coverage for the insured while, for exam-
ple, driving a customer’s car.
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instances in which he or she may borrow an auto. As
the reader may recall, under such circumstances,
coverage for the borrower is provided under the
auto policy applicable to the borrowed car, pro-
vided the borrower had permission of the named
insured under that policy. However, the possibility
always exists that the borrowed auto might be unin-
sured or the limits of liability on the borrowed car
might be inadequate. When borrowers have their
own policy, coverage under their policy will apply
on an excess basis; for the individual who does not
own an auto, there could be a serious deficiency.

A special form of coverage, Named Non-Owner
coverage, may be written for a person who does not
own an auto but who desires his or her own coverage
in the event that a borrowed auto is inadequately
insured. Coverage is normally provided under the
PAP, with a special endorsement called Named Non-
Owner Coverage. Coverage may be written for a
named individual or for named individuals and
family members. Coverage is provided for liability
arising out of the use of any auto not owned by
the named insured or spouse or by any member of
the named insured’s household.21 The coverage is
excess over any other coverage applicable to the
borrowed auto and does not apply to the owner of
the auto. However, as in the PAP, other persons or
organizations held vicariously liable for the opera-
tion of the borrowed auto by the named insured or
spouse are covered.

Although the endorsement is designed to provide
coverage on nonowned autos, it provides automatic
coverage for 14 days on a private passenger auto or
a pickup, panel truck, or van not used in business
other than farming that is acquired by the insured
during the policy period.

Miscellaneous Type Vehicle Endorsement

The increasing popularity of motorcycles and
motorscooters has brought about a corresponding
increase in demand for insurance for such vehi-
cles. At the same time, recreational motor vehicles
such as go-carts, minibikes, and all-terrain vehicles

21 Under the 2005 revisions to the PAP, liability and medical pay-
ments coverage is excluded for vehicles furnished or available for
the regular use of the named insured (such as a company car).
However, this coverage may be added back for an additional
premium.

have increased in popularity, creating a demand for
insurance suited to the needs of their owners.

Initially, the liability and physical damage expo-
sure of recreational motor vehicles were handled in
various ways. Specialty insurers developed special-
ized policies for each of the various types of recrea-
tional motor vehicles, usually based in one way or
another on the automobile policy. Thus, one com-
pany offered a Snowmobile Policy, while another
insurer offered an All-Terrain Vehicle Policy, and
another offered a Go-Cart Liability Policy. Although
these contracts are available through specialty
insurers, there is a standard Miscellaneous Type
Vehicle Endorsement available for use with the PAP
to provide protection for the owner of a recreational
motor vehicle.22

The types of vehicles that are eligible for coverage
under the Miscellaneous Type Vehicle Endorsement
include motor homes, trailers designed for use with
private passenger autos or pickup trucks, motor-
cycles, mopeds, motorscooters, motorbikes, go-
carts, and other similar vehicles, all-terrain vehicles,
dune buggies, and golf carts.

The Miscellaneous Type Vehicle Endorsement
may be used to provide all the standard PAP cover-
ages on the miscellaneous-type vehicle, including
liability coverage, medical payments, uninsured
motorist coverage, and physical damage coverage.
The endorsement may be added to a PAP used to
insure vehicles that meet the PAP’s standard eligi-
bility requirements This means that private passen-
ger autos and miscellaneous-type vehicles may be
insured in the same policy. Provisions pertinent to
private passenger automobiles remain in full effect
and apply to any private passenger autos insured
under the contract.

“Your Covered Auto” Redefined The Miscel-
laneous Type Vehicle endorsement adds a new
definition of your covered auto to the contract,
corresponding to the particular type of vehicle
being insured. Coverage is extended to include
newly acquired miscellaneous-type vehicles of the
same type as shown in the schedule or declara-
tions, subject to the same reporting requirements for
additional and replacement autos under the regular
personal auto policy. This means that a newly

22 Snowmobiles are covered under a separate endorsement,
described later.
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acquired motorcycle is covered only if the vehicle
described in the policy is a motorcycle. A newly
acquired miscellaneous-type vehicle is treated the
same as a newly acquired auto in the PAP. If it is
an additional vehicle, as opposed to a replacement
vehicle, liability coverage applies for only 14 days.
Physical damage coverage applies for 4 or 14 days,
depending on whether physical damage coverage
was provided for any other vehicles.

In addition to the coverage on newly acquired
vehicles of the type scheduled in the endorsement,
the endorsement provides coverage for any newly
acquired private passenger auto, pickup, panel
truck, or van (not used in any business other than
farming). The owner of a motorcycle insured under
the PAP has automatic coverage for 14 days in the
event he or she acquires an eligible automobile. The
definition of your covered auto includes any tempo-
rary substitute auto while used for a covered auto
withdrawn from use because of mechanical break-
down, servicing, repair, loss, or destruction. There is
no restriction as to the type of vehicle that qualifies
as a temporary substitute; a temporary substitute
may be a vehicle of the type insured or it could be
a private passenger auto or a truck.

Coverage Features Perhaps the most significant
provision of the endorsement is the definition of
covered persons. With respect to the scheduled
vehicle (“your covered auto”), coverage applies for
the named insured, family members, and other
persons, subject to the usual exclusion of anyone
using an auto without a reasonable belief of being
entitled to do so. In addition, the endorsement
covers the vicarious liability of any person or orga-
nization for the acts or omissions of another insured
person. Although coverage is provided for this range
of persons with respect to the owned vehicle, there
is no coverage for anyone, including the named
insured, for nonowned vehicles. The only exception
is that coverage applies for the named insured while
using a nonowned vehicle as a temporary substitute
for a vehicle described in the endorsement.

Liability Exclusions The exclusions applicable
to miscellaneous-type vehicles differ from those in
the PAP in two respects. First, the standard PAP
exclusion of any vehicle with fewer than 4 wheels
is modified so coverage is provided for the vehi-
cle scheduled in the endorsement. The similarly
worded exclusion applicable to medical payments

is also modified to include coverage for the sche-
duled vehicle.

The second exclusion is an optional exclusion of
liability to passengers. It is activated by an indication
in the endorsement. A 20 percent premium credit
is granted for the passenger liability exclusion for
liability written with a single limit. When the policy is
written with split limits, a 40 percent credit applies. If
activated, this would, for example, exclude coverage
for liability of a motorcyclist to someone transported
in the passenger seat or in a sidecar. The exclusion
of liability to passengers is an undesirable feature
and should be avoided.

Physical Damage Coverage Physical damage
coverage may be written to include collision cov-
erage and loss other than by collision (comprehen-
sive).23 Physical damage coverage on the insured
miscellaneous type vehicle applies to nonowned
vehicles only when being used as a temporary sub-
stitute and not otherwise.

Motor Home Endorsement When the Miscella-
neous Type Vehicle Endorsement insures a motor
home, an additional endorsement is attached to the
policy, entitled Miscellaneous Type Vehicle Amend-
ment (Motor Homes). This endorsement excludes
liability, medical payments, and physical damage
coverage on the motor home when the named
insured rents or leases it to others. Full liability cov-
erage for rental situations can be bought back in
the same endorsement. The additional premium
for buy-back of the rental coverage exclusion varies
with the number of weeks per year for which the
motor home is rented.

In addition to the exclusion of damage or loss
to the motor home while rented (which may be
eliminated for an additional premium), the motor
home endorsement excludes loss due to dishonest
or fraudulent acts by a person to whom the motor
home has been rented or loaned. This exclusion
cannot be removed.

Snowmobile Endorsement The ISO has devel-
oped a Snowmobile Endorsement for use with the

23 Some insurers offer named-peril physical damage coverage
for the perils of fire, theft, and Combined Additional Coverage.
Combined Additional Coverage (which is sometimes written on
autos) includes windstorm, hail, earthquake, explosion, riot, civil
commotion, aircraft, flood, malicious mischief and vandalism,
and external discharge or leakage of water.
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PAP in insuring snowmobiles. A “snowmobile” is
defined as a land motor vehicle designed for use
mainly off public roads on snow or ice and pro-
pelled by wheels, crawler treads, or belts. A vehicle
powered by airplane-type propellers or fans is
specifically stated not to be a snowmobile.

The principal difference between the Snow-
mobile Endorsement and the Miscellaneous Type
Vehicle Endorsement relates to coverage on newly
acquired vehicles. Unlike the Miscellaneous Type
Vehicle Endorsement (and the PAP), notice to the
insurer is required within 14 days from the date of
acquisition for replacement vehicles and additional
vehicles.

Coverage is provided for a temporary substitute
used by an insured when the covered snowmobile is
withdrawn from use because of mechanical break-
down, servicing, or repair. As in the case of the PAP,
a temporary substitute may not be owned by the
named insured.

Two additional exclusions under the Snowmo-
bile Endorsement must be noted. The first excludes
coverage on any snowmobile while rented or leased
to any person or organization other than the named
insured. This means there is no coverage if the
covered snowmobile is leased or rented to others.
Coverage would apply, however, to a snowmobile
leased to the named insured. Although the named
insured has coverage while operating a leased or
rented snowmobile, other family members do not.
The second exclusion eliminates coverage for any
snowmobile operated or used in practice or prepa-
ration for any racing or speed contest regardless of
whether the contest is prearranged or organized. In
addition to the exclusion of leased or rented snow-
mobiles and the racing or speed contest exclusion,
there is an optional exclusion of liability to any
passenger on the snowmobile. This exclusion leaves
the insured with a serious uninsured exposure and
is an unacceptable restriction in coverage. Cover-
age for the passenger hazard is an essential cov-
erage and should be included in all snowmobile
policies.

BUYING AUTOMOBILE INSURANCE

Auto insurance can be costly, and it promises to
become more so. Although paying large premiums
to insurers is dissatisfying, it is distressing to do so

and then find at the time of a loss that the coverage
purchased is inadequate for the need.

Purchasing auto insurance should follow the prin-
ciples of risk management and insurance buying
we originally encountered in Chapter 4. There, we
established a priority ranking for insurance cov-
erages, based on the financial impact that each
exposure might have. Those exposures that have
the potential to generate losses that might result
in bankruptcy are critical, and insurance against
these exposures is essential. Those that would
require one to borrow rank next in order, and insu-
rance against these losses is important. The last
category represents optional coverages: the possi-
ble losses that could be met out of existing assets or
current income. We will begin our discussion with
the essential auto coverage: the liability coverage.

Liability Coverage

In purchasing auto insurance, one logically begins
with liability coverage. The question is not whether
to buy liability coverage but how much to buy.
While “how much is enough” is difficult to measure,
the minimum limits of coverage required by the
financial responsibility laws fall short of adequate
protection.

One of the poorest ways to save premium dollars
in buying auto insurance is to purchase only the
minimum required limits of liability. Fortunately,
the cost of increased limits of liability coverage
is far less proportionately than the basic limits.
Table 30.1 provides an example of the cost of in-
creasing limits based on one company’s premiums.
The $20,000/40,000 basic limit can be increased to
$100,000/300,000 for an additional 56 percent in pre-
mium and the $15,000 property damage limit can
be increased to $50,000 for an additional 8 percent.

TABLE 30.1 Premium Increases for Increased Liability Limits:

Personal Auto Policy

Bodily Injury Rate Property Damage Rate

Liability Limits Factor Liability Limit Factor

$20,000/40,000 1.00 $15,000 1.00
50,000/100,000 1.33 25,000 1.05
100,000/300,000 1.56 50,000 1.08
250,000/500,000 1.69 100,000 1.12

Source: Based on premium quotes for a sample PAP.
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There is no scientific way to determine what
protection level is adequate, but it makes good sense
to purchase as much as you can reasonably afford
(or the amount required as underlying coverage
when a personal umbrella is purchased). The small
premium required for the higher limits of protection
is a small price to pay for the security it provides.

Medical Payments Coverage

Automobile medical payments coverage represents
something of a dilemma in the application of risk
management principles. From one point of view,
it can be argued that it violates risk management
principles by focusing on the cause of a loss rather
than on the effect. Protection against catastrophic
medical expenses is important, but such protection
is needed for medical expenses from any source, not
just those caused by auto accidents. If an individual
has purchased proper health insurance coverage
to protect against catastrophic medical expenses,
the auto medical payments coverage represents a
duplication.

However, one argument is in favor of the coverage.
Automobile medical payments coverage protects
the insured, family members, and guests in the auto.
Responsible motorists feel a sense of obligation to
their passengers, and medical payments coverage
serves as a mechanism for meeting this obligation.
In some jurisdictions a guest statute may prevent
a passenger from collecting medical expenses sus-
tained as a result of the driver’s negligence. Even
where there is no guest statute, medical expense
coverage may eliminate the need to make a federal
case out of the accident. Adequate medical pay-
ments coverage may even serve as a loss-prevention
device, reducing the possibility of a liability suit
when a guest is injured. One of the main reasons for
carrying auto medical expense coverage is to pro-
vide for the payment of medical expenses incurred
by guests or passengers.

Like the cost of increased liability limit, the cost
of higher medical payments is relatively low. For
example, in a midwestern city in mid-2013 the cost
of medical payments coverage was as follows:

If $1000 medical payment limit costs $10, then
$2000 costs $16, and $5000 costs $28. A $50,000
limit costs $54 and $100,000 costs $58.

The individual needs a comprehensive medical
expense program to provide coverage for medical
expenses from all sources, not just those associated
with the auto. Even though the cost of the coverage is
low, purchasing medical payments coverage is prob-
ably a good idea. The coverage is not an essential
one and should not be purchased at the expense of
adequate liability coverage.

Physical Damage Coverage

The decision to purchase auto physical damage
insurance is influenced by various factors. If the car
is financed, the lender may insist on insurance to
protect its financial interest. In this case, the only
decision the buyer must make is with respect to the
deductibles. In the case of an older car, insurers
may be unwilling to provide the coverage. Although
some car owners have little choice in the matter,
many owners must make a decision on the physical
damage coverage.

Obviously, the auto’s value and the other financial
resources of the individual are important factors. For
some, an auto is a major asset, representing perhaps
a half a year’s salary. In such cases, the loss of the
auto can be a serious financial blow; although it
does not have the same grave implications as does
a liability suit, the loss can be a heavy one.

In those cases in which the loss of the auto would
be a serious loss beyond the individual’s margin for
contingencies, the risk management concept dic-
tates that coverage should be purchased against as
wide a range of perils as possible, which means that
comprehensive and collision would be purchased.
Although the advice may seem wearisome at this
point, the judicious use of deductibles can generate
substantial economies. Table 30.2 is an example of

TABLE 30.2 Personal Auto Policy Physical Damage

Deductible Credits

Comprehensive Collision Percentage

Percentage of $100 of $100 Deductible

Deductible Deductible Premium Premium

100 100% 100%
250 82% 87%
500 70% 78%

1000 60% 63%

Source: Based on premium quotes for a sample PAP.
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premium credits available for differing deductible
levels for comprehensive and collision coverage.
Because the credits are a percentage of the pre-
mium, larger deductibles will be most attractive to
persons with high-priced autos or high rating classi-
fications. In general, however, you should select as
large a deductible as you can afford.

Uninsured Motorist Coverage

Uninsured Motorist coverage (and Underinsured
Motorist coverage) represents a somewhat differ-
ent dilemma from the medical payments coverage.
Because it provides coverage based on the cause
of loss rather than the effect, it falls short of the
ideal from a risk management perspective. How-
ever, it covers a potentially catastrophic loss and
is the only way in which some losses related to auto
accidents can be covered. Although complete life
insurance, disability coverage, and major medical
insurance would cover a part of the loss caused
by an uninsured driver, it would not cover disfig-
urement, physical impairment, or general damages
(such as pain and suffering) for which a negligent
uninsured driver might be liable. Most informed
authorities treat Uninsured Motorist coverage as an
essential form of protection and recommend pur-
chasing the highest limits possible.

Cost Differences among Companies

As a final note, there are wide variations in price
among automobile insurers. Although a compar-
ison of costs should not be the sole criterion in
selecting a company, the insurance buyer should at
least investigate alternative sources and their costs.
Although those companies with the lowest premi-
ums are usually ultraselective, wide differences in
prices exist among insurers with similar underwrit-
ing philosophies, differences that result from differ-
ent efficiencies and differences in expenses.

SUMMARY

Automobile liability insurance is an essential cov-
erage for every driver. The contract under which
this coverage is provided may be used to provide
Medical Payments coverage, Uninsured Motorists
coverage, and Physical Damage coverage on the
vehicle. Given the range of coverages that may be
included in the auto policy and of circumstances
under which it provides coverage, the contract’s pro-
visions are necessarily complex. Despite the com-
plexities, if you have mastered the material in this
chapter, you will have a good grasp of the technical
aspects of automobile insurance.

IMPORTANT CONCEPTS TO REMEMBER

Personal Auto Policy (PAP)
private passenger automobiles
insureds
your covered auto split
limit of liability
supplementary payments

occupying
physical damage coverage
comprehensive
collision
transportation expense
nonowned auto

uninsured motorist coverage
underinsured motorist coverage
Named Nonowned coverage
Miscellaneous Type Vehicle

Endorsement

QUESTIONS FOR REVIEW

1. Briefly describe the four basic coverage sections of
the Personal Auto Policy and explain the nature of the
coverage under each section.

2. Who is included in the definition of Insured with re-
spect to the owned automobile under the Personal Auto
Policy? Who is included in the definition of Insured with
respect to nonowned automobiles?

3. What coverage is provided under the PAP for individ-
uals or organizations held vicariously liable? Under what
circumstances is there no coverage for a person who is
held vicariously liable?

4. The definition of insured property under the Home-
owners Policy includes property owned or “used by an

insured.” Briefly describe the coverage under the Personal
Auto Policy that parallels this provision.

5. Ed Jones drives to work every day and carries two
fellow employees, who pay him $10 per week for this ser-
vice. He has been told this voids his automobile liability
insurance and comes to you for advice. What do you tell
him?

6. Jones Jr. borrows a friend’s pickup truck and is in-
volved in a collision in which the pickup and another car
are demolished. Although Junior does not own an auto-
mobile, he lives with his parents who have a PAP, written to
include liability and “Coverage for Damage to Your Auto.”
Describe the coverage that may be applicable to this
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situation, indicating the specific policy provisions that will
control whether coverage applies.

7. Smith is injured by an uninsured driver. She sues the
driver and obtains a $100,000 judgment. Will the Unin-
sured Motorist coverage of her Personal Auto Policy pay
this amount? Why or why not? Explain the manner in
which amounts payable under the Uninsured Motorist
coverage are determined.

8. Why might a person who does not own an auto-
mobile want to purchase automobile liability insurance?
How can such a person obtain this protection?

9. John Jones has a motorcycle insured under a PAP that
has been endorsed with the Miscellaneous Type Vehicle
endorsement. What coverage exists under John’s policy
for the following situations?

a. John borrows a friend’s private passenger auto for a
date and loans his motorcycle to the owner of the
borrowed car. The friend’s car is uninsured.

b. John borrows a pickup truck to use while his motor-
cycle is in the shop for repairs.

10. Under what circumstances is it advisable that the
Extended Non-owned Coverage endorsement be added
to the PAP?

QUESTIONS FOR DISCUSSION

1. The agent delivering a PAP tells a client, “This pol-
icy will cover you when you are driving my car, and it
will cover anyone when they are driving your car.” How
accurate is this statement?

2. Cassandra owns a late-model car insured under a PAP
with a $300,000 liability limit, $5000 medical payments,
$100 deductible comprehensive, $200 deductible colli-
sion, and $300,000 uninsured motorist coverage. Which
of the coverages would apply to each of the following
losses? (If there is no coverage, indicate why not.)

a. Cassandra parks the car on a riverbank but forgets to
set the brake or put the car in park. It rolls into the
river and the damage amounts to $800.

b. Cassandra is changing a tire when the car slips off
the jack and breaks her leg.

c. Thieves break into the car and steal the car radio, a
spare tire, and an overnight bag full of clothing.

d. Cassandra borrows a trailer from a neighbor (who
has no insurance). While backing the car up to
the trailer, Cassandra misjudges the clearance and
smashes into the trailer. Damage to the car amounts
to $300 and the damage to the trailer is $250.

3. Robert and Francesca are not married but live to-
gether. Robert owns an automobile, which they use and
which is insured under a PAP. Are there any special dan-
gers related to the automobile coverage of which they
should be aware?

4. Robert carries full coverage on his automobile un-
der a PAP, including liability, medical payments, physical
damage, and uninsured motorist coverage. He enjoys a
financial windfall and decides to purchase a second car.
He drives the new car home and parks it in the driveway,
then goes into the house to call his insurance agent and
report the purchase. Cassandra, who is driving Robert’s
old car, wheels into the driveway and is unable to stop,
colliding with the new car and causing extensive dam-
age to both vehicles. Robert is heartbroken because the
agent’s line was busy, and he had not completed his call.
Attempt to console him.

5. In what sense does the purchase of automobile med-
ical payments coverage violate the principles of risk man-
agement? Is the same criticism valid with respect to Unin-
sured Motorist coverage? Why or why not?

SUGGESTIONS FOR ADDITIONAL READING

Fire, Casualty, and Surety Bulletins, Personal Lines Volume. Erlanger, Ky.: National Underwriter Company. Available
electronically at: http://cms.nationalunderwriter.com/.

Cook, Mary Ann. Personal Risk Management and Property-Casualty Insurance, Malvern, Pa.: American Institute for
Chartered Property Casualty Underwriters/Insurance Institute of America, 2010.

Widiss, Alan, I., and Jeffrey E. Thomas. Uninsured and Underinsured Motorist Insurance, 3rd ed. Anderson Publishing,
2005.

WEB SITES TO EXPLORE

Information Information Institute www.iii.org
ISA, A Verisk Company www.iso.com
International Risk Management Institute www.irmi.com
NAIC InsureU www.insureuonline.org
National Underwriter www.nationalunderwriter.com
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CHAPTER 31

COMMERCIAL PROPERTY
INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the seven broad classes of property and liability insurance for business firms

• Identify and distinguish among the four broad classes of commercial property insurance, and
explain the distinguishing characteristics of each class

• Describe the general nature of coverage available to business firms with respect to fixed location
property

• Distinguish between direct damage property insurance coverages and indirect loss coverages

• Identify and explain the general nature and uses of indirect loss (time element coverages) and
explain the circumstances in which each type of coverage is needed

• Describe the general nature of the coverage available to business firms with respect to property
that is not at a fixed location

• Explain the principal features of boiler and machinery insurance and the feature that distin-
guishes it from other types of insurance

• Identify the two broad classes of commercial crime insurance

Our discussion throughout this book has focused
primarily on insurance coverages designed for the
individual and the family unit. Although a detailed
discussion of the coverages available for business
firms and other organizations is beyond the scope
of this text, we should at least describe the insurance

coverages available to cover the exposures of busi-
ness firms. In this chapter and the next, we will
examine the insurance coverages available to meet
the property and liability insurance needs of busi-
nesses and other organizations. The wide range
of insurance coverages available for commercial

552
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enterprises, generally referred to as “commercial
line insurance,” can be classified into the following
seven categories:

1. Commercial property insurance

2. Boiler and machinery insurance

3. Transportation insurance

4. Crime insurance

5. Commercial liability insurance

6. Commercial automobile insurance

7. Workers compensation and employers’ liability
insurance

This chapter treats the first four classes. The
remaining three classes will be discussed in the
next chapter. Although we will discuss the cover-
ages treated in these two chapters separately for the
purpose of clarity, many of the coverages are avail-
able under package policies. These package poli-
cies combine several coverages into a single
contract, thereby eliminating gaps in coverage
and possible overlapping. While the trend toward
commercial package policies continues to gain
momentum, commercial insurance packages are a
case in which the whole is equal to the sum of the
parts. Commercial package policies are combina-
tions of the individual monoline coverages, which
means one learns about commercial package
policies by studying the individual insurance types
that are combined to create the package.

COMMERCIAL PROPERTY COVERAGE

The evolution in commercial property insurance
was characterized by the separate parallel devel-
opment of several diverse insurance types that pro-
tect against different types of property losses. This
was a natural result of the industry’s monoline
structure and insurer underwriting attitudes. Com-
mercial fire insurance forms, for example, tradi-
tionally provided coverage only at the insured’s
premises, creating a need for a form of coverage (the
marine forms) to protect property while it is away
from the premises. Other forms of property insur-
ance, such as crime insurance and boiler and
machinery coverage, developed as separate fields of
insurance.

In January 1986, the Insurance Services Office
(ISO) implemented a long-planned overhaul of
most commercial insurance forms with the intro-
duction of its portfolio program. This program intro-
duced simplified policy language forms for most
commercial property insurance lines, including the
fire insurance, plate glass, boiler and machinery,
inland marine, and crime insurance.1

Although considerable progress had been
achieved in simplifying and standardizing personal
line policies, until the introduction of the port-
folio program, commercial line forms were a hodge-
podge, with each line of insurance following a
different format, style, and terminology. The port-
folio program attempts to standardize commercial
line forms through innovations originally developed
for commercial package policies. These include
modular forms and standard policy conditions.

All portfolio commercial coverages (fire and
allied lines, plate glass, boiler and machinery, crime,
inland marine, auto, and general liability) follow
the same general format, and the policy structure
is similar regardless of the coverage. A commer-
cial portfolio policy includes a standard Common
Declarations part, Common Conditions part, and
forms applicable to the particular line of insurance.
The Common Declarations part contains informa-
tion about the insured, the policy’s inception date
and term, and the premium for the policy’s cover-
ages. The Common Policy Conditions Form contains
items common to all (or most) coverages, eliminat-
ing the need to restate the same provision in each of
several separate policies. In addition, for each cover-
age type, there is a separate declarations form (e.g.,
Property Insurance Declarations Form, Crime Insur-
ance Declarations Form, and so on) and a coverage
form or forms for the particular type of insurance.
The portfolio forms may be used to create mono-
line contracts, or they may be combined to create
package policies; the same forms are used in either
case. If the policy includes both property and
liability insurance, it becomes eligible for a pack-
age discount.

1 Officially, the portfolio program is called the Commercial Lines
Policy Rating and Simplification Project. The program was intro-
duced and became effective January 1, 1986. Many of the prop-
erty forms were revised in 1988, 1990, 1995, 2000, 2002, 2008, and
in 2012. This discussion is based on the 2012 edition of the forms.
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FIGURE 31.1 Commercial Property Coverage Policy

COMMERCIAL PROPERTY
DIRECT LOSS COVERAGES

We begin our discussion with the commercial prop-
erty coverages for direct loss.2 ISO’s commercial
property coverage program consists of those insur-
ance coverages that were traditionally known as
fire and allied lines. Allied lines referred to cov-
erages such as earthquake and sprinkler leakage
that were often allied with fire insurance coverage.
Actually, the term fire insurance was something of

2 Commercial property coverage is the term used by the ISO to
designate those fields previously known as “fire and allied lines.”
Because the term commercial property insurance (or commercial
property coverage) is also used in reference to the range of cov-
erages that provide protection on property of commercial risks
(i.e., fire and allied lines, boiler and machinery, plate glass, ma-
rine, and crime insurance), this creates a potential for ambiguity.
To minimize the confusion, we will follow the ISO’s usage of
the term commercial property coverage to refer to the traditional
fields of fire and allied lines, and will use the term commercial
property insurance when referring to the broad field of property
insurance coverages.

a misnomer because coverage for loss by fire was
rarely written alone. Generally, coverage for loss
by fire was combined with coverage against other
perils; the perils of extended coverage mentioned in
Chapter 24 usually represented the minimum cover-
age package.

Commercial Property Coverage Policies

A commercial property coverage policy is cre-
ated from modular parts, which include a standard
Common Policy Conditions Form, a Commercial
Property Conditions Form, a Commercial Property
Coverage Part, and a Causes of Loss Form. A mono-
line property insurance contract is illustrated in
Figure 31.1.

Commercial Property Coverage Forms Differ-
ent coverage forms are used for different property
types and are designed to provide protection against
different types of losses. There are 11 property cov-
erage forms designed for use under the Property
Coverage part of the portfolio program:
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CP 00 10 Building and Personal Property
Coverage Form

CP 00 17 Condominium Association Coverage
Form

CP 00 18 Condominium Commercial Unit
Owner’s Coverage Form

CP 00 20 Builders’ Risk Coverage Form
CP 00 30 Business Income Coverage (and Extra

Expense) Form
CP 00 32 Business Income Coverage (Without

Extra Expense) Form
CP 00 40 Legal Liability Coverage Form
CP 00 50 Extra Expense Coverage Form
CP 00 60 Leasehold Interest Coverage Form
CP 00 70 Mortgage Holder’s Errors and

Omissions Coverage Form
CP 00 80 Tobacco Sales Warehouses Coverage

Form

Some of these forms provide coverage for direct
loss; others, such as the business income and extra
expense forms, are indirect or consequential loss
coverages. The property coverage forms must be
used with one of several standard causes-of-loss
forms that specify the perils for which coverage
is provided, along with the relevant exclusions.
Because the perils for which protection is provided
are added by another form, the basic coverage is
the same regardless of the perils package selected.

Although we will not attempt to examine all of
these forms, we can provide a general understand-
ing of their nature and provide some insight by an
examination of the most commonly used forms.

Building and Personal

Property Coverage Form

The Building and Personal Property Coverage Form
(BPP) is the standard form for insuring most
business property. It may be used to provide direct
damage coverage on completed buildings and
structures or business personal property, including
personal property of others. Coverage may be writ-
ten on buildings only, personal property only, or on
both in the same contract. In addition, the form
can be used to provide coverage on specific classes
of property (such as stock, tenants improvements
and betterments, or machinery and equipment) by
endorsements or by describing the property in the
declarations.

The form’s insuring agreement identifies three
categories of covered property: Building, Your

Business Personal Property, and Personal Property
of Others.

Building The building coverage defines build-
ing to include the structure described, completed
additions, fixtures, including outdoor fixtures,
permanently installed machinery and equipment,
personal property used to maintain or service the
building, and if not covered by other insurance,
materials and supplies within 100 feet of the build-
ing or described premises for use in additions, alter-
ations, or repairs of the structure.

Your Business Personal Property The definition
of Your Business Personal Property includes furniture
and fixtures, machinery and equipment, stock, and
all other personal property owned by the insured
and used in the business. Coverage is provided for
property within the building or in the open (or in
a vehicle) if it is within 100 feet of the building
or described premises. The insured’s use interest
in tenant’s improvements and betterments is also
included in the definition of personal property. As
in the case of other items of property for which
coverage is not desired, improvements and better-
ments may be excluded by endorsement. Finally,
the BPP includes coverage for leased personal prop-
erty which the insured is contractually obligated to
insure unless such property is insured under the
Personal Property of Others insuring agreement.

Personal Property of Others The Personal Prop-
erty of Others coverage applies to property of others
that is in the insured’s care, custody, or control, and
which is located in or on the building described in
the declarations. Coverage also applies to property
in the open or on a vehicle within 100 feet of the
building or described premise.3

Replacement Cost Option Replacement cost
coverage is available for all three property classes
(buildings, your personal property, and personal
property of others). Replacement cost coverage on
personal property of others applies only when the
insured is legally liable.

3 Although personal line forms, such as the Homeowners Poli-
cies, automatically extend coverage to property of others in the
insured’s custody, commercial line policies generally do not. If
coverage is required on the property of others, it must be specif-
ically purchased.
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Additional Coverages The BPP includes certain
extensions of coverage; some of these are referred
to as Additional Coverages, while others are referred
to as Coverage Extensions. There are six Additional
Coverages.

Debris Removal The Debris Removal additional
coverage provides payment for the expense of
removing the debris of property damaged by an
insured peril.4 Coverage for debris removal is
limited to 25 percent of the amount paid for direct
loss plus the amount of the deductible under the
policy. For example, if direct damage to insured
property is, say, $6000, and the deductible is $250,
the insurer will pay $5750 for the direct loss and
up to $1500 for debris removal (25 percent of
$5750 + $250). This is not an additional amount
of insurance but falls within the limits applicable to
the damaged property. However, if the cost of debris
removal exceeds the limits for the covered prop-
erty or exceeds 25 percent of the direct loss plus
deductible, an additional $25,000 is provided. An
important exclusion under the Debris Removal cov-
erage eliminates coverage for the cost of removing
pollutants. Limited coverage for removal of pollu-
tants is provided under a separate Pollutant Cleanup
and Removal additional coverage.5

Preservation of Property Coverage for removal
of covered property is provided by the preservation
of property additional coverage. This coverage is on
an open-peril basis and runs for 30 days.

Fire Department Service Charges The Fire
Department Service Charge additional coverage is
similar to the same coverage in the homeowners
forms. Coverage under the BPP is provided up to a
$1000 limit at each premises with no deductible.

Pollutant Cleanup and Removal The Pollutant
Cleanup and Removal additional coverage provides
limited protection, up to $10,000, for the insured’s

4 Earlier forms limited coverage to removing debris of covered
property. The 2012 ISO revisions expanded coverage to include
removal of the debris of property of others, subject to certain
conditions.
5 The exclusion of the cost of removing pollutants in the debris
removal coverage was introduced in response to court decisions
that held insurers liable for extensive pollution cleanup expense
under the debris removal provision. Water used to extinguish a
fire at a chemical plant, for example, can result in the dispersal
of chemicals into the land or water. Under earlier forms, insurers
were held liable for such costs up to the face amount of the policy.

expense in extracting pollutants from land or water
at the described premises when the discharge or
release of the pollutants was caused by a covered
cause of loss. The $10,000 limit may be increased
by endorsement for an additional premium.

Increased Cost of Construction This additional
coverage applies only to buildings insured on a
replacement cost basis. It provides additional insur-
ance to cover the increased construction cost result-
ing from building laws, up to the lesser of $10,000 or
5 percent of the insurance limit on the building. It
does not provide coverage for the cost of demolish-
ing undamaged building parts, loss of undamaged
building parts, or the cost of upgrading undamaged
building parts. Full coverage for building ordinance
loss exposures is available under the Ordinance or
Law Coverage endorsement, CP 04 05.

Electronic Data This additional coverage pro-
vides $2500 annual aggregate to cover the cost to
replace or restore electronic data that has been
damaged by a covered cause of loss. The covered
causes of loss are named perils, with the specific
perils depending on which Cause of Loss Form
applies to coverage for Your Business Personal Prop-
erty. In 2012, ISO revised the form so electronic data
that are integrated into and control the building’s
elevator, lighting, heating, ventilation, air condition-
ing or security system are not subject to the $2500
limitation in coverage.

Coverage Extensions The coverage extensions,
like the additional coverages, provide added cov-
erage for specified exposures. However, unlike the
previous additional coverages, the coverage exten-
sions apply only when the policy is written with
80 percent or higher coinsurance.

Newly Acquired Buildings The Newly Acquired
Building extension provides automatic coverage on
newly acquired or newly constructed buildings, sub-
ject to a $250,000 cap (which can be increased by
endorsement).

Newly Acquired Business Personal Property

Newly acquired personal property at newly
acquired locations, and in newly constructed or
acquired buildings at existing locations, are auto-
matically covered, subject to a $100,000 maximum
for 30 days. The 30-day period begins on the date
of acquisition or the start of construction of the
portion of the building that qualifies as covered
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property. Earlier versions of the BPP covered newly
acquired property at the existing premises, but in
2012, ISO eliminated that coverage, noting that a
Reporting Form could be used to arrange coverage.

Personal Effects and Property of Others There
is an extension to cover the personal effects and
property of others, such as the personal effects of
employees, members, or managers, and the per-
sonal property of others in the insured’s care, cus-
tody, or control. The limit on this extension is $2500.

Valuable Papers and Records Coverage applies
up to $2500 per location to cover the cost of
labor to research and reconstruct information in
business records when such records are destroyed
by an insured peril. Coverage applies only if dupli-
cate records do not exist.

Property off Premises Coverage applies to per-
sonal property while away from the premises, up to
$10,000. If the on-premises coverage is open-peril,
the off-premises coverage applies on the same basis.
Coverage does not apply while the property is in a
vehicle or in a salesperson’s custody unless at a fair,
trade show, or exhibition. In 2012, ISO introduced
an optional endorsement Specified Property Away
From Premises (CP 04 04) that can be used provide
coverage for business personal property temporar-
ily away from the premises.

Outdoor Property Certain forms of outdoor
property are covered by extension. The exten-
sion includes outdoor trees, shrubs, plants, fences,
detached signs,6 and antennas. A limit of $1000
applies, subject to a $250 sublimit per tree, shrub,
or plant. Coverage applies only to loss caused by
fire, lightning, explosion, riot or civil commotion, or
aircraft, and it includes debris removal. The 2012
revisions added debris removal for trees, shrubs
and plants not owned by the insured, with some
exceptions.

Non-Owned Detached Trailers When trucking
companies deliver goods to insureds, they com-
monly leave the trailer for unloading by the insured
and return later to pick up the empty trailer. During
the period the trailer is left at the insured’s premises,

6 In addition to the extension for detached signs, the BPP also
covers signs attached to the building, subject to a $1000 limit per
occurrence.

the insured may be responsible for any damage to or
theft of the trailer. The Non-Owned Detached Trailers
Coverage Extension is designed to respond to these
loss exposures. It provides $5000 of automatic
coverage on nonowned trailers used in the insured’s
business if the insured is contractually obligated to
pay for the loss or damage. A higher limit may be
purchased.

Property in Storage Units Under this coverage
extension, which is new in 2012, business personal
property temporarily stored in a portable storage
unit (including a detached trailer) is covered for
90 days. The unit must be located within 100 feet
of the described premises, and coverage is lim-
ited to $10,000 although a higher amount may be
purchased.

Perils Insured The insured may choose from a
range of perils. There are three causes-of-loss forms
used in connection with the BPP: Basic Causes of
Loss, Broad Causes of Loss, and Special Causes of
Loss. These forms more or less parallel the coverage
of the similarly titled homeowners forms.

Causes of Loss—Basic Form The Causes of
Loss—Basic Form covers fire, lightning, explosion,
windstorm or hail, smoke, aircraft or vehicles, riot
or civil commotion, vandalism, sprinkler leakage,
sinkhole collapse, and volcanic action. Windstorm
or hail, vandalism, and sprinkler leakage can be
excluded. The coverage of these perils is similar to
that of the homeowners forms.

The Basic Form excludes ordinance or law, earth
movement, governmental action, nuclear hazard,
utility services, war and military action, water (e.g.,
flood and other types of water losses), electrical cur-
rent, rupture of water pipes, leakage or discharge
of water or steam from appliances other than
sprinkler systems, steam boiler explosion, mecha-
nical breakdown, and neglect of the insured to
protect the property from further loss.

The Form includes an additional coverage for
fungus, wet rot, dry rot, and bacteria (e.g., mold). It
provides an annual aggregate limit of $15,000, which
is also the lifetime limit for damage caused by a
single event.

Causes of Loss—Broad Form The Causes of
Loss—Broad Form includes all Basic Form perils
plus falling objects, weight of snow, ice, or sleet,
and water damage. Collapse is included as an
additional coverage, with coverage if the collapse
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is caused by specified named perils. There is no
exclusion for leakage or discharge of water or steam
from an appliance or rupture or bursting of water
pipes.

Causes of Loss—Special Form The Causes of
Loss—Special Form provides coverage on an open-
peril basis for direct physical loss; it provides addi-
tional coverage for collapse and additional cover-
age extensions for property in transit ($1000 limit
for personal property for certain named perils) and
water damage (costs to repair damage to buildings
to fix system). The special form excludes pollutants
and contaminants and voluntary parting of property
due to false pretenses. A theft exclusion endorse-
ment is available.

Earthquake and Volcanic Eruption Form The
Earthquake and Volcanic Eruption Form insures
against earthquake and volcanic eruption, explo-
sion, or effusion (from earthquakes or volcanoes
that begin during the policy period, even if direct
physical loss occurs within 168 hours of the expira-
tion of the policy period).

Spoilage Coverage The Spoilage Coverage en-
dorsement extends the BPP to cover damage to
perishable stock owned by or in the insured’s care,
custody, or control and at the described premises.
Spoilage coverage adds two covered causes of
loss: breakdown or contamination and power
outage. Breakdown or contamination is defined
to include a change in temperature or humid-
ity resulting from mechanical failure of refrigerat-
ing, cooling, or humidity-control equipment at the
described premises, or contamination by the refrig-
erant. Power outage includes a change in tempera-
ture or humidity caused by interruption of electrical
power, either on or off the described premise,
caused by conditions beyond the control of the
insured.

Equipment Breakdown The 2012 revisions to the
commercial property program introduced a new
optional endorsement covering equipment break-
down. It may only be used with the Causes of Loss—
Special Form and adds equipment breakdown as
an additional peril, subject to the same limits that
apply to other perils. Coverage for Ammonia Con-
tamination and Hazardous Substance is limited to
10 percent of the limit or $25,000, whichever is less.

Other Provisions In addition to those previ-
ously outlined, there are several other important
provisions.

Deductible The standard deductible under the
form is $250, but larger deductibles are available and
may be scheduled in the declarations. The deduc-
tible applies per occurrence, regardless of the num-
ber of buildings affected.

Vacancy Condition The vacancy condition pro-
vides that 60 days’ vacancy bars recovery for loss
by vandalism, sprinkler leakage, glass breakage,
water damage, theft, and attempted theft. For all
other perils, vacancy beyond 60 days results in a
15 percent loss-payment penalty.

Valuation Condition The valuation condition
provides that covered property will be valued at
actual cash value. Building losses of $2500 or
less are payable at replacement cost, provided the
insured meets the coinsurance requirement. Glass
is covered at the cost to replace with safety glazing
material if required by law.

Mortgage Holders Condition The mortgage
holders condition sets forth the agreement between
the insurer and any mortgagee named in the policy.
The provisions are almost identical with those exam-
ined in our discussion of the homeowners forms.

Coinsurance The Building and Personal Prop-
erty Coverage Form—like many other commercial
property forms—contains a coinsurance clause.
Because the coinsurance clause and the principle
on which it is based are critical elements in many
forms of property insurance, we will stop to examine
it more closely. However, before turning our atten-
tion to the policy provision, we should examine the
underlying rationale for the coinsurance principle.

Rationale for Coinsurance To understand the
logic of the coinsurance concept, one must begin by
recognizing that most fire losses are partial. ISO loss
statistics indicate that about 85 percent of all fire
losses are for less than 20 percent of the property
value, and about 5 percent result in damage over
50 percent of the property value. Since fire insur-
ance rates are based on the ratio of losses to the total
values insured, the rate will be higher if owners
insure a lower percentage of their property values
than if they insure the property to some high per-
centage of its value. This relationship can be illus-
trated by an example.
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Assume that an insurance company insures
10,000 buildings worth $10,000 each for 100 percent
of their value. On the basis of past experience, the
company projects the following losses:

30 partial losses at $1000 each $30,000

2 total losses at $10,0000 each 20,000

$50,000

Since the company can expect $50,000 in losses
on $100,000,000 worth of buildings, it computes the
pure rate to be $0.05 per $100.00:

$50,000

$100,000,000
= 0.0005 per $1 or $0.05 per $100

If the insurer assumes the loss ratio will be 50 percent
of gross premiums, it will add a loading, making the
gross rate $0.10 per $100.00 of coverage. If the same
buildings are insured for 50 percent of their value
each, the rate per $100 will be considerably higher.
Assuming the same losses, we have the following
total:

30 partial losses at $1000 each $30,000

2 total losses at $5000 each 10,000

$40,000

$40,000

$50,000,000
= 0.0008 per $1 or $0.08 per $100

Again assuming that the loss ratio will be
50 percent of gross premiums, the gross rate is $0.16
per $100 of coverage.

Since insurance to value has a definite rela-
tionship to equity in fire rates, some concession
must be made in the rating structure to those who
insure their property for a high percentage of its
value. The coinsurance clause was invented to
support a concession in rates for policyholders who
purchase insurance equal to a high percentage of
the property value.7 It was designed to enforce the

7 The coinsurance principle is used primarily in the commercial
area, and the coinsurance clause and rates are not generally
applicable in the field of dwelling property. Although some peo-
ple incorrectly refer to the replacement cost provision of the
homeowners forms as a coinsurance provision, it is not. It is
an extension of coverage that totally or partially eliminates any
deduction for depreciation in loss settlement. Under a coinsur-
ance clause, the insured may collect less than the actual cash
value of the loss. Under the homeowners insurance replacement
cost provision, the insured will never collect less than the actual
cash value of the loss.

insured’s agreement to insure the property for a
specified percentage of its value, which is made in
return for a lower rate.

Coinsurance Clause Under the provisions of the
coinsurance clause, the insured agrees to maintain
insurance equal to some specified percentage of
the property value (e.g., 80 percent, 90 percent,
100 percent) in return for a reduced rate. In effect,
the coinsurance rate is a quantity discount. If the
insured fails to maintain insurance to value as
agreed, he or she may suffer a penalty at the time of
a loss. A simplified language version of the coinsur-
ance clause states the following:

All property covered by this form must be insured
for at least 80 percent of its total value at the time of
“loss” or you will incur a penalty. The penalty is that
we will pay only the proportion of any “loss” that
the Limit of Insurance shown in the Declarations for
the property bears to 80 percent of the total value of
the property at the premises as of the time of “loss.”

So, at the time of a loss, the company will make
payment on the basis of the following formula:

Amount of
Insurance

Carried

Amount of
× Amount of

Loss
= Amount

Paid
Insurance
Required

The application of the provision is simple. As
long as the insured carries insurance equal to the
required percentage, all losses covered by the policy
will be paid in full up to the policy’s face amount.
If the insured fails to maintain insurance to value as
required, only a part of the loss will be collected.

Coinsurance Clause Illustrated To illustrate,
assume the insured has purchased coverage on a
$100,000 building, subject to an 80 percent coinsur-
ance clause. In keeping with the clause’s require-
ment, $80,000 in coverage has been purchased. In
the event of a $5000 loss, the company would pay
the following:

Amount Carried($80,000)

Amount Require($80,000)
× $5000 = $5000

Now assume construction costs go up, increasing
the building,’s value, but the insured continues to
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carry $80,000 in coverage. When the next $5000 loss
occurs, it is found that the actual cash value of the
building is $200,000. To comply with the 80 percent
coinsurance clause, the insured should be carry-
ing $160,000 in coverage. In this case, the insured
becomes a coinsurer and suffers a penalty. The
insurer will pay:

Amount Carried ($80,000)

Amount Required ($160,000)
× $5000 = $2500

Two important points are illustrated by the
examples. First, the coinsurance requirement
applies at the time of the loss, and the required
coverage amount for compliance is based on the
property value at the time of loss, not the value
of the property when the insurance is purchased.
Second, the burden of maintaining the proper
amount of insurance is on the insured. The insur-
ance company does not check to see if the
insured has kept his or her promise until a loss takes
place.

Deductibles and Coinsurance Although the
simplified ISO portfolio property forms stipulate the
deductible is to be applied after the application
of the coinsurance penalty, if any, this represents a
break with tradition. In some forms in use today,
the deductible is applied to the loss and the coin-
surance penalty is applied to the after-deductible
portion of the loss. Because contracts differ in this
respect, they must be examined individually to
determine the manner in which the deductible
applies.

Optional Coverages Three optional coverages are
available for use with the BPP: Agreed Value, Infla-
tion Guard, and Replacement Cost. The Inflation
Guard coverage and Replacement Cost coverage
are similar to their personal line counterparts exam-
ined in connection with the homeowners policies.
The Agreed Value optional coverage suspends the
coinsurance provision for a one-year period, guar-
anteeing the insured will not suffer a coinsurance
penalty. The insurer will grant agreed value coverage
after verifying the values insured.

Specialized Valuation Endorsements Although
the actual cash value and replacement cost valua-
tion provisions are suitable for most property, there
are some situations in which it is desirable to

modify the basis on which property is insured. Sev-
eral standard endorsements exist for this purpose.

Ordinance or Law Coverage Endorsement An
Ordinance or Law Coverage Endorsement is used
to provide three types of coverage related to the
enforcement of building codes. The endorsement
provides similar coverage to that provided by the
Ordinance or Law additional coverage in the Home-
owners Policy. Coverage is provided for three types
of losses.

First, the endorsement permits a building owner
to purchase insurance for an amount required to
replace a substandard building with one that will
meet code requirements. An increased construc-
tion cost limit is listed in the endorsement. In
addition, under the terms of the endorsement, the
insurer agrees to pay as a total loss any partial loss in
which building code provisions prevent the owner
from using the undamaged building parts in recon-
struction. Finally, coverage may be included for the
cost to demolish undamaged building parts follow-
ing damage by an insured peril, when such demo-
lition is required by the building code. Payment for
damage to the structure and the demolition cost
cannot, however, exceed the limit of insurance. A
limit is indicated in the endorsement for the demo-
lition cost.

Functional Building Valuation Endorsement

Situations sometimes exist in which, because of
advances in technology or architecture, it is possible
to replace an existing structure with one that per-
forms the same function but at a lower cost than
would be required to duplicate the existing build-
ing. The Functional Building Valuation Endorsement
insures buildings for the cost of repairing with less
costly materials but in the architectural style that
existed before the loss. For total loss, coverage
applies for the building replacement cost with a
less costly but functionally equivalent building. The
coinsurance provision does not apply to buildings
insured on a functional valuation basis.

Functional Personal Property Valuation (Other

Than Stock) Coverage on personal property may
be written on a functional valuation basis. In this
case, coverage applies to specifically described
property that can be replaced with similar prop-
erty that performs the same function as the original,
when replacement with identical property is impos-
sible or unnecessary. If the property is repaired or
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replaced, payment is made for replacement with
the most closely equivalent property available. If
the property is not repaired or replaced, coverage is
limited to the lowest of (a) the insurance amount,
(b) the property’s market value, or (c) the property’s
actual cash value.

Manufacturer’s Selling Price Clause A manufac-
turer with finished goods on hand faces a loss not
covered under the standard BPP form, and that is the
loss of the expected profits on the goods destroyed.
The policy provides coverage on stock for its
actual cash value (the replacement cost less depre-
ciation) not the selling price. Coverage for this
potential loss can be obtained under the Manufac-
turer’s Selling Price Endorsement, which provides
that the value of finished stock shall be the price
at which it would have sold had no loss occurred.8

The manufacturer’s selling price endorsement is
applicable only to the finished stocks of manu-
facturers and is unavailable to wholesalers and
retailers.9

Blanket Insurance

Thus far, we have discussed only one approach to
fire insurance, that form known as specific insur-
ance, which applies a definite coverage amount to a
stated item. Coverage may be in the form of blanket
insurance, under which one amount of insurance
covers more than one property type or property at
more than one location. For example, a firm with
multiple buildings may purchase specific insurance
on each, but it can also cover them on a blanket
basis, with a single amount of insurance applicable
to all. When coverage is written on a blanket basis,
90 percent coinsurance is usually required.

The blanket approach has significant advantages.
The major advantage is that the blanket limit is avail-
able to cover loss to any of the individual items
insured. For example, suppose the XYZ Company
owns 10 buildings, each worth $100,000. If the prop-
erties are insured on a blanket basis, subject to a

8 The policy values stock that was sold but not delivered on this
basis but does not provide that treatment for the unsold inventory.
9 Retailers and wholesalers do not face the same exposure. They
can normally replace their stock within a short time, and the
income lost on sales during the period required to replace the
stock is covered under the Business Interruption Form used for
mercantile firms.

90 percent coinsurance clause, XYZ must purchase
$900,000 in blanket coverage. In the event of a loss,
coverage would apply to any building up to the full
$100,000 of its value provided that XYZ meets the
coinsurance requirement at the time of the loss.
If the same 10 buildings were insured for $90,000
each on a specific basis, recovery would, of course,
be limited to the $90,000 applicable to each. Con-
tents at different locations may also be insured on a
blanket basis, or buildings and contents can be
insured in this way.

Reporting Form Coverage

Reporting forms are designed to meet the needs of
business firms whose stocks of merchandise fluc-
tuate over time. A reporting form is written with a
maximum limit sufficient to cover the highest values
expected during the year, the insurance amount
moves with the values exposed to loss, subject to
this maximum. The insured makes periodic reports
(monthly or quarterly) of current values on hand
and is charged on the basis of these reports, paying
only for the values exposed to loss, not the limit of
liability. The premium cannot be known until the
year is over, so a provisional premium is paid at the
policy’s inception and then adjusted at year’s end
to reflect the true cost of the protection provided.10

The insured must report 100 percent of the values
of the property insured. Late reports or underreport-
ing of values, intentional or otherwise, may result
in a penalty at the time of a loss. In the event of a
late report, the amount of insurance is limited to the
values contained in the last previous filing. In addi-
tion, the full value reporting clause (also called the
honesty clause) provides that if the insured under-
reports, the insurer’s liability is limited to that
percentage of loss that the last stated values bear to
the values that should have been reported. Thus, if
the insured reports a value of $100,000, when the
property value was $200,000, recovery would be
limited to 100/200, or 50 percent of the loss sus-
tained. In effect, the full value reporting clause is
a 100 percent coinsurance clause.

10 When the fluctuation in value is limited to an identifiable
period, a Peak Season Endorsement may be used. Here the
amount of insurance is increased pro rata for a specified period
to cover the increased values, and a pro rata premium charge is
made for the added coverage.
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Builder’s Risk Coverage Form

When a building under construction is to be
insured, it is normally covered under a special-
ized contract known as the Builder’s Risk Form.
There is a single Builder’s Risk Form under the com-
mercial property portfolio program, which provides
coverage on a completed value basis. Under this
form, coverage is written for the building’s final full
value, and a premium based on 55 percent of the
100 percent coinsurance builder’s risk rate is
charged. Coverage continues during the process of
construction but terminates automatically when the
structure is completed and occupied. If the insured
desires, the coverage can be converted to a report-
ing basis by endorsement. Builder’s risk coverage
may be written to cover the interests of the building
owner, the general contractor, and subcontractors,
all of whom have an insurable interest in the build-
ing under construction.

Condominium Association Coverage Form

The Condominium Association Coverage Form
replaces the BPP when buildings and contents are
insured in the name of a condominium association.
The form states that certain property will be covered
or not covered depending on whether the condo-
minium association agreement requires the associ-
ation or the unit-owner to insure it. This provision
avoids the need to include a specific property
description in the declarations and permits the form
to be used with a bare walls or all included type of
condominium agreement.

Condominium Commercial

Unit-Owner’s Coverage Form

The Condominium Commercial Unit-Owner’s
Coverage Form dovetails with the Condominium
Association Coverage Form. It excludes fixtures,
improvements, alterations, and appliances in units
unless the association agreement places responsi-
bility for insuring them on the unit-owner. When
association and unit-owner’s coverage responds to
the same loss, the unit-owner’s coverage is excess.

Standard Property Policy

The Standard Property Policy is a self-contained
property damage form used to insure buildings and

personal property on a somewhat more restrictive
basis than the BPP. It is used to insure property
assigned to the insurer under Fair Access to Insur-
ance Requirements (FAIR) plans or for other proper-
ties not meeting high underwriting standards. The
Standard Property Policy is similar to the BPP but
provides coverage only for the perils of the Causes
of Loss Basic Form. The provisions regarding can-
cellation, increase in hazard, and vacancy are more
restrictive than those of the BPP.

Plate Glass Insurance

Until 2001, the ISO portfolio of property coverage
forms included a special form to cover plate glass,
called the Glass Coverage Form, providing what has
traditionally been referred to as plate glass coverage.
Under earlier property coverage forms, breakage of
glass by causes other than fire and a number of other
specified perils was limited to $100 per pane and
$500 per occurrence. This limitation was eliminated
in the 2001 revision of commercial property forms
and glass breakage is now covered on the same basis
as any other loss.

Although ISO has withdrawn its version of the
plate glass coverage form, some insurers (includ-
ing some who specialize in plate glass insurance)
continue to offer plate glass coverage as a stand-
alone form of protection. Coverage under plate glass
policy applies for accidental glass breakage (except
by fire) and damage caused by acids or chemicals
accidentally or maliciously applied to specifically
insured glass. Lettering and ornamentation are not
covered unless they have been specifically insured.
The policy also covers the cost of repairing or replac-
ing frames or sashes and boarding up or installing
temporary plates in broken windows.

COMMERCIAL PROPERTY COVERAGE
FOR INDIRECT LOSS

Unlike the dwelling forms, commercial property
forms do not provide coverage for the indirect loss
resulting from damage to the insured property. Such
protection must be obtained under a separate form
for an additional premium. The major consequen-
tial loss coverages are business interruption insur-
ance, extra expense insurance, contingent business
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interruption and contingent extra expense insur-
ance, and leasehold interest coverage.11

Business Interruption Insurance

Business interruption insurance indemnifies busi-
ness firms for income loss during the period
required to restore property damaged by an in-
sured peril to useful condition. It pays based on the
expenses that continue and the profits that would
have been earned during a period of interruption.
Although a valued form of coverage is available,
most business interruption is written on an indem-
nity basis.

Business Income Forms Under the portfolio pro-
gram, two business interruption forms are available:
the Business Income Coverage (And Extra Expense)
Form and the Business Income Coverage (Without
Extra Expense) Form. Coverage under either form
is written subject to a coinsurance provision that
requires coverage equal to 50 percent, 60 percent,
70 percent, 80 percent, 90 percent, or 100 percent
of the firm’s annual earnings for the 12-month
period of the policy. For those situations in which
the business could be shut down for over a year, a
125 percent coinsurance option is available.

Both business income forms require a choice of
three income coverages: business income includ-
ing rental value, business income excluding rental
value, and rental value only. Rental value is the antic-
ipated rental income from tenants at the described
premises minus expenses that do not continue or
the fair rental value of any part of the premises occu-
pied by the insured. The option selected determines
the scope of business income for which payment is
made.

If the business is interrupted, payment is made for
the loss of business income, where business income
is defined as the net profit that would have been
earned (including or excluding rental income) and
the necessary expenses that continue during the
period of restoration. The restoration period is
defined as the period that should be required to
repair or replace the property with reasonable speed
and begins 72 hours after the time of direct physical

11 Coverage for loss of rents or rental value was written as a sepa-
rate form in the past. Under the portfolio program, loss of rents or
rental value are viewed as another form of business interruption
and may be insured under the Standard Business Income Form.

loss. An additional coverage called Extended Busi-
ness Income extends the form to cover a reduction
in income during the 60 days following the restora-
tion of the property that was damaged or destroyed.

In determining the loss amount, the insurer con-
siders the insured’s experience before the loss and
probable future experience if no loss had occurred.
The definition of business income may be modi-
fied to delete or limit coverage on ordinary payroll
(roughly, the payroll for rank-and-file workers) if the
insured does not wish to collect for this expense in
the event of interruption.

Loss of income coverage may be written to pro-
vide coverage against the same perils as the direct
damage coverages, and payment is made only if
the interruption results from an insured peril. The
damage must occur during the policy period, but
the indemnity period is not limited by the policy’s
expiration.

Resumption of Operations If damage to prop-
erty triggers an interruption, the resumption of opera-
tions provision requires the insured to resume oper-
ations as soon as possible, even on a partial basis,
using damaged or undamaged property at the
described premises or elsewhere. If operations are
not resumed when it is possible to do so, the insurer
will reduce payment for income loss by the amount
that resumption of operations would have reduced
the loss.

Extra Expense Insurance

Under some circumstances, it may be necessary
for a business to continue operations after destruc-
tion of its facilities. For example, a bank’s earn-
ings, which are derived from loans and investments,
would not be affected by destruction of the bank’s
premises, but the bank would need other facilities
to continue to service its accounts. Extra expense
insurance is an alternative to business interruption
insurance for those enterprises that can continue
operations with other facilities. It provides payment
for expenses above normal costs when such
expenses are incurred to continue operations after
damage to the premises by an insured peril.

The principal difference between the two busi-
ness income forms is in the coverage for extra
expense. The Without Extra Expense form provides
payment for extra expenses incurred to resume
operations or otherwise reduce the amount of the
business income loss. Extra expenses are payable
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only to the extent they reduce the business income
loss. This payment is provided under an additional
coverage called Expenses to Reduce Loss. Under
the And Extra Expense business income form, on
the other hand, payments are made for expenses
incurred to continue operations whether or not such
expenses reduce the business income loss. In effect,
under the form that includes the extra expense cov-
erage, the entire amount of insurance is payable for
business income or extra expense.

Optional Coverage Provisions The optional
coverage provisions in the Business Income forms
permit activation of the more popular time-
element coverage options. There are four optional
coverages:

1. Maximum Period of Indemnity. The Maxinum
Period of Indemnity optional coverage replaces
the coinsurance clause with a 120-day limit on
the period for which indemnity is payable. There
is no limit on the amount payable per month
within the 120-day period.

2. Monthly Limit of Indemnity. The Monthly Limit of
Indemnity optional coverage replaces the coin-
surance clause with monthly limits on recovery
expressed as fractions of the insurance limit.
Under this option, the insured may collect a
specified fraction of the insurance amount dur-
ing any month for which the business is totally
or partially interrupted. Options are available to
permit collection of 1/3, 1/4, or 1/6 of the face
amount of coverage.

3. Agreed Value. The Agreed Value optional cover-
age of the Loss of Income Form, like the Agreed
Value Coverage of the BPP, suspends the coinsur-
ance provision and guarantees the insured will
not suffer a coinsurance penalty on a partial loss.

4. Extended Period of Indemnity. The Extended
Period of Indemnity optional coverage increases
the 30-day period in the coverage extension to a
longer period entered in the declarations.

Contingent Business Interruption

and Extra Expenses

Contingent business interruption insurance and
contingent extra expense insurance protect a
firm against interruption and extra expense losses
resulting from damage caused by an insured peril
to property that it does not own, operate, or control.

There are four situations in which these coverages
are used:

1. When the insured depends on a single supplier
or a few suppliers for materials, the firm on which
the insured depends is called a contributing
property.

2. When the insured depends on one or a few manu-
facturers or suppliers for most of its merchandise,
the firm on which the insured depends is called
the manufacturing property.

3. When the insured relies on one or a few busi-
nesses to purchase the bulk of its products, the
firm to which most of the insured’s production
flows is called the recipient property.

4. When the insured counts on a neighboring busi-
ness to help attract customers, the neighboring
firm is called a leader property.

The 2012 revisions to the ISO commercial prop-
erty program added an option to cover certain
secondary dependencies. An example of a sec-
ondary dependency is where an insured’s supplier
is unable to deliver raw materials because of an
interruption to the business of another firm on
which the supplier depends. Coverage may be
added for secondary dependencies arising from
contributing and recipient properties.

The contingent business income coverage under
the portfolio program is provided by an endorse-
ment, Business Income from Dependent Properties.
There are two versions of the Contingent Business
Income endorsement: a broad form and a limited
form. The broad form endorsement provides cov-
erage in addition to the direct business income
coverage and for the same limit. The limited form
endorsement provides coverage when contingent
interruption coverage is written without direct busi-
ness income coverage or when it is written for a
different limit.

Contingent extra expense insurance operates in
much the same way as does the contingent business
interruption insurance, but the former is designed
for the firm that would incur increased costs as a
result of damage to a contributing or recipient firm’s
property.

Leasehold Interest Insurance

Leasehold interest coverage protects against loss due
to the termination of a favorable lease caused by
fire or other insured peril. Consider, for example, a



CHAPTER 31 COMMERCIAL PROPERTY INSURANCE 565

property leased for $1000 a month, subject to a lease
that may be canceled in the event of fire or other
damage to the premises. When prevailing condi-
tions make it impossible to secure similar quarters
at less than, say, $2500 a month, the existing contract
would create a leasehold interest of $1500 a month
for the remaining period of the lease.

The amount of coverage under leasehold inter-
est coverage decreases month by month, with the
amount of insurance always approximately equal
to the insured’s interest in the lease. In the event
of a loss that terminates the rental agreement, the
insured is paid a lump sum equal to the discounted
value of the leasehold interest for the remaining
months of the lease. A variety of discount rates are
available.

Rain Insurance

Before leaving the subject of business interruption,
we should briefly note another specialized indi-
rect loss coverage, rain insurance. Rain insurance
is a consequential loss coverage. It does not pro-
tect against damage to property but against loss of
income or the incurring of extra expenses owing to
rain, snow, sleet, or hail. It is usually sold to cover
outdoor events scheduled for a certain day and
dependent on favorable weather for success. The
coverage may be written on an indemnity basis
to cover the loss of income suffered or additional
expenses incurred, or it may be written on a valued
basis. Some contracts specify the amount of rain that
must fall before payment will be made; in other con-
tracts any amount of rain will require payment by
the insurer. Snow insurance may also be written to
cover a lack of snow. This could benefit a firm whose
revenues depend on adequate snow (e.g., a ski re-
sort). Another variation, temperature insurance, may
be written for events would incur a revenue loss if
temperatures are below or above normal.

BOILER AND MACHINERY INSURANCE

Boiler and machinery insurance originated from the
efforts of a group of engineers in Hartford, Connecti-
cut, who offered an inspection service for steam
boilers and, for a small additional charge, guaran-
teed their inspection by providing insurance against
loss up to some limit selected by the client. The
inspection service that originally served as the basis

for this type of insurance remains an important part
of the service provided by boiler and machinery
insurers today. The boiler and machinery line is a
highly specialized field, and insurers who offer this
coverage employ trained engineers who seek to dis-
cover faulty conditions and mechanical weakness
before such defects can cause accidents. A large
percentage of the boiler and machinery premium
goes to pay inspection costs.

Although it is common to think of boiler and
machinery insurance primarily in terms of steam
boilers, there are many types of equipment to which
the insurance applies: boilers, pressure containers,
refrigerating systems, engines, turbines, generators,
and motors. The inspection service that proved so
beneficial for steam boilers has established its worth
for other types of objects as well. Large and small
businesses now rely on a range of equipment that
was not imagined when boiler and machinery insur-
ance was invented. These include computers, PBX
systems, copier, duplicating, and fax machines, as
well as production equipment with computer-based
components.

Although the inspection service is a critical part
of the boiler and machinery product, payment for
damage from losses that do occur is an equally
important feature of this insurance. Hazards asso-
ciated with boilers and machinery are usually
excluded from other forms of property insurance,
so boiler and machinery insurance is needed to fill
this gap. Similarly, coverage for damage caused by
artificially generated electricity, usually excluded in
other property forms, is covered by the boiler and
machinery forms.

The ISO Breakdown Protection

Coverage Form

In 2001, Insurance Services Office, Inc. (ISO) revised
and modernized its boiler and machinery insurance
program. In addition to several changes in coverage,
the basic Boiler and Machinery Coverage form was
renamed and is called the Equipment Breakdown
Protection Coverage Form. The new name and the
changes in coverage indicate the broadening nature
of equipment exposures.

The 2001 form incorporates the most common
boiler and machinery coverages previously insured
by separate forms into a single coverage form. Ten
coverages, designated A through J, are printed in
the form. A particular coverage is effective only if
a limit or the word “included” is entered in the
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declarations for that coverage. The 10 coverages are
the following:

A. Property Damage

B. Expediting Expenses

C. Business Income and Extra Expense—Extra
Expense Only

D. Spoilage Damage

E. Utility Interruption

F. Newly Acquired Premises

G. Ordinance or Law Coverage

H. Errors and Omissions

I. Brands and Labels

J. Contingent Business Income and Extra
Expense—Extra Expense Only Coverage.

Although the order in which the coverages are listed
does not suggest any particular relationship, six of
the coverages (A, B, F, G, H, and I) relate to direct
damage, and four (C, D, E, and J) provide indirect
loss coverage.

Direct Damage Equipment Coverages

Open-peril commercial property (fire and allied
lines) forms usually exclude damage caused by
artificially generated electrical current, mechanical
breakdown, and explosion of a steam boiler the
insured owns, leases, or operates. Like its prede-
cessor boiler and machinery forms, the Equipment
Breakdown Protection Coverage Form dovetails
with these exclusions by covering losses from steam
pressure vessel explosions and damage to mecha-
nical or electrical equipment.

Property Damage Coverage A (Property Dam-
age) pays for damage to covered property caused by
breakdown of covered equipment. There is a single
covered cause of loss under the Equipment Break-
down Protection Coverage Form: breakdown to
covered equipment. “Breakdown” is defined to
include mechanical failure, electrical failure (in-
cluding arcing), and failure of pressure or vacuum
equipment.12 The definition specifically excludes

12 The earlier boiler and machinery coverage forms insured
against an “accident” to an “insured object” and required that
the breakdown be sudden and accidental and that it manifest
itself by physical damage at the time the breakdown occurred.

several types of damage or equipment failure,
such as leakage, damage to vacuum or gas tubes,
brushes, and the functioning of safety devices. For
machines with electronic or automated compo-
nents, the definition excludes defects, erasures, er-
rors, limitations, or viruses in computer equipment
and programs. Finally, in addition to the restrictions
in the definition of breakdown, specific exclusions
eliminate coverage for depletion, deterioration, cor-
rosion, erosion, and wear and tear.

Covered equipment is defined as equipment that
has been built to operate under internal pressure
or vacuum, electrical or mechanical equipment
used for the generation, transmission, or utiliza-
tion of energy and communication and computer
equipment.

Covered property includes all property owned by
the named insured or in the named insured’s care,
custody, or control and for which it is legally liable.
Covered equipment refers to the specific boiler and
machinery items whose breakdown is insured. The
distinction between covered property and covered
equipment is important because damage caused by
a breakdown can extend beyond the equipment. A
boiler explosion, for example, can destroy an entire
building. Equipment breakdown coverage protects
against damage to insured equipment and covers
damage to other property caused by breakdown of
such equipment.13

The Expediting Expense coverage (Coverage B)
provides payment for the reasonable extra cost of
temporary repairs and the cost of expediting per-
manent repairs. Expediting expense might include,
for example, the cost of having parts delivered by
air or the cost of overtime for workers. Coverage is
limited to $25,000 but may be increased.

The Newly Acquired Premises Coverage (Cover-
age F) provides automatic coverage for equipment
at newly acquired premises for 90 days or the num-
ber of days designated in the declarations.

Two optional coverage enhancements are avail-
able under the direct damage coverage. The Ordi-
nance or Law Enforcement coverage (Coverage G)

13 Because other property insurance forms generally exclude
steam boiler explosion, the limit on insured boilers should be
high enough to cover all damage to owned property an accident
may cause. The standard policy covers property on a repair or
replacement basis (i.e., on a replacement cost basis), but actual
cash value coverage is available by endorsement.
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is similar to the comparable coverage under the
commercial property program. Coverage is trig-
gered when loss is increased by the enforcement
of laws or ordinances that regulate the demolition,
construction, repair, or use of the building or struc-
ture. The Brand and Labels coverage (Coverage I)
relates to the value of salvage. Under this coverage,
the insured may require an insurer taking undam-
aged property to remove the brand name and labels
from salvaged property. This reduces the value of
the salvaged property to the insurer but avoids the
situation in which the manufacturer’s products
would be offered in the market with the brand and
labels intact.

Hazardous Substances and Other Limitations

Unless a higher limit is stated in the declarations, a
separate $25,000 limit applies to each of the follow-
ing losses: expenses for the cleanup of hazardous
substances, damage cause by ammonia, contami-
nation, replacement of damaged data or media, and
water damage caused by other than leakage from a
sprinkler system or pipes.

Indirect Loss Boiler and Machinery Coverages

There are four indirect loss boiler and machinery
coverages printed in the Equipment Breakdown Pro-
tection Coverage Form: Business Income and Extra
Expense, Spoilage Damage, Utility Interruption, and
Contingent Business Income and Extra Expense.

Business Income and Extra Expense Business
income coverage under BM 00 20 pays for the loss of
business income and the extra expense the insured
incurs to continue operations during the restoration
period. Extra expense coverage may be purchased
without business income. Business income and
extra expense are defined in the same way as under
the ISO commercial property program. The period
of restoration begins at the time of the breakdown
and ends five days after the damaged property
is repaired or replaced with reasonable speed
and similar quality. The five-day period may be
extended by entering a greater number of days in the
declarations.

The insured must complete an annual report of
business income values, which is used to determine
the premium for business income and extra expense
coverage. If the report is not filed as required, a coin-
surance provision is applicable.

Spoilage Damage Spoilage damage coverage cov-
erage pays for damage caused by the lack or excess
of power, light, heat, steam, or refrigeration. It also
covers expenses necessary to reduce the amount of
loss, limited, however, to the amount that otherwise
would have been payable. A freezing plant, a meat
locker, or a florist might purchase spoilage damage
coverage for loss resulting from the breakdown of
its freezing or heating equipment.

Utility Interruption Utility interruption coverage
extends business income and extra expense and
spoilage coverages to cover loss caused by inter-
ruption of utility service, such as electrical power,
communication, sewer, air conditioning, heating,
gas, water, or steam. The interruption must result
from breakdown of covered equipment owned,
operated, or controlled by a utility or distributor that
provides these utility services to the insured.

Contingent Business Income and Extra Ex-

pense This coverage permits an insured to extend
its business income to cover loss from a breakdown
to covered equipment at a premises the insured
does not own or operate.

Deductibles

The policy provides for five different deductible
possibilities: a dollar deductible, a time deductible
applicable to business income and extra expense,
a multiple of daily value deductible,14 a percentage
of loss deductible, and a minimum or maximum
deductible. The minimum or maximum deductible
may be used in connection with the multiple of daily
value or the percentage of loss deductible.

Suspension

The boiler and machinery policy contains a unique
provision permitting the insurance company to sus-
pend coverage on any or all insured objects found
to be in a dangerous condition. Any insurance
company representative may execute suspension by
handing notice of suspension to the insured or by

14 The daily value deductible is determined by dividing the busi-
ness income that would have been earned during the interrup-
tion by the number of days the business would have been open,
and then multiplying that amount by the number of days shown
in the declarations.
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mailing the notice to the insured’s address stated
in the policy or to the location of the object on
which coverage is to be suspended. The suspension
becomes effective immediately on delivery with-
out prior notice or waiting period. When coverage
has been suspended, it may be reinstated only by
endorsement to the policy.

TRANSPORTATION COVERAGES

The property forms used to insure business firms do
not generally include off-premises coverage like that
of the Dwelling or Homeowners forms; for this rea-
son, special provision must be made for business
property away from the premises. Ocean marine
and inland marine forms are designed to provide
this coverage.

Ocean Marine Insurance

Despite the technological advances in marine trans-
portation, ocean disasters remain an ever-present
hazard for those engaged in foreign trade. Ocean
marine insurance provides coverage against four
types of losses, corresponding to the four major
classes of ocean marine insurance:

1. Hull Insurance. Hull insurance protects the owner
of a vessel against loss to the ship itself. The cov-
erage is written on a modified open-peril basis.
A special provision in the hull policy called the
running-down clause provides a form of property
damage liability applicable to damage to other
ships.

2. Cargo Insurance. Cargo insurance, which is
written separately from the insurance on the ship,
protects the cargo owner from financial losses
that result from its destruction or loss.

3. Freight Insurance. Freight insurance is a special
form of business interruption insurance. When
a vessel is lost, this coverage indemnifies the
shipowner for the loss of income that would have
been earned on completion of the voyage.

4. Protection and Indemnity. Protection and indem-
nity coverage is essentially liability insurance that
protects the ship owner from the consequences
of negligent acts of his or her agents.

These contracts are written in a strange and
antiquated language and are governed by principles
derived from ancient maritime practice and admi-
ralty law. Ocean marine insurance is a fantastically
complicated field, so we will include a brief discus-
sion of a few major concepts.

Perils Insured The ocean marine insuring instru-
ment is an open-peril agreement with certain lim-
itations. Damage arising from perils of the seas is
covered, including damage caused by waves, sink-
ing, stranding on reefs or rocks, lightning, collisions,
or any number of other causes associated with
transportation by water. The policy also provides
coverage for perils on the seas, which are specifi-
cally listed, including fire, pirates, thieves, jettisons,
barratry,15 and all other like perils. This is not all
risk; the perils must be of the same nature as those
specifically listed. In addition to the specified perils,
marine policies are frequently expanded to include
others.16

Certain perils that would otherwise be included
in the broad insuring agreement are specifically
excluded. The Free of Capture and Seizure (FC & S)
clause excludes war in all its aspects. A separate
war risk policy may be purchased to obtain cov-
erage for the perils of war. The Strike, Riot, and
Civil Commotion (SR & CC) clause excludes loss or
damage caused by acts of strikers, rioters, or persons
engaged in civil commotion. This exclusion may be
deleted if the underwriter is willing to assume the
risk.

Valuation Almost all ocean marine policies are
valued policies, and the face amount of insurance
is payable in the event of total loss. In addition,
although the policy does not contain a 100 percent
coinsurance clause, the legal custom of 100 percent
insurance to value has been in existence for so long

15 Jettison is the voluntary act of destruction in which cargo is
cast overboard to save the ship. In barratry, the master and/or
mariners steal the ship and its cargo, willfully sink or desert the
ship, or imperil the vessel by disobeying instructions.
16 A good example is the Inchmaree clause, which covers bursting
of boilers and latent defects in machinery or errors in navigation
or management of the vessel by the master or crew. The clause
is named after the ship Inchmaree, which suffered loss because
of breakage of a pump through negligence in maintenance by
the crew. The British House of Lords decided the loss was not
covered since it was not of the same nature as the perils on the
sea listed. To counteract this decision, the Inchmaree clause was
added to hull policies.
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it is considered a condition of the contract, and
policies are interpreted as if they did contain a
100 percent coinsurance clause.

Average Conditions The term average is consid-
ered by many people to be the most important single
word in the terminology of ocean marine insurance.
It is synonymous with partial loss.17 Average (or
partial loss) under an ocean marine policy may be
a particular average or general average.

Particular Average A particular average is
defined as a partial loss to property of a particu-
lar individual. Cargo insurance is often written “free
of particular average unless caused by the vessel
being stranded, sunk, burnt, on fire, or in collision,”
which means that partial losses from other causes
are excluded. In some cases, a hull contract or a
cargo policy may provide that coverage is “free of
particular average under 3 percent.” In this case, the
clause acts as a franchise deductible. If the loss is
less than 3 percent (or some other percentage spec-
ified), it is not covered; if it exceeds 3 percent of the
amount of insurance, it is covered in full.

General Average A general average loss is one
borne by all parties to the venture. It is based on the
ancient maritime law requiring all persons partici-
pating in a venture to share the loss when one per-
son’s goods are sacrificed to save the venture. The
simplest example is the jettison of cargo to lighten
the ship in time of stress. If goods belonging to
one party are thrown overboard to save the ship
and the attempt is successful, all other parties, in-
cluding the ship owner and the other cargo owners,
will share in the loss of the jettisoned cargo with its
owner, based on the proportion of the total value
of the venture each owns. Under the terms of the
ocean marine policy, the company insuring each of
the participants will pay its insured’s share of the
general average loss. Amounts payable for general
average and salvage charges18 are in addition to the
amounts payable for loss of the insured’s property.

17 The English word average comes from the French noun avarie
meaning “damage.”
18 Salvage charges are expenses payable to third parties known
as salvors for assistance rendered in saving property exposed to
loss. Such charges may be incurred under contract, or they may
be incurred to parties acting independently of any contractual
obligation. For example, the ship owner and cargo owners might
be assessed salvage charges if the ship was in danger of sinking
and was forced to accept help from another vessel to reach port.

Warehouse-to-Warehouse Clause Unless the
policy designates the contrary, coverage is provided
only from the time goods are loaded on the ship.
However, policies may be endorsed to cover goods
during transportation to and from the vessel. In these
cases, it is customary to endorse the policy with
a warehouse-to-warehouse clause to provide cov-
erage for the entire exposure from the time goods
leave the shipper’s premises until they arrive at the
consignee’s premises, including transit over land.

Inland Marine Insurance

Inland marine insurance developed as an exten-
sion of the warehouse-to-warehouse clause in ocean
marine policies. Historically, ocean marine insurers
have been exempt from state regulation, primarily
because regulation would impede their ability to
compete in an international market. Exercising their
freedom from regulation, marine insurers began to
write coverage on goods in transit not only by water
but overland as well. Eventually, they turned to writ-
ing coverage on fixed-location property. In 1933, the
NAIC promulgated its Nationwide Marine Insurance
Definition, specifically defining the types of insur-
ance marine insurers were permitted to write. The
definition was revised in 1953 and again in 1977,
when it assumed the more modest role of defining
marine insurance for rate filings and for the report-
ing of statistics. The 1977 version of the definition
recognizes six broad classes of property that may
be insured under marine contracts:

1. Imports

2. Exports

3. Domestic shipments

4. Means of transportation

5. Personal property floater risks

6. Commercial property floater risks

The first two classes (imports and exports) are
strictly limited to the ocean marine category. Export
property is considered to be in the course of trans-
portation and, thus, eligible for marine coverage
as soon as it is designated or prepared for export.
Imports are eligible until they reach their intended
destination.

For purely inland marine risks, the definition
recognizes four categories: domestic shipments,
means of transportation, personal property floater
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risks, and commercial property floater risks.
Although the first two classes (domestic shipments
and means of transportation) are fairly homo-
geneous, the commercial property floater risks class
includes a smorgasbord of property coverages. For
the purpose of analysis, it is helpful to divide the
NAIC’s commercial property floater risks class into
four subclasses (business floater policies, dealers’
forms, bailee forms, and miscellaneous policies)
and to consider the commercial inland marine field
as being divided into six general classes:

1. Transportation forms insure shipments of goods
by rail, motor carrier, and air carrier. These in-
clude forms that cover the legal liability of the car-
rier and forms to protect the owner of the goods
against loss or damage of the merchandise.19

2. Means of transportation forms include policies
written to cover instrumentalities of transporta-
tion and communication, including mobile prop-
erty such as railroad rolling stock, and fixed
objects, such as bridges, tunnels, pipelines,
power transmission lines, and radio and televi-
sion transmitting equipment. Although some of
this property is not mobile in nature, its inclusion
in the field of inland marine insurance was justi-
fied on the grounds that it is subject to the perils
of transportation.

3. Business floater forms cover personal property
(such as construction equipment) that is mobile
in nature and, therefore, subject to damage by
the perils of transportation.

4. Dealers forms cover the merchandise of certain
types of businesses, such as jewelers, furriers,
camera dealers, and musical instrument dealers.
These forms cover the merchandise while it is on
the insured’s premises and provide incidental off-
premises coverage.

5. Bailee forms, designed to cover goods in the cus-
tody of someone other than the owner to whom
the goods have been entrusted.20

6. Miscellaneous policies, which include unrelated
and anomalous types of inland marine coverages
such as accounts receivables and valuable

19 The transportation forms designed to protect common carriers
against liability losses arising out of damage to property being
transported will be treated in the next chapter with the liability
coverages.
20 Bailee forms are treated in greater detail in the next chapter.

papers coverages as well as electronic data pro-
cessing policies.

Before turning to a discussion of the specific
policy forms that are used in the inland marine field,
a few preliminary observations on the nature of
inland marine policies will be helpful.

Controlled and Uncontrolled Forms State in-
surance departments classify inland marine forms
as controlled and uncontrolled. Controlled forms
are those for which standardized forms have been
developed, whereas uncontrolled forms are not stan-
dardized, and the terms can differ from insurer to
insurer. Although the specific regulatory approach
varies by state, many states do not require the rates
for uncontrolled forms to be filed with the regula-
tor, while the rates for controlled forms must be filed
(and, often, subject to prior approval). Some states
do not require the insurer to file uncontrolled forms
with the state, whereas others subject uncontrolled
forms to the same regulatory approval process as
controlled forms. In the discussion that follows, con-
trolled and uncontrolled forms are distinguished by
the designations (C) and (U).

Transportation Forms The owner of goods may
ship them by common carrier, by contract carrier,
or on the firm’s own trucks. Regardless of the means
used, insurance may be needed. For example,
even though the liability of a common carrier for
merchandise in its custody may be broad, the
carrier may not be liable for damage to goods in
its care in some instances. In addition, carriers fre-
quently make use of a release bill of lading, limiting
their responsibility to, say, 50 cents per pound. Even
in those instances in which the common carrier may
be liable, the owner may find it more convenient to
collect from his or her own insurer and permit the
insurer to subrogate against the common carrier.

There are two standard approaches to insuring
goods in transit, depending on whether common
carriers or the firm’s own trucks are used. Goods
shipped by common carrier are usually insured un-
der the Annual Transit Policy (U) designed to cover
all shipments in a given year.21 Policies are written
to meet the requirements of the individual firm and
may be modified to meet the specific situation. For

21 A Trip Transit Form is available to insure specified lots of goods
for a particular trip.
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example, coverage may be provided on incoming
shipments, outgoing shipments, or both. There are
forms for insuring property in the custody of rail-
roads and coastwise shipping firms, on trucks used
to connect with railroads and steamers, solely by
truck, or by air cargo. Coverage is normally on a
named-peril basis, covering fire and lightning and
the perils of extended coverage (except strike, riot,
and civil commotion, which are optional), plus the
perils of transportation, which include flood, colli-
sion, overturn of a vehicle, bridge collapse, derail-
ment, earthquake, and landslide. Theft coverage is
available by endorsement.

Goods shipped on the owner’s own trucks are
usually insured under a Motor Truck Cargo Owner’s
Policy (U) although such goods may be insured
under a version of the Annual Transit Policy. Cov-
erage under the Motor Truck Cargo Policy is similar
to the Annual Transit Policy. It is subject to a limit of
liability on any one truck or in any one place, with
a further limit on any single disaster.

Other transportation forms include the Parcel Post
Policy (C), designed for firms that make frequent
parcel post shipments and prefer commercial to
government insurance, and the Mail Coverage Form
(C), designed for banks and other businesses that
regularly ship securities, money, or other valuable
property by registered mail or express. The Mail Cov-
erage Form covers valuable property such as bonds,
stock certificates, certificates of deposit, money or-
ders, checks, drafts, warehouse receipts, and other
property of a similar nature when sent by first class
mail, certified mail, U.S. Postal Service express mail,
or registered mail. The form may be used to cover
bullion, platinum, other precious metals, currency,
unsold travelers’ checks, jewelry, watches, precious
and semiprecious stones, and similarly valuable
property when sent by registered mail.

Business Floater Policies Merchandise being
shipped is not the only business property exposed
to damage away from the business premises. Many
classes of property are mobile in nature and, so,
vulnerable to risk. To meet the need for protection
on these classes, a large number of inland marine
floater policies exist and fall into one of three
categories:

1. Equipment Floaters. These cover business prop-
erty not held for sale or on consignment that
is in the hands of the owner for its intended

purpose. Examples include the contractors’
equipment floater (U), agricultural equipment
and livestock floater (C), and salesmen’s sample
floater (C).

2. Processing and Storage Floaters. These insure
property in temporary storage and property
undergoing processing outside the owner’s
premises. An example is ISO’s Processors Cov-
erage Form (U), which covers the stock of a man-
ufacturer sent off premises for processing.

3. Consignment and Sales Floaters. These policies
protect goods being held for sale under consign-
ment, being installed, or being sold under an
installment plan. Examples include the install-
ment sales floater (C), which covers goods sold
on an installment basis; the Floor Plan Coverage
Form (C), which covers stock pledged as collat-
eral to a lending institution; and the installation
floater (U), which covers machinery and equip-
ment in transit for installation in a building and
while being installed.

The coverage of these forms may be written on
an open-peril or named-peril basis, and the cov-
erage varies under the different forms. In several
classes, the insured has a choice between open-peril
and named-peril coverage. In addition, the coverage
may be written on a schedule or blanket basis.

Dealers Forms Dealers forms are an anomaly in
inland marine insurance. Although inland marine
forms generally cover property that is mobile
and commonly away from the owner’s premises,
the dealers forms provide coverage on a dealer’s
stock of goods. Although coverage applies on and
off premises, the major exposure is on premises.
Dealers forms are available only for specific dealers,
such as jewelers, furriers, musical instrument
dealers, camera dealers, equipment dealers, fine
arts dealers, and stamp and coin collection dealers.
The policies for jewelers and furriers are referred
to as the Jewelers Block Policy (C) and the Furriers
Block Policy (C).22 The other forms are referred to
as dealer’s forms, for example, Musical Instrument
Dealers Form (C), Camera Dealers Form (C), and
so on. The Equipment Dealers Coverage Form is

22 The term block as used in connection with the jeweler’s block
and furrier’s block policies comes from the French phrase en
bloc, meaning “all together.” Thus, block policies are intended
to cover all the business property in a single contract.
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typical of these policies. The Equipment Dealers
Coverage Form insures the stock in trade of deal-
ers in agricultural equipment and implements and
construction equipment. Motor vehicles designed
for highway use are ineligible for coverage under the
form. In addition to the dealer’s stock, the form cov-
ers property of others in the custody of the dealers.
Such property of others would consist of customers’
equipment in the dealer’s custody for servicing or
repair.

Miscellaneous Inland Marine Forms The miscel-
laneous class of inland marine commercial policies
includes unrelated and unusual types of inland
marine coverages, such as accounts receivable and
valuable papers coverages and electronic data pro-
cessing policies. Accounts receivable insurance and
valuable papers insurance are the most common of
these coverages.

Accounts Receivable (C) Accounts receivable
insurance protects against the inability to collect
amounts owed to the insured because of destruc-
tion of records by fire or other insured perils. The
coverage is written on an open-peril basis, on either
a reporting basis or, subject to an 80 percent coin-
surance provision, on a nonreporting basis. The
coverage is on an indemnity basis and compen-
sates the insured for any amounts uncollectible
because of the destruction of the accounting
records (with allowance for bad debts). In addition,
payment is made for expenses incurred to recon-
struct the records, for collection expenses above
normal costs, and for the interest charges on loans
taken out by the insured to offset the impaired
collections.

Valuable Papers Insurance (C) Valuable papers
coverage may be written to insure various types
of important records, including maps, film, tape,
wire or recording media, drawings, abstracts, deeds,
mortgages, and manuscripts. Coverage is on an
open-peril basis and can be blanket or scheduled.
Items specifically insured are covered for an agreed
amount, whereas papers covered on a blanket basis
are insured for their actual cash value.

EDP Policy (U) With the rapid spread of elec-
tronic data processing (EDP) equipment and its
software, a need quickly developed for insurance
coverage to protect against losses arising out of
damage to or destruction of this costly equipment.
The coverage was originally written by insurers with

an extensive background in inland marine insur-
ance usually on inland marine forms. The cover-
age is written on an open-peril basis and generally
provides coverage under separate insuring agree-
ments for damage to hardware, software, and extra
expense or business interruption.

Manufacturers Output Policy The Manufactur-
ers Output Policy was developed as an inland marine
form to cover manufacturers’ stocks of merchan-
dise being shipped to dealers. The earliest versions
of the policy covered automobiles being shipped
from the factory to dealers and covered property
only while away from the insured’s premises. The
standard form excludes property at any manufac-
turing location the insured owns, but the policy is
usually endorsed to provide open-peril coverage on
and off premises.

Difference-in-Conditions Coverage Difference-
in-conditions insurance, referred to as DIC cover-
age, is a special form of open-peril coverage written
in conjunction with basic fire coverage to protect
against losses not reimbursed under the standard
fire forms. It is always written as an adjunct to
separate policies covering against fire, extended
coverage, and vandalism and malicious mischief
(plus sprinkler leakage when the exposure exists)
and does not provide coverage against losses
caused by these perils. It does, however, provide cov-
erage for most other insurable perils, including flood
and earthquake. There is no coinsurance clause and
no pro rata clause, and the policy may be written for
an amount different from the basic policies it com-
plements. The coverage is subject to a deductible,
which is usually substantial, ranging upward from
$10,000. Protection against earthquake and flood
may be subject to limits and deductibles that
differ from the remainder of the policy. Each DIC
policy is individually rated. The coverage was orig-
inally available only to giant firms, but some insur-
ers have developed mini-DIC forms for medium to
small businesses. In some instances, consequential
and transit coverages are included.

THE NATIONAL FLOOD
INSURANCE PROGRAM

The general nature of the National Flood Insurance
Program (NFIP) and the coverage available were dis-
cussed in Chapter 26. As in the case of residential
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property, the program provides different amounts
of coverage under the Emergency Program and the
Regular Program. As in the case of the residential
program, the additional amounts of insurance avail-
able under the Regular Program are not at subsi-
dized rates but are actuarial rates calculated to con-
sider the probability of loss in the community.

The General Property Form

Flood Insurance Policy

The NFIP consists of a policy jacket and a form. The
flood policy used to insure commercial property
is called the General Property Form. Many of the
provisions of this form (such as the definition of
flood, inception and cancellation, and the debris
removal and property removal provisions) paral-
lel those of the Residential Flood Policy discussed.
Replacement Cost coverage is unavailable under
the General Property Form. In addition, the General
Property Form includes a special Other Insurance
provision.

Other Insurance Provision The General Property
Form provides that if other flood insurance is appli-
cable to a covered loss, the NFIP’s share of the loss
is limited to the percentage of the loss the NFIP cov-
erage bears to the total insurance covering the loss.
The General Property Form provides that excess
insurance will not be considered in determining the
total insurance amount applicable to the loss.

Nonresidential Condominiums

Nonresidential condominium buildings and their
commonly owned contents may be insured in the
name of the association under the General Prop-
erty Form. A unit-owner of a nonresidential condo-
minium unit may not purchase flood insurance on
his or her unit but may purchase contents coverage
under the General Property Form.

INSURANCE AGAINST DISHONESTY

The broad field of dishonesty insurance includes all
instances in which the cause of the loss is the wrong-
ful taking of property belonging to the insured.
Historical factors led to two distinct classes
of dishonesty insurance: fidelity bonds, which
cover employee dishonesty, and crime insurance,

designed to cover dishonest acts of persons who
are not employees of the insured. Each by itself
provides incomplete protection against the perils of
dishonesty.

Coverage for some nonemployee crime losses
is included in the open-peril commercial Property
Coverage Form. Property, other than money and
securities, for example, if not excluded, is covered
for loss by burglary, robbery, or theft under the
Special Cause of Loss Form. The expansion of fire
insurance coverages to include crime perils has
reduced the demand for monoline crime coverages
on property other than money and securities. At
the same time, most property forms exclude loss to
money and securities, which are exposed to loss by
theft and from other perils (e.g., fire). Coverage on
money and securities for perils other than dishon-
esty is usually combined with dishonesty perils in
commercial crime forms.

Dishonesty Insurance Coverage Triggers

There are two approaches to the coverage trigger
in crime insurance, called loss sustained coverage
and discovery coverage. The distinction originated
in the field of employee crime, where losses can
occur over an extended period of time and may
not be discovered until long after they occur. More
recently, the distinction is applied to employee and
nonemployee crime coverages.

Under the loss sustained forms, coverage for
employee theft (and all other insuring agreements)
applies only to loss resulting from acts committed
during the policy period and that are discovered
during the policy period or within a discovery period
that ends one year after policy termination. Under
the discovery forms, coverage for employee theft
(and all other insuring agreements) applies to loss
resulting from acts committed at any time, provided
the loss is discovered during the policy period or a
specified discovery period.

The discovery period under the loss sustained
coverage forms is one year. Under the discovery
forms, it is 60 days after the end of the policy period
or for up to one year after the end of the policy
period with respect to employee benefit plans.
Under the loss sustained forms and the discovery
forms, the discovery period terminates immediately
upon the inception of replacement insurance.
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Continuity of Coverage Under the ISO crime
program, the Loss Sustained forms include two pro-
visions titled Loss Sustained During Prior Insurance,
with the first provision applying to prior insurance
issued by the insurer or an affiliate and the second
applying to other prior insurance. These provisions
state that any loss that would have been covered
under prior insurance is covered under the current
bond provided there has been no lapse in coverage
from the old bond to the new one.23 Without such
provisions, a loss that occurred during a previous
policy period would be uninsured if it were not dis-
covered until after that policy had terminated and
its discovery period had expired. The insurer that
issued the previous policy would not be obligated to
pay since its policy’s discovery period had expired,
and the present insurer would not be obligated to
pay because the acts causing the loss did not occur
during its policy period.24

The ISO Crime Insurance Program

ISO introduced revised commercial crime discov-
ery and loss sustained forms in 2006. The follow-
ing discussion is based on the 2006 Commercial
Crime Discovery and Commercial Crime Loss Sus-
tained Forms.25

Insuring Agreements The ISO crime coverage
forms contain provisions for both employee and
nonemployee crime coverages. With two excep-
tions, all the forms contain the following eight insur-
ing agreements, and coverage applies only to those

23 If the bond amounts differ and the current insurer wrote the
prior insurance, the higher limit applies. If a different insurer
wrote the prior insurance, the lower limit will apply.
24 Before the introduction of the portfolio program, fidelity bonds
were written on a continuous basis until canceled. This continu-
ous term was adopted because embezzlement losses can occur
over an extended time period, and a continuous contract main-
tained the continuity required to cover losses not discovered for
many years. Portfolio bonds are written for annual periods but
achieve continuity of coverage through the Loss Sustained During
Prior Insurance provision.
25 In addition to the commercial crime forms, there are also two
Government Crime Forms (discovery and loss sustained). ISO
also introduced a new version of these forms in 2006. Coverage
provided under the commercial crime and government crime
forms is available as stand-alone coverage under Commercial
Crime and Government Crime Policies. Finally, there are two
Employee Theft and Forgery Policies (loss sustained and discov-
ery forms). The Employee Theft and Forgery Policies were revised
by ISO in 2002.

insuring agreements for which a limit of insurance
is indicated in the declarations.

A.1. Employee Theft
A.2. Forgery or Alteration
A.3. Inside the Premises—Theft of Money and

Securities
A.4. Inside the Premises—Robbery or Safe Burglary

of Other Property
A.5. Outside the Premises
A.6. Computer Fraud
A.7. Funds Transfer Fraud
A.8. Money Orders and Counterfeit Paper Currency

Employee Crime Coverages

Employee crime coverages, also called fidelity
bonds, protect against loss resulting from employ-
ees’ dishonesty and cover loss of money, securities,
or other property resulting from fraud, forgery,
embezzlement, or theft by the person bonded, up to
the bond’s face amount, which is called the penalty.
The penalty under a bond is never cumulative, and a
series of thefts by one person is considered a single
loss. In addition to the distinction between loss sus-
tained forms and discovery forms, fidelity bonds are
classified as schedule bonds and blanket bonds.

1. Schedule Bonds. Schedule bonds cover the
specific person or position listed in the policy.
When several individuals are listed in a single
bond, it is called a name schedule bond. Under a
position schedule bond, positions to be covered
are listed rather than the individuals. If a person
leaves the firm or moves to another position, his
or her successor is covered in the scheduled posi-
tion. When more individuals occupy a scheduled
position than the number originally specified,
all are covered but on a decreased basis. For
example, if the bond provides for two cashiers
with a $100,000 penalty on each, and there are
four cashiers, loss by any of the four would be
covered, but only up to $50,000 each.

2. Blanket Bonds. The broadest form of fidelity cov-
erage is provided under blanket bonds designed
to cover all employees, regardless of position,
with new employees covered automatically.

A.1. Employee Theft The ISO employee theft
insuring agreement (coverage A.1. of the Com-
mercial Crime Policy) provides blanket coverage
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and applies to theft by any individual meeting the
definition of “employee” without any need to list the
names of individual covered employees or covered
positions. The insurance limit shown in the declara-
tions for employee theft applies to each loss, regard-
less of how many employees were involved in
causing the loss, and regardless of whether the
employees causing the loss can be identified.26 The
2006 forms, unlike the prior forms, include forgery
in the definition of theft for this insuring agree-
ment. Coverage applies for loss of money, securi-
ties, and other tangible property by employee theft.
An employee is defined as an individual in the
insured’s service who the insured has the right to
direct and control while he or she is performing ser-
vices for the insured, who is compensated directly
by the insured with salaries, wages, or commissions.
Such individuals are considered employees for
30 days after their service terminates. The definition
of “employee” can be amended to include certain
nonemployees, such as partners, limited liability
company (LLC) managers, directors and trustees,
agents, leased workers, and data processing service
providers.

Exclusions The ISO commercial crime forms con-
tain 10 exclusions that apply to all insuring agree-
ments, plus a number of others applicable only to
particular insuring agreements. The following 10
exclusions apply to all coverages under the com-
mercial crime forms.

Exclusion a, Theft by an Insured, Partner, or
Member, excludes loss caused by dishonest acts of
the insured, a partner, or member of an LLC. Cover-
age is available by endorsement to protect innocent
partners and LLC members, but only for loss in
excess of the value of the dishonest partner’s or
member’s interest in the business and amounts
owed to that partner or member. Exclusion b, Acts
of Employees Learned of by You Prior to the Policy
Period, was new in the 2006 form. It eliminates cov-
erage for employee theft prior to the inception of the
policy if the insured or a partner, manager, officer,

26 Scheduled employee dishonesty coverage is available by
endorsement, using the employee-theft name or position sched-
ule endorsement, CR 04 08. When this endorsement is attached
to the form, the limit of insurance for employee theft applies
per employee for each identified employee involved in causing
the loss whose name or position is shown in the endorsement
schedule.

or director not colluding with the employee learned
of the theft prior to the policy period.27

Exclusion c, Acts of Employees, Managers,
Directors, Trustees, or Representatives, divides the
policy coverage into employee and nonemployee
components.

Exclusion d, Confidential Information, eliminates
coverage for loss from unauthorized use or disclo-
sure of confidential information.

Exclusion f, Indirect Loss, precludes coverage for
indirect loss such as the income loss that may result
from loss by theft, liability for damages (other than
compensatory damages), or expenses incurred in
establishing the existence or the amount of loss.

Exclusion g, Legal Expense, eliminates coverage
for expenses related to any legal action, except
when covered under the forgery or alteration insur-
ing agreement.

Exclusions e, h, i, and j, Governmental Action,
Nuclear Hazard, Pollution, and War, are the nearly
universal exclusions of seizure or destruction
of property by order of governmental authority,
nuclear hazards, pollution, and war. The war exclu-
sion eliminates coverage for war and for government
action to defend against an attack.

In addition to the 10 exclusions applicable to all
coverages, three exclusions apply to the employee
theft coverage.

The Inventory Shortage Exclusion precludes cov-
erage for claims based solely on inventory compu-
tation or profit and loss figures. Inventory shortages
can arise from employee or nonemployee theft, and
without some evidence that indicates what caused
the loss, there is no coverage. If the insured can
establish through evidence other than inventory
records that the loss was caused by employee theft,
inventory records can be used to support the loss
amount. The final two exclusions eliminate cov-
erage for loss resulting directly or indirectly from
trading and losses resulting from fraudulent activ-
ities related to warehouse receipts. The employee
theft insuring agreement is subject to a policy condi-
tion, Termination As to Any Employee. This condition

27 Prior to the 2006 form, the employee theft insuring agreement
was subject to a specific exclusion that eliminated coverage for
loss caused by an employee of the insured for whom similar
insurance was canceled and not reinstated. The prior exclusion
has been replaced by the Acts of Employees Learned of by You
Prior to the Policy Period.
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states that coverage is canceled with respect to an
individual employee immediately on discovery by
the insured or a partner, officer, director, or trustee
of the insured (or if the insured is an LLC, a mem-
ber or manager) of any dishonest act committed
by that employee. This provision, sometimes called
the prior dishonesty clause, applies to employee theft
and to any other instance of employee dishonesty,
including acts committed before the employee was
hired.

Employee Benefit Plan Provisions The Employee
Retirement Income Security Act of 1974 (ERISA)
requires that those handling funds of an employee
welfare or benefit plan subject to its provisions
be bonded. The required amount of insurance is
10 percent of the funds handled, subject to a $1000
minimum and a $500,000 maximum. These ERISA
requirements can be satisfied by including the
employee benefit plans as named insureds under
the crime policy. When an employee benefit plan
is so named, the 60-day extended reporting period
of the discovery forms is extended to one year (as
required by ERISA) with respect to employee bene-
fit plans insured under the employee theft insuring
agreement.

Nonemployee Crime Coverages

Policies designed to cover against loss of money
or other property through dishonest acts of per-
sons other than employees are classified accord-
ing to peril. Policies exist to protect against burglary,
robbery, theft, forgery, and so on. Only the criminal
activity indicated is covered, and coverage exists
only when the loss meets the definition of the partic-
ular crime covered. For example, burglary consists
of stealing property when the premises are closed
for business and requires forcible entry into the
premises. Insurance policies covering loss by bur-
glary typically require visible evidence of forcible
entry into the premises or forcible exit. Robbery, on
the other hand, consists of taking property by vio-
lence or threat of violence. Theft is much broader in
meaning than is burglary or robbery and includes an
illegal taking of property, thus embracing burglary
and robbery. All nonemployee crime forms exclude
employee fidelity losses.

A.2. Forgery or Alteration Insuring Agreement

The forgery or alteration insuring agreement pro-
tects an insured against loss due to the forgery or

alteration of checks, bank drafts, promissory notes,
and similar documents drawn on the insured’s bank
account. The forgery coverage conditions provide
that mechanically reproduced signatures are con-
sidered the same as handwritten signatures. Also,
the coverage territory for this coverage is world-
wide. The only exclusions applicable to the forgery
coverage are the ten exclusions applicable to all
coverages.

Coverage also applies to legal expenses incurred
in defending a suit that results from the insured’s
refusal to pay a covered instrument believed to be
forged or altered. Amounts paid under this exten-
sion are in addition to the forgery or alteration limit
of insurance. The insured must have the insurer’s
written consent to defend against the suit.

A.3. Inside the Premises Theft of Money and

Securities Most commercial property insurance
forms exclude loss of money and securities. For
organizations with substantial amounts of money
and securities, the solution is to purchase cover-
age under a commercial crime form. Despite its
title, this insuring agreement covers theft and the
disappearance or destruction of money and secu-
rities. In effect, it provides open-peril coverage on
money and securities. Coverage applies only on
the insured’s premises, and the 2006 forms spec-
ify the theft must be committed by a person inside
the premises or a bank, thus eliminating coverage
for theft by remote computer. Coverage for the off-
premises money and securities exposure is available
under insuring agreement A.5.

Coverage also applies for damage to the build-
ing’s exterior during the actual or attempted theft
if the insured is the owner or is legally liable for
the damage. Damage to locked safes, vaults, cash
registers, cash boxes and cash drawers inside the
premises that are damaged during a theft or a theft
attempt are similarly covered.

Exclusions In addition to the ten general exclu-
sions applicable to all coverages under the crime
policy, insuring agreement A.3. is subject to eight
additional exclusions that apply to insuring agree-
ments A.4. and A.5.

The Accounting or Arithmetical Errors or Omis-
sions exclusion eliminates coverage for mistakes in
bookkeeping, such as underbilling an account.

The Exchanges or Purchases exclusion excludes
losses such as a salesperson’s undercharging on a
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purchase, error in making change, or giving of an
unwarranted refund.

Two exclusions (Fire and Motor Vehicles and Their
Accessories) exclude damage to property other than
money and securities caused in the commission of
a theft. Burglars often torch premises they have bur-
glarized; such loss, even though caused by theft, is
covered under the firm’s property (fire) coverage.
Similarly, the exclusion of damage to vehicles con-
templates damage that would be covered under the
vehicle’s physical damage coverage.

The Money-Operated Devices exclusion provides
that loss of property from a money-operated device
is covered only when a continuous recording instru-
ment in the device keeps a record of the amount of
money deposited.

The Transfer or Surrender of Property exclusion
eliminates coverage for loss of money and securities
as a result of their transfer or surrender to a person
or place outside the insured’s premises (or bank)
based on unauthorized instructions or because of a
threat of bodily harm or property damage, including
threats to the insured’s computer system or prod-
ucts. This exclusion is aimed primarily at losses
resulting from computer fraud and extortion, both
of which can be covered under other insuring
agreements.

A Vandalism exclusion excludes loss by vandal-
ism to the interior or exterior of the insured premises
or to a safe, vault, cash register, cash drawer, or other
property. The vandalism exclusion does not apply to
covered money and securities.

Finally, the Voluntary Parting of Title to or Posse-
ssion of Property exclusion eliminates coverage in
situations in which the insured has willingly entered
into a business transaction that turns out to be
fraudulent. Such losses have traditionally been
regarded as avoidable by the victim and, therefore,
uninsurable.

A.4. Inside the Premises—Robbery or Safe Bur-

glary of Other Property This insuring agreement
covers loss to property other than money and secu-
rities from actual or attempted robbery of a custo-
dian inside the premises and actual or attempted
safe burglary. Coverage applies to resulting damage
to the premises or the exterior of the premises and
resulting loss of or damage to a locked safe or vault
inside the premises.

“Robbery” is defined as the taking of property
from the care and custody of a person by one who

has caused or threatened bodily harm to that person
or committed an obviously unlawful act witnessed
by that person.

“Safe burglary” means the taking of covered prop-
erty from within a locked safe or vault inside the
premises (as evidenced by marks of forcible entry
on the safe or vault) or the removal of the safe or
vault from inside the premises.

Exclusions Coverage under the Inside the
Premises—Robbery or Safe Burglary of Other
Property insuring agreement is subject to the
10 exclusions applicable to all coverages and
the 8 exclusions discussed under the Theft of
Money and Securities—Inside the Premises insuring
agreement.

A.5. Outside the Premises Insuring Agreement

This insuring agreement provides similar coverage
away from the premises as agreement A.3 provides
coverage for on-premises theft, disappearance, or
destruction of money and securities. Coverage
applies while the insured property is outside the
premises in the custody of a messenger or an
armored motor vehicle company. The coverage is
subject to the same exclusions discussed earlier in
connection with the Inside the Premises—Theft of
Money and Securities insuring agreement.

A.6. Computer Fraud This insuring agreement
covers the loss of money, securities, and other prop-
erty caused by the use of a computer to fraud-
ulently transfer covered property from inside the
insured’s premises or a banking premises to a per-
son or place outside those premises. A fraudulent
transfer of money from the insured’s bank account
to a thief’s bank account is an example of com-
puter fraud. Other kinds of computer-related loss,
such as computer vandalism, are not covered. The
computer fraud coverage is subject to 3 exclusions
in addition to the 10 general exclusions. Loss result-
ing from the use of credit, debit, or similar cards
is excluded, as is loss due to funds transfer fraud.
Finally, the form excludes loss for which proof of its
existence or amount is dependent on inventory of
profit and loss computations.

A.7. Funds Transfer Fraud This new insuring
agreement in the 2006 form provides coverage that
was previously available by endorsement. It covers
loss from a fraudulent instruction to the insured’s
bank to transfer funds from its account. In addition
to the 10 general exclusions, insurance agreement
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A.7 excludes computer fraud, which is covered
under insuring agreement A.6.

A.8. Money Orders and Counterfeit Paper

Currency The insuring agreement provides cov-
erage for loss caused by acceptance of counterfeit
paper currency and money orders issued by a post
office, express company, or bank that are not paid
on presentation. The term “counterfeit” is defined
in the definitions section to mean “an imitation of
money that is intended to deceive and to be taken
as genuine.” Although any nation’s currency is cov-
ered, territory is not worldwide; only the United
States, its territories, Puerto Rico, and Canada are
included. Coverage under this insuring agreement
is subject only to the 7 general crime exclusions.

PACKAGE POLICIES FOR
BUSINESS FIRMS

Although the package policy began with the home-
owners contract, the concept was soon applied
to the field of commercial insurance. Eventually,
two standard bureau package programs designed
for businesses and institutions evolved: the Special
Multi-Peril (SMP) Program and the Businessowners
Policy (BOP). In addition to these programs, many
insurers developed their own commercial packages
although the independently filed packages usually
paralleled the bureau forms. With the introduction
of the new portfolio program, the ISO’s SMP pro-
gram was replaced by a new Commercial Package
Policy.

Commercial Package Policy

One of the progressive features of the portfolio
program is the use of the same standardized forms
for monoline policies and for a multiline package
policy called a Commercial Package Policy (CPP).
The contents of a monoline policy differ from that
of a package policy only in the number of cover-
age parts included. Because the CPP uses the same
forms as the monoline coverages, the coverage is
identical with the separate monoline forms.

Like the SMP before it, the CPP is a multiline
policy in the truest sense of the term, and it pro-
vides property and liability insurance in a single
contract. In fact, the new program goes further in
this respect than did the SMP. Commercial auto

insurance, which was excluded from the SMP, may
be included as a part of a package policy.

Package Modification Factor One of the princi-
pal features of package policies has been a discount
for the packaging. The CPP follows this principle,
providing a package modification factor, which in
effect discounts the premiums for individual cover-
ages when they are combined in a qualified pack-
age. This discount is allowed only if the policy con-
tains property and liability coverage applicable to
the same premises. Usually, this will consist of cover-
age on the insured’s building and/or contents under
the Building and Personal Property Coverage Form,
together with general liability coverage for the
insured’s premises and operations. Package dis-
counts are unavailable for some properties or
coverages.

Businessowners Policy

The Businessowners Policy (BOP) is a package
policy approach to insurance for business firms
similar to the CPP but designed for smaller firms.
The program was introduced in 1976 and extensively
revised in 1987, 1997, and again in 2006. The policy
generally resembles the format of the simplified
portfolio program, but the BOP is not part of the CPP;
it is an independent policy. Like the Homeowners
Policy, the BOP provides property and liability cov-
erage in a single policy. The program was originally
available for small and medium apartments, offices,
mercantiles, and processing firms. Over the years,
eligibility has been extended to include contrac-
tors, certain restaurants, convenience stores (only
if gasoline sales are less than 75 percent of gross
sales), and motels not exceeding three floors.

Property Coverage Under the prior 1997 BOP,
the policy was created by combining a general
conditions form, a businessowners liability cover-
age form, and either a standard or a special prop-
erty coverage form. The standard property coverage
form provided named-peril coverage, and the spe-
cial form provided open-peril coverage. The 2006
program consists of a single form, BP 00 03, which
combines the provisions previously contained in
the general conditions form, businessowners liabil-
ity coverage form, and special property coverage
form. Thus, property coverage is on an open-peril
basis although the policy can be endorsed to pro-
vide named-peril coverage.
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Although the businessowners forms are similar
in most respects to the simplified portfolio property
forms, they differ in the following 11 ways:

1. Similar to the replacement cost coverage on
dwellings in the Homeowners Policy, coverage
on buildings and contents is for replacement
cost if the insured limits are at least equal to
80 percent of the property replacement cost
before the loss. If the limits are less than
80 percent, the policy pays the greater of the
actual cash value or a proportion of the replace-
ment cost (with the proportion equaling the
limits divided by 80 percent of the property’s
replacement cost). The policy specifies certain
classes of personal property covered on an
actual cash value basis.

2. If contents coverage equals 100 percent of
the average monthly values for the preceding
12 months, an automatic 25 percent increase in
contents coverage is provided to offset seasonal
variations in stock value.

3. Business income and extra expense coverage
are automatically included. There are no limits
of liability and no coinsurance clause, and the
insured may collect for reduced earnings up to
12 months.

4. The BOP provides $10,000 coverage on
accounts receivable on premises and $5000 off
premises.

5. The BOP provides $10,000 coverage on valuable
papers on premises and $5000 off premises.

6. Increased cost of construction due to ordi-
nance or law is covered up to $10,000.

7. Money orders and counterfeit paper currency
are covered for $1000.

8. There is $2500 coverage for forgery and
alteration.

9. The BOP provides $10,000 for the cost to re-
pair or replace electronic data destroyed or cor-
rupted by a Covered Cause of Loss, including a
computer virus.

10. The BOP extends business income or extra
expense coverage to loss caused by an inter-
ruption of computer operations from a Cov-
ered Cause of Loss, including a computer virus,
limited to $10,000.

11. Loss from fungi, wet or dry rot, or bacteria is cov-
ered up to $15,000, including business income
and extra expense.

Optional coverages include contingent business
income coverage, employee dishonesty, and mecha-
nical breakdown. Other options include higher
limits on accounts receivable and valuable papers,
increased limit on forgery crime coverage, coverage
for loss caused by utility services equipment failure,
and increased limits for electronic data and inter-
ruption of computer operations.

Liability Coverage In general, the liability cov-
erage of the Businessowners Policy is similar to
the simplified CGL occurrence form (discussed in
Chapter 32). Coverage is provided for premises and
operations, advertising and personal injury liability,
fire legal liability, and medical payments. There are
separate limits for medical expenses, fire legal liabil-
ity, and liability and medical expenses combined.
There are two aggregate limits. The products and
completed operations aggregate is two times the
liability and medical expense limit, and the general
aggregate is also two times the liability and medical
expense limit.

SUMMARY

Although our discussion of the commercial prop-
erty and liability coverages in this chapter has been
brief, it should serve to illustrate the general nature
of the property coverages available to the business
firm for the protection of its assets. In addition to
the forms discussed, other, more specialized forms
have been developed to fit specific needs.

IMPORTANT CONCEPTS TO REMEMBER

portfolio program
commercial property coverage
Building and Personal Property

Coverage Form

coinsurance
Causes of Loss—Basic Form
Causes of Loss—Broad Form
Causes of Loss—Special Form

Earthquake and Volcanic
Eruption Form

blanket insurance
reporting forms
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full-value reporting clause
Agreed Value coverage
Ordinance or Law coverage
Condominium Association

Coverage Form
Condominium Commercial

Unit-Owner’s Coverage Form
business interruption insurance
business income
Business Income Coverage (And

Extra Expense) Form
Business Income Coverage

(Without Extra Expense) Form
Resumption of Operations

provision
contingent business interruption
contributing property
manufacturing property
recipient property
leader property

Builder’s Risk Coverage Form
leasehold interest coverage
demolition cost coverage
Equipment Breakdown

Protection Coverage Form
ocean marine
hull coverage
cargo coverage
freight coverage
protection and indemnity
perils of the seas
particular average
general average
warehouse-to-warehouse clause
inland marine
perils of transportation
equipment floaters
processing and storage floaters
consignment and sales floaters
dealer’s forms

accounts receivable insurance
valuable papers insurance
controlled forms
uncontrolled forms
difference-in-conditions

insurance
National Flood Insurance

Program
burglary
robbery
Employee Theft Coverage
discovery period
Robbery and Safe Burglary

Coverage
Theft of Money and Securities

Coverage
Commercial Package Policy

(CPP)
Businessowners Policy (BOP)

QUESTIONS FOR REVIEW

1. List and briefly describe the extensions of coverage
under the Buildings and Personal Property Coverage Form
used to insure commercial buildings.

2. The Widget Manufacturing Company insures its plant
against loss by fire for $900,000, under a policy with an 80
percent coinsurance clause. At the time that a $600,000
loss takes place, it is determined the building is worth
$1,250,000. How much will the insurer pay? How much
would be paid in the event of a total loss?

3. Briefly describe the provisions of a reporting form
that apply in the event the insured (a) is late in filing a
report or (b) underreports the values on hand.

4. Give two specific examples in which contingent busi-
ness interruption insurance would be needed.

5. List and briefly distinguish among the four coverages
written as a part of an ocean marine policy.

6. Identify and briefly describe the six broad classes into
which inland marine coverages may be divided.

7. Distinguish between a general average loss and a par-
ticular average loss in ocean marine insurance. What is a
free of particular average clause?

8. The Widget Manufacturing Company purchased an
Employee Dishonesty Coverage Form (Portfolio Crime
Form A) with a $10,000 penalty on June 1, 2005, and can-
celed the bond on June 1, 2007. Which of the following
losses would be covered and to what extent?

a. Employee A embezzled $5000 in 2004 and $5000
in 2006, the total $10,000 loss being discovered in
January 2007.

b. Employee B embezzled $15,000 in 2006, but the loss
was not discovered until January 2007.

c. Employees C and D embezzled $7500 each in a
collusive loss during 1996, but the loss was not dis-
covered until May 2007.

9. Briefly distinguish between burglary and robbery.

10. Briefly describe the four coverages of the Equipment
Breakdown Protection Coverage Form. What consequen-
tial loss coverages are available by endorsement?

QUESTIONS FOR DISCUSSION

1. Insurance to value is of paramount importance in
the operation of the insurance mechanism. Describe the
technique used to induce the insured to carry insurance-
to-value in each of the following fields of coverage: (a) fire
insurance, (b) fire insurance reporting forms, (c) business

interruption insurance, (d) extra expense insurance,
(e) boiler and machinery insurance.

2. With respect to each coverage type discussed in this
chapter, indicate whether the coverage would probably
be considered “essential,” “important,” or “optional” in
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programming insurance for the largest bookstore on or
near your campus.

3. What elements of the employee dishonesty exposure
make it difficult to estimate the size of the loss that can
occur? In what way does the fidelity exposure differ from
other property exposures?

4. Why might a business firm that purchases fire and
extended coverage on its buildings and personal prop-
erty need to purchase inland marine insurance?

5. The Businessowners Policy (BOP) is a standard pack-
age approach to insuring small businesses. Briefly de-
scribe the general nature of the BOPprogram, and identify
the coverages that are included on a mandatory basis. if
you were asked to develop improvements to the BOP, what
additional coverages would you include?
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Fire, Casualty, and Surety Bulletins, Commercial Lines Volume. Erlanger, Ky.: National Underwriter Company. Available
electronically at: http://cms.nationalunderwriter.com/.

Jorgensen, James R. Business Income Insurance—How It Works, 3rd ed. Boston, Ma.: The John Liner Organization, 1991.

Commercial Property Program – Direct Damage Coverage – Building and Personal Property, Rough Notes Company, Inc.
2007.

Commercial Property Program – Time Element Coverages – Business Income, Extra Expense, and Leasehold Interests.
Rough Notes Company, Inc. 2007.
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■

CHAPTER 32

COMMERCIAL LIABILITY
INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify and differentiate among the three broad categories into which liability insurance for
business firms may be divided

• Identify the coverage elements in a Workers Compensation and Employers Liability Policy and
explain the exposure that each is designed to cover

• Identify and explain the general liability exposures facing a business

• Identify the major coverages of a Commercial General Liability Policy

• Explain the purpose and intent of each of the exclusions in a Commercial General Liability
Policy

• Explain the difference between an occurrence general liability policy and a claims-made
liability form

• Describe the coverages offered in ISO’s Information Security Protection Policy

• Identify and differentiate among the four types of commercial automobile insurance
policies

• Identify and differentiate among the three broad classes of automobiles that may be insured
under a Business Auto Policy

• Explain the liability of a common carrier and explain how this exposure is generally
insured

• Identify and differentiate among the types of bailment and explain the liability associated with
each class

• Explain how bailee liability coverages differ from other forms of liability insurance

• Describe the characteristics of commercial excess liability policies and commercial umbrella
liability policies

582
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The liability exposures arising from business opera-
tions are numerous and varied, and for the business
firm as for the individual, there is almost no calcul-
able limit to the losses that can arise from legal
liability. The sources from which liability can result
multiply with the business’ complexity, and as a
result, the field of commercial liability is more com-
plicated than the field of liability coverages for the
individual.

As noted earlier, liability coverages can be divided
into three classes: employers liability and workers
compensation, automobile liability, and general
liability. In addition to these three standard classes
of liability insurance, we will discuss bailee liability
coverages and liability insurance for common
carriers.1

EMPLOYERS LIABILITY AND
WORKERS COMPENSATION

Earlier, we focused on the social insurance role of
the workers compensation laws, viewing them pri-
marily as a technique for providing income to wage
earners in the event of occupational disability. Here
we consider the other side of the coin: the obli-
gations that these laws impose on the employer.
All states require the employer to insure the work-
ers compensation exposure or to qualify as a self-
insurer. Usually, only the largest firms self-insure, and
even in those instances, some form of catastrophic
coverage is normally purchased.

In addition to the liability imposed on the
employer under the workers compensation laws, in-
jury to employees may be a source of liability in
still another way: a suit at common law. Although
the workers compensation system was intended as
an exclusive remedy for injured workers, several
situations exist in which an employer may be sued
for injury to an employee. Some form of coverage is
needed to defend the employer in the event of such
suits and to pay any resulting judgments. Protection
for employers liability is provided as a part of the
standard workers compensation policy.

1 Bailee liability coverages and the liability coverages for com-
mon carriers are classed as inland marine insurance and are
traditionally treated with the floater policies discussed in the
preceding chapter. The authors feel they are more appropriately
treated in this chapter with other liability coverages.

Workers Compensation Policy

The Workers Compensation and Employers Liabil-
ity Policy is written in simplified language and
includes two standard coverages, Workers Com-
pensation and Employers Liability. An optional
coverage, Other States Insurance, may also be
purchased.

Part One: Workers Compensation Insurance

The workers compensation insuring agreement
obligates the insurer to pay the benefits required
under the workers compensation law of the state or
states listed in the declarations. The commitment is
broad. There are no exclusions under the workers
compensation coverage, and there is no maximum
limit on the insurer’s liability.2

In a legal sense, the workers compensation sec-
tion of the policy is not simply an agreement to
pay the insured’s benefits; it goes beyond merely
indemnifying the insured and makes the insurer
directly and primarily liable to employees who are
entitled to benefits even though such employees are
not named in the policy. A special statutory provi-
sion in the policy incorporates the provisions of the
workers compensation law of the designated state
into the contract as if it had been fully written out in
the policy. The insurer’s obligation to employees is
not affected by any default of the insured under the
policy or the failure of the insured to comply with
the policy provisions. In other words, as respects
the insurer’s obligation to employees for benefits
under the law or laws listed in the declarations, it
is never a defense to a claim that the policy is not
written broadly enough to cover the loss or that the
insured violated a policy provision. The only matter
to be determined is whether the employer is liable
to the employee under the law. When a claim
is proved, the insurer makes direct payment to
the worker or dependents. The insurer may seek
recovery from the employer for amounts that would

2 For example, there is no exclusion for war. Workers compensa-
tion policies pay benefits required under the state workers com-
pensation laws (i.e., those that arise out of and during the course
of employment) even if they are related to war. Similarly, follow-
ing the terrorist attacks on September 11, 2001, many insurers
introduced terrorism exclusions in commercial lines policies.
It was impossible, however, to exclude these losses in workers
compensation insurance policies. The federal terrorism risk in-
surance program, which was discussed in Chapter 5, reinsures
workers compensation insurers for war and terrorism losses.
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not have been paid except for the unique posi-
tion of the employee as a direct beneficiary under
the policy. Although the insurer’s liability to the
employee is governed by the workers compensa-
tion law, the insurer’s obligation to the employer is
governed by the policy terms.

Part Two: Employers Liability Insurance The
Employers Liability insurance provides protection
for common lawsuits by employees who suffer
bodily injury. The coverage is subject to a per-
accident limit and a separate per-employee occu-
pational disease limit. In addition, there is a policy
aggregate for occupational disease.

Originally, Employers Liability coverage was
included in the Workers Compensation Policy pri-
marily as a defense coverage. Because workers com-
pensation was intended as an exclusive remedy,
suits by employees were once considered unlikely.
Moreover, if an injured employee brought suit, the
legal principles generally favored the employer.
Nevertheless, it was argued, the cost of defending
the suits could be expensive, and the Employers
Liability coverage provided such defense.

Over the years, the exclusive-remedy theory of
workers compensation has been eroded. As a
result, Employers Liability coverage can no longer
be considered merely a defense coverage; instead,
it is an increasingly important component of the
liability insurance program.

Attacks on the exclusive-remedy theory of
employer protection have come in several forms.
Some states permit the spouse of an injured worker
to bring action against the employer for his or her
loss (as opposed to the loss suffered by the injured
worker). Another approach is the so-called third-
party over suit. Third-party over suits arise when an
employee is injured in the course of employment
by a negligent third party and, in addition to collec-
ting workers compensation benefits, brings suit
against that party. The third party, when found liable
to the employee, then seeks to pass a part of the
liability on to the employer, usually arguing that
the employer’s negligence was partly responsible
for the injury.3

3 The landmark case in this area is Dole v. Dow Chemical Com-
pany, 331 N.Y. Supp. 2d 382 N.E.2d 288 (1972). Here the court
ruled the employer was liable to a manufacturer who had been
held liable to an injured employee.

Another doctrine under which employees have
been permitted to recover from their employer
in a tort action is dual capacity. The dual capac-
ity doctrine permits the employee to bring action
against the employer if the employer was acting in a
different capacity at the time of the injury. A classic
illustration of this doctrine arose when a worker
employed by a hospital received medical treatment
at the hospital following a work-related injury. The
court held the employee had two relationships with
the hospital: that of employee and that of patient.
Although the employee was barred from bringing
suit as an employee, he could sue as a patient.4 The
doctrine has been applied to incidents in which the
worker was injured by a product manufactured by
the employer when the injury occurred in the course
of employment.5

The insuring agreement of the Employers Liabilty
section of the policy makes specific reference to
these types of suits, stating coverage is provided for
damages under the doctrine of dual capacity, third-
party over suits, and for loss of care and consequen-
tial bodily injury to relatives of the injured employee.

The Employers Liability coverage is subject to
several important exclusions. These include puni-
tive or exemplary damages because of injury to
persons employed in violation of the law, bodily
injury caused or aggravated intentionally by the
insured, and damages arising out of discharge,
coercion, or discrimination against an employee in
violation of the law. Liability assumed under con-
tract is excluded, as is bodily injury to an indi-
vidual employed illegally with the knowledge of
the insured. Fines or penalties imposed for vio-
lating federal or state law are excluded. Bodily
injuries occurring outside the United States, its
territories or possessions, or Canada are excluded,
except to a citizen or resident of the United States
or Canada who is temporarily outside these areas.
Finally, there is an exclusion of any obligation under

4 Tatrai v. Presbyterian University Hospital, 439 A. 2d 1162 (1982).
5 In an Ohio case, a truck driver was injured when his tire blew
out and he brought a tort action against the employer, who was
the manufacturer of the tire. See Mercer v. Uniroyal, 49 Ohio 279
(1977). In a well-known California case, an employee who was
injured on a scaffold manufactured by his employer, successfully
brought suit against his employer in its capacity as the scaffold
manufacturer. Douglas v. E. and J. Gallo Winery, 69 Cal. App. 3d
103 (1977). See also Bell v. Industrial Van Gas, 110 Cal. App. 3d
463 (1980).
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a workers compensation, occupational disease,
unemployment compensation or disability benefits
law, or any similar law. The exclusion of workers
compensation and occupational diseases clarifies
that coverages under Part One and Part Two are
separate and distinct.

Part Three: Other States Insurance Other
States Insurance provides coverage for liability
under the workers compensation laws of states in
which the employer does not expect to have em-
ployees, but where a workers compensation obliga-
tion could conceivably be incurred.6

Initially, the employer should list all states in which
the firm has employees. The Other States Insurance
may be used to further broaden the policy to provide
workers compensation benefits in any state listed in
the declarations for other states coverage if the em-
ployer becomes liable under the law of such state.
Rather than listing other states individually, it is com-
mon to use a blanket designation, stipulating that
coverage applies to “all states except . . .” The states
excepted are those with monopolistic state funds
(North Dakota, Ohio, Washington, and Wyoming)
and the state or states designated for Part One cov-
erage. Some insurers exclude those states in which
they are not licensed to write insurance.

U.S. Longshoremen’s and Harbor Workers’

Compensation Act Persons (other than sailors)
who are engaged in maritime employment on
navigable waters are covered under a federal
workers compensation statute, the U.S. Longshore
and Harbor Workers’ Compensation Act (LHWCA).
Although this is a complex area of law, in general, a
worker is covered under the LHWCA only if he or she
meets a situs and a status test. The injury must occur
on the navigable waters of the United States or on an

6 Most workers compensation laws are extraterritorial, which
means the provisions of the law apply to injuries to employees
while in the state and while traveling outside its boundaries. In
addition, some laws have further extraterritorial effect in that they
impose liability on an employer who is located in another state
if an employee is injured in a state where he or she is working.
For example, the employee of an Iowa firm, who is injured while
working in Illinois, may bring action for workers’ compensation
benefits under the Iowa law. In addition, however, the injured
worker may decide to bring action under the law of the state
where he or she was injured, particularly if the benefits of that
state are higher. The worker in our example may elect benefits
under the Iowa law or the Illinois law, and the employer will be
obligated to make payment in either case.

adjoining wharf, pier, dock, or similar facility used
in loading, unloading, building or repairing vessels.
In addition, the individual must have been engaged
in maritime employment when injured. Because the
LHWCA is a federal statute, it does not fall within the
scope of the workers compensation insuring agree-
ment. When coverage is required for the LHWCA, it
may be added to the policy by endorsement.

Voluntary Compensation Insurance Voluntary
compensation insurance is an optional coverage
that may be added to the policy by endorse-
ment, using the Standard Voluntary Compensation
and Employers Liability Coverage Endorsement. This
endorsement is used when an employer wishes to
provide workers compensation benefits to emplo-
yees even though the law does not require benefits
payment. The insured selects a state law (usually
the state of employment), and in the event of
injury to a member of the employee class for whom
voluntary compensation is provided, the policy will
provide benefits as if the employee were subject to
the law.

GENERAL LIABILITY INSURANCE

Before examining the various general liability con-
tracts that protect the firm against the peril of legal
liability, it may be helpful to examine the major
risks for which these contracts are designed. In gen-
eral, these liability forms provide protection against
nonautomobile liability that involves injuries to per-
sons other than employees of the insured.

General Liability Exposures

Because business firms vary in their activities, their
liability exposures vary, but every business firm is
subject to one or a combination of the following
liability exposures.

Ownership and Maintenance of Premises The
basic exposure of the individual in owning property
threatens the business firm. The owner or tenant of a
building may be held liable for damages if a member
of the public is injured or if property of others is
damaged because of a condition in or arising out
of the premises. There is almost no end to the list of
possible defects that may cause injury; the student’s
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imagination will provide an adequate substitute for
a listing of such defects.

Conduct of Business Operations Besides the
liability exposure from premises occupied, the firm
may be liable if a member of the public or property
of others is injured on or away from the premises by
an activity of the owner or an employee. For exam-
ple, employees of a contractor may injure someone
at some place other than the firm’s premises. The
liability arising out of the ownership and mainte-
nance of the premises and the conduct of business
operations on and away from the premises is cov-
ered under the general liability coverage entitled
Premises and Operations coverage.

Products The legal liability exposure of a seller
does not end when the product is sold and deliv-
ered to the customer. The manufacturer or distrib-
utor of a faulty product that injures someone or
damages property may be held legally liable, and
such liability may be established on one of three
bases: negligence, breach of warranty, and strict
liability.

If a product is negligently made or improperly
designed or if proper warning is not given to the
consumer about its dangerous qualities, the man-
ufacturer may be judged negligent and can be
held responsible for the resulting injury or damage.
Liability can arise under the doctrine of breach of
warranty. When a product is sold, there is an implied
warranty that it is fit for the purpose intended. If
it should prove defective and injurious in use or
consumption, the warranty is breached and liability
can result. Breach of warranty is a type of con-
tractual liability.7 Finally, product liability can arise
under the strict liability doctrine. Under the doc-
trine of strict liability, a “seller engaged in the busi-
ness of selling such products” may be held liable
if a defective product is sold and causes injury to
the consumer even in the absence of a warranty of
suitability.8

7 Under common law, the product seller or distributor could be
liable for breach of warranty only to those with whom he or she
was in privity of contract (i.e., with whom the seller had a direct
contractual relationship). However, most courts have abandoned
the requirement of privity of contract and permit suits based on
breach of warranty to be brought against the manufacturer and
the retailer and permit persons other than the direct purchaser
to bring action based on the breach of warranty doctrine.
8 Restatement, Second Torts, Section 401-A.

Product liability losses mushroomed during the
1970s, as the number of losses and the size of the
awards mounted. In 1971, the average product lia-
bility award was $195,020. By 1986, it had increased
to $1,161,522.9 In many cases, manufacturers were
held liable for injuries caused by machines man-
ufactured 10, 20, or 30 years prior to the time of
the injury. Faced with an increasing number of
losses and escalating judgments, insurers reacted by
increasing their premiums. For most buyers, the
cost of product liability insurance skyrocketed, and
in some instances the protection was difficult or
impossible to obtain.

In the wake of this product liability crisis, many
proposals were made during the 1970s for changes
in the tort system as it relates to product liability.
These proposals suggested modification of statutes
of limitations, adoption of the rule that manufac-
turers be held responsible only to the extent of
the “state of the art” at the time the product was
originally produced, and a no-fault approach to
products liability. Many states have enacted legis-
lation that in one way or another limited the in-
jured party’s right to sue or provided a defense
for the manufacturer. Although the exact nature
of the laws differs, most include a period of re-
pose doctrine, which requires that the suit must be
brought within a certain time from the manufacture
or sale of the product, a statute of limitations, rang-
ing from 2 years to 11 years, consideration of the
state of art when the product was manufactured,
and mitigation of damages in cases involving
product misuse or alteration. In spite of the changes,
the product liability exposure remains a severe
one.

Completed Operations The completed opera-
tions exposure is similar to the products exposure
and consists of the possibility of liability arising out
of work that has been performed. Such work is, in
a sense, the firm’s product, and any damage arising
out of it may result in liability if it is defective. The
legal liability arising out of products or out of
work performed is covered under a form of insur-
ance called products and completed operations
coverage.

9 Insurance Facts, 1986–1987 (New York: Insurance Information
Institute, 1987).
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Contingent Liability An individual or a business
can sometimes be held liable because of work per-
formed by independent contractors. As a rule, the
principal does not control the actions of an inde-
pendent contractor and is, therefore, generally not
liable for the negligence of such contractor; how-
ever, there are important exceptions. In instances
where the work being performed by the indepen-
dent contractor is unlawful, the work is inherently
dangerous, or where the principal exercises any
supervision, the principal may be held liable. In
addition, the principal may be held liable because
certain duties and obligations cannot be delegated.
These conditions all create situations in which the
negligence of an independent contractor may be
imputed to the property owner who has engaged
that contractor. This means every firm that hires
contractors or subcontractors has a contingent
liability exposure. Insurance for this exposure is
called independent contractor coverage and owner’s
and contractor protective coverage. Coverage for
independent contractors is automatically included
in premises and operations coverage, but it may be
written separately.

Contractual Liability In certain instances, a busi-
ness firm (or an individual) may, by means of a
written or oral contract, become liable for the neg-
ligent acts of another. Here the legal liability for the
negligent behavior of someone else is assumed by
a contractual agreement. For example, construction
contracts often include a provision in which one
party agrees to hold the other harmless for all claims
for injuries arising out of the performance of the
work. In such cases, the indemnitor (the individual
who assumes the liability) promises to pay any judg-
ment arising out of the work that might be entered
against the other party (the indemnitee). Coverage
for liability assumed under contract is covered by
contractual liability insurance, now included as a
part of premises and operations coverage.

Miscellaneous Exposures In addition to these
major exposures, which may be covered under the
liability coverages mentioned, there may be addi-
tional exposures that result from gaps or exclusions
in the contracts. For example, most general liability
policies contain the same care, custody, or control
exclusion we saw in the Homeowners Policy. This
exclusion can be troublesome for the business firm
whose primary function involves working on the
property of others. Cyber liability insurance may be

important for some firms. In addition, other expo-
sures may result from a firm’s specialized activities.
Specialized coverages may be added to the gen-
eral liability policy by endorsements or purchased
separately.

Commercial General Liability Coverage

General liability coverage for organizations is pro-
vided under the Commercial General Liability Policy
(CGL). ISO released the most recent version of its
CGL in 2012.

The CGL is designed to insure those general
liability exposures common to most organizations:
premises and operations, products and completed
operations, liability arising out of independent con-
tractors, and contractual assumptions of liability.
There are two approaches to providing this cover-
age: an occurrence form and a claims-made form.
Most general liability policies are written on an
occurrence basis, which means they cover injuries
and damage that occur during the policy period
regardless of when a claim is made or suit is brought.
Under a claims-made form, the coverage applies to
injury or damage for which claim is made during
the policy period.

Occurrence-form liability policies have served
the market place well, almost from the inception
of liability insurance. When the injury is of an obvi-
ous nature and is recognized when it occurs, there
is no problem. However, when the injury can occur
over a period of years and may not be discovered
for many years, problems can arise. These types of
injuries are known as latent injuries. Insurers have
been required to pay losses for latent injuries under
occurrence policies long expired because the
injury or damage was not discovered until years
after it occurred.

The phenomenon of latent injury is best illus-
trated by asbestosis, an occupational lung disease
incurred by workers in a variety of industries. Per-
sons who suffer asbestosis may not discover the
injury until long after it occurs. Employees who
began working with asbestos in the 1950s did not
discover they had contracted the disease until the
1970s or 1980s. The insurers who provided the prod-
ucts liability coverage for asbestos manufacturers
in the 1950s on an occurrence basis found them-
selves paying for losses in the 1980s on policies
that had expired years earlier. The problem was
compounded by conflicting court decisions as to
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when the occurrence covered under the policy
occurs.10

ISO and its member companies believed a new
approach to liability insurance was needed to
counter the legal theories adopted by the courts
in long-term exposure cases. The solution was the
introduction of a new claims-made form for the gen-
eral liability field, under which coverage applies not
based on the time at which the injury or damage
occurs but on the time the claim is filed with the
insurer. Although some insurers argued for a com-
plete shift to claims-made coverage, in 1986, ISO
introduced two new forms, one written on the
claims-made basis and the other written on the tradi-
tional occurrence basis. When it was introduced,
there was concern that the claims-made form would
be widely used and it might replace the occurrence
form. In fact, its use has been limited. Despite the
lower cost of the claims-made form, few insureds
have chosen to purchase it. In addition, insurers
have insisted on using the claims-made form only
in those situations in which the latent injury expo-
sure is significant.

Because the occurrence form remains the most
common approach to general liability insurance,
we will concentrate on its provisions. We can then
examine the specific differences between the two
forms.

Coverage of the CGL Both versions of the CGL
policy provide coverage against two major expo-
sures: (1) premises and operations and (2) products
and completed operations. The insuring agreement
for these coverages is designated Coverage A, for
Bodily Injury and Property Damage Liability. In
addition, coverage is provided for Personal and
Advertising Injury Liability as Coverage B, and for
Medical Payments as Coverage C.

10 In what has been called the triple trigger, courts ruled that
the occurrence that “triggers” the insurer’s liability was the
initial inhalation of asbestos fibers, the continued exposure to
the hazard, or the diagnosis of the disease. This decision said all
insurers that had provided coverage from the time of inhalation
through manifestation of an asbestos-related disease are liable
for defense and indemnification costs. In some cases, the firms
had been uninsured for extended periods, and the courts sought
an interpretation that would find coverage under any (or all) of
their expired contracts. Insurance Company of North America v.
Forty-Eight Insulations, Inc., 633 F.2d 1212 (6th Cir., 1980) cert.
denied 102 S. Ct. 686 (1981); Eagle-Picher Industries, Inc. v.
Liberty Mutual Insurance Co., 523 F. Supp. 110 (D. Mass., 1981):
Keene Corporation v. Insurance Company of North America, 667
F.2d 1034 (D.C. Cir., 1981).

The CGL automatically covers new exposures.
The premium for the CGL begins with an advance
payment determined at inception. After the policy
period, an audit is performed to determine what, if
any, additional exposures have developed, and an
additional charge is made for these.

Insuring Agreements The Coverage A insuring
agreements contain the different terminology to
provide coverage on an occurrence basis or a
claims-made basis. The claims-made and the occur-
rence forms begin by saying the following:

a. We will pay those sums that the insured becomes
legally obligated to pay as damaged because of
“bodily injury” or “property damage” to which this
insurance applies. We will have the right and duty to
defend the insured against any “suit” seeking those
damages.

Both forms add that the insurance applies to
“bodily injury” and “property damage” only if the
“bodily injury” or “property damage” is caused by
an “occurrence” that takes place in the “cover-
age territory.” The occurrence form then states that
the insurance applies only if “the bodily injury or
property damage occurs during the policy period.”
The claims-made form, on the other hand, states
it applies only if “a claim for damages because of
the bodily injury or property damage is first made
against any insured . . . during the policy period or
any Extended Reporting Periods. . .”.

The insuring agreement in the occcurrence form
also contains a provision eliminating coverage for
loss or damage known to have existed at the policy’s
inception. This was introduced in the 2001 CGL
(and earlier in a mandatory 1999 endorsement) in
response to a 1995 decision by the California
Supreme Court.11

Traditionally, it was understood that the occur-
rence form covered damage that occurred during
the policy period. In its decision, the California
Supreme Court ruled that the policy covered
damage that occurred and was known to the insured
to have occurred prior to the contract’s inception.
The court reasoned that because the insured’s
legal obligation to pay third-party claims had not

11 Montrose Chemical Corporation v. Admiral Insurance Company,
California S.C., July 1995.
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yet been established, there remained a potentially
insurable risk. This judicial interpretation of cover-
age has been addressed by a provision explicitly
stating that coverage applies only if prior to the
policy period, no insured knew that bodily injury
or property damage had occurred, in whole or in
part.

Exclusions There are 17 exclusions in the 2012
CGL, designated a through q. Coverage for some
of the excluded exposures is available under
other coverage forms, such as the auto policy or
workers compensation insurance. Other exclusions
eliminate coverage for exposures that require an
additional premium, and provision is made for a
“buy-back” of the coverage. Finally, some of the
excluded exposures are considered uninsurable
by insurers. The following are the CGL form’s
exclusions.

a. Expected or Intended Injury. The policy excludes
bodily injury or property damage that is either
expected or intended by the insured. An excep-
tion to the exclusion states that it does not apply
to the use of reasonable force to protect persons
or property.

b. Contractual Assumptions. Liability assumed
under contracts is excluded, with several impor-
tant exceptions. Coverage applies to insured con-
tracts, provided the bodily injury or property
damage occurs after the contract was executed.
(Insured contracts include leases, sidetrack
agreements, easement agreements, elevator
maintenance agreements, an obligation to
indemnify a municipality required by ordinance,
and agreements and contracts pertaining to
the insured’s business under which the insured
assumes the tort liability of another.) In addition,
the exclusion does not apply to liability that the
insured would have in the absence of the con-
tract or agreement.

c. Liquor Liability. The policy excludes liability
imposed under a liquor liability statute or at
common law for causing or contributing to the
intoxication of any person or for furnishing alco-
holic beverages to a person under legal drinking
age or who is intoxicated. The exclusion applies
only to organizations in the business of manu-
facturing, selling, or distributing alcoholic beve-
rages. In the 2013 revisions, the ISO addressed
confusion about whether this exclusion applied

to BYO establishments, that is, businesses that
allow customers to bring their own liquor on-site
for consumption. The revised form adds a state-
ment that permitting a person to bring alco-
holic beverages on premises, for consumption
on premises, is not itself considered the business
of selling, services, or furnishing alcoholic bever-
ages. Insurers may still eliminate liquor liability
coverage for BYO establishments, as well anyone
serving alcoholic beverages for a charge, by en-
dorsement.

d. Workers compensation. There is an exclusion of
benefits payable under any workers compensa-
tion, disability benefits, or unemployment com-
pensation law.

e. Employers Liability. The policy excludes bodily
injury to employees of the insured arising out of
and in the course of employment. As in the work-
ers compensation exposure, losses of this type
are intended to be covered under the Workers’
compensation and Employers Liability Policy.

f. Pollution Exclusion. The pollution exclusion has
two parts. In addition to an exclusion of bodily
injury and property damage arising out of the
discharge, release or escape of pollutants, the
policy separately excludes liability for cleanup
costs. This is a broadly worded exclusion, elimi-
nating coverage for all forms of pollution, includ-
ing sudden and accidental pollution. The only
exception is with respect to the products and
completed operations hazard. As discussed later
in the chapter, the policy may be endorsed to
provide pollution coverage, and two pollution
coverage forms are available.

g. Aircraft, Autos, and Watercraft. This exclusion
eliminates liability arising out of the ownership,
maintenance, use, or entrustment to others of
aircraft, motor vehicles and watercraft owned or
operated by or rented or loaned to any insured.
Nonowned watercraft of fewer than 26 feet in
length are covered by an exception to the
exclusion. The definition of motor vehicle does
not include mobile equipment (bulldozers, farm
machinery, forklifts, and other vehicles designed
for use principally off public roads), which
means that coverage is provided for vehicles of
this type.

The definition of auto in the CGL includes any
land vehicle subject to a compulsory or finan-
cial responsibility law, an effort to further clarify
the distinction between automobiles, which are
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excluded, and mobile equipment, which is
covered.

h. Mobile Equipment. Mobile equipment is ex-
cluded while being transported by an auto
or while being used in any racing, speed, or
demolition contest, or while practicing for such
activities.

i. War Exclusion. Liability arising out of war, insur-
rection, and rebellion, and action taken by gov-
ernment authority to defend against any of these
is excluded.

j. Damage to Property. This exclusion eliminates
coverage for property damage to property owned
by, rented to, loaned to, or in the insured’s care,
custody, or control.

It also excludes damage to premises sold,
given away, or abandoned unless such premises
are the insured’s work (formerly called the alien-
ated premises). The exclusion of property in the
insured’s care, custody, and control applies only
to personal property. Finally, property damage is
excluded for the particular part of real property
on which the insured or any subcontractor is
working or the particular part of any property that
must be restored, repaired, or replaced because
work was incorrectly performed on it.12

k. Damage to the Insured’s Product. The policy
excludes property damage to the insured’s
product arising out of the product. Many people
find this exclusion confusing, but the concept is
simple. If a service station sells a defective tire to
a customer and it blows out, there is no cover-
age for the loss of the tire. If, on the other hand,
the blowout causes the customer to lose control
of the car and demolish it or other property,
everything except the tire would be covered.
The basic point is that the products coverage is
designed to cover damage caused by the product
and not damage to the product.

l. Damage to the Insured’s Work. The exclusion of
damage to the insured’s work is similar in intent to
the exclusion of damage to the insured’s product.
Although the situation is somewhat more com-
plicated, the principle remains the same. The
exclusion of damage to the insured’s work

12 The care, custody, and control exclusion of the CGL form is
long and complex. It incorporates a number of provisions previ-
ously available only by endorsement and generally broadens the
coverage in this area from that of earlier forms.

applies only under the products and completed
operations coverage, which means that it applies
only after the work is completed. In addition, an
exception to the exclusion makes it inapplicable
if the damaged work or the work out of which
the damage arises was performed on the named
insured’s behalf by a subcontractor.

m. Property Damage to Impaired Property. The policy
excludes loss arising out of impaired property
(property not injured or damaged) arising out
of a defect, deficiency, or condition in the
insured’s work or product or delay or failure by
the insured to perform a contract or agreement
in accordance with its terms. The term impaired
property distinguishes property that is diminished
in value or usefulness from damaged property. It
is property that cannot be used or is less use-
ful because of a defect in the insured’s product
or work, but the situation is correctable. If, for
example, the insured manufactures aviation
navigation equipment, defects in such equip-
ment might result in grounding of aircraft in
which it has been installed. The aircraft are
not damaged; they are impaired property. The
distinction between impaired property and
damaged property is whether the property can
be restored by removal or replacement of the
insured’s product, or by the insured’s fulfilling
the terms of the contract or agreement.

n. Product Recall. The policy excludes liability for
damage or claims arising out of the withdrawal
or repair of products that are, or are believed to
be, defective. The cost of recalling defective prod-
ucts can be considerable, and coverage for this
exposure is available from specialty insurers on
a limited basis.

o. Personal and Advertising Injury. Coverage A
excludes personal and advertising injury, which
is covered under Coverage B.

p. Electronic Data. The electronic data exclusion
eliminates coverage for damage arising out of
loss of use or damage to electronic data. The
intent to exclude electronic data is reinforced
by the policy’s definition of property damage.
Property damage is defined as “physical injury
to tangible property,” but the definition explicitly
states that electronic data are not tangible prop-
erty. In its 2013 revisions, the ISO added language
to provide that the exclusion does not apply for
damages because of bodily injury.
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q. Recording and Distribution of Material in Viola-
tion of Law A number of federal and state laws
have been enacted in recent years to address
unwanted email messages and telephone calls.
There are also laws that govern the reporting and
use of credit information and provision aimed at
preventing identity theft, including, for example a
requirement for secure disposal of consumer in-
formation. The CGL excludes coverage for bodily
injury or property damage arising out of viola-
tions or alleged violations of the any state, fed-
eral, or local law or regulation that addresses the
collecting, recording, disseminating, or disposal
of material or information.

Fire Legal Liability One of the special problems
created by the damage to property exclusion (exclu-
sion j) is the lack of coverage for damage to property
rented or loaned to, or occupied by, the insured. If
a tenant (or an employee of the tenant) negligently
sets fire to a leased or rented structure the owner
(or the owner’s insurer) may seek to recover the
amount of the loss from the tenant. Fire legal
liability coverage is covered by virtue of an excep-
tion to this exclusion. Exclusions c through n do not
apply to damage by a fire to premises rented to the
insured. The coverage applies only to real property
and is subject to a separate limit of liability stated in
the declarations.

Coverage B: Personal and Advertising Injury

Liability Personal and advertising injury liability
is covered under Section B of the CGL. The term
is defined as injury, including consequential bodily
injury, arising out of one or more of the following
offenses:

a. False arrest, detention, or imprisonment
b. Malicious prosecution
c. The wrongful eviction from, wrongful entry into,

or invasion of the right of private occupancy
of a room, dwelling, or premises that a person
occupies, committed by or on behalf of its owner,
landlord, or lessor

d. Oral or written publication, in any manner, of
material that slanders or libels a person or organi-
zation’s goods, products, or services

e. Oral or written publication, in any manner, of
material that violates a person’s right of privacy

f. The use of another’s advertising idea in your
“advertisement”

g. Infringing upon another’s copyright, trade dress,
or slogan in your “advertisement”

The coverage trigger for personal and advertis-
ing injury liability is on an occurrence basis in the
occurrence form and on a claims-made basis in the
claims-made form.

There are 16 exclusions. Coverage is excluded if
the insured knowingly violates the rights of another
or publishes material knowing it is false. Liability
assumed under contract is excluded, as is liability
arising out of breach of contract, criminal acts, or
material published prior to the policy period. The
policy excludes certain overstatements in advertise-
ments, including failure of the insured’s products
or services to conform with quality or performance
statements, and wrong descriptions of prices. There
is no coverage for insureds in the advertising, Web
design, or Internet-type business.13 New exclusions
were added in 2000, eliminating coverage for lia-
bility arising out of chatrooms or bulletin boards
the insured controls. Infringement of copyright or
other intellectual property is excluded, as is liabil-
ity for the unauthorized use of another’s name or
product in the insured’s domain name, email ad-
dress, or metatag (i.e., a part of the Internet com-
puter code that tells a browser about the subjects
found on the website), or any similar tactics to mis-
lead another’s potential customers. The policy ex-
cludes personal and advertising injury arising out
of violations of the TCPA, CAN-SPAM Act, FCRA,
FACTA and similar laws, comparable to exclusion
q that applies to Part A. Finally, the policy excludes
loss from pollution, pollution cleanup costs, and
war.

Coverage C: Medical Payments Coverage The
medical payments coverage is similar in nature and
intent to the medical payments coverage examined
in the homeowners forms. It pays reasonable med-
ical expenses incurred within one year of an acci-
dent to persons injured on the premises or because
of the insured’s operations, regardless of liability.

13 However, there is an exception to the exclusion (meaning cov-
erage is provided) for liability arising out of false arrest, malicious
prosecution, or invasion of right of privacy (i.e., parts a through
c of the definition of personal and advertising injury).
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In addition to the bodily injury excluded under
Coverage A, Coverage C excludes bodily injury
to any insured (except volunteers) arising out of
athletic activities, covered under workers compen-
sation or similar laws or included in the products
and completed operations hazard. Finally, for
tenants in residence, coverage applies only with
respect to nonoccupied areas.

Contractual Liability and Defense Costs In the
early 1990s, a controversy arose regarding coverage
for contractually assumed defense costs, such as
those arising when an insured agrees to “defend
and indemnify” another party in a contract. The dis-
agreement was whether such costs are subject to the
policy limit or, like defense costs payable on behalf
of the insured, are payable in addition to the policy
limit. Responding to the ambiguity that triggered the
dispute, ISO modified the CGL provisions relating to
contractual liability.

The CGL addresses the defense costs of indemni-
tees in two places. The contractual liability exclu-
sion contains wording to clarify that contractually
assumed defense costs (attorney fees and litigation
expenses) are considered “damages” when they are
part of an “insured contract” and are incurred in
legal proceedings against the insured’s indemnitee
for bodily injury or property damage covered by the
policy. By considering such defense costs as dam-
ages, the coverage provided under this provision is
subject to the policy limits.

Under the Supplementary Payments provision,
the insurer agrees to provide the insured’s indem-
nitee with a defense under specified and limited
circumstances. Defense costs under this provision
are not subject to the policy’s limit of insurance.
An indemnitee’s defense costs are payable under
Supplementary Payments only when a specific
assumption of the indemnitee’s defense or defense
costs has been contractually agreed to by the
insured in an insured contract. Further, the obliga-
tion to defend the indemnitee applies only when the
insured and the indemnitee are both being sued in
the same action.

There must be no apparent conflict of interest
between the insured and the indemnitee, and
the insured and the indemnitee must request the
defense and agree to the assignment of the same
counsel to defend both parties. The indemnitee
must further agree to cooperate with the insurers
in defending the suit. Finally, the indemnitee must

agree to notify any other insurer whose coverage
is available to the indemnitee and to cooperate in
“coordinating” such other coverage.

Policy Limits The CGL is written with a general
aggregate limit that caps the insurer’s obligation in
a policy year under Coverages A, B, and C, excluding
products and completed operations losses. Prod-
ucts and completed operations losses are subject
to their own aggregate limit. In addition, the policy
is written with several sublimits. Separate sublimits
apply on a per person basis to personal and advertis-
ing injury liability, per person to medical payments,
and per occurrence for medical payments and liabil-
ity combined. Both aggregates are combined single
limits, applying to bodily injury and property dam-
age losses. The fire legal liability limit operates on a
per fire basis.

Occurrence Form Compared with Claims-

Made Version The major difference between the
occurrence and claims-made versions of the CGL is
the difference in the coverage trigger, but this differ-
ence dictates other differences. The claims-made
trigger is the date when a claim is “reported and
recorded” by the insured or the company, for injury
or damage that occurred after the policy’s retroac-
tive date.

A retroactive date in a claims-made liability policy
is a coverage restriction. It limits coverage to claims
arising out of events that occur after the speci-
fied retroactive date.14 Initially, the retroactive date
will be the date on which a claims-made form first
replaces an occurrence form. Thus, if an occur-
rence policy is replaced by a claims-made policy on
June 1, 2013, the retroactive date of the claims-
made form will be June 1, 2013. This is a natu-
ral approach to eliminating coverage duplication
between a claims-made form and an occurrence
form. The retroactive date eliminates coverage for
claims arising out of occurrences before inception
since such losses will presumably be covered under
the expired occurrence policy that was replaced.
Ideally, renewals of claims-made policies should
have the same retroactive date as the policy being
renewed, which would be the same as the first

14 Although it is possible to write a claims-made form without a
retroactive date, most claims-made policies will be written with
a retroactive date. The insurer may eliminate the retroactive date
feature of the coverage by entering “none” in the policy declara-
tions entry entitled retroactive date.
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claims-made policy (and the expiration of the last
occurrence policy).

If all claims-made policies subsequent to the first
are issued with the same retroactive date as the
initial claims-made policy, coverage will be pro-
vided on an uninterrupted basis from the last occurr-
ence form up to the latest claims-made form. Losses
that occurred prior to the retroactive date (that is,
before inception of the first claims-made form) will
be covered under the occurrence forms that pre-
ceded the change to a claims-made basis. Coverage
for losses that occurred after the retroactive date will
be provided by the claims-made form in effect at the
time the claim is made.

As long as the retroactive date in claims-made
forms remains the same as the date the last occur-
rence policy expired, there is no coverage gap. If the
retroactive date in any renewal of a claims-made
policy is advanced, however, a gap in coverage is
created.15 The expired claims-made policy will not
cover claims filed after its expiration, and the new
claims-made policy will not cover claims arising out
of occurrences prior to its retroactive date (incep-
tion). Thus, a claim made during the renewal policy
arising out of an occurrence during the expired
policy would not be covered.

The traditional solution to this gap in claims-made
policies has been for the insured to purchase an
extended reporting date endorsement (commonly
called tail coverage) for the expiring policy. An
extended reporting period provision stipulates that
any claim reported within the designated extended
reporting period will be deemed to have been
reported during the policy and will be covered.

Extended Reporting Period Provisions The
revised version of the claims-made form includes
three extended reporting provisions. Two are built
into the basic policy, and together are called Basic
Extended Reporting Period Coverage. The third
provision is provided by endorsement for an addi-
tional premium and is referred to as the Supplemen-
tal Extended Reporting Period Coverage.

15 The claims-made form allows the insurer to advance the
retroactive date in a renewal under four specified conditions:
(1) when there is a substantial change in the insured’s opera-
tions that increases the hazard; (2) when the insured fails to
provide the insurer with information known or that should have
been known to the insured about the nature of the risk; (3) with
the agreement of the insured; and (4) when there is a change in
insurer.

The basic extended reporting period begins when
the policy period ends and is activated when there
is an interruption in claims-made coverage, that
is, when the policy is canceled or nonrenewed,
renewed with an advanced retroactive date, or
replaced with an occurrence policy. The basic
extended reporting period has two elements. First,
claims arising out of occurrences after the retroac-
tive date but before the policy expiration are
covered if reported during the 60-day period follow-
ing expiration. In addition, the policy covers claims
reported within five years of the policy expiration,
which arise out of occurrences reported to the
insured or the insurer during the policy period or
within 60 days following expiration.16

Claims covered under the basic extended report-
ing period provisions are subject to the policy
limits, and the limits are not increased or rein-
stated with respect to claims under these provi-
sions. In addition, the coverage applies only in the
absence of future insurance that applies to the
claims or that would apply except for the exhaus-
tion of limits.

The insured may elect, within 60 days of the policy
expiration, to purchase a Supplemental Extended
Reporting Period Endorsement for an additional
premium. The endorsement extends the reporting
period indefinitely. Unlike the provisions of the
basic extended reporting period, the coverage of the
Supplemental Extended Reporting Period Endorse-
ment applies even if the loss is covered by other
insurance. Also, when the Supplemental Extended
Reporting Period Endorsement is purchased, the
original policy limits are reinstated.17

Occurrence-First-Reported Coverage

Another alternative to occurrence coverage was
developed by Bermuda insurers in the 1980s, at

16 The five-year extended reporting period seems peculiar with-
out an explanation of its rationale. In the first version of the claims-
made form, a claim for damages had to be received during the
policy period to trigger coverage. Insurance buyers argued that
an insurer, learning of an occurrence that had not generated a
claim, might advance the retroactive date or decline to renew,
forcing the insured to purchase the optional extended reporting
period coverage for an additional premium. Responding to the
criticism, ISO added the five-year tail for claims arising out of oc-
currences reported during the policy period or within 60 days of
the end of the policy.
17 The premium for the extended reporting period is limited to
200 percent of the final annual premium of the terminated policy.
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about the same time that ISO was developing its
claims-made forms. Like its claims-made cousin,
the occurrence-first-reported trigger was developed
in response to the insurance industry’s problems
with latent injuries and mass torts. Occurrence-
first-reported coverage is often referred to as a
hybrid, with characteristics of claims-made and
occurrence-based coverage. It is primarily used in
excess liability insurance policies with high reten-
tions, often at least $50 million.

Under occurrence-first-reported coverage, cover-
age is triggered if the insured notifies the insurer
of an occurrence within the policy period. In con-
trast with claims-made coverage, a claim need not
be made, but future claims stemming from that
occurrence would be covered. This addresses one
set of concerns with claims-made policies: An
insurer might refuse to renew coverage after an
event that could trigger claims in the future, thus
leaving the policyholder uninsured for those claims.
(The extended reporting period or tail coverage
in claims-made policies is aimed at this prob-
lem.) Like claims-made policies, occurrence-first-
reported policies typically include a retroactive date
and require that the injury or damage have occurred
after the retroactive date. As in claims-made forms,
there may also be an extended reporting period.

Most occurrence-first-reported forms also contain
a provision known as integrated occurrence. Given
the large retentions in these policies, the insured can
have a number of related claims, none of which is
individually large enough to exceed the retention
but that together could be hundreds of millions of
dollars. Under the integrated occurrence feature, a
policyholder may combine claims that stem from
the same event, defect, or failure to warn. This com-
bination may include claims that have been or may
be received in the future. Combining these claims
under the integrated occurrence clause has two
important implications. First, the insured is more
likely to access the policy benefits because only one
retention applies. Second, the combined claims are
subject to only one set of coverage limits, a benefit
for the insurer.

Other Portfolio Liability Coverages

In addition to the two CGL forms, the new pro-
gram has other specialized forms of liability cover-
age. Although products and completed operations

coverage is included in the CGL, instances arise
in which the coverage must be written separately,
and separate occurrence and claimsmade forms of
the coverage are available. Owners and Contractors
Protective Liability Coverage is available under a sep-
arate coverage part to insure liability arising out of
independent contractors.18

Railroad Protective Liability Coverage is a special
form of contractual liability required for those who
perform construction or demolition work on or near
railroad property.

Miscellaneous General Liability Coverages

In addition to the CGL and those liability cover-
ages that have been noted, a number of specialized
liability coverages are designed to meet specific
exposures. Some of the more interesting of these
are discussed next.

Liquor Liability Coverage The CGL exclusion of
liability arising out of the business of manufac-
ture, sale, or serving of alcoholic beverages cre-
ates a need for specialized coverage. Many states
have special statutes, called dram shop laws, that
provide a right of action against the seller in the
event the purchaser injures a third party. The laws
vary in their detail. Some apply only when the in-
jury results from sale to a minor or intoxicated per-
son; others have no such qualification. Some laws
provide for liability only to those injured by the
intoxicated person, and others permit liability for
loss of support by dependents of the intoxicated
party or injuries sustained by the intoxicated person.
Even in those states where such laws do not exist,
similar liability may be imposed under common
law. A Dram Shop or Liquor Liability Policy provides
coverage for firms in the business of manufacturing,
selling, or distributing alcoholic beverages. Occur-
rence and claims-made forms are available. Cover-
age provisions of the claims-made version generally
parallel those of the claims-made CGL discussed.

Pollution Liability Insurance Coverage The CGL
excludes liability arising out of pollution. While an

18 Liability arising out of independent contractors is covered un-
der the CGL, but the exposure is sometimes insured under a
separate contract to isolate the insurance cost and shift it to the
independent contractor.
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endorsement is available to add pollution coverage
to the CGL, most insurers have been unwilling to
extend the policy. Most pollution liability insurance
is written on specialized forms.

Federal law requires owners and operators of cer-
tain hazardous properties, such as landfills, land
treatment facilities, and similar surface impound-
ments, to carry environmental liability coverage
for sudden and accidental and nonsudden occur-
rences, and coverage is available from only a lim-
ited number of insurers. The Environmental Pro-
tection Agency also maintains financial responsi-
bility requirements for owners and operators of
underground storage tanks. Coverage is available
from specialized insurers, many of which are state
funds.

Pension Fiduciary Liability The Employee Retire-
ment Income Security Act of 1974 (ERISA) imposed
new responsibilities on employers and fiduciaries
supervising pension plans and group life and health
insurance programs, holding them liable to benefi-
ciaries for violation of the prudent person rule in the
supervision of such a plan. Fiduciary liability insur-
ance protects against this exposure. The coverage
is sometimes written to include employee benefit
errors and omissions coverage, which protects
against liability arising from errors in advising
employees and from other types of mistakes related
to a fringe benefit program.

Directors and Officers Errors and Omissions

Insurance A special form of coverage known as
Directors and Officers Errors and Omissions insur-
ance is available to protect corporate officers and
directors from suits alleging mismanagement. Such
suits may be brought by stockholders or by per-
sons outside the firm. The coverage is subject to a
deductible and the insured is usually required to
bear a portion of any loss in excess of the deductible.
The coverage excludes losses based on alleged
personal gain by the insured and losses result-
ing from failure to purchase proper insurance
coverage. Variations of this coverage are available
to protect elected and appointed public officials.
These include the Board of Education Liability Pol-
icy and the Public Official Liability Policy. As with the
officers and directors coverage, there is no standard
form for these coverages, and they are usually sold
by specialty insurers.

Employment Practices Liability Coverage The
1990s witnessed an exponential rise in the inci-
dence of claims alleging wrongful employment
practices. Suits alleging discrimination in the work-
place, wrongful termination, and sexual harassment
grew at an exponential rate for various reasons. One
reason was the growth in federal legislation that
specifically outlaws various types of discrimination
in the workplace.19 Although risk-management prin-
ciples suggest this exposure should be addressed by
loss prevention and control, not all claims can be
prevented. The increase in the number of success-
ful suits alleging employment-related practices led
to a demand for a new form of insurance to cover
the exposure.

A limited number of insurers offer employment
practices liability policies, which cover discrimi-
nation, sexual harassment and wrongful termina-
tion. Fines and criminal penalties are universally
excluded.20 Some insurers include coverage for
punitive damages and some do not. In most cases,
defense costs are included in the policy limit, rather
than “outside” the policy limit as in the case of the
CGL, and the insured must usually share a percent-
age of defense and settlement costs. Coverage is
written on a claims-made basis with a retroactive
date and a limited discovery period.

CYBER LIABILITY INSURANCE

As technology changes, so do the risks to which
companies are exposed. The internet, networked
computers, laptops and tablets, social media, and

19 Title VII of the Civil Rights Act of 1964, the Equal Pay Act, the
Age Discrimination in Employment Act of 1967, the Rehabilita-
tion Act of 1973, the Pregnancy Discrimination Act of 1978, the
Immigration Reform Control Act of 1986, the Americans with Dis-
abilities Act of 1990, the Older Workers Benefit Protection Act of
1990, the Civil Rights Act of 1991, and the Family and Medical
Leave Act of 1993.
20 Initially, a serious debate occurred over whether insurance for
illegal employment-related practices violates public policy. The
Civil Rights Act of 1964 recognizes two distinct types of discrim-
ination: disparate treatment and disparate impact. The former
relates to treating people differently and is an intentional act. In
the latter case treatment is the same but results in de facto dis-
crimination. This may not be an intentional act. In addition, cov-
erage is deemed permissible for the employer’s vicarious liability
even when the act committed by an employee is criminal.
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constant wireless communications have made busi-
ness more efficient. They have also created new
risks for individuals and businesses. A stolen laptop
or hacked computer can cause both financial and
reputational damage. A computer virus can cause
a company’s systems to shut down, putting it out of
business until the problem is remedied. Traditional
property and liability insurance policies were not
designed with these risks in mind. Indeed, most poli-
cies exclude e-commerce and electronic risks. As a
result, a new class of policies has emerged to cover
these risks, variously called cyber insurance, cyber
risk insurance, cyber security insurance, or cyber
liability insurance.

There is no standard cyber risk insurance pol-
icy. In fact, there is tremendous diversity among
policies written by different insurers. Although they
are often called cyber liability policies, they typi-
cally include coverage for both property and liability
losses.

A key focus of cyber risk policies is the cost of a
data breach, including liability to consumers, reme-
diation costs, and costs related to regulatory actions.
The data breach could be caused by an employee
or others. Most policies cover the expense to notify
affected consumers and provide credit monitoring.
The policy may even cover some of the costs for
a public relations effort to address reputational im-
plications. Some policies cover business interrup-
tion and extra expense coverage if the company’s
computer system is infected by a virus, as well as
covering the cost to repair the system. Coverage for
costs stemming from e-commerce extortion is also
common. This would apply, for example, where a
hacker threatens to release confidential consumer
information publicly unless he or she receives some
payment.

In the liability area, coverage is typically provided
for liability and defense costs related to the unau-
thorized release of sensitive personal information,
either unintentionally or due to a computer hacker.
Coverage for regulatory actions is typically limited to
the costs to investigate and defend, although some
companies may cover fines and penalties under
limited circumstances. Increasingly, policies pro-
vide coverage for media liability such as claims of
copyright or trademark infringement related to the
insured’s website.

While policies vary widely, an good example is
the Information Security Protection Policy released

by ISO in 2009 as a part of its E-Commerce Program.
The policy contains eight separate insuring agree-
ments. Three cover liability exposures: (1) website
publishing liability for copyright infringement, viola-
tion of a right of privacy, etc. (2) security breach
liability for unauthorized acquisition or disclosure
of client information or electronic transmission of
a virus, and (3) programming errors and omissions
liability for programming errors that lead to the dis-
closure of clients’ personal information. The remain-
ing five insuring agreements cover first-party losses:
(4) expenses incurred to replace or restore elec-
tronic data damaged by a virus, (5) ransom pay-
ments and other expenses related to cyber extortion
threats, (6) business income and extra expense from
a computer virus or cyber extortion threat. (7) pub-
lic relations expenses to restore the insured’s repu-
tation damaged from a virus or security breach, and
(8) expenses incurred to notify parties affected by
a security breach. There is a special form designed
for financial institutions called the Financial Institu-
tions Information Security Protection Policy.

COMMERCIAL AUTOMOBILE
INSURANCE

In those cases in which a business is organized
as a proprietorship, a business automobile may be
insured under a Personal Auto Policy (PAP). How-
ever, if the firm is a partnership or corporation, or
if the automobile is ineligible for a personal auto
form, coverage must be provided under a commer-
cial auto form. There are four commercial auto-
mobile forms designed to cover different types of
commercial automobile exposures. The four forms
are the Business Auto Coverage Form (BAC), the
Garage Coverage Form, the Auto Dealers Cover-
age Form, and the Motor Carriers Coverage Form.21

These forms may be used to create a monoline auto
policy, or they may be included with other coverage
forms in a package policy. Some general observa-
tions on each are in order.

21 Prior to ISO’s 2010 revisions, there was also a Truckers Cover-
age Form that provided coverage for an insured who was in the
business of transporting goods for a third party. However, this was
withdrawn in 2010. As discussed later, the Motor Carrier Coverage
Form can be used to provide coverage in such circumstances.
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Business Auto Coverage Form

The standard form for insuring commercial auto-
mobiles is the Business Auto Coverage Form (BAC).
This form may be used to provide liability cover-
age, medical payments, physical damage coverage,
and uninsured motorist coverage. It can also be
endorsed to provide no-fault benefits in states where
such coverage is required.

Liability Coverage The BAC liability insuring
agreement is similar in most respects to the liability
insuring agreements that have been examined
before. It begins with the traditional wording in
which the insurer states the following:

We will pay all sums an “insured” legally must pay
as damages because of “bodily injury” or “property
damage” to which this insurance applies, caused
by an “accident” and resulting from the ownership,
maintenance or use of a covered “auto.”

The form continues with a unique insuring agree-
ment, under which the insurer agrees to pay for cer-
tain pollution costs:

We will also pay all sums an “insured” legally
must pay as a “covered pollution cost or expense”
to which this insurance applies, caused by an
“accident” and resulting from the ownership, main-
tenance or use of covered “autos.” However, we will
only pay for the “covered pollution cost or expense”
if there is either “bodily injury” or “property dam-
age” to which this insurance applies that is caused
by the same “accident.”

Covered pollution cost or expense is defined in
the policy to mean the cost or expense arising out
of any request, demand, order, or claim or suit by or
on behalf of the government demanding the insured
clean up the pollutants. The coverage for covered
pollution cost or expense means that under the
defined conditions (i.e., when there is a covered
bodily injury or property damage loss), the BAC will
cover damage caused by pollutants and the cost of
cleaning up such pollutants when such cleanup is
mandated by government order.

Covered Auto In describing those autos that
are covered for each of the coverages the insured
selects, the BAC uses the term “Covered Auto.” A

series of numerical designations, each represent-
ing a class of autos, is entered in the declarations
opposite the various coverages, indicating the types
of autos to be covered under the policy. There are
nine numerical symbols that designate the autos for
which the policy provides coverage:

1 = Any Auto

2 = Owned Autos Only

3 = Owned Private Passenger Autos Only

4 = Owned Autos Other than Private Passenger
Autos Only

5 = Owned Autos Subject to No-Fault

6 = Owned Autos Subject to Compulsory Unin-
sured Motorists Law

7 = Specifically Described Autos

8 = Hired Autos Only

9 = Non-owned Autos Only

19 = Mobile Equipment Subject to Compulsory
or Financial Responsibility Laws

Historically, auto liability insurance for commer-
cial insureds has recognized three classes of
autos: owned autos, hired autos, and nonowned
autos. The classes hired autos and nonowned autos
are mutually exclusive. Hired autos include those
leased, hired, rented, or borrowed, excluding autos
owned by employees. Autos leased, hired, rented,
or borrowed from employees are considered
nonowned autos. Thus, the distinction between a
hired and nonowned automobile does not depend
on whether payment is made for the use of the auto
but rather on whether an employee owns it. This
somewhat artificial distinction exists primarily for
the purpose of rating and premium determination.

The preferred approach is symbol 1, Any Auto
(also called comprehensive auto liability cover-
age). When comprehensive auto liability coverage
is written, coverage is provided for liability aris-
ing out of the ownership, maintenance, or use of
all owned, nonowned, and hired autos, includ-
ing replacements and additionally acquired autos.
All owned and hired autos are scheduled at the
policy’s inception, and additional exposures are
automatically covered. After the policy, an audit of
the exposure that developed is made and any addi-
tional premium due to the company is charged.
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In some situations, the insurer is unwilling to
provide coverage on a comprehensive basis, in
which case the insured must accept coverage on
specifically described autos (symbol 7). When
Specifically Described Auto coverage is selected,
newly acquired autos are covered only if the com-
pany insures all autos the insured owns or if the
newly acquired auto replaces a described auto.
Notice to the company is required within 30 days.
Also, when owned autos are insured on a specifi-
cally described basis, hired autos and nonowned
autos should be covered by entering symbols 8 and
9 in the policy declarations.

Persons Insured The BAC includes coverage for
the named insured, permissive users, and others
liable for the conduct of the named insured and
permissive users. As in the case of the PAP, coverage
does not apply to the owner of a nonowned vehicle.

Exclusions Thirteen exclusions apply to the liabil-
ity coverage of the BAC: (1) expected or intended
injury, (2) contractual, (3) workers’ compensation,
(4) employers liability, (5) fellow employee,
(6) care, custody, and control, (7) handling of
property, (8) movement of property by mechanical
device, (9) operation of mobile equipment,
(10) completed operations, (11) pollution, (12) war,
and (13) professional or organized racing. Most of
the exclusions are similar to their counterparts in the
CGL. Several, however, deserve special comment.

The handling of property, movement of prop-
erty by mechanical device, and operation of
mobile equipment exclusions eliminate duplication
with the CGL, which is designed to cover these
exposures.

The pollution exclusion contains an exception
that adds back coverage for pollution resulting from
the discharge or leakage of fuels, lubricants, exhaust
gases, or similar pollutants from the vehicle. The
principal thrust of the remainder of the pollution
exclusion is to exclude only pollution arising out of
property being transported (i.e., cargo). This means
that neither liability for bodily injury and property
damage, nor covered pollution cost or expense is pro-
vided with respect to pollutants the insured is trans-
porting. Coverage for this exposure may be added
by endorsement.

Physical Damage Coverage Physical Damage
coverage for owned and nonowned automo-
biles is available under the BAC, which provides

coverage similar to that available for personal autos.
The insured may select from among three options
with respect to the perils insured against, and differ-
ent classes of vehicles may be insured for different
perils. The available coverages include Comprehen-
sive coverage, Specified Perils coverage, and Colli-
sion coverage.

The comprehensive and collision insuring agree-
ments and exclusions parallel those of the PAP. The
Specified Perils coverage is an alternative to the
Comprehensive coverage and provides protection
against the perils of fire, lightning, explosion, theft,
windstorm, hail, earthquake, flood, mischief or
vandalism, and the perils of transportation (sinking,
burning, collision, or derailment of any conveyance
transporting the covered auto).

Medical Payments and Uninsured Motorists

Coverage The BAC may be written to include med-
ical payments and uninsured motorists coverage.
Because employees who are injured while operat-
ing an insured auto will normally be covered by
workers’ compensation, these coverages are not as
widely sold in commercial policies as in personal
policies.

Coverage Territory The coverage territory of the
BAC is the United States, its territories and posses-
sions, Puerto Rico, and Canada. Coverage is world-
wide for private passenger autos leased, hired, or
borrowed without a driver for 30 days or fewer.
For the worldwide coverage to apply, the insured’s
liability must be determined in a suit in the normal
coverage territory or in a settlement to which the
insured agrees.

Business Auto Coverage Form Endorsements

There are a wide range of endorsements available
to modify the BAC. Several of these endorsements
are particularly noteworthy.

Commercial Auto Drive Other Car Coverage

Endorsements Instances occasionally arise in
which an individual does not own a personal auto
and in which the only coverage available to a person
is the BAC form. In such cases, a potential gap in pro-
tection exists in the case of nonowned autos used by
such individuals outside of their business pursuits.
The BAC may be endorsed to provide coverage for
the use of nonowned vehicles by the named insured
or family members using the Individual Named
Insured Endorsement (CA 99 17) or the Drive Other
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Car Coverage—Broadened Coverage for Named
Individuals Endorsement (CA 99 10).

Under the Individual Named Insured Endorse-
ment, coverage is extended for the use of nonowned
automobiles by the named insured and resident
relatives. It is used when the named insured under
policy is an individual. When the named insured
is not an individual, drive-other-car coverage may
be added for specifically named persons, using the
Drive Other Car Coverage—Broadened Coverage for
Named Individuals Endorsement (CA 99 10).

Limited Mexico Coverage CA 01 21 This
optional endorsement extends the coverage terri-
tory to include Mexico on a limited basis. It was
introduced as a result of the implementation of the
North American Free Trade Agreement (NAFTA)
on January 1, 1994, and the resulting increase
in business travel and commerce with Mexico by
Americans. Coverage under the endorsement
applies to accidents that occur within 25 miles of
the U.S. border during trips into Mexico that do not
exceed 10 days. Coverage applies only to autos prin-
cipally garaged and used in the United States and
to insureds who are U.S. residents. Coverage applies
on an excess basis and requires that physical dam-
age losses be paid in the United States unless the
repairs are required to drive the auto.

Employee Hired Autos CA 20 54 Although the
BAC covers anyone using (with permission) an auto
the named insured rents, employees frequently rent
automobiles in their own names while on business.
The Employee Hired Autos Endorsement provides
liability coverage for an employee who rents a
vehicle without a driver, in his or her own name,
for use in the employer’s business. In addition to
liability coverage, it provides protection for physi-
cal damage to that vehicle.

Fellow Employee Endorsements The Fellow
Employee Coverage Endorsement (CA 20 55) deletes
the fellow employee exclusion (no. 5 in the liabil-
ity exclusions section) in its entirety. A somewhat
different endorsement, Fellow Employee Coverage
for Designated Employees/Positions (CA 20 56),
deletes the exclusion of injury to fellow employ-
ees with respect to specifically designated fellow
employees or classes of fellow employees. It is used
as an alternative to the Fellow Employee Cover-
age Endorsement when coverage is not desired for

all fellow employees but only for some employees,
such as executive officers.

Garage Coverage Form

The Garage Coverage Form is the traditional mecha-
nism to provide comprehensive liability coverage
for businesses commonly known as garages and
other automotive firms such as automobile sales
agencies, repair shops, service stations,22 storage
garages, and public parking places. Like the BAC,
the Garage Coverage Form is a self-contained
document that provides liability and physical dam-
age coverages.

The basic premium for the policy includes cov-
erage for legal liability arising out of three classes
of hazards: premises and operations, products and
completed operations, and automobile liability. In
addition, the contract may be used to provide phys-
ical damage coverage on owned and hired automo-
biles, including the stocks of automobiles held for
sale by automobile dealers.

The premises and operations as well as the
products and complete operations coverage of the
Garage Coverage Form are similar to the separate
coverage parts providing these forms of protections
and with the same exclusions. The care, custody,
and control exclusion causes many problems in this
class of business because it excludes damage to
automobiles of customers in the care of the insured.

Garagekeepers Coverage Because most garages
take custody of customers cars, there is need for
a special form of bailee liability insurance. The
Garage Coverage Form includes a coverage known
as Garagekeepers coverage, which covers customers
autos while in the care of the garage. The cover-
age is made effective by payment of the required
premium.

Garagekeepers coverage may be written on sev-
eral bases. First, the insured may choose from
among several options for covered perils. These
include comprehensive (open perils excluding
collision), collision, and/or specified perils cov-
erage. The specified perils include fire, lightning,
explosion, theft, mischief, and vandalism.

22 In 2013, ISO introduced a new Auto Dealers Coverage Form that
will gradually replace the Garage Coverage Form. A discussion
of the Auto Dealers Coverage Form follows.
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Besides selecting the perils to be covered, the
insured may select among several options for
the basis of coverage. Under the Garage Policy,
the insurer pays only when the insured is legally
liable for damage to the auto. However, coverage
may be amended to pay without regard to liability
by providing direct physical damage coverage on
customer’s autos. Direct coverage can be primary or
excess. Under the former, the Garagekeepers cover-
age becomes primary with respect to the customer’s
automobile, regardless of the liability of the garage.
Under the latter option, the Garagekeepers cover-
age responds regardless of liability, but only if the
customer has no physical damage coverage.

Auto Dealers Coverage Form

In 2013, the ISO introduced a new Auto Dealers Cov-
erage Form (ADCF) to provide coverage for those
businesses that had previously used the Garage Cov-
erage Form. Transition to the Auto Dealers Form is
scheduled to begin in October 2013, but the actual
date of implementation will vary by state and by
insurer.

As with the Garage Form, the ADCF provides a
combination of general liability, auto liability, auto
physical damage, and garagekeepers coverage. In
many ways, the coverage provided is similar to the
Garage Form, however, the layout of the form is
significantly different. The ADCF provides coverage
in three sections. Section 1 provides coverage for
automobiles, including liability, physical damage,
and garagekeepers coverage. Section II provides
coverage for general liability, broadening the cov-
erage beyond what was provided in the Garage
Form. Section III contains a new coverage for Acts,
Errors, or Omissions Liability. Finally, the ADCF con-
tains Sections providing the Conditions (IV) and
Definitions (V).

The general liability coverage provided in the
ADCF is broader than the premises and operations
and products and completed operations coverage
provided in the Garage Form, extending to any
liability for bodily injury and property damage not
otherwise excluded. The exclusions are similar to
those found in the Commercial General Liability
form, with some differences to reflect the nature
of the business being insured. In addition, Section
II incorporates three coverages that were only avail-
able by endorsement to the Garage Form: personal
and advertising injury, medical payments, and legal

liability coverage for damage to premises rented or
temporarily occupied by the insured.

The Auto Dealers form also introduces a new
Errors and Omissions Liability Coverage. This covers
sums the insured is legally obligated to pay due to
(1) failure to comply with local, state, or federal law
or regulation regarding the disclosure of credit or
lease terms (e.g., Truth in Lending Act), (2) failure
to disclose the accurate odometer mileage when
selling or leasing an auto, (3) failure when acting in
the capacity of an insurance agent or broker when
a valid insurance license is held, and (4) a defec-
tive title. The coverage provided for acts as an insur-
ance agent or broker addresses the fact that dealers
often arrange for physical damage coverage, credit
life, credit disability, or other insurance coverage for
their customers.

Trucking

The Motor Carrier Covrerage Form (MCCF) is de-
signed for an insured who provides transportation
by auto “in the furtherance of a commercial en-
terprise.” This includes transporting people as well
as property, and the property may be the insured’s
own property or the property of others. The MCCF
can provide coverage for four classes of insureds:
(1) private carriers (businesses that own their own
trucks, (2) combination carriers (those that trans-
port both their own goods and the goods of others,
(3) carriers of passengers, and (4) carriers of pas-
sengers and freight.

Prior to 2010, the ISO also offered a Truckers Cov-
erage Form that was specifically designed to meet
the needs of those who transported property of oth-
ers for hire. Since 1980, however, there has been
a gradual deregulation of the commercial trucking
industry, and its insurance needs are no longer
unique. In 2010, the ISO announced it was with-
drawing the Truckers Form, and the MCCF is now
the primary form for providing such coverage.

The MCCF adapts the provisions of the BAC to deal
with special needs of the trucking industry. These are
described below.

Financial Responsibility Truckers (or in regula-
tory jargon, motor truck carriers) are subject to
financial responsibility requirements at the federal
and state levels. The Federal Motor Carrier Safety
Administration (FMCSA) of the U.S. Department of
Labor is charged with reducing crashes, injuries,



CHAPTER 32 COMMERCIAL LIABILITY INSURANCE 601

and fatalities involving large trucks and buses.
Among its activities, it enforces federal financial
responsibility requirements for motor carriers.23 The
financial responsibility requirements vary by the
carrier type, vehicle size, and property being trans-
ported. Financial responsibility may be met by
carrying appropriate liability insurance, but the
policy must contain a mandatory endorsement,
MCS-90,which conforms the policy to the require-
ments of federal law. Financial responsibility may
be demonstrated by a motor carrier surety bond, or
FMCSA-approved self-insurance.

Prior to 2011, the FMCSA also required motor
common carriers operating in interstate commerce
to have insurance covering damage to property
being shipped. The FCMSA eliminated the require-
ment for most common carriers in 2011. Those
carrying household goods remain subject to the
requirement and must carry limits of at least $5,000
on contents on any one vehicle, and $10,000 for
aggregate losses at one time or place.

Truck Leasing Entry into the trucking business
is controlled through federal and state licensure
requirements. As a result, it is common in the
trucking industry for individuals with licenses or
certificates authorizing them to operate in a par-
ticular area to allow unlicensed owner/operators
(who own a tractor or trailer but do not have a
license) to use their license or permit. This is
accomplished by having the licensed carrier lease
the independent operator’s equipment. Federal and
state laws require licensed truckers to provide
insurance for all vehicles being used under their
permits, so the licensed trucker must provide

23 Traditionally, truckers fell into one of three categories: com-
mon carriers, contract carriers, and private carriers. Common
carriers held themselves out to the public to provide carriage
for hire and were usually authorized to do so only after demon-
strating a need for their services in a particular area or over a
particular route. Contract carriers provided motor carriage for
compensation under continuing agreement with one or more
persons, by assigning vehicles for their exclusive use or other-
wise serving their distinct needs. Private carriers carried their
own goods on their trucks. In addition to these three classes,
exempt carriers were truckers who were exempt from regulation
while engaged in interstate hauling because of the commodities
they carried (e.g., ordinary livestock, agricultural commodities,
poultry feed). With the passage of the Motor Truck Carrier Act
of 1980, the federal government began the process of deregulat-
ing the trucking industry, and differences between common and
contract carriers have become less pronounced. Current federal
law distinguishes between a for-hire motor carrier and a private
motor carrier.

insurance on the leased vehicle. The MCCF addre-
sses this issue by providing coverage on hired autos
for the named insured and for the hired vehicle’s
owner. The hired vehicle’s owner is covered while
the vehicle “is being used exclusively in the [named
insured’s] business as a trucker (i.e., motor carrier
for hire) and while it is being used pursuant to
operating rights granted to [the named insured] by
a public authority.” The owner-operator is covered
by the liability coverage of the lessee’s policy to
the same extent as the lessee granted the operating
certificate to serve that particular route.

Bobtailing and Deadheading As described, the
owner-operator of a leased vehicle is covered under
the lessee’s policy as long as the equipment is
being used in the trucking business and over routes
the licensee is authorized to serve. However, inde-
pendent owner-operators will have times when they
are not operating under the certificate of a licensed
carrier. Two examples are bobtailing (using a tractor
without a trailer) and deadheading (operating a trac-
tor with an empty trailer). Coverage for bobtailing
and deadheading is provided for owner-operators
under a special endorsement to the BAC, Motor Car-
riers Insurance for Non-Trucking Use. As its title indi-
cates, this form provides coverage only when the
vehicle is not being used to carry goods.

Trailer Interchange Trailers are usually loaned
between truckers under a trailer interchange agree-
ment that requires the borrower to assume responsi-
bility for damage to the trailer. The MCCF includes a
special type of contractual liability coverage, Trailer
Interchange Coverage, which provides protection
for losses involving damage to leased or rented
trailers for which liability is assumed under con-
tract. Coverage may be obtained on a comprehen-
sive (open perils, excluding collision), collision,
and/or named-peril basis. Trailer Interchange Cov-
erage may also be added by endorsement to the
Business Auto Coverage Form when a private carrier
enters into trailer interchange agreements in con-
nection with transporting its own goods.

Damage to Goods Transported Under common
law, there is a distinction between common carriers,
who hold themselves out to the public to carry good
for a fee, and other carriers. The legal liability of a
common carrier for damage to goods that it carries
is strict, going beyond liability resulting from neg-
ligence. Under common law, the common carrier
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is responsible for all damages to the goods it
carries except when the damage is caused by one
of a few specific causes: acts of God, acts of a public
enemy, order of public authority, neglect of the
shipper, or inherent vice.24 Even in the case of
the five exceptions, a common carrier may not be
absolved absolutely from liability. It is still required
to take all precautions possible to prevent loss if
disaster threatens. For example, a flood is an act of
God, but if a railroad could have moved the freight
cars from the flood’s path and failed to do so, its neg-
ligence becomes a contributing factor and it could
be held liable for the resulting damage.

Because of this broad liability, common carriers
frequently limit their liability by a released bill of
lading, under which the carrier specifies the maxi-
mum amount for which it will be held liable. For
example, a common carrier may use a bill of lading
with the stipulation that its liability will be limited
to a specified dollar amount per pound or per
shipment.

In addition to the requirement for liability insur-
ance to cover bodily injury, property damage,
and environmental remediation, federal insurance
requirements may apply to the goods being carried.
motor common carriers transporting household
goods in interstate commerce must purchase
minimum limits of cargo liability insurance cov-
ering damage to property being shipped. Similar
insurance requirements are imposed on intrastate
truckers by state regulatory authorities, with the
requirements varying by state. In practice, most
trucking firms carry limits of coverage higher than
these prescribed amounts, with the limit depend-
ing on the type and value of the merchandise being
carried.

Motor Truck Cargo Liability Policy Truck
cargo policies are designed to insure public
truckers against losses resulting from damage to

24 Acts of God include such things as floods, tornadoes, and earth-
quakes. Acts of a public enemy refers to war. Damage caused by
order of public authority might include many types of losses. For
example, a government authority might order a dike cut to pre-
vent flooding of a city downriver. Water from the cut dike might
damage goods in the custody of the common carrier, but the
carrier would be excused from liability. Shipper neglect is con-
cerned primarily with faulty packing of the goods by the shipper.
Inherent vice is the quality of a good that causes it to destroy
itself. For example, there will be a normal amount of spoilage of
fresh fruit and vegetables shipped by the carrier, and the carrier
is not held liable for such loss.

merchandise in their possession. The policy is used
by carriers for hire, including common carriers and
contract carriers. It is a liability policy in the truest
sense of the word: It pays when the trucker is legally
obligated to pay for the damages and only to the
extent of the trucker’s liability. Coverage is available
on a named-peril basis and on an open-peril basis.
Coverage applies to the cargo while loaded for ship-
ment or in transit. If coverage is desired while the
cargo is off vehicles in terminals or other locations,
it must be endorsed onto the policy.

Motor Truck Cargo policies issued to comply with
federal insurance requirements must contain a spe-
cial endorsement required by the FMCSA. Form
BMC 32 (Endorsement for Motor Common Carrier
Liability Policies of Insurance for Cargo Liability)
requires the insurer to pay the shipper if the trucker
is liable, up to the limits of $5000 per truck and
$10,000 per occurrence, even if the policy would
otherwise exclude the loss. Thus, for example, the
insurer would be required to pay for a loss caused by
employee theft even though the Motor Truck Cargo
Policy excludes loss caused by criminal acts of the
insured or employees. If the insurer makes payment
because of BMC 32 for a loss that would have been
excluded, it may seek recovery from the trucker for
the amount paid. Insurance companies seldom pay
a loss under the BMC 32 endorsement and then
recover from the insured. In practice, the trucker
usually reports the loss to the insurer only when it is
covered under the basic policy, paying the customer
directly for other losses.

INSURANCE FOR BAILEES

A bailment consists of the delivery of property of
one person, the bailor, to another, the bailee, for
some specific purpose. The property may be in the
care of the bailee to be worked on, as in the case
of an automobile being repaired, in storage, or for
some other purpose. If property is in the hands of a
bailee and is damaged or destroyed, the bailee may
be liable to the owner.

Bailee Liability

In general, there are three types of bailment, and the
degree of care the bailee must exercise in protecting
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the property depends on the nature of the bailment.
The first is gratuitous bailment for the benefit of the
bailor. For example, you may ask your neighbor to
take care of your cat while you are on vacation. In
this situation, perhaps slight care is all that is nec-
essary since the bailment is gratuitous and for the
bailor’s benefit. The second type of bailment is also
gratuitous, but it benefits the bailee. For example, if
you borrow your neighbor’s lawn mower, you must
exercise extraordinary care to protect it from loss.
The third type of bailment is bailment for mutual
benefit. Here the bailment may be gratuitous, or
in the case of most business firms, it involves bail-
ment for hire. For example, if you store your auto in
an overnight parking garage, the situation is a bail-
ment for mutual benefit, but it is bailment for hire. In
general, bailees in mutual benefit bailments must
use reasonable care, meaning the same degree of
care they would exercise with respect to their own
property. However, the degree of care that must be
used is greater in bailment for hire than for gratu-
itous bailment.

A bailee may extend or limit its liability for
the bailed property by contract or advertisement.
The bailee may assume complete responsibility for
damage to property of customers, regardless of neg-
ligence. A bailee may also, by contract, limit its
liability. For example, the bailee may specify that
its total liability for a single fur coat in storage will
be $200. Normally, it is legal for the bailee to limit
its liability. However, the courts frown on attempts
of a bailee to relieve itself of liability completely.
The decided trend of modern decisions is against
the validity of exculpatory clauses or provisions of
parking lots, garages, checkrooms, and warehouses,
where business firms undertake to protect them-
selves against liability by posting signs or printing
limitations on the receipts delivered to the bailor-
owner at the time of bailment.

Bailee Liability Coverages

The need for specialized coverages to protect
against liability as a bailee arises because of the
care, custody, and control exclusion of the gen-
eral liability policies. If it were not for this exclu-
sion, the bailee’s liability because of damage to
customers’ goods would be covered under the
general liability policies. Bailed property has tra-
ditionally been insured under property insurance

forms, most frequently under inland marine
contracts.25

Bailee liability coverages sometimes depart from
the other liability coverages we have noted in a
fundamental respect. Under some bailee forms, the
insurer makes the payment regardless of the bailee’s
liability as long as the cause of the loss is a peril
under the policy. This approach is the result of the
customers who demand their property be returned
in good condition regardless of the liability of the
bailee. A merchant who refused to reimburse a cus-
tomer for the property loss because of not being
liable under the specific set of circumstances might
soon find himself or herself without customers.
Although some bailee coverages provide for pay-
ment only when the insured is legally liable, these
are the exceptions rather than the rule.

Bailee’s Customer Policy The Bailee’s Customer
Policy is the basic policy for bailees’ customer
insurance. It is completed by the attachment of a
special form designed for the particular business
class. Coverage may be provided under these forms
for businesses, such as laundries, dyers and dry
cleaners, processors, and other service-type firms.
Special forms exist for appliance repair stores,
radio and television repair stores, and other similar
establishments.

In general, the Bailee’s Customer Policy covers
all kinds of lawful goods and articles that are the
property of customers in the insured’s custody. Cov-
erage applies regardless of the bailee’s liability. The
normal perils insured against include fire, lightning,
windstorm, riot, earthquake, sprinkler leakage,
burglary, robbery, and confusion of goods caused
by any of the perils insured against.26 In addition,
the usual perils of transportation are covered and
coverage applies to the property while in transit or
at the insured’s premises. The normal exclusions
are loss while the goods are in the custody of other
processors unless specifically endorsed onto the
policy; loss due to shortage (unless caused by

25 The bailor may, of course, insure his or her property under
all conditions, including the period while it is in the bailee’s
custody, but the general principle is coverage purchased by the
bailor shall not benefit the bailee. If the bailor collects from his
or her insurance company, the insurer may subrogate against the
bailee.
26 Confusion of goods refers to the inability to identify the own-
ership of the goods even though they are not destroyed, but the
confusion must result from an insured peril.



604 SECTION THREE PROPERTY AND LIABILITY INSURANCE

burglary or holdup); loss resulting from delay, mis-
delivery, or mysterious disappearance; and losses
from infidelity, nuclear energy, and war.

Other Bailee Forms In addition to the Bailee’s
Customer Policy, there are more specialized bailee
forms for certain business classes. There is a Furrier’s
Customer Policy, which covers customers’ coats in
storage; a Cold Storage Locker Bailee Floater, which
covers customers’ property in public freezers; and
a special form for hotels and motels, the Innkeep-
ers Liability Policy. In some instances, the coverage
applies regardless of the bailee’s liability. In others,
it applies only when the insured is liable. In some
cases, such as the Garagekeeper’s coverage, the
insured may elect coverage on either basis. Each
of these forms has special provisions necessary to
tailor the protection to the unique exposures of the
business involved.

AVIATION INSURANCE

The importance and rapid growth of the aviation
industry make it desirable to include at least a
brief discussion of aviation insurance. In some
respects, aviation insurance is similar to automo-
bile insurance. The policy typically provides liability
coverage, medical expense coverage, and physical
damage coverage on scheduled aircraft (also
known as hull coverage).

Aircraft Liability Insurance A major difference
between aircraft liability and auto liability coverage
is that aircraft liability coverage is typically divided
into a number of separate insuring agreements, each
with its own limit and deductible. In some policies,
the bodily injury coverage is divided into two cov-
erages: passenger liability and bodily injury exclud-
ing passengers. Separate insuring agreements may
apply to liability arising out of scheduled aircraft,
nonowned aircraft, use of airport premises, prop-
erty damage to aircraft hangars, and damage to
personal effects. Other policies cover bodily injury
to passengers, bodily injury excluding passengers,
and property damages under a single limit.

Admitted Liability Most aircraft liability insur-
ance policies permit the insured to choose an
option known as Admitted Liability coverage. Under
this coverage, also called passenger voluntary settle-
ment coverage, the insurer agrees to offer a specific

settlement to passengers injured by the insured’s
negligence irrespective of the insured’s legal liabil-
ity. The coverage is typically written to provide a
specified benefit if the passenger dies, loses one
or more members (eye, hand, foot), or becomes
totally disabled. (The benefit may be related to the
passenger’s income.) When payment is offered un-
der Admitted Liability coverage, the insurer obtains a
release of liability from the passenger. If the injured
party refuses to sign the release, the offer of payment
is withdrawn and the injured party must bring suit
against the insured, who is then protected by the
liability policy.

Medical Payments Medical payments coverage is
available with aviation liability insurance. The cover-
age is similar to that of the automobile policy, except
that the injury must be sustained while in, entering,
or alighting from the insured aircraft.

Physical Damage Coverage Physical damage or
hull coverage may be written on a named-peril or
open-peril basis. Different deductibles may apply
when the aircraft is in motion or not in motion. Com-
mon exclusions include war, nuclear, acts of terror-
ists, confiscation by government, and hijacking.

EXCESS LIABILITY AND UMBRELLA
LIABILITY COVERAGE

The average size of liability claims has increased
and will likely continue to increase. The occasional
gigantic liability claims that appear in the news-
papers are stark reminders of the catastrophic pro-
portions the liability risk may assume.27 To provide
protection against the devastating losses businesses
may suffer in this area, excess liability policies and
the blanket catastrophe excess liability policy (fre-
quently called the umbrella) were developed.

27 Product liability suits, in particular, have produced losses of
catastrophic proportions. In 2001, fatalities and injuries resulting
from accidents involving Ford Explorers equipped with Firestone
tires triggered a series of liability claims against both companies.
The losses will likely total in the billions. Previous product liability
losses resulted in bankruptcy of the Manville Corporation, the
asbestos manufacturer, and A.H. Robins, maker of the Dalkon
Shield contraceptive device; Dow Corning, the maker of silicone
breast implants filed for bankruptcy. The largest civil liability loss
in U.S. history was the 1998 agreement by 46 states to accept
$246 billion from the tobacco industry in a suit to recover public
health costs linked to smoking.
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Excess Liability Distinguished from

Umbrella Liability Contracts

The term umbrella liability policy was originally
intended to describe a blanket excess liability policy
that provides broadened excess coverage over a
schedule of underlying contracts. Unfortunately,
umbrella has no official definition, and the term is
used loosely to describe contracts with the original
characteristics and narrower excess contracts.

ISO introduced a standard commercial umbrella
form in 2004, but most insurers use their own con-
tracts. While most of the contracts are similar, sub-
stantial differences exist. Because insurers use the
term umbrella to designate contracts with differ-
ence characteristics, the true nature of a contract
can be determined only by a detailed analysis of
the specific contract being considered. In general,
umbrella and following-form excess policies fall
into one of three broad classes:

1. Following-Form Excess Liability Policies. The first
of the three types of policies, the following-form
excess liability policy, is subject to all the terms
and conditions of the scheduled underlying poli-
cies. It provides coverage identical to the underly-
ing contracts although sometime this policy type
includes a few terms and conditions of its own
that may further restrict the coverage.

2. Excess Umbrella Liability Policy. This is the con-
tract that most agents have in mind when refer-
ing to an umbrella. The distinguishing feature of
this type is a self-insured retention (SIR) in areas
of no underlying insurance, which indicates the
policy is broader, at least in some areas, than the
underlying coverage.

3. Combination Umbrella and Following-Form
Excess. This is sometimes called the two-step
umbrella. It combines the two preceding types,
with the umbrella provisions applying to some
program features, and other areas of the insur-
ance subject to following-form coverage only.
It provides a combination of agreements and
may be a combination of occurrence and
claims-made forms, depending on the coverages
for which it is used as excess.28

28 In addition to excess liability policies and umbrella liability, a
third form, known as a bumbershoot, covers marine liability as
well as nonmarine liability.

Umbrella Liability Policies

The umbrella policy is a form of excess liability insur-
ance and differs from primary liability insurance in
that the insurer promises to indemnify insureds for
their ultimate net loss in excess of some retained
limit. The policy limits are high, ranging upward
from $1 million. When purchased in conjunction
with the liability policies normally purchased by the
business firm, the umbrella serves three functions:

1. Excess coverage. The umbrella policy applies as
excess coverage over the other liability coverage
purchased by the insured. It takes over when the
limits of the basic policies are inadequate to pay
any judgment against the insured.

2. More comprehensive coverage. Certain losses not
covered by the underlying insurance may be
included within the broad scope of the umbrella
liability policy. In these instances, the umbrella
provides protection subject to a deductible
called a self-insured retention (SIR) usually rang-
ing from $10,000 upward. The deductible or SIR
applies only in cases in which the loss is not cov-
ered by the underlying coverage. In other words,
there is no corridor deductible on those losses
covered by underlying coverage.

3. Drop-down coverage. If the underlying coverage
is exhausted, the umbrella becomes the underly-
ing coverage, subject to the underlying contracts’
terms and conditions.

Underlying Insurance Requirements In general,
the umbrella liability policy is written only for
insureds with a broad and substantial program of
underlying coverage. Normally, the insurer requires
comprehensive general liability coverage with limits
of $500,000 or $1 million per occurrence, automo-
bile liability coverage with the same limits, and
employers liability coverage of $500,000. In addi-
tion, when the exposure exists, bailee liability and
aviation liability coverage may be required. The
policy conditions call for the maintenance of the
underlying coverage, and the umbrella insurer’s
liability is determined as if the underlying coverage
were in force whether or not it is.

Defense Coverage In some contracts, the policy
limit includes defense and investigation costs. In
other policies, the defense coverage is in addition
to the policy limit. Other policies may not include
defense coverage at all. Individual policies must
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be examined to determine the manner in which
defense coverage is treated. Practically all umbrella
liability contracts have a provision that provides the
insurer may take over or participate in the defense
of a claim in which it may be involved.

Coverage under the Umbrella Liability Policy

As indicated earlier, various umbrella policies are
available. In general, the insuring agreements are
broad and comprehensive in nature. Some policies
separate coverage for bodily injury and personal
injury; others include bodily injury in the personal
injury insuring agreement. In the broadest contracts,
personal injury is defined to include bodily injury,
mental injury or mental anguish, sickness, disease,
disability, false arrest or imprisonment, wrongful
eviction, detention, malicious prosecution, humil-
iation, libel, slander, defamation of character, and
invasion of rights of privacy that are not the result
of advertising activity. Discrimination is usually
excluded.

Exclusions Although the coverage under the
umbrella liability policy is broader than that of stan-
dard general liability and automobile liability con-
tracts, it is not all-risk. Many of the exclusions are
important. Nine of the more common exclusions
contained in the current umbrella liability contracts
are the following:

1. The policies exclude any liability arising out
of any workers compensation, unemployment
compensation, or disability benefits law. As in
case of the underlying contracts, this exclusion
does not apply to liability of others assumed by
the insured under contract. Employers liability,
however, is covered.

2. The policies exclude liability arising out of claims
against the insured for repairing or replacing any
defective products the insured manufactured,
sold, or distributed, or for the cost of repairing or
replacing defective work the insured performed.

3. Most policies exclude liability arising out of the
ownership, maintenance, use, loading or unload-
ing of any aircraft owned by or chartered with-
out a pilot by the insured. Some policies totally
exclude liability arising out of aircraft, including
owned and nonowned.

4. There is an exclusion of liability of any employee
with respect to liability for injury to or death of a
fellow employee.

5. Most umbrella policies exclude any error or omis-
sion, malpractice or mistake of a professional

nature committed by or alleged to have been
committed by or on behalf of the insured.

6. All umbrella policies exclude liability for damage
to property owned by the insured.

7. Most policies include some variation of the Care,
Custody, and Control exclusion. Usually, only
property with respect to which the insured is obli-
gated to provide property insurance is excluded.
Some policies exclude damage to aircraft, water-
craft, or automobiles in the insured’s care, cus-
tody, and control.

8. Increasingly, umbrella liability policies include
a sweeping pollution liability exclusion gener-
ally patterned after the pollution exclusion of the
1986 version of the CGL form.

9. Finally, some umbrella insurers include an exclu-
sion of punitive damages.

ISO Commercial Umbrella Liability Coverage

Form The structure of ISO’s 2004 Commercial
Umbrella Liability Coverage Form (CU 00 01)
parallels the ISO CGL form, with certain differences
that reflect its different purpose. The form contains
two coverages: Coverage A, Bodily Injury and Prop-
erty Damage Liability, and Coverage B, Personal and
Advertising Injury Liability. Both have occurrence
triggers, but the form can be endorsed to provide
claims-made coverage if the underlying policies
are claims made. The insured is required to list the
underlying policies in the declarations, and those
policies must be maintained throughout the policy
period. The umbrella will pay the amount of the
loss in excess of the “retained limit”, where the term
“retained limit’’ refers to the limits available in the
underlying insurance or the self-insured retention,
whichever applies. If the insured fails to maintain
the underlying insurance, the policy will pay as if
the underlying insurance is still in effect. The policy
provides for defense costs in addition to the policy
limit and, as is typical with umbrella policies, gives
the insurer the right to participate in the defense of
any lawsuit that may trigger the umbrella.

Coverage A, Bodily Injury and Property Damage
Liability is similar in many ways to Coverage A of
the CGL. The form contains 20 exclusions, most
of which parallel the exclusions found in the CGL
form. There are exceptions to several exclusions,
however, that effectively provide following-form
coverage for various exposures that would other-
wise be excluded. The automobile exclusion elimi-
nates coverage only for automobiles that are not
“covered autos”, thus providing excess coverage
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for the insured’s automobile liability exposure.
The liquor liability exclusion contains the following
exception: “This exclusion does not apply if valid
‘underlying insurance’ for the liquor liability risks
described above exists or would have existed but
for the exhaustion of underlying limits for ‘bodily
injury’ and ‘property damage.’ Coverage provided
will follow the provisions, exclusions, and limita-
tions of the ‘underlying insurance’, unless other-
wise directed by this insurance.” Similar exceptions
are found in the exclusions for employers liability,
pollution, aircraft and watercraft.

Under Coverage B, the policy covers losses from
personal and advertising injury, using the same def-
inition for personal and advertising injury as found
in the CGL. The policy contains 16 exclusions, which
largely parallel the exclusions found in the CGL.

Expanded Coverage Territory. The CGL form
covers injury or damage that arises out of goods or
products made or sold by the named insured in the
United States, Puerto Rico, or Canada, but the law-
suit must be filed in the United States, Puerto Rico, or
Canada. Similarly, under the BAC, coverage outside
the United States, Puerto Rico, and Canada is lim-
ited to losses where the lawsuit is filed in the United
States, Puerto Rico, or Canada, and the covered auto
has been leased, hired, rented or borrowed with-
out a driver for 30 days or fewer. Neither of these
restrictions apply in the Commercial Umbrella
Form. Furthermore, the form obligates the insurer
to reimburse the insured for sums spent to defend
a suit outside the United States if the insurer is pre-
vented from conducting the defense.

IMPORTANT CONCEPTS TO REMEMBER

workers compensation
statutory provision
employers liability
third-party over suit
dual capacity
Other States Insurance
U.S. Longshore and

Harbor Workers’
compensation Act

Voluntary Compensation
Insurance

breach of warranty
product liability
completed operations
contingent liability

Independent Contractor
coverage

Commercial General Liability
Policy (CGL)

occurrence form
claims-made form
occurrence-first-reported
insured contract
mobile equipment
triple trigger
impaired property
personal and advertising injury

liability
retroactive date
Cyber liability insurance

Dram Shop or Liquor Liability
Policy

Business Auto Coverage Form
admitted liability
common carrier Garage
Coverage Form
Garagekeepers coverage
Motor Carrier Coverage Form
voluntary settlement

coverage
released bill of lading
bailee liability
Bailee’s Customer Policy
commercial umbrella policy
aggregate limit

QUESTIONS FOR REVIEW

1. Why does the Workers compensation and Employ-
ers Liability Policy not contain a specific statement of the
benefits it provides?

2. What is the purpose of the Other States Coverage op-
tionally available under the Workers Compensation and
Employers Liability Policy? Why is it needed?

3. What basic forms of general liability insurance are
included in the Commercial General Liability Policy?

4. What conditions led to the introduction of the claims-
made form to the general liability field?

5. Why is it advisable for an employer to purchase liabil-
ity coverage for nonowned autos, even though the firm’s
employees may carry their own insurance?

6. What three basic types of liability insurance are pro-
vided under the Garage Coverage Form?

7. Under what circumstances is a common carrier liable
for damage to goods in its custody?

8. Describe the coverages provided by ISO’s Informa-
tion Security Protection Policy.

9. Distinguish between the coverage provided by the
Garage Coverage Form and that provided by Garage-
keepers Coverage.

10. Joe Smith has been in the plumbing business as a sole
proprietor for the past 35 years and is planning to retire.
His insurance agent has told him he should continue to
carry Products and Completed Operations Liability cov-
erage. Do you agree with the agent’s recommendation?
Why or why not?
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QUESTIONS FOR DISCUSSION

1. The liability exposures of a business firm are more
complex than those of an individual. What characteris-
tics of the business firm make this so?

2. In recent years, some firms have suffered large data
breaches, increasing the focus on cyber security. Find
an example of a firm that suffered a data breach. How
effectively did it manage the aftermath of the breach? How
could an insurer be helpful?

3. Three housewives decide to go into business publish-
ing cookbooks. They form a corporation, having been told
that the corporate form of ownership carries limited lia-

bility. They decide not to purchase any form of liability
insurance for the corporation on the grounds that their
loss in the event of an uninsured liability loss will be lim-
ited to the amount of their initial investment. Is there a
fallacy in their logic?

4. Of the liability exposures discussed in this chapter,
which do you suspect are the most frequently overlooked
in programming liability insurance for business firms?

5. You have opened a new motel with an attached
restaurant and cocktail lounge. What liability coverage
will you consider essential in your insurance program?
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CHAPTER 33

SURETY BONDS, TRADE CREDIT,
AND FINANCIAL GUARANTY

INSURANCE

■

CHAPTER OBJECTIVES

When you have finished this chapter, you should be able to

• Identify the three parties to a surety contract and describe their roles

• Distinguish between suretyship and insurance

• Identify and describe the five main categories into which surety bonds may be classified

• Describe the coverage provided by trade credit insurance policies and distinguish between
“extraordinary coverage” and “general coverage”

• Describe the purpose of credit enhancement or financial guarantee insurance

Although surety bonds and trade credit insurance
might seem unrelated, the two are similar: both are
designed to protect against financial losses from de-
fault by someone on whom the insured depends.

When a business firm or a government organiza-
tion hires a contractor to erect a building or perform
some other work, it assumes the building will be put
up according to plan or the work will be completed.
This is not always the case. The contractor may go
bankrupt and be unable to complete the job. When
a business extends credit to one of its customers,
it assumes the customer will pay for the goods, but
credit losses do arise. Because these possibilities

exist, risk exists, and such failures may produce
serious financial loss.

One approach to dealing with these exposures
is loss prevention. A business can choose which
customers will be given credit or investigate the
financial stability of a contractor before hiring it.
Another alternative is retention, and the individual
or business faced with these risks may elect or have
no choice but to retain the risk. The coverages dis-
cussed in this chapter represent a third alternative:
transferring the risk to a professional risk bearer.

In addition to the treatment of surety bonds and
trade credit insurance, this chapter includes a

609
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discussion of another area of financial guarantees:
credit enhancement insurance. Credit enhance-
ment insurance is a type of financial guarantee in
which the insurer guarantees the interest and prin-
cipal payments on debt instruments. Although the
relationship among the parties is somewhat differ-
ent, credit enhancement insurance is similar to
surety bonds and credit insurance.

SURETY BONDS

Technically, all bonds are surety bonds, includ-
ing the fidelity coverages discussed in Chapter 31,
which cover employee theft. However, the term
surety is generally reserved for the nonfidelity field.
Fidelity bonds are more closely related to insurance
coverages than they are to suretyship as discussed
here.

As noted in Chapter 4, suretyship is the practice of
guaranteeing obligations through a three-party con-
tract. Under the provisions of such a contract, one
party (the surety) agrees to be held responsible to
a second party (the obligee) for the obligations of
a third party (the principal). Under a surety bond,
the surety lends its name and credit to guarantee
the obligation of the principal. The surety guaran-
tees principal’s performance; if the principal fails to
perform, the surety is responsible to the obligee for
the bond amount, called the “penalty.”

Originally, the surety was a friend or a relative.
When there was doubt about the ability of a per-
son to perform some task, the individual to whom
the obligation was due required a friend or relative
to guarantee the performance.1 Personal suretyship
frequently proved to be unsatisfactory, to both the
obligee and the surety, and the natural result was
corporate suretyship, which developed in England
in about 1842.

Surety bonds are used in situations in which one
of the parties insists on a guarantee of indemnity
if the second party fails to perform a specified
act. This situation may arise in connection with
construction contracts, court procedures, or other

1 One of the earliest forms of suretyship was the hostage. A debtor
might offer as security for a debt a hostage, who was usually a
close relative. When the debt was paid, the hostage was released.
If the debt was not paid, the hostage was likely to be in for a hard
time.

instances when there may be doubt concerning
ability to perform.

Suretyship Distinguished from Insurance

Suretyship differs from insurance in several ways.
The most frequently stated distinction is that a surety
bond is a three-party contract, involving a surety,
principal, and obligee, whereas the insurance
policy is a two-party contract between the insured
and insurer. The most important distinction, how-
ever, is in the philosophy regarding losses. In the
field of insurance, the insurer expects losses. In
the surety field, no losses are expected primarily
because the surety will not issue the bond if a loss
appears likely. For example, before issuing a bond
for the completion of a construction project by a
contractor, the surety will examine the contractor’s
financial resources, operation, and past history. If
the contractor appears to have the financial strength
and the technical skill required for the project com-
pletion, the surety will issue the bond. This bond is
a certificate of character, ability, and financial worth
of the principal. In essence the surety says, “We
have examined the principal’s financial statements
and the performance record, and we are convinced
he or she has the financial resources and skills to
complete the project for which he or she intends to
contract; if our opinion is wrong, we will be held
responsible.” This is an unusually strong guarantee,
and a bond will be issued only when the surety has
the utmost confidence in the principal’s ability to
perform. If there is any question about that ability,
the bond will not be issued. Sometimes, the surety
may require the principal to put up collateral equal
to the amount of the maximum possible loss under
the bond. Thus, whereas actuarial science is the
basis for insurance rates, the fee for a surety bond is
primarily a payment for the investigation and certifi-
cation, with only a small element to cover inevitable
losses.

Although the purchaser of the bond is normally
the principal, a surety bond is issued for the benefit
of the obligee. As proof of this, in the event of a
loss under the bond, the surety has a right to collect
from the principal any amount the surety must pay
the obligee. In other words, when the surety pays
for a loss, the surety obtains full rights of recovery
against the principal.

The five categories into which surety bonds may
be divided are the following:
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1. Contract bonds

2. Judicial bonds

3. License and permit bonds

4. Public official bonds

5. Miscellaneous bonds

A brief discussion of the more important bonds
under each of these classifications should serve to
illustrate more fully the nature of suretyship.

Contract Bonds

The general purpose of the contract bond is to guar-
antee the principal, who is normally a contractor or
supplier, will fulfill his or her contract commitment.
Contract bonds indemnify the obligee if the princi-
pal fails to perform on the contract and are used
widely in construction.

Performance Bonds This bond is designed for use
in connection with contracts to build real property.
Under a performance bond, the surety agrees to
indemnify the obligee if the principal fails to com-
plete the construction according to contract spec-
ifications. If the contractor cannot, for one reason
or another, finish the agreed project, it is up to the
surety to see that it is done. The performance bond
may be written to include the terms of a labor and
materials bond, which is discussed next.

Labor and Materials Payment Bond Under the
labor and materials bond, the surety guarantees the
principal will pay all bills for labor and material
in connection with the contract, thus assuring the
obligee that the work completed will be free of all
mechanics’ or other types of liens. It may be written
separately or with a performance bond.

Supply Contract Bond This bond guarantees
faithful performance under a contract to supply
goods or materials. The bond guarantees the prin-
cipal will furnish the obligee with the goods con-
tracted for according to the specifications in the
contract to supply goods.

Completion Bond Here the obligee is normally a
lender who has furnished funds to a contractor in
connection with construction work. It guarantees
the obligee that the principal (who is the borrower)
will use the money according to the contract terms
and will complete the work undertaken.

Bid Bond In many cases where a contract is being
let for public bids, the agency letting the contract
requires all bidders to furnish a bid bond. This is
necessary to establish that the bid is a bona fide
offer by the one required to post the bond. It pro-
tects against loss resulting from failure of the bidder
to accept the contract. If the bidder who is awarded
the contract fails to sign the contract or is unable to
provide the required performance bond, the con-
tract may be awarded to the next lowest bidder. The
surety on the bid bond becomes liable for the differ-
ence between the bid of its principal and the next
lowest bidder. A point of frequent misunderstand-
ing has to do with the surety’s obligation under a
bid bond. The surety on such a bond is not required
to furnish its principal with a performance bond if
he or she is awarded the contract; however, if the
principal cannot obtain a performance bond, the
surety on the bid bond becomes liable.

Judicial Bonds

In many court proceedings, some form of bond may
be required by the court. There are two basic forms
of judicial bonds:

• Fiduciary bonds are required when an individual is
appointed by the court to hold, control, or manage
the property of others; examples of persons who
are required to post fiduciary bonds are execu-
tors and administrators of estates, guardians, and
receivers.

• Litigation bonds are required of a person who
wishes to bring action in a court of law or equity;
normally, these bonds are required when the per-
son bringing suit wishes to tie up the other party’s
assets in the suit or restrain the other party from
doing something.

Fiduciary Bonds A fiduciary is a person appointed
by the court to hold, control, or manage the prop-
erty of others. The fiduciary bond guarantees the
fiduciary (who is the principal under the bond)
will faithfully perform the trust duties. Usually, the
court prescribes the form of the bond and sets the
bond’s face amount (the penalty). To protect itself,
the surety frequently asks for joint control of the
estate’s assets. Under this arrangement, all the estate
funds are kept in a joint account, and disbursements
are made only with the signature of the principal
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and the surety. The major subclassifications of
fiduciary bonds are described next.

Executor’s Bond This is the bond required of the
person named in the will of the deceased to admin-
ister the estate.

Administrator’s Bond When a person dies with-
out a will, the court appoints an administrator,
whose duties are similar to those of an executor.
The obligee under the executor’s bond and the
administrator’s bond is the state or the court for the
benefit of the beneficiaries.

Guardian’s Bond This type of fiduciary bond is
required when it becomes necessary to appoint
someone to administer property belonging to a
minor. The court normally appoints a guardian and
requires a bond guaranteeing the guardian’s faithful
performance. The obligee is the state for the minor’s
benefit.

Bonds in Trust Estates These bonds are called for
when the property owner directs that the property
be held in trust for his or her heirs for a given period
of years or until the death of the heirs. Such a trust
may be established by will (testamentary trust) or it
may be established during the lifetime of the prop-
erty owner (inter vivos trust). In either case, when
a trust is established, the property must be turned
over to a trustee, who is responsible for its adminis-
tration. The trustee’s bond guarantees the trustee’s
faithful performance.

Committee Bonds These bonds are required
when a person is incompetent to handle his or
her own affairs and the court appoints someone
(known as the committee) to protect the person’s
property. A committee bond guarantees the commit-
tee’s faithful performance.

Miscellaneous Fiduciary Bonds In addition to
those discussed, other similar bonds are required of
persons who have custody or control over the prop-
erty of others. Examples of such bonds are receiver’s
bonds, which are required of a court-appointed
receiver in bankruptcy proceedings; trustee’s bonds,
which are also appointed in bankruptcy proceed-
ings; and bonds demanded of conservators or liqui-
dators of business firms or partnerships.

Litigation Bonds Litigation bonds are the sec-
ond major class of judicial bonds. These bonds are
required for the purpose of obtaining some

restriction on property of others or releasing prop-
erty from such restrictions. If a person bringing
action seeks to attach property and loses the case,
the person whose property was attached might
argue the action injured him or her and caused
damages. The bonds will pay any such damages. In
addition, under certain circumstances, the person
bringing suit must furnish security to guarantee the
payment of court costs. The more common types of
litigation bonds are described next.

Attachment Bonds These bonds are required
when property is attached before the court deci-
sion to prevent its disposal by the person having
custody of it. The bond guarantees reimbursement
for damages if the attachment is unjustified.

Garnishment Bonds These bonds are necessary
when the plaintiff wishes to attach wages or finan-
cial assets in the hands of a third party. They are
similar to attachment bonds except that the assets
attached are in the hands of a third party.

Replevin Bonds These bonds are similar to
attachment bonds except that the plaintiff is suing to
recover specific property. The replevin bond guaran-
tees the property will be returned to the defendant
in proper condition if the plaintiff loses the suit.

Release of Attachment Bond This bond enables
the defendant, whose goods have been attached, to
recover possession of the goods. It also guarantees
the property will be available and turned over to the
plaintiff should the defendant lose the suit.

Appeal Bonds These bonds are required of indi-
viduals who have lost a suit and wish to appeal and
suspend the judgment’s execution pending a higher
court’s decision. The bond guarantees payment of
the appeal costs.

Removal Bonds In certain cases when the defen-
dant who is being sued in a state court wishes the
suit to be removed to a federal court, or from the
court of one state to another state, these bonds are
required. The bond guarantees the principal wil pay
the court costs if the case was improperly removed
to the new court.

Injunction Bonds These bonds are required
when the plaintiff alleges he or she is being injured
by the defendant’s actions and requests the court
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to restrain the defendant from further action. If an
injunction is granted, a bond is required of the
plaintiff that guarantees payment of damages if the
injunction proves to be unwarranted.

Discharge of Mechanic’s Lien Bond The owner
of property can obtain removal of a lien before trial
by furnishing a bond that promises to indemnify the
claimant if the claimant wins the suit.

Bail Bonds Bail bonds are used when a person
has been charged with a criminal action. The bond
guarantees the payment of the bond amount (i.e.,
penalty) if the accused person fails to appear in
court at the stipulated time.

License and Permit Bonds

Many state and federal licenses are required for
manufacturing, tax, and occupational purposes. In
many cases, the applicant for a license is required
to post a bond guaranteeing faithful performance of
duties or payment of taxes collected. These bonds
protect the state and the public from damages aris-
ing out of the manner in which the business is con-
ducted or they guarantee the payment of taxes col-
lected by the license holder. The four major classes
of license and permit bonds and classes of individ-
uals who require the bonds are the following:

1. U.S. customs bonds are required for importers;
these customs bonds guarantee the payment of
duties and taxes on imported goods.

2. State tax bonds are required in connection with
the sale of gasoline, cigarettes, liquor taxes, sales
taxes, and so forth; these guarantee the principal
will deliver all taxes collected to the state.

3. Occupational bonds are required for secu-
rities salespeople, liquor stores, undertakers,
collection agencies, warehouse workers, and
many other occupational classifications; these
guarantee the principal’s honest and faithful
performance.

4. Permit bonds are required to exercise a particular
privilege, such as for placing or constructing ma-
terials that might cause injury or inconvenience
to the public. In many cities, permit bonds are re-
quired for billboards or street obstructions; these
guarantee indemnity to anyone who is injured
because of the construction or materials.

Public Official Bonds

The law requires that certain persons elected to fill
positions of trust must furnish bonds that guaran-
tee their faithful performance of duties. The public
officials are generally held to be liable for the faithful
accounting for all money they receive. If for any rea-
son public officials cannot turn over all the money
they have received to the state or if they dissipate
assets belonging to the government unit they serve,
they are personally liable. Public official bonds are
designed to guarantee payment of funds the public
official has not turned over or he or she has dissi-
pated. These bonds are designed to protect against
dishonesty, negligence, and even lack of ability.

Most public official bonds are referred to as statu-
tory because the law requires them. The surety can-
not reduce its liability by inserting provisions in
the bond; the provisions spelled out by statute take
precedence. These bonds are normally written for
the term of the elected or appointed official and are
noncancelable during the term. Usually, the cost of
the bond is paid out of public funds.

Public officials bonds are also available to cover
employees who are not required by law to post
a bond, including most workers in public service
other than tax collectors and treasurers. The cover-
age may be written to cover the public employees’
honesty, or it may be written to cover faithful per-
formance. The faithful performance form will pay
losses resulting from the bonded person’s dishon-
esty and will pay for losses resulting from negligence
or lack of ability.

Miscellaneous Bonds

Many bonds do not fall into any of the previous
categories. Some examples are:

Lost Instrument Bonds These bonds, which are
also called lost securities bonds, are required of an
individual who has lost or accidentally destroyed
securities or other valuable papers and wishes to
obtain duplicates. The lost instrument bond guar-
antees the principal will reimburse the issuer of
a duplicate instrument if the original security or
instrument later turns up and its holder is able to
collect on it.

Workers Compensation Bonds In many states,
the workers compensation law permits certain
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employers to self-insure their workers compensa-
tion exposure. To ensure the benefits to which an
injured worker is entitled will be paid, the self-
insurer is required to post a self-insurer bond, which
guarantees benefits payment to workers who are
injured and entitled to workers compensation ben-
efits under the workers compensation law.

TRADE CREDIT INSURANCE

Accounts receivables can account for a signifi-
cant proportion of a nonfinancial corporation’s
assets. Most businesses deal with the credit risk
(the risk that customers will fail to pay) through
loss-prevention techniques and risk retention. They
choose customers carefully to whom credit is to
be extended, and they make allowances in the
budgeting process for normal bad debt losses. In
some cases, these approaches may be inadequate,
particularly when the outstanding credit is a large
item on the firm’s balance sheet. Where the credit
risk is great, the firm may prefer to transfer the risk
through trade credit insurance, which provides pro-
tection against abnormal credit losses. Trade credit
insurance, which is sold only to manufacturers and
wholesalers and is unavailable to retail establish-
ments, protects against loss resulting from the
inability to collect accounts due to insolvency or
the unwillingness or inability to pay.2

Trade credit insurance is a specialized field, and
the coverage is written only by a few companies.
It is divided into two fields: domestic credit insur-
ance and export credit insurance, also called foreign
trade credit insurance. Domestic credit insurance
is written to cover accounts receivables within the
insured’s country (or in the case of U.S. insureds,
in the United States and Canada). It covers the risk

2 We must distinguish trade credit insurance from accounts
receivable insurance discussed in Chapter 31. As the reader
will recall, the accounts receivable coverage indemnifies the
insured in the event of a loss resulting from the destruction
of accounts receivable records as a result of an insured peril.
In the case of trade credit insurance, the peril insured against
is insolvency or default of a debtor to whom credit has been
extended. Trade credit insurance is also called credit insurance,
but we will use the term “trade credit” to distinguish this coverage
from those policies sold to individuals to pay a loan balance in
the case of death, disability, or unemployment Credit life, credit
disability, and credit unemployment insurance were discussed in
Chapter 12.

of the customer’s bankruptcy and may be written
to cover slow payment on undisputed accounts.
Policies covering foreign trade credit may also pro-
tect against political risk, such as expropriation or
confiscation, inability to convert currency or other
currency transfer restrictions, embargoes, political
violence, and acts of war. Natural disasters may be
covered. There is no uniform definition of political
risk, so each company’s policy must be examined
individually.

Over the years, the monoline trade credit in-
surers have developed large databases that con-
tain company-specific histories on payments for
receivables.3 This information, supplemented by
information from rating agencies and others, can
be used to assess the insured’s customers’ cred-
itworthiness. Credit insurers use this information
advantage for two purposes: first, to determine pre-
miums for trade credit insurance and, second, to
assist an insured in its credit risk management prac-
tices. This assistance may consist of collecting debts
and of helping the insured set appropriate credit
limits for a given customer, continuously monitor-
ing accounts for early warning signs of a potential
credit risk.

Specific-Account versus

Whole-Turnover Coverage

In addition to the distinction between domestic
credit risk and export credit risk, credit policies may
be subdivided according to the accounts insured.
In general, there are two types of contracts. The first
type, known as specific-account coverage (or extraor-
dinary coverage) reimburses for losses involving

3 In 2007, the bulk of trade-credit insurance was written by three
insurers: Euler Hermes ACI, Atradius, and Coface. These insurers,
which developed through a series of mergers of European credit
insurers, are estimated to account for 85 percent of the global
credit insurance market. The dominance of European insurers
in this market likely reflects the distribution of the insureds. It is
estimated that 80 precent of global credit insurance premiums
are written in Western Europe. Swiss Re has speculated that trade
credit insurance has historically been less common in the United
States than in Europe for three reasons: Exports are a smaller
percentage of the United States economy, domestic credit insur-
ance is less important in the United States because information
on companies is more accessible and transparent; and the oper-
ations of credit departments, including debt collection, are more
developed in the United States. Trade Credit Insurance: Globaliza-
tion and E-Business Are the Key Opportunities (Swiss Re, Sigma
No. 7/2000).
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the insured’s specific customers and is generally
limited to one or a few accounts. It is used when
the outstanding balances of a single customer or a
few customers represent a serious exposure to the
firm, and it is generally purchased by companies
that deal with a limited number of buyers. It is issued
only after an investigation of the individual debtors
and an acceptance of each one by the insurer.

Although individual account coverage is avail-
able, most trade credit insurance is written to cover
a whole portfolio of short-term receivables. This
second type of coverage is known as whole-turnover
coverage (or general coverage); it includes protec-
tion on all the policyholder’s customers that meet
the insurer’s quality standards, as specified in the
policy. Depending on the other policy terms, whole-
turnover coverage may require the insurer to assess
the quality of most customers in the insured’s port-
folio, a process made easier by current trends in
information technology and the large databases
some insurers maintain. Alternatively, the insurer
may rely on the insured’s own credit assessments.

Proportional versus Excess-of-Loss Coverage

Payment on credit insurance policies may be made
on a proportional or excess-of-loss basis. Under pro-
portional coverage, the insurer pays a percentage
of losses, with the percentage chosen to give the
insured an incentive to efficiently manage its trade
credit relationships. It is generally set between 80
and 95 percent but can vary based on the quality
of the insured’s accounts receivable, with higher-
quality accounts receivable eligible for a higher
recovery. The policy typically gives the insurer the
right to assess the individual buyers’ quality in the
insured’s portfolio and to determine the credit limit
insured for each buyer, and the insurer relies on
its historical database to make these determina-
tions. Thus, the insured is given little discretion on
the credit limits that will be covered by the policy.
In addition, the policy is subject to an annual
aggregate deductible; the policy will not pay until
the insured’s share of losses exceeds the aggregate
deductible. The large monoline trade credit insurers
typically write coverage on a whole-turnover basis
with proportional coverage.

An excess-of-loss policy is designed to protect
against catastrophic credit losses. Excess-of-loss
insurers generally grant insureds a higher level of dis-
cretion in approving buyer credit limits. Rather than

reviewing each buyer individually, the insurer relies
on the insured’s own internal credit procedures.
Insureds with more sophisticated credit depart-
ments may be given greater discretionary authority.
Excess-of-loss policies tend to have a relatively high
annual aggregate deductible, particularly when
compared with the proportional coverages. The
insurer relies on the higher deductible to induce the
insured to exercise care in the extension of credit.

Credit Insurance in Securitization

of Accounts Receivable

Securitization of accounts receivable has become
increasingly common over the past decade. In a
securitization, the firm effectively sells the future
income stream from its accounts to outside
investors. New securities, called asset-backed secu-
rities, are created, and investors who purchase the
asset-backed securities receive a promise of future
payments based on revenues from the accounts
receivable that back the securities.4

Credit insurance may be used in a securitiza-
tion to provide credit protection on a subset of the
accounts receivable. Often, a firm has a few
customers that represent a significant portion of
its accounts receivable (e.g., 20 percent or more).
This creates a credit risk concentration that may be
undesirable to investors in the asset-backed secu-
rities. That is, the security’s performance is heavily
dependent on whether those few customers default.
To avoid this risk concentration, the large accounts
may be excluded from the securitization agreement.
Alternatively, credit insurance may be used to pro-
tect against the risk that these particular customers
may default, allowing the accounts to be included
in the securitization.

Collection Service

Although not all credit policies include provision for
the collection of past-due accounts by the insurer,

4 Technically, this is accomplished through a special-purpose,
vehicle (SPV), created to protect the asset-backed securities from
the risk of the firm’s bankruptcy. The firm sells the accounts
receivable to the SPV, giving the SPV the right to the future
payments by the firm’s customers. The SPV uses the accounts
receivable to collateralize newly created asset-backed securities,
which are then sold to investors. As the firm’s customers make
payments, the SPV uses the funds to make distributions to the
investors in the asset-backed securities.
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many contracts do, and the collection service is one
of the most attractive aspects of credit insurance.
Contracts differ in their provisions for collection.
In some contracts, the insured is required to turn
past-due accounts over to the insurer for collection.
In other contracts, it is optional. A third group of
contracts makes no provision for collection by the
insurer. In those instances in which the insured is
required or permitted to turn past-due accounts over
to the insurer, accounts overdue by a stated period
(say, 60 days) under the original terms of the sale
are turned over to the insurer for collection. If the
insurer succeeds in collecting the debt, a small
service charge is made for the collection. If the
insurer is unsuccessful, the account becomes a
loss under the policy, and payment is made in the
usual manner.

FINANCIAL GUARANTY INSURANCE

Financial guaranty or credit enhancement insurance
are terms used to describe a field of coverages that
combines elements from suretyship and insurance.
Basically, financial guaranty insurance (FGI) is an ar-
rangement by which an insurer guarantees the pay-
ment of principal and interest in connection with
debt instruments (e.g., bonds) issued by the insur-
ance purchaser. The insurer “insures” the purchaser
of bonds and other debt instruments that the debt
will be paid and, in a sense, substitutes its financial
strength for the financial strength of the bond is-
suer. Although generally referred to as “insurance,”
the coverages are more closely related to suretyship
since they guarantee an obligation to third parties,
and the insurer retains a right of recovery against
the debt issuer that purchased the coverage.

FGI is written on two broad categories of securities
in the U.S.—public finance and structured finance. It
is written by specialized “monoline” insurers known
as financial guarantors (or FGs).

Public Finance Insurance

Municipal bond insurance began in 1971, when
the American Municipal Bond Assurance Corpora-
tion (AMBAC), a subsidiary of Municipal Guaranty
Insurance Company (MGIC), began to offer the
product. Until the early 1980s, few other insurers
ventured into this field. The $2.2 billion default of the
Washington Public Power Supply System (WPPSS),
along with the New York City’s near default in 1975,

raised awareness of the credit risk in municipal
financing, and municipal bond insurance grew in
the 1980s.

Municipal bond insurance is sold to munici-
palities issuing debt instruments and guarantees
the payment of interest and principal on the
bonds. Municipal bonds are rated by credit ratings
agencies, such as Standard & Poor’s and Moody’s.
The lower the bond rating, the higher the interest the
municipality must offer to sell the bonds. When the
bonds are covered by bond insurance, the rating is
based on the insurer’s financial strength rather than
the municipality’s. The insurance makes the bonds
more attractive to potential borrowers because of
the lower potential for default, which allows the
municipality to issue the bonds at a lower rate. The
premium, in effect, is the sharing of a reduced inter-
est cost with the insurance company.

Municipal finance is a highly technical area, and
includes a variety of financial instruments. Munici-
palities may issue bonds backed by general tax
revenues (general obligation bonds) or those
backed by revenues from specific activities (special
revenue bonds). There are also special bonds
related to municipal leases and industrial revenue
bonds. In addition to offering bond insurance on
public projects, many bond insurers will insure pri-
vate projects with a public interest, such as utili-
ties, health care, higher education, and affordable
housing. As the business broadened, the term pub-
lic finance insurance has begun to replace the term
municipal bond insurance.

Structured Finance Insurance

FGs began to insure structured securities such as
residential mortgage-backed securities (RMBS) and
other asset-backed securities (ABS) in the late 1980s.
RMBS are securities created by pooling a group
of residential mortgages and selling claims on the
pool’s revenues. The return to the RMBS investor is
derived from the principal and interest payments
made on the underlying mortgages. ABS may also
be created from other investments, such as stu-
dent loans, credit card receivables, and automobile
loans. When insuring RMBS and other forms of ABS,
the insurer would “wrap” the securities, guarantee-
ing the payments of principal and interest. As with
bond insurance, this allowed the securities to have
a higher rating. When Wall Street created collateral-
ized debt obligations (CDOs), a more complicated
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security made up pools of ABS, the financial guar-
antors began to provide credit protection on CDOs.

Insurance on structured securities was a small
part of the business of FGs until about 1995. By 2000,
it represented more than half of their U.S. business
of FGs, and it grew rapidly between 2000 and 2007
as these securities markets grew.

FGI and the Financial Crisis

The first stage of the recent global financial crisis
was evidenced by an increase in defaults in sub-
prime mortgages, mortgages written for individu-
als who were not eligible for standard mortgages.
Many of the CDOs insured by FGs used subprime
mortgages as the underlying investments. FGs began
to experience losses from their structured finance
business in 2007, and they were downgraded by the
credit rating agencies in 2008. Because their ability
to continue in business depended on having a high
rating, many stopped selling insurance. State regu-
lators also ordered companies with impaired finan-
cial conditions to cease writing new business. This
led to problems with availability of municipal bond
insurance. Before 2000, over 50 percent of munici-
pal bonds issued prior to the financial crisis carried
bond insurance, but by 2009, it had fallen to less
than 10 percent.5

Several companies have been restructured in
an attempt to wall-off the problematic structured
finance business and enable the firm to continue
writing the “good” municipal bond insurance. These
restructurings have been accompanied by litigation
between the insurers, regulators, and banks that
sponsored the ABS and CDOs. In addition, some
insurers have sued banks, arguing that they were
misinformed on the risks underlying the securities.6

In 2013, only two insurers – Assured Guaranty and

5 Moody Investor Service, “Financial Guaranty Insurance In-
dustry: 2009 Review and 2010 Outlook.” Available at: www.
nationalpfg.com/pdf/RatingAgencyReports/Moodys 02 2010.pdf.
6 The NY Insurance Department restructured Municipal Bond
Insurance Association (MBIA), the world’s largest bond insurer,
in 2008. The transaction separated the public finance and struc-
tured finance businesses, with the goal of enabling the company
to continue writing municipal bond insurance. The Wisconsin
Insurance Department restructured AMBAC, the second largest
bond insurer in a transaction also designed to separate the
structured finance problems from public finance business. Both
arrangement have been challenged by banks and others. Mean-
while, AMBAC has sued Countrywide Home Loans, Inc, claiming
Countrywide fraudulently induced AMBAC to insure bad loans.

Build America Mutual (which was created in 2012)
were writing FGI, mostly in the public finance area.

Regulation

Until the late 1980s, there were no specific limita-
tions on writing FGI, and a number of property-
liability insurers offered the coverage. In 1986, the
NAIC adopted the Financial Guaranty Model Act,
making FGI a separate line of insurance subject to
its own requirements and limiting its sale to sepa-
rate monoline insurers. A main objective of the Act
was to separate FGI from other lines of insurance,
so catastrophic losses would not jeopardize the pro-
tection of other insureds. The NAIC model estab-
lished initial capital requirements of $50 million
(substantially above the requirements for traditional
insurers), placed limits on the amount of business
the company could write, both on an individual
risk basis and in aggregate, and established reserve
requirements. To address the cyclical nature of
credit risk, insurers were required to establish con-
tingency reserves. These were based on the out-
standing insured obligations and could only be
released over time. The reserve was required to be
maintained for 10 or 20 years, depending on the
nature of the guarantee. Few states enacted the law,
but most FGI is written by a monoline company
domiciled in one of those states. In addition, NAIC
accounting rules apply the reserve requirements to
all states.

In 2007, the NAIC revisited the model act, clarify-
ing the definition of financial guaranty and increas-
ing capital and reserve requirements. Because few
states had adopted the model act, the NAIC changed
it to a model guideline.

In addition to the efforts of the NAIC, other poli-
cymakers are studying the role played by the finan-
cial guarantors in the recent financial crisis. Sev-
eral groups, including the Financial Stability Board
and the IAIS, are evaluating whether the activities
of financial guarantors pose systemic risk, and, if
so, what the regulatory regime should be. Future
changes in the regulation of financial guarantors
are likely.

MORTGAGE GUARANTY INSURANCE

Mortgage guaranty insurance protects a mortgage
lender from the borrower’s default. Government-
sponsored entities (GSEs) write much of the U.S.
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mortgage insurance, but they are limited to mort-
gages up to 80 percent of the property value.
Private mortgage insurance in the U.S. serves as a
supplement to insurance offered by the Govern-
ment Sponsored Entities (GSEs) and enables home-
owners to borrow more than 80 percent of the value
of the home. During the recent financial crisis, pri-
vate mortgage insurers were also stressed, and some
ceased operation.

As with financial guaranty insurers, mortgage
insurers are required to carry contingency reserves
for an economic downturn. These have been an
important cushion for private mortgage insurers, but
have diminished considerably since the onset of the
financial crisis. Between 2007 and 2011, aggregate
contingency reserves for the U.S. mortgage insur-
ance industry shrank more than 95 percent. Two
insurers (PMI mortgage Insurance Company and
Republic Mortgage Insurance Company) were
placed under state supervision. The NAIC is currently

evaluating the solvency requirements for mortgage
insurers to determine whether they need to be
strengthened.

Mortgage insurance volumes have fallen during
the financial crisis, but there is evidence the sector
will continue to be important. The financial difficul-
ties of the GSEs, which required a federal bailout
in 2008, have increased policymaker interest in
private mortgage insurance.7 In February 2011, the
U.S. Treasury issued a report to Congress on reform-
ing America’s housing finance market. Among other
recommendations, the report called for winding
down the GSEs to pave the way for a more robust
private mortgage market.

7 In Sept. 2009, The Federal National Mortgage Association
(FannieMae) and Federal Home Loan Mortgage Corporation
(Freddie Mac) were placed into conservatorship by their regula-
tor, the Federal Housing Finance Authority, and given financial
support by the US Treasury, amounting to over $120 billion by
2013.

IMPORTANT CONCEPTS TO REMEMBER

surety
obligee
principal
contract bonds
performance bonds
labor and materials

bond
supply contract bond
completion bond

bid bond
judicial bonds
fiduciary bonds
litigation bonds
license and permit bonds
public official bonds
lost-instrument bonds
extraordinary (or specific)

coverage

general coverage
credit enhancement

insurance
trade credit insurance
financial guaranty
municipal bond

insurance
asset-backed securities
mortgage insurance

QUESTIONS FOR REVIEW

1. Briefly distinguish between an insurance contract
and a surety bond.

2. In what way is the underwriting process different for
surety bonding and fire insurance?

3. Who is the obligee under a labor and materials bond?
Who, in addition to the obligee, benefits from the exis-
tence of a labor and materials bond?

4. For which type of bond would the underwriting stan-
dards be more severe: a bid bond or a construction con-
tract bond?

5. There are five bidders on a construction job. The av-
erage bid on the job is $2.5 million, and the bids of four
bidders range from $2.4 to $2.6 million. The fifth bidder
submits a bid of $2 million and is awarded the contract

and is applying for a bond. What will the underwriter’s
reaction be?

6. Explain the purpose of a joint-control provision used
in connection with surety bonds. With what types of bonds
is this provision required?

7. Describe the difference between the dishonesty form
and the faithful performance form of the public official
bond.

8. Describe the ways in which trade credit insurers assist
their customers with credit risk management.

9. Describe the two broad categories of financial guar-
anty insurance.

10. Describe the business activities of financial guaran-
tors that created their financial difficulty in 2007 and 2008.
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QUESTIONS FOR DISCUSSION

1. A property and liability insurance agent is generally
authorized to bind coverage. This is not true with respect
to surety coverages. Why not?

2. Joe Schwartz is the principal stockholder in a small
construction company specializing in concrete work. He
needs a performance bond to obtain a contract to build a
city swimming pool. However, the surety company has re-
fused to issue the bond unless Schwartz personally signs
a co-indemnity agreement under whose terms he will per-
sonally be responsible for the obligation assumed by his
corporation. He feels this defeats the whole purpose of a
corporation and maintains the surety company is being
unreasonable. What do you think?

3. Is the treatment of suretyship and trade credit insur-
ance in the same chapter a logical combination? What

is the similarity or dissimilarity in their natures on which
you base your answer?

4. Some experts believe the business of financial guar-
antors is more like banking than insurance, and the guar-
antors should be regulated like banks. Do you agree or
disagree?

5. In most states certified public accountants licensed
by the State Board of Accountancy are required to post
a surety bond or show evidence of an accountant’s pro-
fessional liability policy. Based on your understanding of
surety bonds, what do you think is the basic difference
between the protection provided by the professional lia-
bility policy and the accountant’s bond?
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Abandonment the act of surrendering to the insurer all interest

in the thing insured; it is generally conceded that damaged prop-

erty cannot be abandoned to the insurer. One notable exception

to this general rule occurs in ocean marine, where abandonment

is merely one step in proving a loss.

Absolute Liability a legal doctrine under which one can

be held liable even in the absence of negligence having been

proven, as in the case of workers compensation.

ACA see Patient Protection and Affordable Care Act.

Accelerated Benefits an optional benefit under life insurance

policies under which the insurer agrees to prepay a part of the

death benefit if the insured is stricken by a catastrophic illness or

is confined to a nursing home.

Acceptance agreeing to terms by means of which a bargain is

concluded and the parties are bound; the binding of an insur-

ance contract by the insurer.

Accident an event or occurrence that is unforeseen and

unintended.

Accident Insurance a form of health insurance against loss by

accidental bodily injury.

Accidental Bodily Injury injury to the body of the insured as

the result of an accident.

Accidental Death Benefit a provision added to a life insurance

policy for payment of an additional benefit in case of death by

accidental means; it is often referred to as “double indemnity.”

Accidental Means appearing in some policies, the unexpected

or undesigned cause of an accident; the “means” that caused the

mishap must be accidental in order to claim policy benefits.

Accommodation Risk insurance written for an applicant that

would normally be rejected by the insurer, but that is provided

as a concession to the agency or a valued insured.

Accountable Care Organization an organization of hospitals

and physicians reimbursed by third party payers in a manner

designed to encourage the efficient delivery of high quality care.

Accumulation Period a specified period of time, such as

90 days, during which the insured person must incur eligible

medical expenses at least equal to the deductible amount in

order to establish a benefit period under a major medical

expense or comprehensive medical expense policy.

Acquisition Cost that portion of an insurance premium that

represents the cost of producing the insurance business; it

includes the agent’s commission, the company field expense,

and other related expenses.

Act of God Bond see Catastrophe Bonds.

Activities of Daily Living (ADL) everyday living functions

such as eating, bathing, dressing, walking (sometimes called mo-

bility), moving from place to place, toileting, and continence that

serve as coverage triggers for long-term care insurance when the

insured is unable to perform a specified number.

Actual Cash Value the limit of indemnification under the

Standard Fire Policy and other property contracts; in most cases

it is replacement cost minus depreciation.

Actuary a person professionally trained in the technical

aspects of insurance and related fields, particularly in the math-

ematics of insurance such as the calculation of premiums,

reserves, and other values.

Additional Interest one who may claim under, or is protected

by, an insurance policy issued to another, as a mortgagee named

in a fire policy.

Additional Living Expense insurance paying the extra

expense involved in living elsewhere during the period of time it

is impossible to remain in a dwelling that has been damaged by

fire or another insured peril.

Adjustable Life Insurance a type of life insurance that allows

the policyholder to change the plan of insurance, raise or lower

the face amount of the policy, increase or decrease the premium,

and lengthen or shorten the protection period.

Adjusted Community Rating a rating methodology where

premiums are not based on health status, but may be based upon

other factors such as age and geographic location.

Adjuster one who settles insurance claims; may be a salaried

employee or an independent operator.

Adjustment Bureau an organization that contracts with insur-

ers to provide loss settlement services on behalf of those insurers.

Administrative Services Only (ASO) Plan an arrangement

under which an insurance carrier or an independent organiza-

tion will, for a fee, handle the administration of claims, benefits,

and other administration functions for a self-insured group.

G-1
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Administrator a person authorized to administer the estate

of a deceased person by the court; his or her duties are to

collect assets of the estate, pay its debts, and distribute the

residue to those entitled: he or she resembles an executor, who

is appointed by the will of the deceased—the administrator is

appointed by the court and not by the deceased and therefore

must give security for the administration of the estate, called an

administration bond.

Admiralty involving maritime law; concerning the high seas

or navigable waters.

Admitted Assets those assets of an insurer that under state law

can be taken into account in representing the financial position

of the company.

Admitted Company an insurer of another state or country

licensed under the laws of a state to do business in that state.

Advance Premium Mutual an insurance company owned

by its policyholders that charges an advance premium that is

expected to cover losses and expenses; policies may be assess-

able or nonassessable.

Adverse Selection the tendency of persons with a higher than

average probability of loss to seek or continue insurance to a

greater extent than do persons with an average or below average

probability of loss.

Advisory Organization a cooperative rate-making body that is

supported by member companies; advisory organizations collect

loss statistics and publish trended loss costs.

Age Limit in accident, life, or automobile insurance, the age

below which or above which an insurer refuses to insure an

applicant.

Agent in property and casualty insurance, an individual autho-

rized by an insurance company to create, modify, and termi-

nate contracts of insurance; in life insurance a sales and service

representative who is also called a “life underwriter.”

Aggregate the greatest amount recoverable on account of a

single loss or during a policy period, or on a single project.

Aggregate Indemnity in disability insurance, the maximum

dollar amount that may be collected for any disability, period of

disability, or under the policy.

Agreed Amount Endorsement a provision in fire insurance

whereby the coinsurance clause is suspended if the insured car-

ries an amount of insurance specified by the company (normally

90% or more of the value).

AIDS acquired immune deficiency syndrome. A fatal, incurable

disease caused by a virus that can damage the brain and destroy

the body’s ability to fight off illness.

Alien Company an insurance company organized under the

laws of a foreign country.

Alimony Insurance insurance designed to protect the insured

against default in connection with payment of child support and

alimony.

Allied Lines a term that has been adopted to refer to the

lines of insurance that are allied with property insurance; these

coverages provide protection against perils traditionally written

by fire companies, such as sprinkler leakage, water damage, and

earthquake.

Allocated Benefits in health insurance, coverage for which

the maximum amount payable for specific services is itemized

in the contract.

Allowable Charge in health insurance, the lesser of the actual

charge, the customary charge and the prevailing charge. It is the

amount on which Medicare will base its Part B payment.

All-Risk a term commonly used by insurance people to de-

scribe broad forms of coverage; it is misleading because no prop-

erty or liability insurance policy is truly an all-risk coverage. There

is a concerted effort to eliminate use of this term and to replace

it with the term open peril.

Alternate Delivery Systems health services provided

in other than an inpatient, acute-care hospital, which are

designed to provide needed services in a more cost-effective

manner.

Alternative Markets mechanisms used to fund self-insurance.

This includes captives, which are insurers owned by one or more

non-insurers to provide owners with coverage. Risk-retention

groups, formed by members of similar professions or businesses

to obtain liability insurance, are also a form of self-insurance.

Ambulatory Care medical services that are provided on an

outpatient (nonhospitalized) basis; services may include diag-

nosis, treatment, and rehabilitation.

Amendment a formal document changing the provisions of an

insurance policy signed jointly by the insurance company officer

and the policyholder or his authorized representative.

American Agency System the term applied to the system

of insurance marketing in which the agent is an independent

business operator rather than an employee of the company.

Amortized Value the amount at a given point in time to which

the purchase price of a bond purchased at a discount or premium

has been increased or decreased.

Annual Statement an insurer’s financial report to insurance

departments issued at the end of the year. The report is required

by the various state insurance departments and is made accord-

ing to a form agreed upon by the supervising authorities.

Annuitant the person during whose life an annuity is payable,

usually the person to receive the annuity.

Annuity a contract that provides an income for a specified

period of time, such as a number of years or for life.

Annuity Certain a contract that provides an income for a spec-

ified number of years, regardless of life or death, to the insured

if living or to his or her beneficiary if deceased.

Application a statement of information made by a person

applying for life insurance: it is used by the insurance company

to determine the acceptability of the risk and the basis of the

policy contract.

Apportionment a division according to the interests of the

various parties therein, as the apportionment clause in a fire

policy.

Appraisal an estimate of value, loss, or damage; see Arbitration.

Arbitration the submitting of a matter in dispute to the judg-

ment of a specified number of disinterested persons called

arbitrators, whose decision, called an award, is binding upon

the parties.

Arson the criminal act of maliciously burning or attempting to

burn property.

Assault an intentional, unlawful threat of bodily injury to

another by force, or force unlawfully directed toward the per-

son of another, under such circumstances as create well-founded
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fear of imminent peril, coupled with apparent present ability to

execute the attempt; see also Battery.

Assessable insurance to which the policyholder may be

required to contribute in the event the company becomes

unable to pay its losses; confined to certain mutual companies.

Assessment a charge sometimes levied against policyholders

by certain types of companies.

Assessment Mutual an insurance company owned by its

policyholders that issues policies under which the policyhold-

ers may be assessed for losses and expenses.

Assigned Risk an applicant for automobile or workers com-

pensation insurance declined by one or more companies; such

a risk may be assigned to designated companies as directed by

recognized authority. The operation is called an “assigned risk

plan.”

Assignment the legal transfer of one person’s interest in an

insurance policy to another person.

Assured a person who has been insured by an insurance com-

pany or underwriter against loss.

Attachment a statutory legal remedy whereby one party may

prevent removal of property belonging to another party, pending

determination of a court action.

Attorney-in-Fact one appointed to act for another; the chief

administrative officer of a reciprocal insurance group, who uses

his or her power of attorney to commit the members of the group

as insurers of each other; also one who executes a surety bond

on behalf of the company being represented.

Attractive Nuisance a dangerous place, condition, or object

that is particularly attractive to children; in these cases the courts

have frequently held that where “attractiveness” exists, the owner

is under a duty to take steps to prevent injury to those who may

be attracted and the owner may be held liable for failure to

do so.

Audit Premium the additional premium to which an insurer

is entitled or the return premium to which the insured is entitled

after an audit and refiguring of the base on which the original or

deposit premium was charged.

Automatic Premium Loan a provision in a life insurance

policy authorizing the insurer to pay automatically by means

of a policy loan any premium not paid by the end of the grace

period.

Automatic Treaty a reinsurance contract under which risks

written by the reinsured are automatically assumed by the rein-

surer subject only to the terms and conditions of the treaty.

Automobile Insurance Plan a state pool in which each auto-

mobile insurer in the state accepts a portion of the undesirable

automobile insurance applicants; formerly called “assigned risk

plans.”

Automobile Liability Insurance a form of liability insur-

ance that is specifically designed to indemnify for loss incurred

through legal liability for bodily injury and damage to property of

others caused by accident arising out of ownership or operation

of an automobile.

Average Clause a coinsurance clause; a clause requiring an

insured to purchase insurance for a stipulated portion of the

entire value of the thing insured; see General Average; Particular

Average.

Bail a deposit or assignment guaranteeing appearance of a

defendant for a trial and which is forfeited if the defendant fails

to appear at the stipulated time.

Bailee one who has possession of property belonging to

another.

Bailment a delivery of goods or personal property by one per-

son to another in trust for the execution of a special object upon

or in relation to such goods. Bailment may be for the benefit of

the bailee, for the benefit of the bailor, or for mutual benefit. In

addition, bailment may be gratuitous or may be a bailment for

hire.

Bailor the owner of property that has been delivered to and is

in the possession of another.

Battery any unlawful beating or other wrongful physical

violence or constraint inflicted upon a human being without

his or her consent; see Assault.

Beneficiary one for whose benefit a contract is made: the

person to whom a policy of insurance is payable.

Beneficiary, Contingent the person or persons designated to

receive the death benefit if the primary beneficiary dies prior to

the death of the insured.

Beneficiary, Irrevocable a beneficiary that cannot be altered

by the insured, the insured having relinquished the right to

change the beneficiary designation.

Beneficiary, Primary the person or persons designated to

receive the benefits under the policy.

Betterment an improvement rendering property better than

mere repairs would do.

Bid a proposal or offer.

Binder a written agreement (sometimes oral) whereby one

party agrees to insure another party pending receipt of, and final

action upon, the application.

Binding Receipt in life insurance, a receipt for a premium that

accompanies the application for insurance. It binds the company

if issuance is approved, to make the policy effective from the date

of the receipt.

Blanket in property and liability, used to designate insurance

that extends to more than one location, or one class of property

or one employee.

Blanket Medical Expense (health) a provision for the pay-

ment of actual expense of hospital, nurse, surgical, and medical

care subject to an overall maximum for all such expense.

Blue Cross an independent, nonprofit membership corpora-

tion providing protection against the costs of hospital care in a

limited geographical area.

Blue Shield an independent, nonprofit membership corpora-

tion providing protection against the costs of surgery and other

items of medical care in a limited geographical area.

Bodily Injury physical injury to a person.

Boiler and Machinery Insurance coverage for loss arising

out of the operation of pressure, mechanical, and electrical

equipment; it may cover loss suffered by the boiler and machin-

ery itself and may include damage done to other property, as well

as business interruption losses.

Bond a written agreement of obligation under seal; the person

to whom the obligation is owed is called the “obligee”; the person

liable for the undertaking is called the “obligor” or “principal,”
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if a third party guarantees performance of the agreement, he is

called the “surety.”

Bottomry in the early days of marine insurance, a ship owner

would borrow money on a mortgage on the ship, and the mort-

gage would provide that if the ship were lost, the borrower would

not have to repay the loan. This was bottomry, which thus com-

bined money lending with insurance. When cargo instead of hull

was involved, it was called “respondentia.”

Breach of Contract failure to comply with the terms or condi-

tions incorporated in an insurance policy, frequently resulting in

a restriction of coverage or a voiding of a policy itself.

Broker an individual who arranges and services insurance poli-

cies on behalf of the insurance buyer: he or she is the represen-

tative of the insured, although the broker receives compensation

in the form of a commission from the company.

Bureau see Advisory Organization.

Burglary felonious abstraction of property from within

premises by persons making felonious entry by force of which

there are visible marks on the exterior.

Business Interruption insurance covering the loss of earnings

resulting from, and occurring after, destruction of property; also

called “use and occupancy insurance.”

Business Life Insurance life insurance purchased by a busi-

ness enterprise on the life of a member of the firm: it is often

bought by partnerships to protect the surviving partners against

loss caused by the death of a partner, or by a corporation to

reimburse it for loss caused by the death of a key employee.

Businessowners Policy a multiple-line package policy for

small businesses that includes property and liability coverages.

Cafeteria Plan an employee benefit arrangement under Inter-

nal Revenue Code Section 125 whereby an individual is allowed to

select among certain employee benefits on a pretax basis rather

than an after-tax basis.

Calendar Year Deductible in health insurance, the amount

of expense that must be borne by the insured during a calen-

dar year before the health insurance policy makes payment for

loss.

Capital Sum a lump sum payable for dismemberment and sight

losses.

Capitation a method of payment for health services in which

a physician or hospital is paid a fixed, per capita amount for

each person served regardless of the actual number of services

provided to each person.

Captive Agent an agent who, by contract, represents only one

company and its affiliates.

Captive Insurer an insurance company established by a par-

ent firm for the purpose of insuring the parent’s exposures.

Case Management The process by which all health related

matters of a case are managed by a physician or nurse or desig-

nated health professional in an effort to match the intensity of

services with the patient’s need over time.

Cash Surrender Value the amount available in cash upon

voluntary termination of a policy before it becomes payable by

death or maturity.

Cash Value Accumulation Test one of two tests used in deter-

mining if a contract is a life insurance policy for the purpose of

the Internal Revenue Code; see Cash Value Corridor Test.

Cash Value Corridor Test one of two tests used in deter-

mining if a contract is a life insurance policy for the purpose

of the Internal Revenue Code; see Cash Value Accumulation

Test.

Casualty Insurance a classification of insurance coverages

used in the monoline era consisting of workers compensation,

liability, crime, glass, and boiler coverages, used to distinguish

such coverages from “fire” or property coverages.

Catastrophe Bonds Bonds issued by an insurance company

with the repayment terms linked to the company’s losses from

disasters, or acts of God. A loss exceeding a certain size auto-

matically produces changes in the bonds’ structure designed to

the issuing insurer’s capital base. Also known as “cat bonds” or

“act of God bonds.”

Catastrophe Loss a loss of unusual size; a shock loss; a very

large loss.

CATEX A New York computer-based electronic market for the

exchange of insurance risks by insurance companies and rein-

surers.

Ceding Company a company that has placed reinsurance as

distinguished from the company that has accepted the reinsur-

ance.

Certified Professional Public Adjuster (CPPA) professional

designation granted to public adjusters who pass a rigorous

examination and meet specified eligibility requirements.

Cession the amount of a risk that the insurance company rein-

sures; the amount passed on to the reinsurer.

Change of Occupation Clause standard provision in health

insurance policies that reduces benefits if the insured changes

to a more hazardous occupation.

Chartered Life Underwriter (CLU) professional designa-

tion granted to persons in the life insurance field who pass a

series of rigorous examinations and meet specified eligibility

requirements.

Chartered Property Casualty Underwriter (CPCU) profes-

sional designation granted to persons in the property and liability

insurance field who pass a series of rigorous examinations and

meet specified eligibility requirements.

Children’s Health Insurance Program a program jointly

funded and administered by the states and federal government to

provide coverage to low- and moderate-income children. It was

originally called the State Children’s Health Insurance Program

(SCHIP).

Claim notification to an insurance company that payment of

an amount is due under the terms of a policy.

Claims-made Form a liability insurance policy under which

coverage applies to claims made during the policy period; see

Occurrence Form.

Class Rating an approach to rate-making in which a price per

unit of insurance is computed for all applicants with a given set

of characteristics. For example, the rate may apply to all persons

of a given age and sex, to all buildings of a certain type of con-

struction, or to all businesses of a certain type.

Closed panel A managed care plan that contracts with physi-

cians on an exclusive basis for services and does not allow those

physicians to see patients for another managed care organiza-

tion. Examples include staff and group model HMOs. Could apply

to a large private medical group that contracts with an HMO.
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CLU see Chartered Life Underwriter.

COBRA Coverage Temporary continuation of health insur-

ance coverage at group rates granted to certain former employ-

ees, retirees, spouses, former spouses, and children. The Con-

solidated Omnibus Budget Reconciliation Act (COBRA) of 1986

requires employers with 20 or more employees to provide COBRA

continuation coverage. Many states have “mini-Cobra” laws that

apply to employers with less than 20 employees.

Coinsurance in property and casualty insurance, a clause or

provision in an insurance policy requiring a specified amount of

insurance based on the value of the property insured; normally,

there is a premium reduction for purchasing insurance to some

percentage of the value of the property—if the insured fails to

comply with the clause, he or she will suffer a penalty in the event

of partial loss; in health insurance, a policy provision requiring

the insured to share a given percentage of the loss.

Collateral Source Rule a legal principle applicable in the area

of tort liability, which holds that the plaintiffs measure of damage

should not be mitigated by payments received from sources other

than the tort feasor.

Collusion a compact between persons, usually to the detriment

of other persons or for some improper purpose.

Combined Ratio a rough indication of the profitability of a

property and liability insurer’s underwriting operations, generally

computed by adding the ratio of losses incurred to premiums

earned and expenses incurred to premiums written.

Commercial the opposite of personal; of a business nature,

usually mercantile or manufacturing.

Commercial Paper Insurance a form of credit enhancement

insurance that guarantees the timely payment of principal and

interest on commercial paper issued by corporations.

Commission the fee paid by the insurance companies to agents

for the sale of policies.

Common Carrier a firm that offers to transport merchandise

for hire and must accept shipments from anyone who wishes to

use its services. Different laws and rules govern common car-

riers than those applicable to private or contract carriers that

only transport the goods of those with whom they have made

agreements.

Common Law distinguished from law created by enactment

of statutes; common law comprises the body of principles and

rules of action, which derive their authority solely from the judg-

ments and decrees of the courts or from usages and customs of

immemorial antiquity.

Community Rating the rating methodology required under

some state laws in which premiums do not vary by age, sex, con-

tract size, or other traditional rating variables but are determined

by the geographic region’s health and demographic profile.

Comparative Negligence a modification of the principle of

contributory negligence. In those jurisdictions that follow the

principle of comparative negligence, negligence on the part of

the injured party will not necessarily defeat the claim, but will be

considered in determining the amount of damages.

Compensation wages, salaries, awards, fees, commissions,

financial returns of any kind.

Completed Operations a commercial liability insurance cov-

erage applicable to liability arising out of work performed by the

insured after such work has been finished.

Comprehensive a loosely used term signifying broad or exten-

sive insurance coverage.

Comprehensive General Liability (CGL) a business liability

policy that covers a variety of exposures in a single contract.

Comprehensive Major Medical Insurance a policy designed

to give the protection offered by both a basic and major medical

health insurance policy; it is characterized by a low “deductible”

amount, coinsurance feature, and high or no maximum limit.

Comprehensive Personal Liability Insurance a type of

insurance that reimburses the policyholder if he or she becomes

liable to pay money for damage or injury he or she has caused to

others; this form does not include automobile liability but does

include almost every activity of the policyholder except business

operations.

Concealment deliberate failure to reveal material facts that

would affect the validity of a policy of insurance.

Concurrent covering the same kind of property at the same

location under the same terms and conditions, with the same

types of coverage, as two or more insurance policies.

Concurrent Causation a legal doctrine in property insurance

that makes the insurer liable for damage when property is dam-

aged by two causes, one of which is excluded and the other

covered.

Concurrent Review A case management technique that

allows insurers to monitor an insured’s hospital stay and to know

in advance if there are any changes in the expected period of

confinement and the planned release date.

Conditionally Renewable a continuation provision in

health insurance under which the insurer may not cancel the

policy during its term but can refuse to renew under specified

circumstances.

Conditions those provisions in insurance contracts that qualify

the insurer’s promise of indemnity or impose obligations on the

insured.

Confining Sickness that which confines an individual to his

or her home or a hospital (visits to physicians and hospitals are

generally considered as not terminating confinement).

Conglomerate a group of corporations engaged in widely

varied activities. In the insurance industry a conglomerate refers

to a group of companies with noninsurance interests that pur-

chases an insurance company.

Consequential Loss loss occurring after, and as a result of,

some other loss, as loss of profits resulting from a fire or a loss of

frozen foods resulting from electrical failure.

Consideration price, token, or other matter used as an induce-

ment for the completion of a contract, as an insurance premium.

Constructive Total Loss a loss of sufficient amount to make

the cost of salvaging or repairing the property equal to or greater

than the value of the property when repaired.

Contingent conditional; depending on another happening; a

contingent beneficiary is one next in line after the first named.

Contingent Beneficiary in life insurance, a beneficiary who

is entitled to receive proceeds if the primary beneficiary has

died.

Contract Bond a surety bond issued to support the obligation

of one who is engaged to perform under a contract.

Contractual Liability legal liability assumed under contract.
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Contribution a participation, as two insurance policies in the

same loss.

Contribution by Equal Shares an “other insurance” provision

under which two or more policies share equally in a loss until

the limit of one policy is exhausted, with the unexhausted policy

paying the loss in excess of this amount.

Contributory Negligence the lack of ordinary care on the

part of an injured person, which combined with the defendant’s

negligence and contributed to the injury as a proximate cause.

In some jurisdictions, contributory negligence on the part of an

injured party will defeat his or her claim.

Convention Blank see Annual Statement.

Conversion wrongful appropriation to one’s own use of prop-

erty belonging to another.

Conversion Privilege privilege granted in an insurance

policy to convert to a different plan of insurance without pro-

viding evidence of insurability.

Convertible Term Insurance term insurance that can be

exchanged, at the option of the policyholder and without evi-

dence of insurability, for another plan of insurance.

Coordinated Care Plans term used under the Medicare

Advantage program to refer to what have traditionally been called

managed care plans.

Coordination of Benefits Provision a group health insur-

ance policy provision designed to eliminate duplicate payments

and provide the sequence in which coverage will apply when a

person is insured under two contracts.

Copay an arrangement in which the covered person pays

a specified amount for various services and the health care

provider pays the remainder. Similar to coinsurance, except that

coinsurance is usually a percentage of certain charges where the

co-payment is a dollar amount.

Corridor Deductible in health insurance, a deductible under

a major medical policy that applies after coverage under a base

plan is exhausted.

Cost Containment the control or reduction of inefficiencies

in the consumption, allocation, or production of health care

services that contribute to higher than necessary costs.

Cost Contract A managed care contract payment method by

which the Health Care Financing Administration (HCFA) pays for

the delivery of health services to members based on the managed

care organization’s reasonable costs.

Cosurety a personal or corporate guarantor of a surety obliga-

tion on which one or more of the sureties are directly responsible

for the same obligation.

Countersignature an additional signature required in most

states to comply with resident agency laws; applies when a

producer in one state controls business located in, or operat-

ing in, another state. Coverage the insurance afforded by the

policy.

CPCU see Chartered Property Casualty Underwriter.

CPPA see Certified Professional Public Adjuster.

Credit Enhancement Insurance a form of coverage in which

the insurer guarantees the payment of interest and/or principal

of the insured in connection with debt instruments issued by the

insured.

Credit Insurance See Trade Credit Insurance.

Credit Life Insurance term life insurance issued through a

lender or lending agency to cover repayment of a specific loan,

installment purchase, or other obligation in case of the debtor’s

death.

Crime a wrong against public laws or customs punishable by

fine, imprisonment, or death after trial in a criminal court.

Crop-Hail Insurance protection for monetary loss resulting

from hail damage to growing crops.

Crummey Rule a doctrine established by court decision in

1968 that holds annual contributions to the trust by the grantor

will qualify as gifts as long as the trust beneficiaries are given

the right to withdraw the contributions. If not withdrawn, the

contributions are used to pay the premiums on life insurance on

the grantor that is owned by the trust.

Currently Insured under OASDHI, the status of a worker

who has at least 6 quarters of coverage out of the last 13 quar-

ters and whose beneficiaries are entitled to “currently insured”

benefits.

Custodial care care that is primarily for meeting personal

needs such as help in bathing, dressing, eating or taking

medicine. It can be provided by someone without professional

medical skills or training but must be according to doctor’s

orders.

Cybersecurity Insurance insurance designed to mitigate

losses from a variety of cyber incidents, including data breaches,

network damage, and cyber extortion.

Daily Report a copy of that portion of an insurance contract

dealing with the description of the risk and the amount of insur-

ance, which is sent to the home office of the insurance company

and retained in the agent’s files.

Damages the amount claimed or allowed as compensation

for injuries sustained or property damaged through the wrongful

acts or the negligence of another; an award.

Declarations that part of an insurance policy containing the

representations of the applicant.

Declination the rejection by a life insurance company of an

application for life insurance, usually for reasons of the health or

occupation of the applicant.

Deductible a provision whereby an insured may be required

to pay part of a loss, the insurance being excess over the amount

of the deductible.

Deferred Annuity an annuity providing for the income pay-

ments to begin at some future date, such as in a specified number

of years or at a specified age.

Deferred Group Annuity a type of group annuity providing

for the purchase each year of a paid-up deferred annuity for each

member of the group, the total amount received by the member

at retirement being the sum of these deferred annuities.

Defined Benefit Plan a pension plan in which the retirement

benefit is defined and in which the employer’s contribution is a

function of that benefit.

Defined Contribution Plan a pension plan under which the

payments into the plan are fixed, but the retirement benefit is

variable; also called a money purchase plan.

Demutualization the process whereby a mutual insurance

company converts to a capital stock company. Policyholders are
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generally offered a choice between stock in the new corporation

or cash.

Dental Insurance a type of health insurance that covers dental

care expenses.

Dependency Period the period during which children will be

dependent on a surviving parent.

Deposit Administration a type of group annuity providing for

the accumulation of contributions in an undivided fund out of

which annuities are purchased as the individual members of the

group retire.

Deposit Premium an original premium paid by the insured at

the inception date of the policy; estimated premium, subject to

later adjustment; see Audit Premium.

Depreciation the lessening of value through age, deterioration,

and obsolescence.

Derivative a financial instrument whose price is derived from

the value of commodity prices, interest rates, stock market prices,

foreign exchange rates, or insurance indexes.

Deviate to file or use a rate that is based upon but departs from

a standard bureau rate.

Diagnosis-Related Groups (DRGs) standard categories of

treatment used in a system that reimburses health care providers

fixed amounts for all care given in connection with specific treat-

ments.

Difference In Conditions (DIC) Insurance a broad form of

open-perils property insurance written as an adjunct to policies

that cover named perils.

Direct Loss loss resulting directly and immediately from the

hazard insured.

Direct Recognition a system of life insurer dividend distribu-

tion in which dividend on a policy is reduced by recognizing

the difference between the interest on outstanding policy loans

and the amount of investment income that would otherwise be

earned on the funds.

Direct Writer an insurance company that deals directly with

the insured through a salaried representative, as opposed to those

insurers that use agents; also used to refer to insurers that oper-

ate through exclusive agents; in reinsurance, the company that

originally writes the business.

Disability inability to perform all or part of one’s occupational

duties because of an accident or illness; see Total Disability and

Partial Disability.

Disability Benefit a provision added to a life insurance

policy for waiver of premium, and sometimes payment of

monthly income, if the insured becomes totally and permanently

disabled.

Disability Income Insurance a form of health insurance that

provides periodic payments to replace lost income when the

insured is unable to work because of illness or injury.

Discovery Period the period after termination of an insurance

policy or bond, or after the occurrence of a loss, within which

the loss must be discovered to be covered.

Dismemberment accidental loss of limb or sight.

Distress Insurer an insurance company specializing in sub-

standard risk, usually in the field of automobile insurance.

Dividend in insurance contracts, the refund of a part of the

premium paid at the beginning of a year that still remains after

the company has made deductions for losses, expenses, and

additions to reserves.

Dividend Addition an amount of paid-up insurance pur-

chased with a policy dividend and added to the face amount

of the policy.

Dodd-Frank Wall Street Reform and Consumer Protection

Act legislation enacted in 2010 in response to the 2008-2009

global financial crisis. It made significant changes to the regula-

tion of the financial services industry. Also known as the Dodd-

Frank Act.

Domestic Insurer a name given to a company in the state of

its incorporation, as an Iowa company is domestic in the state

of Iowa, foreign as to all other states, and alien as to all other

countries.

Double Indemnity a provision under which certain benefits

are doubled when an accident is due to specified circumstances,

such as public conveyance accidents; in a life insurance policy, a

provision that the face amount payable on death will be doubled

if the death is a result of an accident.

Dread Disease Policy a limited form of health insurance that

pays for treatment of specified diseases such as cancer.

Dram-Shop Law a state statute that imposes liability on sellers

of alcoholic beverages in the event that the buyer causes bodily

injury to another or in some cases, to himself or herself.

Duplication of Benefits overlapping or identical coverage

of the same insured under two or more health plans, usually

the result of contracts of different insurance companies, ser-

vice organizations or prepayment plans; also known as multiple

coverage.

Early Warning System a system of measuring insurers’ finan-

cial stability set up by insurance industry regulators. An example

is the Insurance Regulatory Information System (IRIS), which

uses financial ratios to identify insurers in need of regulatory

attention.

Earned Premium premium for which protection has been

provided. When a premium is paid in advance for a policy period,

the company “earns” a portion of that premium only as time

elapses during that period.

Economatic Ordinary Life See Enhanced Ordinary Life.

Education IRA a mechanism for saving for the cost of higher

education created by the Tax Reform Act of 1997, under which

nondeductible contributions compound free from taxes and

for which withdrawals for education expenses are also tax

free.

Effective Date the date on which the policy is put in force; the

inception date.

Effective Benefit a benefit payable in lieu of another (e.g.,

a lump sum benefit may be allowed for specified fractures or

dislocations in lieu of weekly indemnity).

Eligibility Period in group insurance, a period during which

group members may enroll in the plan without providing evi-

dence of insurability.

Elimination Period (also sometimes called “waiting period”

or “probation period”) a provision designed to eliminate disabil-

ity claims for the first number of days specified for each period of

disability; the elimination period may run from 3 days to as long

as 1 year: this term is also sometimes used to refer to a period of
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time after policy issuance during which specified conditions are

not covered.

Employee Retirement Income Security Act (ERISA) a 1974

federal statute that establishes minimum standards for pension

plans.

Employers Liability legal liability imposed on an employer

making him or her responsible to pay damages to an employee

injured by the employer’s negligence. Generally, replaced by

“workers compensation,” which pays the employee whether the

employer has been negligent or not.

Employment Practices Liability Coverage liability insur-

ance for employers that covers wrongful termination, discrim-

ination, or sexual harassment toward the insured’s employees or

former employees.

Endorsement a written amendment affecting the declarations,

insuring agreements, exclusions, or conditions of an insurance

policy; a rider.

Endowment Insurance insurance payable to the insured if he

or she is living on the maturity date stated in the policy, or to a

beneficiary if the insured dies prior to that date.

Enhanced Ordinary Life a type of participating life insurance

that uses policy dividends to provide some form of level con-

stant coverage at a relatively low premium. Usually, dividends

are used to purchase paid-up whole-life additions as the face

amount of insurance automatically reduced. The policies are

offered under names such as “Economatic” or “Extra Ordinary

Life.”

Environmental Impairment Liability (EIL) liability arising

out of pollution.

Equipment Value Insurance (EVI) insurance designed to pro-

tect businesses against a decline in the value of certain types of

property.

Equity Indexed Annuity See Index Annuity

Equivalent Level Annual Dividend the average of annual

life insurance policy dividends for a specified period, adjusted

for interest at a specified rate.

Errors and Omissions Insurance professional liability insur-

ance for individuals in professions such as accounting, insur-

ance, law, or real estate, where the exposure is primarily a prop-

erty damage one as opposed to bodily injury.

Essential Benefits a basic package of benefits required by

PPACA to be included in health insurance plans sold in 2014 and

later years. Benefits include hospitalization, outpatient services,

maternity care, prescription drugs, emergency care, preventive

services, and other benefits.

Estate possessions of a deceased person; possessions of a

minor or incompetent person; possessions of a bankrupt person

or corporation; worldly goods of anyone.

Estoppel an admission or declaration by which a person is

prevented from proving the contrary.

Evidence of Insurability any statement of proof of a person’s

physical condition and/or other factual information affecting

his/her acceptance for insurance.

Excess that which goes beyond, as excess insurance, over and

above a primary amount.

Excess of Loss Reinsurance a form of reinsurance whereby

the reinsuring company reimburses the ceding company for the

amount of loss the ceding company suffers, over and above an

agreed aggregate sum in any one loss or in a number of losses

arising out of any one event.

Exclusion that which is expressly eliminated from the coverage

of an insurance policy.

Exclusive Agency System an insurance marketing system

under which the agent represents a single company or company

group.

Expectation of Life (life expectancy) the average number of

years of life remaining for persons of a given age according to a

particular mortality table.

Expected Loss Ratio the percentage of the final rate allocated

for the payment of losses.

Expense Ratio the proportionate relationship of an insurer’s

expenses to premium expressed as a percentage.

Experience Rating an insurance pricing system in which the

insured’s past experience determines the premium for the cur-

rent protection.

Expiration the date on which an insurance policy terminates

unless continued or renewed by an additional premium.

Exposure unit of measurement to which an insurance rate is

applied.

Extended Coverage Insurance a standard package of perils

usually sold in conjunction with the peril of fire; includes the

perils of windstorm, hail, smoke, explosion, riot, riot attending a

strike, civil commotion, vehicle, and aircraft.

Extended Term Insurance a form of insurance available as a

nonforfeiture option; it provides the original amount of insurance

for a limited period of time.

Extended Unemployment Insurance Benefits additional

unemployment benefits under a state-federal program payable

during periods of high unemployment to workers who have

exhausted their regular benefits.

Extra Expense Insurance a form of indirect loss property

insurance that pays for the increased costs of continuing opera-

tions following damage to property by an insured peril.

Face Amount the amount stated on the face of a life insur-

ance policy that will be paid in case of death or at the maturity

of the contract; it does not include dividend additions, or addi-

tional amounts payable under accidental death or other special

provisions.

Facultative Reinsurance reinsurance effected item by item

and accepted or declined by the reinsuring company after

scrutiny as opposed to reinsurance effected by treaty.

Fair Access to Insurance Requirements (FAIR) Plan state

pools designed to provide insurance to property owners who are

unable to obtain property insurance because of the location of

their property or other factors over which they have no control.

Family Income Policy a life insurance policy, combining

whole life and decreasing term insurance, under which the

beneficiary receives income payments to the end of a specified

period if the insured dies prior to the end of the period, and the

face amount of the policy either at the end of the period or at the

death of the insured.

Family Maintenance Policy life insurance that pays, in addi-

tion to the face of the policy, a monthly income for a period
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commencing with the insured’s death and continuing for the

number of years specified; the period is most often 10,15, or

20 years.

Family Policy a life insurance policy providing insurance on

all or several family members in one contract, generally whole-

life insurance on the wage earner and smaller amounts of term

insurance on the spouse and children, including those born after

the policy is issued.

Family Purpose Doctrine a legal doctrine that imposes vicar-

ious liability on the head of the family for operation of a family

car by family members.

Federal Flood Insurance a federally subsidized flood insur-

ance program enacted in 1968 under which flood insurance is

available in areas that meet specific conditions.

Federal Insurance Administration a government office

responsible for the supervision of the Federal Flood Insurance

Program.

Fee-for-service in health insurance, a financing arrangement

under which physicians and other providers receive payment

from an insurer based on their billed charges for each service

provided.

Fellow Servant one who serves and is controlled by the same

employer; also those engaged in the same common pursuit under

the same general control.

Fellow Servant Rule rule that a master is not liable for injuries

to a servant caused by the negligence of a fellow servant engaged

in the same general business and where the master has exercised

due care in the selection of servants.

Fidelity Bond a contract of fidelity insurance; a guarantee

of personal honesty of the person furnishing indemnity against

defalcation or negligence; a form of insurance or suretyship that

protects a party against loss from the dishonesty of employees.

Fiduciary a person or corporation having the duty created by

undertaking to act primarily for another’s benefit in matters con-

nected with such undertaking, or an agent handling the business

of another when the business he or she transacts or the money

or property being handled is not his or her own or for his or her

own benefit.

Field Supervisor a salaried employee of an insurance com-

pany, whose responsibilities are (1) production of new business

through existing agents, (2) the appointment of new agents,

(3) general supervision of the company’s affairs in his or her

territory.

File and Use Law a system of rate regulation in which rates

may be used immediately by an insurer once they are filed with

the state regulatory authority. The supervisory authority may later

disapprove and rescind the rates.

Financial Guarantee Insurance a form of coverage in which

the insurer guarantees the payment of interest and/or principal

of the insured in connection with debt instruments issued by the

insured.

Financial Responsibility Law a statute that requires motorists

to show evidence of financial responsibility following an acci-

dent that involves bodily injury or property damage in excess of

some amount; normally, proof of financial responsibility is given

through a valid policy of insurance.

Fire as used in insurance contracts, combustion proceeding at

a rate rapid enough to generate a flame, glow, or incandescence.

Fire Insurance coverage for losses caused by fire and lightning,

as well as the resultant damage caused by smoke and water.

Fire Legal Liability a form of liability insurance that covers

damage to leased or rented property caused by fire or other

specified perils.

Fleet a group, as of automobiles.

Flexible Benefits under a cafeteria plan, selected benefits that

qualify for pretax treatment.

Floater a marine or fire policy, the coverage of which follows

the movement of the property insured.

Flood overflow of water from its natural boundaries. More

specifically defined by the National Flood Act of 1968 as “a gen-

eral and temporary condition of partial or complete inundation

of normally dry land areas from (1) the overflow of inland or tidal

waters, or (2) the unusual and rapid accumulation or runoff of

surface waters from any source.”

Foreign Insurer an insurance company that is chartered in

another state.

Franchise Insurance a class of life insurance in which individ-

ual policies are issued to members of a group, with an employer

or other body collecting and/or remitting the premiums.

Fraternal Insurance certain fraternal organizations have a

form of cooperative life or disability insurance that is available

to members of the fraternal organization.

Friendly Fire a fire confined to the place it is supposed to be

in (e.g., in a stove or similar place).

Fronting an arrangement in which a primary insurer acts as the

insurer of record by issuing a policy, but then passes the entire risk

to a reinsurer in exchange for a commission. Often, the fronting

insurer is licensed to do business in a state or country where the

risk is located, but the reinsurer is not.

Fully Insured under OASDHI, the status of a worker who has

40 quarters of coverage or one quarter of coverage for each year

after 1950 or after age 21, if later, and who is entitled to “fully

insured” benefits.

Gatekeeper in health care, a primary care physician who per-

forms initial diagnosis and refers the participant to specialist

members of a provider network.

General Average in marine insurance, a loss that must be

borne partly by someone other than the owner of the goods that

were lost or destroyed; for example, if it is necessary to jettison

cargo to save a ship, the owners of the ship and the rest of the

cargo that is saved will share in the loss of the goods that were

intentionally sacrificed.

General Damages amounts awarded in litigation to compen-

sate for pain and suffering and other noneconomic loss.

Grace Period the period of time following the due date of a

policy premium during which the payment of the premium will

continue the policy and during which the policy is in full force

and effect.

Graded Commission a reduced commission justified by the

size of the premium.

Graded Expense a reduced expense item for the insurance

company justified by the size of the premiums.

Graded Premium Whole Life a whole-life contract for which

the initial premium is low, but increases yearly until it levels off

sometime between the tenth and twentieth years.
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Gramm–Leach–Bliley Act the Financial Services Moderniza-

tion Act of 1999, which removed Depression-era prohibitions

against the combination of commercial banking and investment-

banking activities. It allows insurance companies, banks, and

securities firms to affiliate with one another.

Gratuitous made without a consideration, as a gift requiring

nothing in return.

Gross Premium the premium for insurance that includes the

provision for anticipated losses (the pure premium) and for the

anticipated expenses (loading).

Group Annuity a pension plan providing annuities at retire-

ment to a group of persons under a single master contract, with

the individual members of the group holding certificates stating

their coverage; it is usually issued to an employer for the benefit

of employees.

Group Insurance any insurance plan under which a number

of employees and their dependents are insured under a single

policy, issued to their employer, with individual certificates given

to each insured employee; the most commonly written lines are

life and accident and health.

Guaranteed Investment Contract (GIC) investment instru-

ments issued by insurers to pension plans that are similar to the

certificates of deposit issued by commercial banks.

Guaranteed Issue a requirement that insurers sell an insurance

policy to any person who requests coverage.

Guaranteed Renewable Policy a policy that the insured has

the right to continue in force by the timely payment of premi-

ums to a specified age (usually age 50), during which period

the insurer has no right to make unilaterally any change in any

provision of the policy while the policy is in force, but may make

changes in premium rates by policy-holder class.

Guest Laws state statutes that limit the right of action of an

injured guest passenger in an automobile against the driver to

instances of gross negligence or willful and wanton negligence.

Hard Market a seller’s market in which insurance is expensive

and in short supply.

Hazard a condition that creates or increases the probability of

a loss.

Hazard, Moral the increase in the chance of loss caused by

dishonest tendencies on the part of an insured.

Hazard, Morale the increase in the chance or loss or in the

amount of loss that results from an attitude of carelessness or

indifference simply because the loss will be paid by insurance.

Health Employer Data and Information Sets (HEDIS) a

standardized set of performance measures that assess managed

care plans’ performance on a number of elements, including

such things as financial stability, access and quality of care. HEDIS

enables purchasers and consumers to readily compare the perfor-

mance of managed care plans. It is sponsored, supported, and

maintained by the National Committee for Quality Assurance

(NCQA).

Health Insurance a generic term applying to all types of in-

surance indemnifying or reimbursing for losses caused by bodily

accident or sickness or for expenses of medical treatment neces-

sitated by sickness or accidental bodily injury.

Health Insurance Portability and Accountability Act a fed-

eral law enacted in 1996 which eased the “job lock” problem by

making it easier for individuals to move from job to job without

the risk of being unable to obtain health insurance or having to

wait for coverage due to pre-existing medical conditions.

Health Maintenance Organization (HMO) a prepaid medi-

cal group practice plan for the provision of health care, in which

individual subscribers pay an annual fee in return for entitlement

to a wide range of health services. HMOs are both insurers and

providers of health care.

HIPAA See Health Insurance Portability and Accountability

Act.

Health Savings Account a tax-advantaged savings account

for qualified medical and retiree health expenses. It is available

to taxpayers enrolled in a high-deductible health plan (HDHP).

The funds contributed to the account are not subject to federal

income tax at the time of deposit and funds roll over and accu-

mulate year to year if not spent.

Hold-Harmless Agreement a contract usually written such

that one party assumes legal liability on behalf of another

party.

Home Service Life Insurance See Monthly Debit Ordinary

Life Insurance.

Hospital Indemnity a form of health insurance that provides

a stipulated daily, weekly, or monthly indemnity during hospital

confinement without regard to the actual expense of hospital

confinement.

Hostile Fire a fire burning where none is intended.

Hull Insurance in ocean marine and aviation insurance, cov-

erage for physical damage to a vessel or aircraft.

ILS See Insurance-Linked Securities

Immediate Participation Guarantee (IPG) Plan a type of

insured pension plan under which gains and losses from mor-

tality or investments are segregated from the rest of the insurer’s

operations and credited directly to the employer’s account. See

Harris Trust Decision.

Improvements and Betterments Insurance insurance that

protects a tenant against loss to improvement made by him or

her to property in which he or she is a tenant.

Incontestable Clause a provision that prevents the insurer

from challenging the coverage because of alleged misstatements

by the insured after a stipulated period has passed, usually two

or three years.

Incurred Losses losses actually sustained during a fixed

period, usually a year. Incurred losses are customarily computed

by the formula: losses paid during the period, plus outstanding

losses at the end of the period, less outstanding losses at the

beginning of the period.

Indemnity, Principle of a general legal principle related to

insurance that holds that the individual recovering under an in-

surance policy should be restored to the approximate financial

position he or she was in prior to the loss.

Independent Adjuster one who adjusts losses on behalf of

companies but is not employed by any one. He or she is paid by

fee for each loss adjusted.

Independent Agent a person operating under the American

Agency System, representing several property and liability

insurers, and dividing the policies he or she writes among the

various companies represented.
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Independent Contractor one who performs work for another

in his or her own manner and method, and who is not subject

to the control or direction of the party for whom the work is

performed; he or she is not an employee of the party for whom

the work is performed.

Indeterminate Premium Life Insurance life insurance in

which the premium may be adjusted upward or downward after

inception, subject to a maximum premium stated in the policy.

Index Annuity a fixed annuity that earns interest or provides

benefits that are linked to the performance of an equity index,

such as the S & P 500.

Indirect contingent; that which happens only after something

else has occurred.

Individual Policy Pension Trust a type of pension plan, fre-

quently used for small groups, administered by trustees who are

authorized to purchase individual level premium policies or an-

nuity contracts for each member of the plan; the policies usually

provide both life insurance and retirement benefits.

Individual Retirement Account (IRA) a tax-sheltered retire-

ment plan established by an individual under which earnings

accumulate tax free until distributed. Contributions up to $2250

are deductible for some persons.

Industrial Development Bond Insurance insurance de-

signed to guarantee prompt payment of principal and interest

on industrial development bonds.

Industrial Life Insurance life insurance issued in small

amounts, usually less than $1000, on a single life exclusive of

additional benefits, with premiums payable on a monthly or more

frequent basis, and generally collected at the insured’s home by

an agent of the company.

Inherent Vice a characteristic depreciation such as the fading

of ink, a cracking of parchment, the graying of hair.

Injury Independent of All Other Means an injury resulting

from an accident, provided that the accident was not caused by

an illness.

Inland Marine Insurance a broad type of insurance, gener-

ally covering articles that may be transported from one place to

another; the essential condition is that the insured property be

movable, though bridges, tunnels, and similar instrumentalities

of transportation are also considered inland marine.

Insolvency Fund state plans created by law to guarantee pay-

ment of liabilities of insolvent insurers.

Inspection an examination by those having authority; right

usually reserved by an insurance company with respect to any

property it insured.

Insurable Interest an interest that might be damaged if the

peril insured against occurs; the possibility of a financial loss to

an individual that can be protected against through insurance.

Insurance an economic device whereby the individual substi-

tutes a small certain cost (the premium) for a large uncertain

financial loss (the contingency insured against) that would exist

if it were not for the insurance contract; an economic device

for reducing and eliminating risk through the process of com-

bining a sufficient number of homogeneous exposures into a

group in order to make the losses predictable for the group as a

whole.

Insurance Linked Securities financial instruments whose per-

formance is primarily driven by insurance and/or reinsurance

loss events. A catastrophe bond is an example of an insurance-

linked security.

Insurance Purchasing Group a group of firms or other or-

ganizations that band together under the provisions of the Risk

Retention Act of 1986 for the purpose of buying insurance col-

lectively.

Insurance Regulatory Information System (IRIS) a comput-

erized model designed by the National Association of Insurance

Commissioners for the detection of potential insurer insolvencies

before they occur through analysis of selected audit ratios.

Insurance Services Office (ISO) the principal advisory orga-

nization for property and liability insurers.

Insured in life insurance, the person on whose life an insurance

policy is issued; in property and liability insurance, the person to

whom or on whose behalf benefits are payable under the policy.

Integration a coordination of retirement or disability benefits

with benefits payable under Social Security, through a specific

formula.

Interest-Adjusted Method a means of measuring differences

in cost among life insurance policies that considers the time

value of money.

Interest-Sensitive Whole Life a participating life insurance

policy in which the dividends are geared to current money rates.

Some insurers guarantee a particular rate for the first few years

of the policy.

Internet Liability Insurance See cybersecurity insurance.

Intestate leaving no will at death.

Investment Generation Method (IGM) a dividend alloca-

tion approach used in life insurance that recognizes the year (or

generation of policies) during which money was invested by the

policyholder in determining the dividend; See Portfolio Average

Method.

Invitee a person having an express or implied invitation to

enter a given location.

Irrevocable Beneficiary a beneficiary designation that may

be changed only with the consent of the beneficiary.

Irrevocable Life Insurance Trust A type of living trust used

to avoid the incidents of ownership in a life insurance contract

that makes the insurance proceeds taxable under the federal

state tax. The basic function of the trust is to own life insurance

policies covering the grantor.

Joint Insured one of two or more persons whose names or

interests are insured under the same or identical contracts.

Joint-and-Last-Survivor Annuity an annuity issued on two

lives under which payments continue in whole or in part until

both have died.

Joint-and-Several Liability a judgment obtained against mul-

tiple tort feasors that may be enforced against the tort feasors

collectively or individually; permits the injured party to recover

the entire amount of compensation due for injuries from any tort

feasor who is able to pay, regardless of the degree of that party’s

negligence.

Joint-Life Annuity an annuity issued on two lives under which

payments cease at the death of either of the two persons.

Joint Mortgage Protection Policy decreasing term life insu-

rance written on the lives of two persons, with the insurance

payable at the death of the first.
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Joint Underwriting Association (JUA) a loss-sharing mecha-

nism used in some states to provide insurance to high-risk drivers.

Judgment the decision of a court or the reason for such

decision.

Judgment Rating the process of determining the rate for a

coverage without the benefit of extensive loss experience or

statistical information.

Judicial Bond a surety bond required in court proceedings.

Jumbo Risk a risk requiring exceptionally high benefit limits.

Jumping Juvenile Insurance permanent life insurance on

children under which the face amount automatically increases

to a multiple of the initial amount when the child reaches a

specified age.

Keogh Plan a tax-qualified retirement plan for self-insured

individuals similar in most respects to qualified corporate

pensions.

Key-Persons Insurance a life insurance program designed to

cover the key employees of an employer; it may be written on a

group or individual policy basis.

Kidnap/Ransom Insurance insurance that cover the cost of

ransom or extortion payments and related expenses. Policies

generally require that the policyholder not reveal the coverage’s

existence.

Lapse termination of a policy due to failure by the insured to

pay the premium as required.

Lapsed Policy a policy discontinued for nonpayment of pre-

miums; the term is technically limited to a termination occurring

before a life insurance policy has a cash or other nonforfeiture

value.

Last Clear Chance an exception to the doctrine of contributory

negligence that makes a person who has a final opportunity to

avoid an accident and fails to do so legally liable.

Law of Large Numbers the theory of probability that is

the basis for insurance; the larger the number of exposure

units, the more closely will the actual results obtained ap-

proach the probable results expected from an infinite number of

exposures.

Leasehold Interest an intangible use interest that exists

when the provisions of a lease stipulate a rental that is greater

or less than the prevailing market price of renting similar

facilities.

Legal Reserve Life Insurance Company a life insurance

company operating under state insurance laws specifying the

minimum basis for the reserves the company must maintain on

its policies.

Level Premium Insurance life insurance for which the cost is

distributed evenly over the premium paying period: the premium

remains constant from year to year, and is more than the actual

cost of protection in the earlier years of the policy and less than

the actual cost in the later years; the excess paid in the early years

accumulates the reserve.

Liability a debt or responsibility; an obligation that may arise

by a contract made or by a tort committed.

License and Permit Bond a surety bond required of persons

who obtain certain licenses and permits that guarantees that the

individual will comply with laws and regulations pertaining to

the license or permit.

Licensee a person on one’s property with stated or implied

permission but not to further the purposes of the landholder. The

property owner is obligated to warn a licensee of any dangers

the licensee might not be expected to know about.

Life Annuity a contract that provides an income for the life of

the annuitant.

Lifetime Disability Benefit a benefit for loss of income

payable as long as the insured is totally disabled, even for

life.

Limited Payment Life Insurance a form of whole-life insur-

ance on which premiums are payable for a specified number of

years less than the period of protection, or until death, if death

occurs before the end of the specified period.

Limited Policies those that cover specified accidents or sick-

ness.

Limits the value or amount of a policy; the greatest amount that

can be collected under the policy.

Livery in automobile insurance, the carrying of passengers for

hire.

Living benefits rider a rider attached to a life insurance policy

that provides LTC benefits or benefits for the terminally ill. The

benefits provided are derived from the available life insurance

benefits.

Lloyd’s a voluntary unincorporated association of individuals

organized for the purpose of writing insurance; normally refers

to Lloyd’s of London, a group of individual underwriters and syn-

dicates that underwrite insurance risks severally, using facilities

maintained by the Lloyd’s of London Corporation.

Loading that part of an insurance rate designed to cover ex-

penses, profit, and a margin for contingencies: in some instances,

an additional amount added to an insurance rate because of

some extraordinary hazard or expense.

Local Agent a producer of insurance whose activities are purely

of local extent.

Long-Term Care Insurance health insurance coverage de-

signed to cover the cost of custodial care in nursing homes or

extended care facilities.

Long-Term Disability a generally accepted period of time for

more than two years—can vary according to company standards.

Loss the unintentional decline in, or disappearance of, value

due to a contingency.

Loss Frequency the number of claims on a policy during a

premium period.

Loss Ratio the proportionate relationship of incurred losses to

earned premiums expressed as a percentage.

Loss Reserves an estimated liability in an insurer’s finan-

cial statement, indicating the amount the insurer expects to pay

for losses that have taken place but which have not yet been

paid.

Losses Incurred But Not Reported (IBNR) losses resulting

from accidents that have taken place but on which the company

has not yet received notice or report of the loss.

Low-Load Life Insurance a life insurance contract on which

the commission for the first and subsequent years is lower than

the traditional commission rates.
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Major Medical Expense Insurance policies especially de-

signed to help offset the heavy medical expenses resulting from

catastrophic or prolonged illness or injury; they provide broad

coverage for medical expenses and a high or no maximum limit.

Malpractice alleged professional misconduct or lack of ordi-

nary skill in the performance of a professional act. A practitioner

is liable for damage or injuries caused by malpractice.

Managed Health Care a system of health care delivery that

tries to manage the cost of health care, the quality of that health

care, and access to that care. Features typically include a panel

of contracted providers that is less than the entire universe of

available providers, some type of limitations on benefits to sub-

scribers who use noncontracted providers (unless authorized to

do so), and some type of authorization system.

Mandated benefits in health insurance, benefits required by

state or federal law.

Manual a book of rates, rules, and coverages usually available

for each kind of insurance.

Marine pertaining to the sea or to transportation; usually

divided as to “ocean marine” and “inland marine”; the insurance

covering transportation risks.

Mass Merchandising the sale of group property and liability

insurance, generally through an employer.

Material Fact information about the subject of insurance that

if known would change the underwriting basis of the insurance,

and that would cause the insurer to refuse the application or

charge a higher rate.

Medicaid state programs of public assistance to persons

regardless of age whose income and resources are insufficient

to pay for health care. Title XIX of the federal Social Security

Act provides matching federal funds for financing state Medicaid

programs.

Medical Information Bureau (MIB) an organization to which

life insurers report health impairments of applicants for life

insurance; the information is then available to member com-

panies for underwriting purposes.

Medical Loss Ratio The percentage of health insurance pre-

miums spent by the insurance company on health care services.

PPACA requires that large group plans spend 85% of premiums

on clinical services and other activities for the quality of care for

enrollees. Small group and individual plans must devote 80% of

premiums to these purposes.

Medical Payments an additional coverage included in some

liability contracts under which the insurer agrees to reimburse

injured persons for medical expenses.

Medical Savings Account a fund into which individuals make

tax-sheltered contributions to cover medical expenses that is

used in connection with a high deductible health insurance pol-

icy to cover the expenses that fall within the policy deductible.

Medicare hospital and medical expense insurance provided

under the Social Security system.

Medicare Advantage Plan an HMO, PPO, or Private Fee-For-

Service Plan that contracts with Medicare to provide Part A and

Part B benefits to subscribers; a Medicare Advantage Prescription

Drug Plan also includes drug benefits.

Medicare Select Policy a Medicare Supplement policy un-

der which insureds must use a preferred provider organization

(except in emergency situations) to receive full benefits.

Medicare+Choice a major initiative in the Balanced Budget

Act of 1997 (also called Medicare Part C), under which Medi-

care beneficiaries may select from among several managed care

options or a Medical Savings Account.

Medicare Supplement Policy Medical expense insurance

designed to dovetail with and supplement insurance under the

federal Medicare system.

Medigap private health insurance products that supplement

Medicare insurance benefits.

MET see Multiple Employer Trust.

MEWA see Multiple Employer Welfare Arrangement.

Minimum Premium Plan in group health insurance, a cost-

plus arrangement in which an employer pays the insurer only a

portion of the premium which is to be used for administration

costs. The remainder is placed in a bank account which is then

used by the insurer to pay claims.

Miscellaneous Hospital Expense a provision for the payment

on a blanket basis or schedule basis of hospital services (other

than room and board, special nursing care, and doctors fees) up

to a stipulated maximum amount.

Misrepresentation a misstatement: if done with intent to mis-

lead, it may void the policy of insurance.

Misstatement of Age Clause in life and health insurance, a

policy provision requiring an adjustment in the amount of insur-

ance when the insured has misstated his or her age.

Modified Endowment Contract (MEC) a life insurance con-

tract that does not meet the requirements specified in the Internal

Revenue Code and on which a withdrawal of investment earn-

ings by a cash surrender or loan before age 59 1/2 is subject to

penalty.

Modified Own Occupation a coverage definition in disability

income policies under which benefits are payable if the insured

cannot perform the duties of his or her own occupation and is

not working in any gainful employment.

Modified Whole Life a form of whole-life insurance with a

lower than usual initial premium that increases after 3 to 5 years.

Money Market Fund Insurance private insurance that pro-

tects insured investors in a money market mutual fund against

loss in the event the fund fails or the issuers of investments held

by the fund default.

Monthly Debit Ordinary (MDO) Life Insurance a marketing

approach similar to industrial life insurance, characterized by

relatively low face amounts of cash value life insurance with

high premiums where the agents call door-to-door on customers

both to sell the products and to collect monthly premiums. Also

called home service life insurance.

Moral Hazard a dishonest predisposition on the part of an

insured that increases the chance of loss.

Morale Hazard a careless attitude on the part of an insured

that increases the chance of loss or causes losses to be greater

than would otherwise be the case.

Morbidity The incidence and severity of sickness and acci-

dents in a well-defined class or classes of persons.

Morbidity Table a statistical table showing the probable inci-

dence and duration of disability.

Mortality Table a statistical table showing the probable rate of

death at each age, usually expressed as so many per thousand.
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Mortgage a deposit or conditional transfer to secure the perfor-

mance of some act; the person who makes the transfer is called

the “mortgagor,” the other party, the “mortgagee”; sometimes an

intermediary called a “trustee” is appointed.

Multiple Employer Trust (MET) a legal trust established by a

plan sponsor that brings together a number of small, unrelated

employers for the purpose of providing group medical coverage

on an insured or self-funded basis.

Multiple Employer Welfare Arrangement (MEWA) a mul-

tiple employer trust that provides health and welfare benefits to

the employees of a number of employers under the provisions of

the Employee Retirement Income Security Act (ERISA).

Multiple-Line Insurance policies that combine many perils

previously covered by individual policies of fire and liability com-

panies; the homeowners policy is one example; other examples

are the commercial portfolio package policy and the farm cov-

erage program.

Municipal Bond Guarantee Insurance a form of cover-

age sold to municipalities under which the insurer guarantees

the payment of interest and principal on bonds issued by the

municipality.

Municipal Lease Insurance a form of coverage sold to munici-

palities that ensures the municipality’s lessors the prompt pay-

ment of principal and interest on municipal lease financing.

Mutual Insurance Company a nonprofit insurer, without

capital stock, that is owned by the policyholders; it may be

incorporated or unincorporated.

Mutual Insurance Holding Company an organization form

under which a holding company organized as a mutual owns a

capital stock insurer. Mutual insurance holding companies are

organized under special state mutual insurance holding com-

pany laws.

Named Insured the person designated in the policy as the

insured, as opposed to someone who may have an interest in a

policy but not be named.

Named Peril Coverage property insurance that covers losses

that result from specifically named causes; see Open Perils.

National Association of Insurance Commissioners a

national organization of state officials who are charged with the

regulation of insurance; although the organization has no official

power, it exerts a strong influence through its recommendations.

National Committee for Quality Assurance (NCQA) a non-

profit organization that evaluates and accredits managed care

plans. It is also responsible for implementing the Health Em-

ployer Data and Information Sets (HEDIS) data reporting system,

that provides standardized performance measures for managed

care plans.

Nationwide Marine Definition a classification of insurance

coverages developed by the National Association of Insurance

Commissioners to delineate marine insurance from other lines

of insurance.

Negligence failure to exercise the degree of care that would be

expected from a reasonable and prudent person.

Net Payment Cost Index in life insurance, a measure of cost

of a life insurance policy maintained in force until death, with

allowance for interest at some rate.

Net Retention the final amount of insurance retained by the

insurance company after reinsuring such amounts as it did not

wish to retain.

No-Fault Insurance a form of first party insurance written in

conjunction with a no-fault law. Under a no-fault law, the person

causing injury is granted immunity from tort action and the per-

son injured must collect for his or her loss from his or her own

insurer.

No-Load Life Insurance a life insurance policy on which

no commission is payable; available from a limited number of

insurers.

Nonadmitted Insurer an insurer that has not been licensed to

write insurance in a given jurisdiction.

Noncancelable or Noncancelable and Guaranteed Renew-

able Policy a continuous term health insurance policy that

guarantees the insured the right to renew for a stated number of

years or to a stated age (usually 60 or 65), with the premium at

renewal guaranteed.

Nonconcurrency a condition that exists when two or more

policies covering the same property are written subject to differ-

ent provisions.

Nonconfining Sickness a sickness that does not confine the

insured to his or her home or a hospital.

Noncontributory Plan a group insurance or pension program

under which the employer pays the entire cost.

Nondisabling Injury an injury that does not cause total or

partial disability.

Nonforfeiture Option privilege available to the policyholder

based upon his or her interest in the contract or once cash value

has been created.

Nonoccupational Policy one that does not cover loss result-

ing from accidents or sickness arising out of or in the course

of employment or covered under any workers compensation

law.

Nonparticipating Insurance policy insurance on which

the premium is calculated to cover as closely as possible the

anticipated cost of the insurance protection and on which no

dividends are payable to the insured.

Obligee the person in favor of whom some obligation is con-

tracted, whether such obligation be to pay money, or to do, or

not do something; the party to whom a bond is given.

Obligor the person who has engaged to perform some obliga-

tion; one who makes a bond; the bonding company.

Occupational Disease a disease or condition of health that

results from performance of an occupation; examples include

psittacosis, mercury poisoning, dust collection in the lungs, and

the like; in most states occupational disease is now covered as

part of the workers compensation exposure.

Occupational Safety and Health Act of 1970 (OSHA) a fed-

eral statute establishing safe and healthy working conditions on

a nationwide basis. The act sets job safety and health standards

enforced by Labor Department safety inspectors and also pro-

vides for compilation of relevant statistics on work injuries and

illness.

Occurrence a happening that occupies some length of time,

as an individual catching cold after sitting in a draft in a theater

all evening; sometimes a series of accidents; see Accident.
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Occurrence Form a liability insurance policy under which

coverage applies to injuries or damage sustained, during the

policy period, regardless of when the claim is made; see Claims-

made Form.

Ocean Marine Insurance coverage on all types of vessels,

including liabilities connected with them, and on their cargoes;

the cargo coverage has been expanded to protect the owners

from warehouse to warehouse, inclusive of all intermediate tran-

sit by rail, truck, or otherwise.

Omnibus Clause archaic term formerly used to refer to a provi-

sion in liability contracts that extends coverage to other persons

not named in the policy.

Open Form a continuous policy written on a reporting basis.

Open Perils a term used to describe a broad form of property

insurance in which coverage applies to loss arising from any

fortuitous cause other than those perils or causes specifically

excluded. This is in contrast to other policies that name the peril

or perils insured against; see All-Risk.

Optionally Renewable in health insurance, a contract in

which the insurer reserves the right to terminate coverage at an

anniversary or premium-due date.

Ordinary Life Insurance a form of whole-life insurance usu-

ally issued in amounts of $1000 or more with premiums payable

on an annual, semiannual, quarterly, or monthly basis to the

death of the insured or to the end of the mortality table employed,

whichever occurs first and at which time (benefits) proceeds are

due; the term is also used to mean straight life insurance.

Organized Delivery System see Integrated Delivery System.

Original Medicare Plan refers to Parts A and B of Medicare,

which pay benefits for services received from any health care

provider who accepts Medicare.

Outage Insurance a boiler and machinery consequential loss

coverage covering loss during the period a specified object is

inoperable as a result of an accident.

Overhead Disability Insurance a type of short-term disability

income contract that reimburses the insured person for specified,

fixed monthly expenses, normal and customary in the operation

and conduct of his/her business or office.

Own Occupation in disability insurance, a term that defines

the most liberal wording of the total disability requirement. It

applies a single test in determining whether the insured is totally

disabled; whether the insured is able to perform the duties of his

or her own occupation.

Ownership of Expiration exclusive right on the part of a prop-

erty and casualty insurance agent operating under the American

Agency System to the records of dates and details of expiring

policies.

P&I Insurance see Protection and indemnity insurance.

Package Policy a combination of the coverages of two or more

separate policies into a single contract.

Paid-up Insurance insurance on which all required premi-

ums have been paid; the term is frequently used to mean the

reduced paid-up insurance available as one of the nonforfeiture

options.

Parol Evidence Rule when the parties to a contract have

purported to embody their contract in writing, that writing is

the contract and all of the contract; therefore no evidence is

admissible to prove any terms of the contract different from, or

in addition to, those set forth in writing.

Partial Disability a provision generally found in accident and

occasionally in sickness policies designed to offer some weekly

or monthly indemnity benefit if the insured cannot perform all

the important daily duties of his or her occupation.

Participating Insurance policies that entitle the policyholder

to receive dividends reflecting the difference between the pre-

mium charged and the actual operating expenses and mortality

experience of the company; the premium is calculated to provide

some margin over the anticipated cost of the insurance protec-

tion. If expenses and mortality are lower than anticipated so that

an excess of premium has been collected, a portion of the excess

available is returned to the insured in the form of dividends.

Particular Average a term meaning an accidental and usually

a partial loss suffered by one interest and not chargeable against

others; see General Average.

Patient Protection and Affordable Care Act (ACA) (PPACA)

Legislation signed by President Obama on March 23, 2010. Com-

monly referred to as the health reform law.

Paul v Virginia a U.S. Supreme Court decision of 1869 in which

the court ruled that insurance was not commerce and therefore

not interstate commerce, thereby exempting the industry from

federal control. This decision was reversed in the Southeastern

Underwriters Association case of 1944.

Payor Benefit a provision generally included in juvenile life

insurance policies waiving future premiums if the payer (usu-

ally the parent who pays the premium on the policy) becomes

disabled or dies before maturity of the policy.

PCP see Primary Care Physician.

PCS Option an insurance futures option formerly traded on

the Chicago Board of Trade (CBOT) for which the value was

determined from an index of insurance catastrophe estimates

provided by the Property Claim Services (a division of American

Insurance Services Group, Inc.).

Penalty the limit of an insurer’s or surety’s liability under a

fidelity or surety bond.

Percentage Participation Clause in health insurance, a pro-

vision that requires the insured to bear a percentage of expenses

in excess of the deductible; also called coinsurance.

Peril the cause of possible loss; the event insured against.

Permanent Life Insurance a phrase used to cover any form

of life insurance except term; generally insurance, such as whole

life or endowment, that accrues cash value.

Permissible Loss Ratio the maximum percentage of premium

income that can be expended by the company to pay claims

without loss of profit.

Personal Auto Policy a simplified language automobile pol-

icy designed to insure private passenger automobiles and cer-

tain types of trucks owned by an individual or husband and

wife.

Personal Injury in law, a term used to embrace a broad range

of torts that includes bodily injury, libel, slander, discrimination,

and similar offenses. Also a standard insurance coverage that

protects against a more limited group of torts (false arrest, deten-

tion or imprisonment, malicious prosecution, wrongful entry or

eviction, and libel, slander, or defamation).
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Personal Injury Protection Coverage/PIP a form of auto-

mobile coverage that covers the treatment of injuries to the driver

and passengers of the policyholder’s car used in states that have

enacted no-fault laws or other auto reparation reform laws.

Personal Producing General Agent a life insurance agent

who has established a record of successful production and

who is granted a contract that gives them greater compensation

than they received as agents. These agents absorb all their own

expenses, including office facilities, clerical staff, and other over-

head expenses.

Physical Hazard a condition of the subject of insurance that

creates or increases the chance of loss, such as structural defects,

occupancy, or similar conditions.

Plaintiff a party to a lawsuit who brings charges against another

party called the defendant.

Point-of-Service Plan in health insurance, a cost-containment

approach in which care provided through a network of providers

is managed by a primary care physician or gatekeeper.

Policy the written contract of insurance that is issued to the

policyholder insured by the company insurer.

Policy Dividend a refund of part of the premium on a partici-

pating life insurance policy reflecting the difference between the

premium charged and actual experience.

Policy Fee an additional charge placed on the initial premium

designed to offset a portion of the expense of policy issuance.

Policy Loan a loan made by an insurance company to a policy-

holder on the security of the cash value of his or her policy.

Policy Period the term for which insurance remains in force,

sometimes definite, sometimes not.

Policy Reserve the amounts that a life insurance company

allocates specifically for the fulfillment of its policy obligations;

reserves are so calculated that, together with future premiums

and interest earnings, they will enable the company to pay all

future claims.

Policyholders Surplus total capital funds as shown in an in-

surer’s annual statement. Consists of capital, if any, unassigned

funds (surplus) and any special funds that are not in the nature

of liabilities.

Pollution the contamination of the environment that includes

air pollution, noise pollution, water pollution, and disposal of

waste materials.

Pool a risk-sharing mechanism in which the members of a

group agree to be collectively responsible for losses.

Portfolio Average Method a dividend allocation approach

used in life insurance in which excess investment earnings to be

included in dividends are allocated to all policies, old and new,

at a single rate, regardless of the pattern of premium payments

over the years; see Investment Generation Method.

Postselection Underwriting an insurer’s practice of reevalu-

ating the desirability of insureds at or prior to the renewal of their

policies.

PPACA See Patient Protection and Affordable Care Act.

Pre-admission authorization A cost containment feature of

many group medical policies whereby the insured must contact

the insurer prior to a hospitalization and receive authorization

for the admission.

Preauthorized Check Plan a plan by which a policyholder

arranges with his bank and insurance company to have his or her

premium payments drawn, usually monthly, from his checking

account.

Preexisting Condition a physical condition that existed prior

to the effective date of the policy.

Preferred Provider Organization (PPO) a health care de-

livery organization composed of physicians, hospitals, or other

health care providers that contracts with subscribers to provide

health care services at a reduced fee.

Premises and Operations a commercial liability coverage

that protects against liability arising out of the ownership or main-

tenance of premises or out of the activities of employees away

from the premises.

Premium the payment, or one of the periodical payments, a

policyholder agrees to make for an insurance policy.

Premium Loan a policy loan needed for the purpose of paying

premiums.

Premium Period the length of time covered by the premium,

usually identical with the policy period but frequently not.

Prepaid Group Practice Plan a plan under which a person

pays in advance for the right to specified health services per-

formed by participating physicians and institutions.

Primary basic, fundamental; an insurance policy that pays first

with respect to other outstanding policies.

Primary Beneficiary the individual first designated to receive

the proceeds of an insurance policy; see Contingent Beneficiary.

Primary Care Physician (PCP) the designated contact for a

patient in health insurance plans that require members to select

and seek treatment from a specific physician who either renders

treatment or refers the member to an appropriate specialist within

the approved health care network.

Principal the applicant for, or subject of, insurance: the one

from whom an agent derives his or her authority.

Principal Sum a term used to refer to the lump sum amount

payable for accidental death, dismemberment, or loss of sight.

Prior Approval Law a system of rate regulation in which rates

must be filed with the state regulatory authority and approved

before they may be used.

Prior Authorization in health insurance, a cost containment

measure that provides full payment of health benefits only when

the hospitalization or medical treatment has been approved in

advance.

Private Insurance voluntary insurance programs available

from a private firm or from the government by which an indi-

vidual may obtain protection against the possibility of loss due

to a contingency.

Pro Rata Apportionment a division of loss according to

the interest of the various companies providing insurance; thus,

if Company A has insured the property involved for $10,000

and Company B has insured the property for $20,000, Com-

pany A will pay one-third of any loss and Company B will pay

two-thirds.

Pro Rata Cancellation cancellation with a return of premium

charged for the period of time the policy was in force equal to

the ratio of the total premium to the total policy period; see Short

Rate Cancellation.

Pro Rata Distribution Clause a clause that provides that the

face amount of the insurance will be divided between the objects
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insured in the proportion that the value of each bears to the value

of all.

Probationary Period (also sometimes called “elimination

period”) a period of time from the policy date to a specified

date, usually 15–30 days, during which no sickness coverage is

effective; it is designed to eliminate a sickness actually contracted

before the policy went into effect- occurs only at the inception

of a policy.

Producer an agent for an insurance company.

Professional Review Organization (PRO) an organization in

which practicing physicians assume responsibility for reviewing

the propriety and quality of health care services provided under

Medicare and Medicaid.

Prohibited Risks those not written by a company because

of an unusual occupational exposure or uninsurable physical or

moral conditions.

Proof the act of substantiating another act, such as a claim for

insurance payment.

Proposal an application for insurance or the facts contained

in it; a recommendation.

Prorate Clause in health insurance, an optional policy provi-

sion designed to protect the company when an insured changes

to a more hazardous occupation and does not have his or her

policy amended accordingly; the company may pay only such

portion of the indemnities provided as the premium paid would

have purchased at the higher classification, subject to the maxi-

mum limits fixed by the company for such more hazardous

occupation; it also protects the insured when he or she changes

to a less hazardous occupation by providing for a return

premium.

Prospective payment system a system of Medicare reim-

bursement for Part A benefits that bases most hospital payments

on the patient’s diagnosis at the time of hospital admission.

Protection and Indemnity (P&I) Insurance liability insur-

ance coverage in an ocean marine policy.

Provider-Sponsored Organizations provider-owned and

-sponsored ventures that operate much like health maintenance

organizations.

Provisions the terms or conditions of an insurance policy.

Proximate Cause the immediate or actual cause of loss under

an insurance policy.

Public Adjuster one who represents the policyholder instead

of the company.

Public Guarantee Insurance Programs compulsory quasi-

social insurance programs designed to protect lenders, investors,

or depositors against loss in connection with the failure of a

financial institution or other type of fiduciary: for example, the

Federal Deposit Insurance Corporation.

Public Law 15 an historic piece of legislation passed by

Congress in 1945 whereby insurance was exempted from the

operation of federal antitrust laws “to the extent that it is regu-

lated by the various states.” Certain other restrictions were added

such as a prohibition of coercion; also known as the “McCarran

Act.”

Punitive Damages damages awarded separately and in addi-

tion to the compensatory damages, usually on account of mali-

cious or wanton misconduct, to serve as a punishment for the

wrongdoer and possibly as a deterrent to others.

Pure Premium that part of the premium that is sufficient to

pay losses and loss adjustment expenses but not including other

expenses. Also, the premium developed by dividing losses by

exposure disregarding any loading for commission, taxes, and

expenses.

Pure Risk a condition in which there is the possibility of loss

or no loss only.

Qualified Health Plan A health insurance policy that meets

the minimum standards to be sold on a government-funded

health insurance exchange.

Quota Share Reinsurance a reinsurance contract that rein-

sures an agreed fraction of every risk of the kind described in the

contract, which the ceding company writes.

Rate the cost of a unit of insurance.

Rated Policy an insurance policy issued at a higher-than-

standard premium rate to cover the extra risk involved in cer-

tain instances where the insured does not meet the standard

under-writing requirements; for example, impaired health or a

particularly hazardous occupation.

Rating Bureau see Advisory Organization.

Reasonable and Customary Charge a charge for health care,

which is consistent with the going rate or charge in a certain

geographical area for identical or similar services.

Rebate the return of part or all of a premium to a policyholder.

Reciprocal Exchange an association of individuals who agree

to exchange insurance risks—each member of the association

insures each of the other members and in turn is insured by each

of the other members; see Attorney-in-Fact.

Recurring Clause a period of time during which a recurrence

of a condition is considered as being a continuation of a prior

period of disability or hospital confinement.

Reduced Paid-up Insurance a form of insurance available as

a nonforfeiture option; it provides for continuation of the original

insurance plan, but for a reduced amount.

Refund Annuity an annuity that provides that the difference

between the original cost and payments made to the annuitant

will be paid to a beneficiary.

Regional Agent a district agent; the grade between local and

general agent.

Rehabilitation Benefit in disability policies, a provision that

provides for continuation of disability benefits or other financial

assistance while a totally disabled person is retraining or attempt-

ing to acquire skills to return to the work force.

Reimbursement Benefits those for which the insured is reim-

bursed on an actual expense-incurred basis.

Reinstatement the restoration of a lapsed policy.

Reinsurance insurance placed by an underwriter in another

company to cut down the amount of the risk assumed under the

original insurance.

Relation of Earnings to Insurance Clause in disability

insurance, a provision that reduces payment to the proportion of

policy benefits that the insured’s earnings at the time of disabil-

ity (or average earnings for two years prior to disability) bear to

total disability benefits under all policies; also called the average

earnings clause.
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Release a discharge, as from further liability under an insurance

policy.

Renew to continue; to replace, as with new policy.

Renewable at Insurers Option in health insurance, a contin-

uance provision that reserves to the insurer the right to refuse to

renew the contract.

Renewable Term Insurance term insurance that can be

renewed at the end of the term, at the option of the policyholder,

and without evidence of insurability, for a limited number of

successive terms; the rates increase at each renewal as the age

of the insured increases.

Rental Value Insurance insurance arranging to pay the

reasonable rental value of property that has been rendered

untenantable by fire or some other peril insured against, for the

period of time that would be required to restore the property to

tenantable condition.

Replacement Cost Insurance property insurance that pays

for damaged or destroyed property without a deduction for

depreciation.

Reporting Form insurance that depends upon regular reports

from the insured to determine the amount of insurance or the

premium or both.

Representation statements made by an applicant in the appli-

cation that he represents as being substantially true to the best

of his or her knowledge and belief, but which are not warranted

as exact in every detail.

Res Ipsa Loquitur (the thing speaks for itself) rebuttable

presumption that the defendant was negligent: the presump-

tion arises on proof that the instrumentality causing the injury

was in the defendant’s exclusive control, and that the acci-

dent is one that ordinarily does not happen in the absence of

negligence.

Reserve liability set up for particular purposes.

Residual Disability Benefit a provision in disability income

policies that grants benefits based on a reduction in earnings, as

opposed to inability to work full time.

Residual Market Plan a mechanism through which high-risk

insureds who cannot obtain insurance through normal market

channels are insured.

Residuary the balance remaining, as in an estate after specific

bequests and debts have been paid.

Respondeat Superior (let the master answer) the principal

is liable in certain cases for the wrongful acts of his agent; the

doctrine does not apply where the injury occurs while the servant

is acting outside the legitimate scope of his or her authority.

Respondentia an early form of marine insurance on cargo;

similar to bottomry, the equivalent on hulls.

Restoration reinstatement, as the amount of coverage after a

loss.

Retention the act of retaining an exposure to loss; also that

part of the exposure that is retained.

Retroactive Conversion conversion of term life insurance

into whole-life insurance at the insured’s original age at issue

rather than at the insured’s attained age at conversion.

Retrocession the amount of risk that a reinsurance company

reinsures: the amount of a cession that the reinsurer passes on.

Retrospective Rating the process of determining the cost of

an insurance policy after expiration of the policy, based on the

loss experience under the policy while it was in force.

Return Premium an amount due the insured upon cancella-

tion of a policy.

Revival the reinstatement of a lapsed policy by the company

on receipt of evidence of insurability and payment of past due

premiums with interest.

Revocable Beneficiary a beneficiary designation that may be

changed by the policy owner without the consent of the existing

beneficiary.

Rider a document that amends the policy; it may increase or

decrease benefits, waive a condition or coverage, or in any other

way amend the original contract—the terms rider and endorse-

ment are often used interchangeably.

Risk in the abstract, used to indicate a condition of the real

world in which there is a possibility of loss; also used by insurance

practitioners to indicate the property insured or the peril insured

against.

Risk Contract a managed care contract payment method in

which the Health Care Financing Administration (HCFA) pays

a fixed monthly payment (sometimes supplemented by a pay-

ment from the enrollee) in return for the delivery of all Medicare-

covered services medically necessary to members.

Risk Management a scientific approach to the problem of

dealing with the pure risks facing an individual or an organization

in which insurance is viewed as simply one of several approaches

for dealing with such risks.

Risk Retention Act A 1986 federal statute that exempts risk

retention groups and insurance purchasing groups from a sub-

stantial part of state regulation.

Risk Retention Group group-owned insurer formed under

Risk Retention Act of 1986, whose primary activity consists of

assuming and spreading the liability risks of its members.

Risk-Based Capital a financial-analysis model adopted by the

National Association of Insurance Commissioners for judging the

adequacy of insurers’ capital, based on the specific risks facing

an insurer, including underwriting risk, investment portfolio risk,

and other risks not reflected in these factors.

Robbery the unlawful taking of property by violence or threat

of violence.

Roth IRA a type of IRA established by the Tax Reform Act of

1997 under which contributions made only on a nondeductible

basis and for which withdrawals are free from taxes.

Salvage value recoverable after a loss: that which is recovered

by an insurance company after paying a loss; see Subrogation.

Schedule a list of coverages or amounts concerning things or

persons insured.

Schedule Rating a system of rating in which debits and credits

are added and subtracted from a base rate to determine the final

rate for a particular insured.

Second-Injury Fund in workers compensation, a state fund

that pays the increased benefits when a second work-related

injury combined with a previous injury results in greater disability

than would be caused by the second injury only.
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Second-to-Die Policy a life insurance contract that insures two

lives with the promise to pay only at the second death; also called

survivorship whole-life insurance.

Securitization of Insurance Risk the process of converting

insurance risk into securities that can be sold in financial markets.

See Catastrophe Bond and PCS Option.

Self-funded plan synonymous with self-insured; an employee

benefit plan in which the employer pays the claims rather than

an insurance company.

Self-Insurance a risk-retention program that incorporates ele-

ments of the insurance mechanism.

Senior Professional Public Adjuster (SPPA) professional

designation granted to public adjusters with 10 years’ experi-

ence who pass a rigorous examination and meet other specified

eligibility requirements.

Separate Account funds held by a life insurer that are segre-

gated from the other assets of the insurer and invested for pension

plans.

Settlement Option one of the ways, other than immediate

payment in a lump sum, in which the policyholder or beneficiary

may choose to have the policy proceeds paid.

Seven-Pay Test a test applied to life insurance contracts

under the Internal Revenue Code that is designed to determine if

the contract is primarily an investment instrument rather than a

life insurance contract. Premiums during the first 7 years of the

contract may not exceed seven annual net level premiums for a

7-pay policy; see Modified Endowment Contract.

Short Rate Cancellation cancellation with a less than propor-

tionate return of premium; see Pro Rata Cancellation.

Short-term Additional Monthly Benefit in disability poli-

cies, a monthly benefit payable during the first months of total

disability. The benefit may be payable for up to 12 months,

depending on the insurer.

Short-term Disability a generally accepted period of time for

2 years or less; can vary according to company standards.

Sickness Insurance a form of health insurance against loss by

illness or disease.

SIMPLE Plan a simplified approach to pensions created by

the Small Business Job Protection Act of 1996 (Savings Incentive

Match Plan for Employees Plan) under which individual pensions

are established for each employee using an IRA or 401(k) plan.

Depending on the approach, the plans are referred to as either a

SIMPLE IRA or a SIMPLE 401(k).

Single Premium Deferred Annuity an annuity under which

the initial premium accumulates together with investment in-

come to create a fund that will be paid out to the annuitant at

some time in the future.

Single Premium Whole Life a whole-life policy in which the

initial premium, together with interest earnings, is sufficient to

pay the cost of the policy over its lifetime.

Social Insurance compulsory insurance, in which the benefits

are prescribed by law and in which the primary emphasis is on

social adequacy rather than equity.

Social Insurance Substitute Benefit in disability policies, an

optional benefit that is payable when the individual is disabled

under the policy terms, but does not qualify for Social Security

disability benefits. Also sometimes called a Social Security Offset

Rider.

Social Security Offset Rider see Social Insurance Substitute

Benefit.

Soft Market a buyer’s market in which insurance is relatively

inexpensive and in plentiful supply.

South-Eastern Underwriters Association (S.E.U.A.) case

U.S. Supreme Court decision in 1944 that reversed the decision

in Paul v Virginia and held that insurance is interstate commerce.

Special Agent a representative of an insurance company who

travels about a given territory dealing with agents and supervising

the company’s operations there.

Special Damages amount awarded in litigation to compensate

for specific identifiable economic loss.

Speculative Risk a condition in which there is a possibility of

loss or gain.

Split Funding a technique in which a part of the contributions

to a pension plan is paid to a life insurer and a part is invested

separately under a pension trust.

SPPA see Senior Professional Public Adjuster.

Sprinkler Leakage Insurance insurance against loss from

accidental leakage or discharge from a sprinkler system due to

some cause other than a hostile fire or certain other specified

causes.

Staff Adjuster one who adjusts losses and is paid a salary by

one company for all his or her time.

Standard Provisions (health insurance) a set of policy pro-

visions prescribed by law setting forth certain rights and obli-

gations of both the insured and company; these were originally

introduced in 1912 and have now been replaced by the Uniform

Provisions.

Standard Risk a person who, according to a company’s un-

derwriting standards, is entitled to insurance protection without

extra rating or special restrictions.

Statutory Accounting accounting prescribed by regula-

tory authorities for insurance companies. Under the statutory

accounting system, GAAP (Generally Accepted Accounting

Principles) are not followed, but statutory conventions replace

GAAP.

Statutory Profit the profit of an insurer computed under the

statutory system of accounting.

Stock Insurance Company an insurance company owned by

stockholders, usually for the purpose of making a profit.

Stop-loss insurance a type of reinsurance purchased by a

health plan or self-funded employer plan. Coverage can be writ-

ten to cover losses over a specified amount either on a specific

or individual basis, or on a total basis for the plan over a period

of time such as one year.

Straight Life Insurance whole-life insurance on which premi-

ums are payable for life.

Structured settlement legal agreement to pay a designated

person, usually someone who has been injured, a specified sum

of money in periodic payments, usually for his or her lifetime,

instead of in a single lump sum payment.

Subrogation an assignment or substituting of one person for

another by which the rights of one are acquired by another in
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collecting a debt or a claim, as an insurance company stepping

into the rights of a policyholder indemnified by the company.

Substandard (impaired risk) risks that have some physical

impairment requiring the use of a waiver, a special policy form,

or a higher premium charge.

Suicide Clause life insurance policy provision that limits the

insurer’s liability to the return of premiums if the insured commits

suicide during the first 2 years of the policy.

Superfund a federal environmental cleanup fund created prin-

cipally from taxes on the chemical industry intended for use in

cleaning up waste dumps.

Summary Plan Description a recap or summary of the bene-

fits provided under a health insurance plan most often used for

employees covered by self-funded plans.

Supplementary Contract an agreement between a life insurer

and a policyholder or beneficiary by which the insurer retains

the proceeds payable under an insurance policy and makes pay-

ments in accordance with the settlement option chosen.

Supplementary Medical Insurance (SMI) optional insur-

ance under the Medicare program that covers physicians’ fees

and other specified medical services.

Surety a guarantor of a duty or obligation assumed by another.

Surety Bond an agreement providing for monetary compen-

sation should there be a failure to perform certain specified acts

within a stated period: the surety company, for example, becomes

responsible for fulfillment of a contract if the contractordefaults.

Surplus Line commonly used to describe any insurance for

which there is no available market to the original agent or broker,

and which is placed in a nonadmitted insurer in accordance

with the Surplus or Excess Line provisions of state insurance

laws.

Surrender Cost Index in life insurance, a measure of the cost

of a policy, including interest foregone, if the policy is surrendered

for its cash value at the end of a specified period.

Survivorship Whole Life a life insurance contract that insures

two lives with the promise to pay only at the second death; also

called the “second-to-die” policy.

Systemic Risk a risk that can affect an entire system, rather

than just one entity. In economics, the term is often used where a

shock, such as the failure of a single entity, could cause cascading

effects and severely disrupt the financial system.

Tail Coverage an extended reporting period extension under

claims-made liability policies that provides coverage for losses

that are reported after termination of the policy.

Tax-Qualified Long-Term Care Insurance (TQ-LTCI) Long-

term care insurance policies that meet the requirements estab-

lished by the Health Insurance Portability and Accountability Act

of 1996.

Tender Offer Defense Expense Insurance insurance

designed to reimburse a publicly held corporation for defense

expenses in resisting takeover attempts.

Term the length of time covered by a policy or a premium.

Term Insurance insurance payable to a beneficiary at the

death of the insured, provided death occurs within a specified

period, such as 5 or 10 years, or before a specified age.

Theft the unlawful taking of property of another: the term

includes such crimes as burglary, larceny, and robbery.

Third Party someone other than the insured and insuring

company.

Third-Party Administration administration of a group insur-

ance plan by some person or firm other than the insurer or the

policyholder.

Third-Party Insurance liability insurance, so called because it

undertakes to pay to a third party sums that the insured becomes

legally obligated to pay.

Title Insurance insurance that indemnifies the owner of real

estate in the event his or her clear ownership of property be

upset by the discovery of faults in his or her title: largely written

by companies specializing in this class alone.

Tort an injury or wrong committed against an individual.

Total Disability disability that prevents the insured from per-

forming all the duties of his or her occupation or any occupation:

the exact definition varies among policies.

Trade Credit Insurance a form of guarantee to manufacturers

and wholesalers against loss resulting from default on the part of

debtors.

Travel Accident Policies those that are limited to paying for

loss arising out of accidents occurring while traveling.

Trespasser one who enters property of another without per-

mission. A property owner generally is obligated to avoid inten-

tional injury to trespassers and do so by a full disclosure of all

information material to the proposed contract.

Trust transfer of property right to one person called a “trustee”

for the benefit of another called a “beneficiary.”

Trust Fund Plan a pension plan administered by a trustee

rather than by an insurance company.

Twisting the act of switching insurance policies from one com-

pany to another, to the detriment of the insured.

Uberrimae Fidei literally, of the utmost good faith. The

basis of all insurance contracts—both parties to the contract are

bound to exercise good faith and do so by a full disclosure of all

information material to the proposed contract.

Umbrella Liability Insurance a form of excess liability insur-

ance available to corporations and individuals protecting them

against claims in excess of the limits of their primary policies

or for claims not covered by their insurance program. This latter

coverage requires the insured to be a self-insurer for a substantial

amount ($10,000–$25,000).

Unallocated Benefit in health insurance, a policy provision

providing reimbursement up to a maximum amount for the cost

of all extra miscellaneous hospital services, but not specifying

how much will be paid for each type of service.

Underinsured Motorist Coverage a form of automobile cov-

erage that pays for bodily injury to insured persons by a motorist

who has insurance that meets the requirements of the financial

responsibility law, but is insufficient to cover the loss sustained

by the insured.

Underwriter an individual who decides whether the insurance

company will issue coverage and, in some cases, the rate at which

it will be issued.
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Underwriting the process by which an insurance company de-

termines whether and on what basis it will accept an application

for insurance.

Unearned Premium that portion of the original premium for

which protection has not yet been provided because the policy

still has some time to run before expiration. A property and lia-

bility insurer must carry unearned premiums as a liability on its

financial statement.

Uniform Provisions statutory policy provisions that specify

the rights and obligations of the insured and company.

Uninsured Motorist Coverage a form of automobile insur-

ance that pays for bodily injury to an insured person by a motorist

who is uninsured, a hit-and-run driver, or a driver whose insurer

becomes insolvent.

Universal Life Insurance a flexible premium life insurance

policy under which the policyholder may change the death ben-

efit from time to time (with satisfactory evidence of insurability

for increases) and vary the premium payments. Premiums (less

expense charges) are credited to a policy account from which

mortality charges are deducted and to which interest is credited

at rates that may change from time to time.

Unsatisfied Judgement Fund a state fund created to reim-

burse persons injured in automobile accidents who cannot

collect damages awarded to them because the responsible party

is either insolvent or uninsured. Such funds are often financed

by an addition to the regular automobile registration fee and will

only pay unsatisfied judgments up to fixed limits.

Usual, Customary, and Reasonable (UCR) Charges in

health insurance, an approach to benefits under which the

policy agrees to pay the “usual, customary and reasonable”

charges for a procedure, rather than a stipulated dollar amount.

Utilization Review a cost control mechanism by which the

appropriateness, necessity, and quality of health care is moni-

tored by both insurers and employers.

Valued Policy an insurance contract in which the value of the

thing insured and the amount to be paid in case of total loss is

settled at the time of making the policy.

Valued Policy Law a state statute that specifies that in the

event of a total loss, the insured shall receive in payment the full

amount of the policy, regardless of the principle of indemnity.

Vanishing Premium Policy a participating whole-life policy

on which dividends are allowed to accumulate until accumu-

lated dividends plus future dividends are sufficient to pay all

future premiums under the policy.

Variable Annuity an annuity contract under which the amount

of each periodic payment fluctuates according to the investment

performance of the insurer.

Variable Life Insurance life insurance under which the ben-

efits are not fixed but relate to the value of assets behind the

contract at the time the benefit is paid.

Variable Universal Life a form of life insurance (also called

Universal Life II) that combines the flexible premium features

of universal life with the investment component of variable

life.

Vesting a provision that a participant in a pension plan will, after

meeting certain requirements, retain the right to the benefits he

or she has accrued.

Viatical Settlement Company a business that specializes

in the purchase of life insurance policies from terminally-ill

persons.

Viatication the sale of a terminally ill person’s life insurance

policy to a business firm that specializes in such transactions.

Vicarious Liability in law, liability arising out of imputed neg-

ligence.

Void of no force or effect; null.

Waiting Period See Elimination Period.

Waiver the voluntary relinquishment of a known right.

Waiver of Premium a provision that waives payment of the

premium that becomes due during a period of covered total

disability that has lasted for a specified period of time, usually,

3 to 6 months.

Warranty a statement concerning the condition of the item

to be insured that is made for the purpose of permitting the un-

derwriter to evaluate the risk; if found to be false, it provides the

basis for voidance of the policy.

Whole Life Insurance insurance payable to a beneficiary at

the death of the insured whenever that occurs; premiums may be

payable for a specified number of years (limited-payment life) or

for life (straight life).

Workers Compensation a system of providing for the cost of

medical care and weekly payments to injured employees or to

dependents of those killed in industry in which absolute liability

is imposed on the employer, requiring him or her to pay benefits

prescribed by law.

Written Premiums the premiums on all policies that a com-

pany has issued in some period of time, as opposed to “earned

premiums.”
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Absolute liability, 483
ACA. See Patient Protection and

Affordable Care Act of 2009
Accidental death and dismemberment,

356–357
Accidental death benefit, 271–272
Accident, duties, 543
Accommodation risks, 135
Accountable Care Organizations

(ACOs), promotion, 400
Accounting for Certain Investments in

Debt and Equity Securities (FASB
Statement No. 115), issuance, 145

Accounts receivable, 572
securitization, credit insurance, 614

Accumulation need, estimation, 197
Accumulation units, 313

CREF value, 314t
Acquisition expense, 88, 89, 129
Activities of daily living (ADLs), 402

defining, 406
self-maintenance activities, 405

Act of God bonds, 155
Actual cash value, 168–169
Additional Living Expense, 440
Additional Medicare Tax, 206–207
Additional purchase option, 272
Add-on coverage, 520
Adjustable life insurance, 233
Adjusted gross income (AGI), 206, 327

sum, 211
Adjusters, 138

public adjusters, difference, 138
Adjustment. See Loss adjustment

bureaus, 138
Administrative expenses, 88, 89
Administrative-services-only (ASO)

agreement, 416
Administrator’s bond, 612
Admitted assets, nonadmitted assets

(difference), 145
Admitted insurer (licensed insurer),

74–75
Admitted liability, 604
Advisory Commission on Consumer

Protection and Quality in Health
Care, 369

Advisory Council on Social Security,
report, 215–216

Affordability. See Insurance
problems, causes, 123–124
public choice, 125

Aftermarket parts, 542–543
Agency department, 133
Agent, selection, 62–65
Aggregate stop-loss, 416
Aging population, health care, 378
Agreed Value optional coverage, 564
Aid to Families with Dependent Children

(AFDC), 372
Aircraft

admitted liability, 604
liability, 498
liability insurance, 604
peril, coverage, 453

Aleatory contract (insurance), 173
Alien insurer, 74
Alimony-entitled spouse, policy owner,

304–305
Alimony-obligated spouse

(premium-paying spouse), life
insurance policy ownership, 305

All Industry Model Rating (NAIC
development), 110

Allocated funding instruments, 422
All-Terrain Vehicle Policy, 546
American agency system, 82
American Association of Insurance

Services (AAIS), 85, 509
American College of Life Underwriters,

87
American International Group (AIG)

Financial Products Division (AIG-FP),
OTS regulation, 104

insurance operations, threat, 103–104
operations, 106–107

Americans with Disabilities Act, 221
American Taxpayer Relief Act of 2012

(ATRA-2012), 400
American Taxpayer Relief Act of 2013

(ATRA-2013), 194
America’s Health Insurance Plans

(AHIP), 87
Annual income, economic value, 187t
Annual Statement (NAIC), 151
Annual Statement Blank (NAIC), 144
Annual Transit Policy, 570–571
Annuitant, 197, 308, 312

retirement age, 314
sales, regulation, 316–317

Annuities, 307–317
classification, 309–310
definition, 308
difference, 309–310
federal estate tax, impact, 311
financed purchases, 299
future obligations, 305
future value, 342t
income tax treatment, 310–311
investment, 315–316
payments, 345t
premature withdrawal (early

withdrawal), 310–311
principle, impact, 308
specialized annuities, 311–315

Annuity principle, 196
Anticompact laws, 100–101
Anti-insurance bias, 23
Antiquity, insurance, 72
Antitrust Modernization Commission

(AMC) report, 114
A posteriori probabilities, 37
Apparent authority (ostensible

authority), 165
Appeal bonds, 612
Appleton Rule (New York), 74
Appraisal provision, 443
Approved amount, 393
Armstrong Committee Investigation, 100
Armstrong, William W., 100
Assessment coverage, 457
Assets

admitted assets, nonadmitted assets
(difference), 145

valuation, 145–146
reserve, 151

Assignment clause, 445–446
Assisted Living Care Coverage

endorsement, 459
Assumption-of-risk doctrine, 217
Attachment bonds, 612

release, 612
Auto Choice Reform Act of 1997, 524
Auto Dealers Coverage Form (ADCF),

600
Automatic benefit increase, 356
Automatic convertible term, 283
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Automatic premium loan, 267–268
Automatic treaty, 153
Automobile

coverage, 513
legal liability, 513–519
liability, 495, 515–517

insurance, 513
medical payments coverage, 513
no-fault benefit laws, 522t
physical damage coverage, 513
shared market, 85
vicarious liability, 513–514

Automobile insurance, 46
liability coverage, 548–549
medical payments coverage, 549
perspective, change, 526
physical damage coverage, 549–550
plans, 517–518
premiums, differences, 525–526
problem, 519–524
purchase, 548–550
rates, 524–526
state laws, 521–523
traditional system, criticisms, 519

Availability. See Insurance
problems, causes, 122–123

Average indexed monthly earnings
(AIME), 207

Aviation exclusions, 258
Aviation insurance, 604
Avoidance. See Risk

technique, 17

Bail bond, 613
Bailee customer policy, 603–604
Bailee forms, 570, 604
Bailee insurance, 602–604
Bailee liability, 602–603

coverages, 603–604
Balanced Budget Act of 1997 (BBA-97),

372, 389, 400
Bank Holding Company Act, 84
Bankruptcy, 544

legal liability, 490
Banks, insurance (relationship), 84–85
Base beneficiary premium, 399
Base period, 200
Basic extended reporting period, 593
Beach and windstorm pools, 85–86
Beneficiary

classification, 255
designation, 255

Benefit-certain contracts, 249–250
Benefit representatives, 137
Benefits

adoption, impact, 210
classes, 207–209
coordination, 375
disability benefits, 209
marriage, relationship, 210
receiver, divorce, 210
retirement benefits, 207–208
survivors, benefits, 208–209

Benefit-uncertain contracts, 249–250
Bid bond, 611
Blackout period, 190
Blanket bonds, 574

Blanket insurance, 561
Blue Cross and Blue Shield (Blues), 366

associations, 78
plans, 367
policy development, 393

BMW of North America, Inc. v. Ira Gore,
484–485

Boatowners Policy, 474–475
Bobtailing, 601
Bodily injury, 270
Boiler and machinery insurance, 553,

565–568
deductibles, 567
equipment breakdown insurance, 46
suspension, 567–568

Bonding, classes, 47
Bottomry contracts, 72
Branch office system, 81–82
Brand and Labels coverage, 567
Breakdown, definition, 566
Broad-Form Theft Coverage

Endorsement, 464–465
Builder’s risk coverage form, 562
Builder’s Risk Form, 562
Building and Personal Property

Coverage Form (BPP), 555–561
coinsurance, 558–560

clause, 559–560
rationale, 558–559

construction cost, increase, 556
coverage extensions, 556–557
debris removal, 556
deductible, 558, 560
Earthquake and Volcanic Eruption

Form, 558
electronic data, 556
equipment breakdown, 558
fire department service charges, 556
functional building valuation

endorsement, 560
functional personal property

valuation, 560–561
loss, causes

basic form, 557
broad form, 557–558
special form, 558

manufacturer’s selling price clause,
561

mortgage holders condition, 558
non-owned detached trailers, 557
optional coverages, 560
ordinance/law coverage

endorsement, 560
outdoor property, 557
perils insured, 557–558
pollutant cleanup/removal, 556
property off premises, 557
property, preservation, 556
provisions, 558
specialized valuation endorsements,

560–561
Spoilage Coverage, 558
storage units property, 557
vacancy condition, 558
valuation condition, 558

Bureaus, 138
Burglary, robbery, and theft insurance, 46

Bush Commission to Strengthen Social
Security, 216

Business
activities, 499

coverage, 499–500
continuation insurance, 427–428
definition, 499
firms, package policies, 578–579
floater forms, 570
floater policies, 571
government control, approaches,

96–97
income, 567

forms, 563
interruption insurance, 563

operations, resumption, 563
life insurance, specialized uses,

427–430
necessity, 419
operations, conduct, 586
personal property, 555
pursuits, 504–505

Business Auto Coverage (BAC) form,
597–599

coverage territory, 598
liability coverage, 597–598
medical payments, 598
physical damage coverage, 598
uninsured motorists coverage, 598

Business Income Coverage (And Extra
Expense) Form, 563

Business Income Coverage (Without
Extra Expense) Form, 563

Business Income from Dependent
Properties endorsement, 564

Businessowners Policy (BOP), 578–579
liability coverage, 579
property coverage, 578–579

Business Pursuits Endorsement, 499

Cafeteria employee benefit plan,
426–427

Calendar quarter, 205–206
California, Proposition 103, 121–122

California Supreme Court Decision,
121–122

territorial rating issue, 122
Camera Dealers Form, 571–572
Cancelable health insurance policy, 358
Capital conservation, capital liquidation

(difference), 191, 193
Capital liquidation, capital conservation

(difference), 191, 193
Capital needs analysis, 193
Capital retention strategy, capital

liquidation strategies
(difference), 343

Capital stock insurance companies, 75
Capitation, 367

payment, 78
Captive

domiciles, 67–68
tax treatment, 68

Captive agents, 82
Captive insurance companies, 67–68
Capture theory of regulation, 96–97
Career average salary plans, 319, 320
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Cargo insurance, 568
Caribbean Catastrophe Risk Insurance

Facility (CCRIF), 158
Caribbean Community (CARICOM), 158
Carnegie Foundation, retirement

programs, 313
Cartel, operations, 85–86
Cash balance plans, 320–321
Cash flow plans, 67
Cash-flow underwriting, 91
Cash needs, 189
Cash option, 265–266
Cash payment policies (insurance

contracts), 169, 170
Cash plans (Section 401k plans),

321–322
Cash refund annuities, 310
Cash-refund contract, 311
Cash surrender value, policy provision,

266
Cash value corridor test, 229–230

satisfaction, 284
Cash value insurance

protection/savings, 226
term insurance, difference (reasons),

226
Cash value life insurance, forms

(difference), 248–249
Cash value policies, 225

reserve accumulation, 248f
Cash values, availability, 290t
Casual employees, 219
Casualty insurance, 73
Casualty insurers, 73
Catastrophe bonds (cat bonds), 155–156

activity, 156
Catastrophe futures/options, 156–157
Catastrophe insurance futures, CBOT

trading, 157
Catastrophe insurance options (PCS

options), 157
Catastrophe modeling (cat modeling),

ratemaking (relationship), 132
Catastrophic loss, avoidance, 42
Catch-up deferrals, 324
Causes of loss

basic form, 557
broad form, 557–558
special form, 558

Ceding company, 153
Center for Medicare and Medicaid

Innovation, 400
Certainty, decision making, 55
Certified Professional Public Adjuster

(CPPA), 138
Cession, 153
CHAMPVA programs, 372–373
Charitable institutions, liability, 482
Chartered Life Underwriter (CLU), 87
Chartered Property and Casualty

Underwriter (CPCU), 87
Chicago Board of Trade (CBOT),

catastrophe insurance futures
trading, 157

Chicago Mercantile Exchange (CME),
hurricane futures/options
trading, 157

Chicago Mercantile Exchange Hurricane
Index (CHI), 157

Childless couple, lifestyles, 188
Children

benefits, 208
care, responsibility, 487–488

Children’s Health Insurance Program
(CHIP), 371, 372, 382

Choice no-fault, 520
ChoicePoint, 136
Civil actions, 481
Civilian Health and Medical Program of

the Department of Veterans
Affairs (CHAMPVA), 372–373

Civil Rights Act of 1964, Title VII, 418
Claim expenses, 504
Claim representatives, 137
Claim reserves, 147
Claim settlement, action, 138
Class action, 491
Class Action Fairness Act of 2005

(CAFA), 491–492
Class rates, 130
Cleanup fund, 189
Coinsurance, 558–560

clause, 559–560
rationale, 558–559

Cold Storage Locker Bailee Floater, 604
Collapse additional coverage, 442
Collateral assignment, 256
Collateral source rule, 485
Collection service, 614–615
College Retirement Equity Fund

(CREF), 313
accumulation unit, value, 314t
value, 344

Collegia, 72
Collision coverage, 540
Columbia Report (1932), 519
Combination Umbrella and

Following-Form Excess, 605
Combined income, 211
Combined ratio, 150
Commercial automobile insurance, 553
Commercial Crime Discovery Forms, 574
Commercial Crime Loss Sustained

Forms, 574
Commercial general liability (CGL)

coverage, 587
claims-made version, occurrence

form (comparison), 592–593
contractual liability, 592
Coverage B (Personal and Advertising

Injury Liability), 591
Coverage C (Medical Payments

Coverage), 591–592
defense costs, 592
exclusions, 589–591
general coverages, 594
insuring agreements, 588–589
occurrence-first-reported coverage,

593–594
policy limits, 592
portfolio liability coverages, 594–595

Commercial insurance
alternatives, 65–69
companies, 366

Commercial liability insurance, 553
Commercial property coverage

forms, 554–555
indirect loss, 563–565
policy, 554, 554f

Commercial property direct loss
coverages, 554–562

Commercial property insurance,
553–554

Commissioners Standard Ordinary
(CSO) tables (mortality tables),
241

female lives, 243t
male lives, 242t

Commissions, 129
Committee bonds, 612
Commodities Futures Modernization

Act, 104
Common Declarations, 553
Common disaster clause, 273
Comparative negligence, 489
Competent parties (enforceable

contract requirement), 165–166
Competitive parts, 542–543
Competitive rating systems, 110
Completion bond, 611
Compliance risk, 15
Comprehensive losses, 540
Comprehensive Loss Underwriting

Exchange (CLUE), 135
Comprehensive major medical expense

insurance, 373, 374f
Comprehensive Personal Liability (CPL)

coverage, 495–507
nature, 496

Compulsory auto insurance
system, 526

Computer fraud, 577
Concealment, 176
Concealment or Fraud provision, 445
Concurrent causation exclusions,

450–451
Conditional binding receipt, 254
Conditional contract (insurance), 173
Conditionally renewable health

insurance policy, 358
Conditions (insurance contracts), 178
Condominium Association Coverage

Form, 562
Condominium Commercial

Unit-Owner’s Coverage Form, 562
Consideration (enforceable contract

requirement), 165
Consignment floaters, 571
Consolidated Omnibus Budget

Reconciliation Act of 1986
(COBRA), 371

Consultants, impact, 81
Consumer-directed health care,

369–370
Consumer-directed health plan (CDHP),

369
Consumer Information Source (CIS),

NAIC maintenance, 108
Consumer Option for an Alternative

System to Allocate Losses
(COASTAL), 470–471
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Consumer Price Index (CPI), 205
benefits, increase, 214
increase, 274, 314, 356
inflation, indication, 338

Contingency contract, 134
Contingent beneficiary, 255
Contingent business income, 567
Contingent business interruption, 564
Contingent Deferred Annuities Working

Group (NAIC), formation, 315
Contingent deferred annuity (CDA), 315
Contingent employer liability, 424
Contingent liability, 587
Continuous premium whole life

insurance, 231
Contract bonds, 611
Contract of adhesion (insurance), 173
Contract of indemnity, life insurance

(difference), 225
Contract of utmost good faith

(insurance), 173
Contracts, law, 163–166
Contractual liability, 501–502
Contributory negligence, 216–217,

488–489
Conversion provision, impact, 230–231
Convertible term life insurance, 230–231
Coordination of benefits provision, 375
Corporate for Relief of Poor

and Distressed Presbyterian
Ministers, 73

Corporate-owned life insurance
(COLI), 429–430

Corpus (trusts), 195
Corridor test. See Cash value corridor

test
percentages, 230t

Cost-based pricing, social pricing
(difference), 120

Cost-benefit analysis, 55
Cost-of-living adjustments (COLAs)

benefits, 356
determination, 214–215
provision, 320

Cost-of-living riders, 274
Counterfeit money, coverage, 441
Coverage for Damage to Your Auto, 539
Covered automobile, 532–533
Covered equipment, defined, 566
Covered expenses, categories, 392
Covered property, inclusion, 566
Credibility factor, 132
Credit card, unauthorized use, 441
Credit default swaps (CDSs), usage, 104
Credit for Reinsurance Model Act and

Regulation (NAIC), 105
Credit history, examination, 136
Credit information, usage

(regulation), 137
Credit insurance, 46
Credit life insurance, 234, 236–237

growth, 237
Credit scoring, 136–137
Crime insurance, 553
Criminal behavior, 481–490
Critical insurance, 60
Critical risks, 28

Cross-purchase plan, 427–428
Cross-subsidies, 124
Current assumption whole life (CAWL)

insurance, 285
Currently insured status, 205, 206
Cyber liability insurance, 595–596
Cybersecurity insurance (cyber

insurance), 46

DB(k) plans, 322–323, 418
Deadheading, 601
Dealers forms, 570
Death benefits, 220–221, 328. See also

Retirement plans
provision, 275–276

Death probability, 198t
Death tax (federal estate tax), 193–195
Debris removal, 556

coverages, flood insurance, 469
Debris Removal additional coverage,

440–441
Debt securities, amortized value

(usage), 145
Decision making, 55
Decision theory, 55–57
Declarations (insurance contracts), 178
Deductibles, advantages, 61
Defense coverage, 605–606
Defensive medicine, 378
Deferred annuities, 309
Deferred compensation, 429
Deferred plans (Section 401k plans),

321–322
Deficit Reduction Act of 2005

(DRA-05), 408–409, 424
Defined benefit final-average-salary

plans, 320
Defined benefit pension plan, 318–319

accounting, 425
advantages, 319
forfeitures, 319
inflation protection, 319–320
job mobility, 319
variation, 319–320

Defined contribution pension
plan, 318, 420

advantages, 319
annual addition, 324
forfeitures, 319
inflation protection, 319–320
job mobility, 319
shift, 320
variation, 319–320

Delay clause, 267
Demutualization companies, 76
Dental expense insurance, 375–376
Dependency period, income needs, 190
Dependents, annual income (economic

value), 187t
Deposit administration plan, 422
Desirable insurance, 60
Destructive-competition rationale, 98–99
Diagnostic-related groups (DRGs), 400
Difference-in-Conditions coverage, 572
Diminished value exclusion, 542
Direct damage equipment coverages,

566–567

Directors and Officers Errors and
Omissions insurance, 595

Direct recognition, 268–269
Direct writers, 82, 153
Disability

benefits, 205, 209
coverage

amount, limitations, 353
difference, 350
extent, 350
limitation, 351

definition, 270, 353–354
approaches, 354

living death, 349
occupational-nonoccupational

disability, 352
payments, 355–356
presumptive disability, 356
probability, 198t
programs, 49
recurrent disability, 352
retirement risk, impact, 361
waiver, 270–271

Disability determination services
(DDSs), 209

Disability income
accidental death/dismemberment,

356–357
contracts, 351–357

automatic benefit increases, 356
benefit provisions, 356–357
elimination periods, 352
exclusions, 354–355
guaranteed insurability option, 356

cost-of-living adjustment benefit, 356
coverage needs, determination, 361
insurance, programming/buying,

360–363
loss, amount (determination),

355–356
loss of earnings approach, 354
needs, 361
perils, coverage, 351–352
policies

creation, 352
definitions, 353–354

premium, waiver, 357
protection, sources (evaluation),

361–362
rider, 271
social insurance, coordination, 357
taxation, 362
underwriting/pricing, 350–351

Disability income insurance, 348–351
cost, 362–363
insurers, types, 349
marketing methods, 349
occupational classes, 351
protection, 349–350
requirement, 349
underwriting, 341

Disability income needs. See Unmet
disability income needs

determination, 199
Disability risks, 198–199

meeting, resources, 199
needs analysis, 198–199
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Disaster clause (time clause), 273
Discharge of mechanic’s lien bond, 613
Disciplined current scale, 298
Discounted income flows, 184
Discovery coverage, 573
Discretionary groups, 235
Dishonest insurance coverage

triggers, 573–574
Dishonesty insurance, 573–578

coverage, continuity, 574
discovery period, 573

Dispersion, measures, 38–40
Disqualifying income, 210–211
Distressed pools, 85–86
Distress risk companies, 519
Distress terminations, 424
Dividends

accumulation, 151
provisions, 268–269

Divorce, income needs, 188–189
Documents, analysis, 26–27
Dodd-Frank Wall Street Reform and

Consumer Protection Act of 2010
(Dodd-Frank Act) (DFA), 85,
106–107, 316

Dollar-a-day policy, 517
Domestic credit insurance, 614
Domestic insurer, 74
Donut hole, 398
Double indemnity, 271
Dread-disease policy, 375
Drug formulary, 376
Dual eligibles, 397
Durable medical equipment (DME), 391
Dwelling

exclusions, 451–452
forms, 463
policies, personal liability

supplement, 465
program theft endorsements, 464–465

Dwelling Property 1 Basic Form, 463
Dynamic risks, 5–6

Earned premiums, concept, 147
Earnings, indexing, 207
Earthquake and Volcanic Eruption

Form, 558
Earthquake Endorsement, 458
Economic feasibility, 43
Economic Growth and Tax Relief

Reconciliation Act of 2001
(EGTRRA-2001), 195, 320, 325,
418, 419

Economic value, 187t
Educational organizations, 87
Elective deferrals, limit, 324
Electronic data processing (EDP) policy,

572
Electronic fund transfer card/access

device, coverage, 441
Elimination periods, 352
Emergency funds, purpose, 189
Empirical probabilities, 37
Employee benefit plan provisions, 576
Employee benefits, 413–414

cafeteria employee benefit
plans, 426–427

defined benefit plans, accounting, 425
funding

501(c)(9) trust, usage, 416–417
issues, 415–417

group life/health insurance, 414–415
group ordinary life insurance, 414
group paid-up life insurance, 414–415
group term life insurance, 414
group universal life, 415
longevity risk transfer, 425–426
pensions, 417–423
plan de-risking, 425–426

Employee crime coverages, 574–576
exclusions, 575–576

Employee, definition, 575
Employee dishonesty insurance, 47
Employee Retirement Income Security

Act of 1974 (ERISA), 317–318,
320, 370

impact, 417
pension plan termination insurance,

423–425
preemption, 416

Employee stock ownership plan (ESOP),
322

Employee theft, 574–576
Employer group Medicare coverage, 391
Employer-provided health insurance,

370–371
Employer self-insured plans, 370–371
Employers liability, 495, 583–585

insurance, 553, 584–585
law, 216

Employer-sponsored insurance benefits,
prevalence, 413

Employer-sponsored plans, types, 318
Employment earnings, retirement

funding source, 337
Employment practices liability

coverage, 595
Endowment life insurance, 225, 233–234

policies, issuance, 234
Enforceable contract

elements, 164–166
requirements, 164–166

English common law, 216, 486
Enterprise risk management, 15–16,

104–105
Entity plan, 428
Equal Opportunity Act, 137
Equipment breakdown insurance

(boiler and machinery
insurance), 46

Equipment Breakdown Protection
Coverage Form, 565–566

Equipment Dealers Coverage Form,
571–572

Equipment floaters, 571
Equitable Society for the Assurance of

Life, 73
Equity-indexed annuities, 312
Equity index universal life

insurance, 277
Errors and omissions insurance, 507, 508
Essential health benefits, 383
Essential insurance, 60
Estate liquidity need, 193

Estate planning, 193–195
federal estate tax, 193–195

Estate recovery, 409
Estate taxes, 328
Estoppel, 176–177
Evaluation. See Risk

implication, 28
Event, probability (determination),

36–38
Excess liability

coverage, 604–607
umbrella liability contracts,

difference, 605
Excess-loss reinsurance, 153
Excess-of-loss treaty, 154
Excess-over-other-insurance clause, 171
Excess Umbrella Liability Policy, 605
Exclusion ratio, 327

formula, 310–311
Exclusions (insurance contracts), 178
Exclusive agents, 82
Exculpatory clauses, 171
Executive Life, seizure, 293
Executor’s bond, 612
Expanded first-party/add-on benefit

laws, 522t
Expanded first-party/add-on

coverage, 520
Expected loss ratio, 129
Expected value, 55–56
Expenses incurred, 148
Expenses, revenues (matching), 146
Experience rating, 131
Explosion, coverage, 452
Export credit insurance, 614
Export-Import Bank, 79
Exposure checklists, 27
Express authority (stipulated

authority), 164
Extended Business Income, 563
Extended nonowned coverage, 545
Extended term insurance, 266–267
Extra expense insurance, 563–564
Extra risk policies (rated policies), 134

Facility, 518
Facultative treaty, 153
Fair Access to Insurance Requirements

(FAIR) plans, 85, 121, 562
Fair Credit Reporting Act

(FCRA), 137
Fair Isaac Corporation (FICO)

scores, 136
Fair rate of return, 121
Family income policy, 281, 281f
Family income rider, 281
Family protection policy, 281–282

popularity, 282
Family purpose doctrine, 514
Fathers, benefits, 208
Fayol, Henri, 20
Federal Crime Insurance Program, 80
Federal crop insurance, 79
Federal Department Insurance

Corporation (FDIC), 51
Federal Emergency Management

Agency (FEMA), 466
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Federal estate tax (death tax), 193–195
annuities, relationship, 311

Federal Flood Insurance Program
(residential property limits), 467t

Federal Insurance Contribution Act
(FICA) tax, 205–206, 324

Federal Insurance Office (FIO),
creation, 107

Federal insurance regulation
control, varieties, 115
public choice, 116
state insurance regulation, difference,

113–116
support, arguments, 113–114

Federal Motor Carrier Safety
Administration (FMCSA),
600–601

Federal poverty level (FPL), 372
Federal private (voluntary) insurance

programs, 79–80
Federal public guarantee insurance

programs, 51–52
Federal Riot Reinsurance Program, 80
Federal Terrorism Reinsurance, 79–80
Federal Terrorism Reinsurance Act

(TRIA), 79–80
Federal TRICARE programs, 372–373
Fee for service, 366
Fee-for-service coverage, 366
Fee-for-service program, 396
Fellow servant rule, 217
Fidelity Bankers Life, failure, 293
Fidelity bonds, risk transfer device, 47
Fiduciary bonds, 611–612
Field underwriter, 134
File-and-use laws, 111
Final average salary plans, 318
Financed purchases, 299
Financial Accounting Standards Board

(FASB), Statement No. 115
(issuance), 145

Financial Analysis Division (FAD), 103
Financial Analysis Solvency Tracking

(FAST), 103
Financial Analysis Working Group

(FAWG), 103
Financial guaranty insurance

(FGI), 616–617
financial crisis, 617

Financial Industry Regulatory Authority
(FINRA), 313, 316

Financial planners, impact, 81
Financial Regulation Standards

Accreditation Program
(NAIC), 106

Financial responsibility laws, 515
Financial Services Modernization

Act, 84
Financial Stability Oversight Council

(FSOC), 107
Fire and allied lines, 554
Fire department service charge, 441, 556
Fire insurance, 45, 554
Fire legal liability, 591
Fire Legal Liability Insurance, 502
Fire/lightning, coverage, 452
First aid expenses, 504

First Capital Life, failure, 293
First-dollar coverages, 376
First-surplus treaties, 153
Fixed-dollar annuities, variable annuities

(difference), 309
Fixed period, installments, 259–260
Flexible spending accounts, 427
Flex-rating, 110

insurer usage, 111–112
Floaters, 471
Flood insurance, 466–471, 477

agreement, 468
building coverage, 468–469
compliance cost, increase, 469
coverage, inception, 469–470
debris removal/coverages, 469
eligible communities, 466–467
personal property, 469
policy, 468–471
provisions, 467–468
rate maps, 467

Flood Insurance Rate Map (FIRM), 470
Flood Insurance Reform Act

of 2012, 470–471
Floor of protection, 214
Flowcharts, usage, 27
Following-Form Excess Liability

Policies, 605
Foreign insurer, 74
Foreign trade credit insurance, 614
Forgery, coverage, 441
Franklin, Benjamin, 73
Fraternal insurers, 76
Fraud tax, 523
Free-bite laws, 515
Free of Capture and Seizure, 568
Freight insurance, 568
Friendly fire, hostile fire (difference), 452
Full-time equivalent employees (FTEs),

penalty assessment, 381–382
Full value reporting clause (honesty

clause), 561
Fully insured status, 205, 206
Functional building valuation

endorsement, 560
Functional personal property valuation,

560–561
Fundamental risk, 6
Funded retention program, 62
Fund for last expenses, 189
Funding, term (usage), 420
Funds transfer fraud, 577–578
Furriers Block Policy, 571–572
Furrier’s Customer Policy, 604
Future benefits, present value, 249
Future income needs, determination,

191, 334
Future interest gifts, representation, 196
Futures contract, 156–157

Gambling, insurance (relationship), 41
Garage Coverage Form, 599–600
Garagekeepers Coverage Form, 599–600
Garnishment bonds, 612
Gatekeeper, 367
Gender-neutral rating, 119–120
General administrative expenses, 129

General agents, 81
General Agreement on Tariffs and Trade

(GATT), 424
General damages, 484
General liability, 495
Generally accepted accounting

principles (GAAP), 145
statutory accounting, difference,

145–146
General theft exclusions, 453
Generation-skipping transfers, 194
Gift tax, 194
Glass Coverage Form, 562
Glass or Safety Glazing Material

additional coverage, 442
Glass-Steagall Act of 1933, 84
Global systemically important insurers

(G-SIIs), identification, 117
Go-Cart Liability Policy, 546
Government bodies, liability, 482
Government insurance programs,

118–119
Government insurers, 78–80
Government-sponsored entities (GSEs),

mortgage insurance writing,
617–618

GPS-Based Teen Driver Pilot Program,
525

Grace period (life insurance
contracts), 257

Graded annuity payments, 345t
Graded payment method, 344–345
Graded-premium whole life insurance,

283
Gramm-Leach-Bliley Act (GLBA), 84, 107

impact, 113
privacy, relationship, 108–109

Grave markers, coverage, 443
Great Code of Hammurabi, 72
Gross domestic product (GDP)

growth, 400
health care percentage, 378

Gross estate, 194
impact, 195

Gross national product (GNP), 377
Gross premium, 129
Gross rate, 129

calculation, 130
Group annuities, 309
Group Annuity Mortality (GAM 83)

Table (1983), 424
Group deficit annuities, 422
Group life insurance, 234, 235–236

coverage, 236
groupings, 235
importance, 236

Group ordinary life insurance, 414
Group paid-up life insurance, 414–415
Group permanent plans, 422
Group term life insurance, 414
Group universal life, 415
Guaranteed insurability option,

272–273, 356
Guaranteed investment contracts

(GICs), 421–422
Guaranteed issue, 379
Guaranteed living benefits (GLBs), 315
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Guaranteed minimum death benefits
(GMDBs), 315

Guaranteed minimum withdrawal
benefits, 315

Guaranteed renewability, 379
Guaranteed renewable health insurance

policy, 358
Guaranteed replacement cost, 437
Guaranteed values, table, 265t
Guardian’s bond, 612
Guest hazard statutes, 514–515
Guideline premium test, 229
Gybbons, William, 73

Halley, Edmund (mortality table), 73
Hazard

groups, 507
risk, difference, 5

Hazardous substances, 567
Health care

access, 377
adverse selection, 378–379
aging population, 378
benefits, coordination, 375
capacity, excess, 378
costs, 378

taxes, relationship, 377
deficiencies, 377–380
financing, public sector, 371–373
prior reform efforts, 377–380
segmentation, 378–379

Health expense associations, 78
Health insurance, 45, 348, 376–377. See

also Employer-provided health
insurance

continuance provisions, 357–358
coverage, type, 370t
exchanges, 382–383

creation, 371
first-dollar coverages, 376–377
historical development, 366–368
market, 370–373

background, 366–370
system, deficiencies, 377–380

Health insurance policies
continuance provision classification,

358
exclusions, 374–375
limitations, prescription drugs, 376
provisions, 357–360
uniform provisions, 358–359

options, 360
Health Insurance Portability and

Accountability Act of 1996
(HIPAA), 369, 380, 384, 407

Health Maintenance Organizations
(HMOs), 78, 367

contracts, 374
plans, 396

Health organizations, payments, 397
Health Reimbursement Arrangement

(HRA), 369
Health Savings Account (HSA), 369
High Deductible Health Plans (HDHPs),

368, 369
High-risk drivers, insurance, 517–519
High-risk plan, 420

Hired autos, inclusion, 597
Hold-harmless agreements, 20
Home care benefits, inclusion, 404
Home Day Care Coverage endorsement,

500
Home health care, 390

Medicare payment, 403
Homemaker spouse, employment ability,

190
Homeowners 2 Broad Form, 448–449
Homeowners 3 Special Form, 449–454
Homeowners 4 Contents Broad Form,

454–455
Homeowners 5 Comprehensive Form,

455–456
exclusions, 455–456

Homeowners 6 Condominium
Unit-Owners Form, 456–457

coverage, 546
endorsements, 456–457

Homeowners 8 Modified Coverage
Form, 457–458

Form 8 loss settlement provisions,
457–458

Homeowners Coverage C: Personal
Property Perils Insured, 452–454

Homeowners deductible premium
credits, 476

Homeowners forms, difference, 448–458
Homeowners policy

Section I, 504
Section II conditions, 505–506

Homeowners policy coverage, 476–477
Homeowners policy program, 432–433

characteristic, 433
Coverage A: Dwelling, 434, 436
Coverage B: Other Structures, 436
development, 432–433
inflation, impact, 437
personal property coverage, 437–440
provisions, 443–446
replacement cost coverage, 436

Homeowners Program, 499–500
Homeowners Scheduled Personal

Property Endorsement, 471–472
Homeowners Section I coverage,

433–443
dwelling/structures, coverage,

434–437
overview, 433–434
perils insured, 434

Homeowners Section I optional
coverages, 458–459

endorsements, 459
optional perils, 458–459

Honesty clause (full value reporting
clause), 561

Hospice care, 390
Hospital Insurance (HI)

coverage (Medicare Part A), 391–392
tax, addition, 206

Hovercraft liability, 498
Hull insurance, 568
Human life value, 183–184

examples, 184, 187
Hurricane futures/options, CME trading, 157
Hurricane Katrina, losses, 132

Hutton Life, UL insurance
(introduction), 232

Immediate annuities, deferred annuities
(difference), 309

Immediate participation guarantee
(IPG) plans, 422

Implied authority (incidental authority),
164–165

Implied powers, 164
Important insurance, 60
Important risks, 28
Imputed liability, 485
Incidental authority (implied authority),

164–165
Incidents of ownership, 195
Income deductions, 152
Income-earning spouse, coverage, 304
Income-fat years, 196–197
Income-lean years, 196–197
Income loss, amount (determination),

355–356
Income needs, 189

dependency period, 190
divorce, relationship, 188–189
future income needs, determination,

191
representation, 190

Income replacement coverage, 354
Incontestable clause, 256
Incurred losses, 147–148
Indemnity, 568

contract, 166–172
life insurance, difference, 225

coverage, 366
partial indemnity, 218
periods/limits, 564

Independent adjusters, usage, 138
Independent agents, 82
Independent Payment Advisory Board

(IPAB), 400
Indeterminate premium policies,

285–286
benefit structure, 285
interest-sensitive whole life

insurance, 285
Index annuities, 312
Index universal life (UL) insurance

(equity index universal life
insurance), 277

Indirect loss
boiler and machinery coverages, 567
commercial property coverage,

563–565
Individual annuities, group annuities

(difference), 309
Individual life insurance, 234–235
Individual policy pension trust, 422
Individual Retirement Accounts

(IRAs), 215, 318, 328–331
establishment, 369
partial IRA rollovers, 330
portable pensions, 330
tax treatment, 329–330
traditional IRAs, 329–330

eligibility, 329
nondeductible contributions, 329
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Individual, risk management
(difference), 24

Industry loss warranties (ILWs), 157–158
Infants, liability, 482
Inflation

protection, 319–320
rate, CPI indication, 338

Inflation-adjusted future income needs,
present value, 192t

Inflation-adjusted retirement need
projection, 341t

Inflation Guard Endorsement, 437
Informational filing, 111
Information technology (IT),

advances, 120
Inherited property, basis, 194
Initial reserve, 247
Injunction bonds, 612–613
Injured party, negligence, 488–490
Injury, definition, 353
Inland marine coverage (individual),

471–475
cameras, 472–473
coverage, scope, 472
fine art/antiques, 473
golfer’s equipment, 472
musical instruments, 473–474
personal furs, 472
postage stamps, 473
silverware, 472
valuation options, 472

Inland marine forms, 572
Inland marine insurance, 45–46, 569–572

controlled/uncontrolled forms, 570
dealers forms, 571–572
property, classes, 569
transportation forms, 570–571

Innkeepers Liability Policy, 604
Insolvencies, control, 105–106
Installment annuities, 309
Installment refund annuities, 310
Installments-of-fixed-amount option, 260
Insurable interest, 167–168

doctrine, usage, 167
question, 225

Insurable risk
elements, 42–45
securitization, 155

Insurable value, calculations, 291
Insurance. See Self-insurance

affordability
debate, 118–125
problems, causes, 123–124

agent, 80–81
selection, 62–65

aleatory contract, 173
anti-insurance bias, 23
availability

affordability debate, 118–125
problems, causes, 122–123

banks, relationship, 84–85
broker, 80–81
business, origins, 72–73
buying, 59–65

plan, necessity, 60
cash-flow underwriting, 91
competition, intensity (evidence), 90

competitive industry, hallmarks, 90
complicating factor, 378–379
concealment, 176
conditional contract, 173
consultants, usage, 81
contract of adhesion, 173
corporate combinations, 83
cost-based approach, 119
courts, impact, 178
coverage, ACA expansion, 381
cross-subsidies, 124
cycle, 90–91
defined, 35
derivatives, 155
destructive-competition rationale, 98–99
direct response distribution, 82
economic contribution, 41–42
economic feasibility, 43
educational organizations, 87
estoppel, 176–177
exchanges, 78
expenditures, priority ranking, 60
fields, 44–52

similarities, 52
financial planners, usage, 81
gambling, relationship, 41
gender-neutral rating, 119–120
government programs, 118–119
groups, systemic risk, 106–107
incorporation location, classification,

74–75
indemnity contract, 166–172
last resort, 61
law of contracts, 163–166
licensing, classification, 74–75
management, risk management

(difference), 20–21
mandated underwriting losses, 118
market

reforms, 379–380, 383–384
subsidies, 118

marketing
Internet, impact, 83
systems, 80–85

misrepresentation, 174
multiple-line transition, 74
nature/functions, 34–41
operation, factors, 133
optional coverages, 61
personal contract, 172
policies

checklists, 27–28
personal contract rule, application,

172
price competition, 88–89
product, 373–375

classification, 74
program, 189
public guarantee programs, usage, 52
purchase, errors, 59–60
quality competition, 89
rating organizations, 85–86
redlining, 120–121
reporting, 103
retention, selections (consideration),

61–62
selection, considerations, 61–62

severability, 506
shared markets, 118
social pricing, 119
societal definition, 40–41
subsidies, income redistribution

effects, 122
suretyship, difference, 610–611
trade organizations, 87–88
transfer/pooling, selection, 41
unilateral contract, 172
vested-in-the-public-interest

rationale, 98
waivers, 176–177
warranties, 175–176

Insurance companies
cost, 65
costs, 88
examination, 103
federal income taxes, 159–160
financial stability, 63, 65
groups, 83
licensing, 102–103
policyholders, treatment, 65
selection, 62–65
state premium tax, 158–159
taxation, 158–160

Insurance Company of North
America, 73

Insurance contracts, 177–178
actual cash value, 168–170
cash payment policies, 169, 170
complexity, 178
conditions, 178
declarations, 178
exclusions, 178
insuring agreement, 178
legal characteristics, 166–178
parol evidence rule, 177
parts, 178
policy construction, 178
reasonable expectations, 177–178
subrogation, 171–172
valued policies, 169

laws, 170
Insurance-encouraged utilization, 379
Insurance industry

competition, 88–92
cooperation, 85–88
market structure, 90
profitability, 92
regulation, rationale, 97–99

Insurance-linked securities (ILS), 155,
157–158

Insurance Marketplace Standards
Association (IMSA), 300

Insurance purchasing groups, 69
Insurance regulation

areas, 102–112
capture theory, 96–97
current status, 101–102
economic theories, 96
executive branch regulation, 102
federal control, varieties, 115
federal regulation

public choice, 116
state regulation, difference, 113
support, arguments, 113–114
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global influences, 117
goals, 99
history, 99–101
judicial branch regulation, 102
legislative branch regulation, 101–102
market failure theory, 96
market regulation, 107–109
National Association of Insurance

Commissioners (NAIC),
impact, 102

Paul v. Virginia, 99–100
post-Civil War change, 100
public choice theory, 97
regulatory structure, 101–102
state regulation

continuation, 115
federal regulation, difference,

113–116
modernization, NAIC efforts,

115–116
public choice, 116
support, arguments, 114

Insurance Regulatory Information
System (IRIS), 103

Insurance Service Office (ISO), 85, 509,
553

Breakdown Protection Coverage
Form, 565–566

Commercial Umbrella Liability
Coverage Form, 606–607

Crime Insurance Program, 574
Insured periods, injuries, 502–503
Insured plans, 422–423
Insureds

duties, 506
financial loss, measurement, 169
property ownership, 502
severability, 497
status, requirement, 209, 210t

Insurers
accounting functions, 140
classification, 74–75
consumer complaints/assistance, 108
diversity, state preference, 112
engineering functions, 140
enterprise risk management, 104–105
file-and-use laws, 111
filing, absence, 111
financial analysis, 103
flex-rating, 111–112
functions, 128
government insurers, 78–80
impairments, 91t
informational filing, 111
insolvencies, 91, 91t

control, 105–106
investment function, 128, 139–140
investment, percentage composition,

140
investments, 105
legal functions, 140
liability rates, regulation, 110–112
loss adjustment, 128, 137–139
ownership, legal form classification,

75–80
policy forms, usage, 108
prior approval system, 110–111

privacy, GLBA (impact), 108–109
production, 128, 133
property rates, regulation, 110–112
ratemaking, 128–133

concepts, 129–130
rates, regulation, 109
rating, 294

agencies, rating categories, 64t
reinsurance, 105
reserves, regulation, 105
retrospective rating plans, 141
solvency regulation, 102–107
state insolvency funds, 106
trade profit, 150
types, 74–75, 349
underwriting, 128, 133–137
unfair practices, 107–108

Insuring agreement (insurance
contracts), 178

Integration (permitted disparity), 325
Intentional injury, 498–499
Intentional loss, 450
Intentional torts, 481
Interest

current rate, 315
life insurance ratemaking

element, 240, 241, 244
maintenance reserve, 151
option, 259
rates, present value, 185t

Interest-adjusted cost index,
calculation, 296

Interest-sensitive whole life
insurance, 285

Internal communication system,
usage, 27

Internal explosion, 463
Internal Revenue Code (IRC), 159

gift exemptions, 196
requirements, 343
service tax code, 275

International Accounting Standards
Board (IASB), creation, 117

International Association of Insurance
Supervisors (IAIS), core
principles, 116

International Financial Reporting
Standards (IFRS), adoption, 117

International Monetary Fund (IMF),
country compliance assessment,
117

Internet, insurance marketing
(relationship), 83

Interstate compact, 116
Inter vivos trust, 195, 612

living trusts, 196
Inventory Shortage Exclusion, 575
Investment

accumulation, 336t
function, 128, 139–140
results (property and liability insurer),

149–150
risk, 319
tax treatment, 336

Investment generation method (IGM),
286

partitioned-portfolio IGM, 286

Investor-initiated life insurance, 299–300
Investor-owned life insurance (IOLI),

299–300
Invitees, 487
Irrevocable beneficiary designation, 255
Irrevocable inter vivos trust, 196
Irrevocable life insurance trust (ILIT),

196

Jewelers Block Policy, 571
John Hancock Mutual Life Insurance Co.

v. Harris Trust & Savings Bank,
422–423

Joint-and-last-survivor annuity, 309
Joint-and-several liability, 486
Joint and survivor income option, 260

monthly payments, 261t
Joint-and-survivor option, requirement,

326
Joint life annuities, 309, 310, 345
Joint mortgage protection policy, 280
Joint underwriting associations, 518
Judgment rating, 130
Judicial bonds, 611–613
Junk bonds (unrated bonds), 293
Juvenile insurance, 284–285

appeal, 285

Keogh plans, 322
Key-person insurance, 428
King, Jr., Martin Luther (assassination),

120

Labor and materials payment, 611
Landlord’s Furnishings additional

coverage, 442
Large employer penalties, 381–382
Large-loss principle, 60–61
Last clear chance, doctrine, 489–490
Last-in first-out (LIFO) treatment, 284
Law coverage endorsement, 560
Law of averages, 196
Law of large numbers, 36–41

dual application, 40
Leasehold interest coverage,

564–565
Legal form (enforceable contract

requirement), 166
Legal hazard, 5
Legal liability, 481

bankruptcy, 490
Legal object (enforceable contract

requirement), 165
Level premium

concept, 227–228
understanding, absence, 282

plan, 228
costs, prepayment (effect), 247

Liability
absolute liability, 483
exclusions, 497–503
exposures, 585–587
joint-and-several liability, 486
limitation, 505–506
rates, regulation, 110–112
risks, 7–8, 15

Liability-driven investing (LDI), 425
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Liability insurance, 45–47, 494–495,
585–595

coverage range, 46
types, 496

Liability insurers, 147–150
License bonds, 611, 613
Licensed insurer (admitted insurer),

74–75
Licensees, 487
Lienholders Single Interest

Endorsement, 466
Life and Longevity Markets Association

(LLMA), formation, 426
Life annuity, 196

function, 308
installment distributions, 344

Life-contingency risk, 340
Life income

options, 260–262
payments, 260, 262

single life, 261t
period certain, 260
refund option, 260
straight life income, 260

Life insurance, 45
accelerated benefits, 407
advantage, l292
beneficiary clause, 255–256
characteristics, 224–225
choices, 291
classifications, 234–238
code definition, 228–229
collateral assignment, 256
contract of indemnity, difference, 225
cost-comparison techniques, 297
difference, investment, 290–291
distribution system, 81–82
divorce agreements, 304–305
existence (United States), 237
financed purchases, 299
industry, reform initiatives, 300
insurable interest, requirements, 168
interest-adjusted method, 296–297
investment, 292–293
investor-owned life insurance, 299–300
IRC definition, 284
level premium, concept, 227–228
long-term investment, 292
low-load/no-load life insurance, 286
need, measurement, 196
needs analysis, 187–188
overcharge, return, 295
ownership clause, 255
partial loss, possibility, 225
policies

elimination, 229
reserves, 247–249, 247t
types, availability, 294

premium computation, 240–247
premium payment options, 297
probabilities, 250
proceeds, creditor rights, 274
products, 230–234
purchase

amount, 187
decisions, 289–302

rates, regulation, 109–110

reinsurance, 154
securitizations, 156
settlement options, 258–262
specialized business use, 427–430
special policy forms,

advantages/disadvantages,
286–287

surplus drain, 152
tax code definition, 276
tax-free exchanges, 303
tax treatment, 228–230
trust agreement, 196
types, 238

Life insurance companies, 150–152
cost consideration, 294–295
cost difference, comparison, 295
federal income taxes, 159
financial strength/integrity, 293–294
net-cost comparisons, traditional

system, 295
policies, types (availability), 294
selection, 293–295

Life insurance company taxable income
(LICTI), 159

Life insurance contracts
automatic premium loan, 267–268
aviation exclusions, 258
cash option, 265–266
clause, 254
cost-of-living riders, 274
disaster clause, 273
extended term insurance, 266–267
grace period, 257
inception, 254
incontestable clause, 256
installments (fixed amount), 260
installments (fixed period), 259–260,

259t
joint and survivor income option, 260
life income options, 260–262
life income with refund option, 260
misstatement of age clause, 256–257
optional provisions, 270–274
paid-up reduced amount, 266
payments, 260, 262
policy loan provisions, 267
policy proceeds, taxation, 262
provisions, 254–258
reinstatement, 257–258
settlement, optional modes, 259
settlement options, policy proceeds

(taxation), 262
specialized life contracts, 279–286
spendthrift clause, 273–274
suicide clause, 258
tax considerations, 302–305
types, 225–228
war clause, 258

Life Insurance Illustration Questionnaire,
30

Life Insurance Illustrations Model
Regulation (NAIC), 298–299

Life Insurance Solicitation Model
Regulation (NAIC), 296

Life insurers
assets, 150

valuation reserve, 151

dividends, accumulation, 151
financial problems, 293
income, 151

deductions, 152
interest maintenance reserve, 151
liabilities, 150–151
operations, 151–152
policyholders, surplus, 151
principles-based reserving (PBR)

system, 151
regulation, rules-based system,

150–151
unpaid claims, reserves, 151

Life settlement, 299
Lifestyles, needs approach, 188
Limited health insurance policies, 375
Limited own occupation, 354
Limited-payment whole life insurance,

231–232
Limited-payment whole-life policy,

231–232
Limited Theft Coverage Endorsement,

465
Litigation bonds, 611, 612–613
Living benefits, 407
Living death, 198, 349
Living trusts (inter vivos trusts), 196
Lloyd’s associations, 77–78
Lloyd’s of London, 73, 77–78
Loading, 129
Loading (life insurance ratemaking

element), 240, 241
Loan transactions, limitations, 328
Longevity, 181

risk, 196–197
transfer, 425–426

Long-term care (LTC)
combination policies, 407–408
coverage trigger, 404–405
exposure, 402
insurance, 388, 402–408

cost, 406–407
development, 403

life insurance accelerated benefits,
407

limited-payment (limited-pay) policy,
405–406

Medicaid planning, 408–409
needs, Medicare inadequacy, 402–403
partnership programs, 409
policies

benefit limits, 404
coverage, 404–406
elimination periods, 404
inflation protection, 405
lapses, 405
nonforfeiture provisions, 405–406

renewability, 405
services, 427

Long-term disability (LTD)
coverage, short-term disability

(difference), 350
plans, elimination periods, 352
policies, provisions, 353
writing, 352

Long-term investment (life insurance),
292
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Loss adjustment, 128, 137–139
adjusters, 138
claim settlement, action, 138
expense, 88
investigation, 139
payment/denial, 139
process, 138–139

Loss assessment
coverage, 457, 505
share, 469

Loss Assessment coverage, 442
Losses. See Incurred losses

catastrophic loss, avoidance, 42
duties, 506, 543
illustrations, 505
notice, 138–139
other than by collision, 539–540
payment, 542
predictability, homogeneous exposure

(impact), 42
production, risk (impact), 42
proof, 139
sharing, 34

Loss of earnings approach, 354
Loss-of-income protection, 198
Loss of Use coverage, 440
Loss reserves, 147, 148
Loss settlement, 443

difficulties, 139
Loss severity

impact, 415–416
increase, 10

Loss sustained forms, 574
Loss-to-a-Pair-or-Set clause, 443
Loss unit, concept, 29
Lost instrument bond, 613
Low-cost auto insurance policies,

516–517
Low-income beneficiaries, Medicare

assistance, 399
Low-load insurance, 286
Lump-sum death benefit, 208
Lump-sum distribution, 327

Mail Coverage Form, 571
Malpractice insurance, 507–508
Managed care

attack, 368–369
dominance, 368
plans, 368

Managed care organizations
(MCOs), 367–368

Mandated benefits, 379–380
Mandated underwriting losses, 118
Manufacturers Output Policy, 572
Manufacturer’s selling price clause, 561
Market failure theory of regulation, 96
Marketing systems, 80–85
Market regulation, 107–109
Market-value-adjusted annuities, 312
Material fact, 174
McCarran-Ferguson Act (Public

Law 15), 101
repeal

consequences, 114–115
pressure, 113, 114
states-rights issue, 115

Mean reserve, 247
Means test, usage, 48
Medicaid

benefits, 372
expansion, 381
maintenance of effort requirements,

381
planning, 408–409
program, 371–372
spousal impoverishment provisions,

408–409
statutory restrictions, 408

Medical expense, 219
coverages, 375–376
exposure, evaluation, 199–200
insurance, 348–349, 365

Medical Information Bureau (MIB), 135
Medical malpractice pools, 86
Medical payments, 503–504

coverage, 475, 513, 536–537, 549
exclusions, 503, 536–537
insurance agreement, 536

Medical technology, improvement, 378
Medicare, 50, 366–367, 388–402

claims/charges, assignment, 392
costs

controls, 399–401
deceleration, 400

coverage. See Employer group
Medicare coverage.

eligibility, 389–390
enrollment periods, 390
federal standards, 395
financial condition, 399–401
low-income beneficiaries assistance,

399
market forces, 401–402
Part A (Hospital Insurance Coverage),

389, 391–392
costs, assistance, 399

Part B (Supplementary Medical
Insurance) (SMI), 389, 392–393

costs, assistance, 399
premiums, modified AGI

(impact), 390t
Trust Fund, 401

Part C (Medicare Advantage), 395,
396–397

plans, types, 396
Part D (Prescription Drug Coverage),

397–399
base beneficiary premium, 399
costs, assistance, 399
stand-alone plans, 398

Prescription Drug Benefit, 398f
Prescription Drug Programs (PDPs),

395, 397–399
formulary, 398

program, 371
reform, proposals, 401–402
supplement policies, 388, 389

comparison, 394t
regulation, NAIC model act, 393

traditional program Medicare
supplement policies, 393–396

Trust Funds, 401
trust funds, Trustee warnings, 399–400

Medicare Advantage (MA), 395, 396–397
plans, types, 396

Medicare benefits, 205
Medicare Catastrophic Coverage Act

(MCCA), 391
Medicare+Choice, 396
Medicare Medical Savings Account

(MSA) plans, 396, 397
Medicare Prescription Drug,

Improvement and Modernization
Act of 2003 (MMA-2003), 389,
394, 397

Medicare Special Needs (MSN) plans,
396, 397

Medicare Supplement (MedSupp), 402
Medigap

contracts, 394–395
insurance, regulation, 393–394
policies, 388, 389
premiums, 395–396

Mentally incompetent, liability, 482
Merritt Committee Investigation, 100–101
Merritt, Jr., Edwin A., 100
Minimax regret strategy, 57
Minimum premium plan, 415–416
Miscellaneous bonds, 611, 613–614
Miscellaneous Type Vehicle

Endorsement, 546
Misrepresentation (insurance), 174–175

doctrine, 174
usage, 174–175

Mississippi rule, 489
Misstatement of age clause, 256–257
Mobilehome program, 465–466

coverage, 465–466
eligibility, 465
personal property, coverage, 466
property removal, 466

Model Group Life Insurance Law
(NAIC), 235

Model Holding Company Act
(NAIC), 103

Model Holding Company Act and
Regulation (NAIC), 104

Model Life Insurance Solicitation
Regulation (NAIC), 110

Model Policy Loan Interest Rate
(NAIC), 267

Model regulation, purposes, 298
Model Replacement Regulation

(NAIC), 299
Modified adjusted gross income, 206,

211
Modified endowment contracts

(MECs), 284
Modified Loss Settlement Endorsement,

464
Modified no-fault proposals, 520
Modified own occupation, 353
Modified whole life insurance, 283
Monarch Life Insurance, failure, 293
Money-Operated Devices exclusion, 577
Money purchase plans, 318
Monoline fire dwelling program, 463–465

coverages, 463–464
dwelling forms/homeowner forms,

difference, 464
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Monoline fire dwelling program
(continued )

dwelling program, 463
forms, endorsements, 464

eligibility, 463
Monoline organization, 74
Morale hazard, 5

potential, 353
Moral hazard, 5
Mortality (life insurance ratemaking

element), 240, 241
Mortgagee

clause, 444
obligations, 444

Mortgage guaranty insurance, 617–618
Mortgage loan insurance, 79
Mortgage payment fund, 189
Mortgage redemption policy (mortgage

protection policy), 280, 280f
Mothers, benefits, 208
Motor Carrier Coverage Form (MCCF),

600–601
Motor Carriers Insurance for

Non-Trucking Use, 601
Motor home endorsement, 547
Motor Truck Cargo liability policy, 602
Motor Truck Cargo Owner’s Policy, 571
Motor Truck Cargo policies, 602
Motor vehicle liability, 497–498
Moving Ahead for Progress in the 21st

Century (MAP-21), 420, 424
Multiple employer welfare arrangements

(MEWAs), 370–371
Multiple-line transition, 74
Multiple-line underwriting, 74
Mutual fund, wrapping, 315
Mutual insurance companies, 75–76
Mutual insurance holding companies, 76

Named non-owner policy, 545–546
Named-peril coverage, 45
Name schedule bonds, 574
National Association for the

Advancement of Colored People
(NAACP), 121

National Association of Insurance
Commissioners (NAIC)

All Industry Model Rating
(development), 110

Annual Statement, 151
Annual Statement Blank, 144
Contingent Deferred Annuities

Working Group, formation, 315
Credit for Reinsurance Model Act and

Regulation, 105
Financial Regulation Standards

Accreditation Program, 106
Life Insurance Illustrations Model

Regulation, 298–299
Life Insurance Solicitation Model

Regulation, 296
Model Group Life Insurance Law, 235
Model Holding Company Act, 103
model law, 403–404
Model Life Insurance Solicitation

Regulation, 110
Model Policy Loan Interest Rate, 267

Model Replacement Regulation, 299
Nationwide Marine Insurance

Definition, 569
Privacy of Consumer Financial and

Health Information Model
Regulation (adoption), 109

RBC standards, development, 104
regulation impact, 102
Securities Valuation Office (SVO), 105
Senior Protection in Annuity

Transactions Model Regulation,
316–317

Standard Valuation Law, 150–151
state accreditation program, 106
Suitability in Annuity Transactions

Model Regulation, 317
Uniform Accident and Sickness Policy

Provision Law (UPPL), 358
uniform provisions, inclusion, 358
Valuation of Securities Task Force,

145–146
National Association of Mutual

Insurance Companies, 87
National Banking Act of 1864, 84
National Commission on Society

Security Reform, 213
National Council on Compensation

Insurance (NCCI), 85
National Credit Union Administration

(NCUA), 51
National Federation of Independent

Businesses (NFIB), ACA
lawsuit, 385

National Federation of Independent
Business v. Sebelius, 385

National Flood Insurance Program
(NFIP), 79, 572–573

financial challenges, 471
initiation, 466

National Flood Insurance Reform Act of
1994, 467–468

Nationwide Marine Insurance Definition
(NAIC), 569

Needs
analysis, 187–188. See also Disability

risks.
chart, 191f

approach, 191
lifestyles, relationship, 188

classification, 189–191
estimation. See Accumulation need.

Need test, usage, 48
Negligence, 481

components, 482–483
damage cause, 485–488
defenses, 488
liability, 482
presence, 481–484

Net level premium, 246–247
policy reserves, 247t

Net line (net retention), 153
Net payment cost index, 296–297

importance, 297
Net premiums, comparison, 227f
Net single premium, 229, 244–246

computation process, 245
policy reserve, 247t

New England Life, 73
Newly acquired auto, inclusion, 533
Newly Acquired Building extension, 556
Newly acquired business personal

property, 556–557
Newly Acquired Premises Coverage, 566
No Benefit to Bailee provision, 444
No-fault concept, 519–524
No-fault fraud, 523–524
No-fault legislation, prospects, 524
No-fault states, cost experience, 523
No-load life insurance, 286
Nominator, 312
Nonadmitted assets, admitted assets

(difference), 145–146
Nonadmitted insurer (unlicensed

insurer), 74–75
Nonbuilding Replacement Cost, 459
Noncancelable health insurance

policy, 358
Nonemployee crime coverages, 576–578

exclusions, 576–578
Nonforfeiture value, 228, 264–268
Non-highly compensated employees

(NHCEs), eligibility, 322
Non-owned auto, 540
Nonowned automobiles

clarification, 597
physical damage coverage, 541

Non-owned detached trailers, 557
Nonowner autos, physical damage,

540–541
Nonparticipating life insurance, 234

policies, availability, 294
Nonparticipating physicians, 392–393
Nonprofit organization employees,

Section 403(b) plans, 323
Nonresidential condominiums, 573
Nonvariable annuities, variable

distributions, 344–345
No provision health insurance policy,

358
Nuclear energy pools, 83
Nuclear exclusion, 502, 503
Nuclear hazard, 450
Nuclear Hazard clause, 444

Obligee, 47, 610
Occupational disease, 219
Occupational-nonoccupational

disability, 352
Occupying, term (usage), 536
Occurrence-first-reported coverage,

593–594
Ocean marine insurance, 45, 568–569

average conditions, 569
perils insured, 568
valuation, 568–569
warehouse-to-warehouse clause, 569

Odds, consideration, 57–58
Offer and acceptance (enforceable

contract requirement), 164–165
Office of Thrift Supervision

(OTS), 84–85
AIG-FP regulation responsibility, 104

Off-premises theft exclusions, 453–454
Old-age benefits, 205
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Old-Age, Survivors, and Disability Health
Insurance (OASDHI), 204–106

disqualifying income, 210–211
earnings, indexing, 207
financing, 206–207
low years, 207
program, Social Security

Administration, 206
qualification requirements, 209
self-employment qualification, 205
Trust Funds, 214

Old-Age, Survivors, and Disability Health
Insurance (OASDHI) benefits

amount, 207
classes, 207–209
insured status, requirement, 210t
loss, 209–211
taxation, 211–212

Old-Age, Survivors, and Disability
Insurance (OASDI), 49, 350

benefits, increase, 340–341
system, impact, 401

Old-Age, Survivors, and Disability tax,
application, 206

Omnibus Budget Reconciliation Act
of 1990 (OBRA), 159, 393–394

Omnibus Budget Reconciliation Act
of 1993 (OBRA-93), 409

1-8-26 formula, 352, 362
Open-peril coverage, 45, 457

dwellings/structures, 449–452
Open-peril exclusions, grouping, 452
Open rating systems, 110
Operational risk, 15
Optional insurance, 60
Ordinance or Law Enforcement

coverage, 566–567
Ordinance or Law exclusion, 442–443
Organization

position, 22–23
risk management, contribution, 21–22

Original equipment manufacturer
(OEM), 542–543

Ostensible authority (apparent
authority), 165

Other insurance, 167
Other-States Insurance, 585
Other suitable occupation, 354
Other than collision, designation,

539–540
Outboard Motor and Boat Policy, 474
Outdoor property, 557
Overseas Private Investor Corporation

(OPIC), 79
Owned Motorized Golf Cart

(Physical Loss Coverage
Endorsement), 459

Ownership
clause, 255
incidents, 195

Ownership of renewals, 82
Own occupation, 353
Own Risk and Solvency Assessment

(ORSA), 104–105

Package modification factor, 578
Paid-up reduced amount, 266

Parameter, 37
Parcel Post Policy, 571
Parents, benefits, 209
Parol evidence rule, 177
Partial disability

benefit, 355
residual disability, difference, 356

Partial permanent disability,
219, 220

Partial temporary disability,
219, 220

Participating life insurance, 234
contracts, availability, 294

Participating physicians, 392–393
Participating policy, innovations, 286
Participation rate, 277
Particular risk, 6
Partitioned-portfolio IGM, 286
Pascal, Blaise, 56
Pascal’s wager, 56–57
Patient Protection and Affordable

Care Act of 2009 (ACA)
(Obamacare), 206, 380–386

criticisms, 384–385
future, 385–386
impact, 371
individual mandate, 381
large employer penalties, 381–382
Medicaid expansion, 381
objections, 384
PCIP funding, 377
small employer tax credit, 382

Paul v. Virginia, 99–100
Pay-As-You-Drive program, 525
Pay-as-You-Go system, 213–214
Payoff matrix, 56
Payor clause, 285
PCS options, 157
Pension Benefit Guaranty Corporation

(PBGC), 51–52, 320
establishment, 423–424

Pension fiduciary liability, 595
Pension Funding Equity Act of 2004

(PFEA-2004), 420
Pension plans

amortization rules, 421
benefits, 325

commencement, 326–327
restrictions, 421

disability benefits, 326
distribution requirements, 326
funding agencies, 421–423
high-risk plan, 420
insured plans, 422–423
joint-and-survivor option,

requirement, 326
legislation, impact, 417–418
liability valuation, 420–421
period-certain payments, 326
premature withdrawals, 327
qualification requirements, 418–420

Pension Protection Act of 2006
(PPA-2006), 318, 322, 407

impact, 417, 418
penalty-free withdrawal option, 327

Pension Relief Act of 2010
(PRA-2010), 420

Pensions, 417–423
funding, 420–421
maximization, 345–346

Performance bonds, 611
Peril, risk (difference), 5
Perils of transportation, 571
Period certain, 260
Period-certain annuities, 310
Period-certain contract, 311
Period-certain payments, 326
Periodic payments (Social Security), 218
Permanent life insurance

(benefit-certain contracts), 249
Permissible loss ratio, 130
Permit bonds, 611, 613
Permitted disparity (integration), 325
Permitted Incidental Occupancies, 500
Personal Articles Floater, 471
Personal Automobile Policy (PAP),

529–531
conditions, 543–545
coverage, 532
covered auto, 532–533
eligibility, 530
endorsements, 545–548
exclusions, 533–535
extended nonowned coverage, 545
legal liability, 530
liability coverage, 531–536

provisions, 535–536
supplementary payments, 535

liability exclusion, 533–535, 547
liability insuring agreement, 531–533
liability limits, 536

premium increases, 548t
miscellaneous type vehicle

endorsement, 546–548
motor home endorsement, 547
named non-owner policy, 545–546k
out of state coverage, 535–536
parts, 531
physical damage coverage, 547
physical damage deductible credits,

549t
policy format, 530–531
provisions, 544–545
snowmobile endorsement, 547–548
Your Covered Auto, 546–547

Personal contract
insurance, 172
rule, application, 172

Personal injury liability endorsements,
506–507

Personal Injury Protection (PIP)
coverage, 521

Personal inland marine floaters, 471
Personal liability, 496

coverage, 496–503
endorsements, 506
insurance, cost, 506

Personal-producing general agent
(PPGA), 82

Personal property
coverage, 437–440, 466

property, exclusion, 438–439
dollar limits, 439–440, 440t
flood insurance, 469
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Personal property (continued )
open-peril coverage, 457
replacement cost, 438

Personal Property of Others, 555
Personal Property Replacement Cost

Endorsement, 438
Personal risks, 7

management
objectives, 182–183
steps, 183

Personal savings, retirement funding
source, 335–337

Persons insured, 496–497
Persons with children, lifestyles, 188
Philadelphia Contributorship for the

Insurance of Houses from Loss
by Fire, 73

Physical damage
coverage, 513, 539–543, 547, 549
exclusions, 541–542
insuring agreement, 539–541
provisions, 542–543

Physical hazard, 5
Pittman v. West American Insurance

Company, 174
Plate glass coverage, 562
Plumbing/heating, freezing, 454
Point estimate, 37
Point-of-service (POS) plans, 368
Policy construction, 178
Policyholders

runs, 293
surplus, 146, 151
treatment, 65

Policy reserves, 105
Pollutant cleanup/removal, 556
Pollution liability insurance

coverage, 594–595
Pooling, 154

usage, 35–41
Pool of money concept, 404
Poor and Distressed Widows and

Children of Presbyterian
Ministers, 73

Portability, 379
provision, 194–195

Portfolio average method, 286
Portfolio liability coverages, 594–595
Portfolio program, 553
Position schedule bonds, 574
Post-loss objectives, 24
Post Office insurance

coverages, 79
Postretirement death benefits, 325
Postselection underwriting, 135–136

restrictions, 136
Predictive analytics, 524

usage, 137
Preexisting condition exclusions,

limits, 379
Preexisting Condition Insurance Plan

(PCIP), 377
Preferred Provider Organizations

(PPOs), 367–368
plans, 396

Preferred risk, classification, 133
Pre-loss objectives, 24

Premature death, 290
discounted income flows, 184
present value, 184
time value of money, 184

Premature death, risk, 182
identification, 183
management, 183–196
measurement, 183–193

Premises and Operations coverage, 586
Premises, ownership/maintenance,

585–586
Premium, 129

provision, disability waiver, 270–271
waiver, 272

Premium nonparticipating rates,
protection/cash values, 290t

Premium reserve. See Unearned
premium reserve

Premium taxes, 130
credits, 382
imposition, 158

Prepaid insurance premiums, 147
Preretirement death benefits, 325
Prescription Drug Benefit, 398f
Prescription Drug Coverage (Medicare

Part D), 397–399
Prescription Drug Plans (PDPs), 395,

397–399
formulary, 398

Prescription drugs, health insurance
policies, 376

Present interest, 196
Present value, 184. See also

Inflation-adjusted future income
needs

examples, 185t, 186t
Presumptive disability, 356
Price fixing, 85
Primary beneficiary, 255
Primary care physician (PCP), 367
Primary insurance amount (PIA), 207–208

computation, 207
Principal, 47, 610
Principles-based reserving (PBR)

system, 151
Prior approval system, 110–111
Prior dishonesty clause, 576
Priority rankings, 29, 60
Privacy, Gramm-Leach-Bliley Act (GLBA)

impact, 108–109
Privacy of Consumer Financial and

Health Information Model
Regulation (NAIC adoption), 109

Private Fee-for-Service (PFFS) plans,
396–397

Private insurance (voluntary insurance),
44–47

history, 72–74
Private insurers

classification, 74–80
usage, 122

Private passenger automobiles, 530
Private retirement plans, federal

regulation, 317–318
Probability

determination, 36–38
distribution, 37

estimate, measures, 38–40
estimation, accuracy, 40
odds, 57–58
rankings, 29

Probability theory, 36–41
Processing floaters, 571
Production, 128, 133
Products and completed operations

coverage, 586
Professional liability, 500

insurance, 507–508
Profit and contingencies, allowances,

88, 89
Profit-sharing contract, 134
Profit-sharing plans, retirement funding

source, 335
Property and liability companies,

federal income taxes, 159–160
Property and liability distribution

systems, 82
Property and liability insurance

insurable interest, 167
reinsurance, 153–154

Property and liability insurers, 147–150
combined ratio, 150
expenses incurred, 148
incurred losses, 147
investment, results, 149–150
loss reserves, 148
operations, 148–150
underwriting profitability, indicator,

150
Property Casualty Insurers Associaton

of America, 87
Property Claim Services, 157
Property collapse, 442
Property Coverage Form, 573
Property damage, 504, 566–567
Property insurance, 45–47

coverage, tailoring, 476–477
form, selection, 476
pricing/cost considerations, 475–476
purchase, 475–477

Property owners, obligations, 486–488
Property rates, regulation, 110–112
Property removal, 441
Property risks, 7
Proportional coverage, excess-of-loss

coverage (difference), 615
Proportional reinsurance, 153
Proposition 103. See California
Prospective payment system

(PPS), 400
Protection, 291, 568

floor, 214
Prudential Insurance Company of

America, 313
Public adjuster, difference, 138
Public benefit guarantee programs, 44
Public choice theory of regulation, 97
Public finance insurance, 615
Public guarantee insurance programs, 51
Public guarantee programs, usage, 52
Public Law 15 (McCarran-Ferguson Act),

101
repeal, pressure, 113

Public official bonds, 611, 613
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Punitive damages, 484
Purchasing groups, 69
Pure captives, 67
Pure life annuities, period-certain

annuities (difference), 310
Pure no-fault proposals, 520
Pure premium, 129
Pure risk, 6–7

classifications, 7–8
number/variety, increase, 8–10

Qualified Disabled and Working
Individual (QDWI), 399

Qualified Health Plans (QHPs), 383
Qualified Individual (QI), 399
Qualified Medicare Beneficiary (QMB),

399
Qualified pensions

distributions, taxation, 327–328
retirement funding source, 335

Qualified preretirement survivor, 325
Qualified profit-sharing plan, 321
Qualified retirement plans, 317–328

contributions/benefits, limitations,
323–324

employee contributions, savers tax
credit, 325

employer promise, importance,
319–320

overview, 317–318
permitted disparity, 325
qualification requirements, 318
requirements, 323–325
types, 318–323

Quality, insurance competition, 89
Quantitative performance standards,

29–30
Quarters of coverage, 205–206
Quota share treaty, 153

Railroad retirement programs, 49
Rain insurance, 565
Randomness, 42–43
Rate, 129

individual rates, 130–131
level, adjustment, 131–132
types, 130–133

Rated policies (extra risk policies), 134
Ratemaking, 128–133

actuarial precision, legend, 132–133
catastrophe modeling, relationship,

132
concepts, 129–130

Rating
modification, 131
types, 130–131

Rating bureaus, 100
Ratio plan, 233
Reasonable and customary

basis, 375
Reasonable expectations, 177–178
Reasonable Repairs Additional

Coverage, 441
Rebating, 107
Reciprocals, 76–77
Redetermination provision, 285
Redlining, 120–121

Reduced amount provision, paid-up
policy, 266

Reduction. See Risk
technique, 17

Reentry provision, 231
Reformation, 173–174
Refrigerated Property Coverage

Endorsement, 458
Regulation. See Insurance regulation
Rehabilitation benefits, 219, 221, 356
Reinstatement (life insurance

contracts), 257
Reinsurance, 105, 152–158

characteristic, 152–153
excess-of-loss treaty, 154
functions, 154–155
pooling, 154
pools, 518
property and liability insurance,

153–154
risk-financing alternatives, 155–158
treaties, types, 153

Reinsurance Association of America
(RAA), 87

Relative frequency interpretation, 36
Remaindermen, 195
Removal bonds, 612
Renewable at the company’s option

health insurance policy, 358
Renewable term life insurance

net premiums, comparison, 227f
policies, 230

Renewals, ownership, 82
Rental unit coverage, 457
Rental value, 563
Repetitive loss structure, 469
Replacement Cost Option, 555
Replacement Cost Settlement for Certain

Non-Building Structures, 459
Replevin bonds, 612
Reporting forms, 561–562
Reputational risk, 15
Reserves, 146

accumulation (cash value policies),
248f

regulation, 105
Residential property, limits (Federal

Flood Insurance Program), 467t
Residual disability

benefit, 355–356
definitions, types, 355
partial disability, difference, 356

Residual-risk pools, 85–86
Res ipsa loquitur, 483–484
Resource-Based Relative Value Schedule

(RBRVS), 393, 400
Respite care benefits, 392, 404
Respondeat superior, 485–486
Respondentia contracts, 72
Retention. See Risk; Unemployment

selection, considerations, 61–62
usage, 17

Retired lives reserve, 415
Retirement

accumulation
outliving, risk, 197
planning, 337, 341–343

aggregate need, estimation, 338–339
annuities, investment usage, 315–316
benefits, 207–208
distribution

minimum option, 344
planning, 337, 343–346
requirement, 343–344
taxes, relationship, 339t

example, 340–341
funding, sources, 335–337
inflation-adjusted retirement need

projection, 341t
inflation, effect, 340
joint-life annuities, 345
life annuities, installment

distributions, 344
needs

estimation, 337, 338–341
increase, expectations, 338–339

noncontributory plans, 317
pension maximization, 345–346
plan, construction, 337–346
planning process, overview, 334–337
resources, inventory, 339
single annuities, 345
unmet need, summarization, 339–340
variable annuity, variation, 344
variable distributions, 344–345

Retirement Equity Act of 1984, 326
Retirement plans, 317. See also

Qualified retirement plans
death benefits, 328
estate taxes, 328
income taxes, 327–328
installment distributions, 327
loan transactions, limitations, 328
lump-sum distributions, 327–328

Retirement risk, 196
alternatives, 334
causes, 334
impact, 361
overview, 333–337
transfer, usage, 334
types, 334

Retrospective premium, calculation, 141
Retrospective rating, 131

formula, 141–142
plans, 141

Return-of-cash-value policy, 282–283,
282f

Return-of-premium policy, 282–283, 283f
Revenue Ruling 2002-89, 68
Revenues, expenses (matching), 146
Reversionary annuity, 312
Reversionary life insurance policy, 312
Revocable beneficiary designation, 255
Riot/civil commotion, coverage, 452–453
Risk

analysis questionnaires, 27
assumption, 488
avoidance, 18
burden, 8
characteristics, 58–59
classifications, 5–8
concept, 1–8
control, 18
decision making, 55
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Risk (continued )
definition, 2–3
degree, 4–5
documents, analysis, 26–27
evaluation, 28–29, 30–31

managerial control, 30
exposures, identification, 25
failure, impact, 8
financing, 18–20

cost, 62
decisions, tax considerations, 62

flowcharts, usage, 27
hazard, difference, 5
identification techniques, 26–27
impact, 42
loss, 57
manager

job, 22–23
term, usage, 13

peril, difference, 5
priority ranking, severity basis, 28
probability/priority rankings, 29
quantitative performance standards,

30–31
reduction, 18. See also

Unemployment.
pooling, usage, 35–41
special cases, 59

retention, 19
decision, implementation, 30

review, 30–31
managerial control, 30

sharing, 34–35
shift, 34
transfer, 19–20, 34–35
treatment device, selection, 29–30
uncertainty, relationship, 3

Risk and Insurance Management Society
(RIMS), 15

Risk-based capital (RBC)
requirements, 103
standards, NAIC development, 104

Risk identification
approaches, combination, 28
expert systems, usage, 28
internal communication system,

usage, 27
tools, 27–28

Risk management, 10
audits, 31
business function, 20–23
decisions, 54–59

decision theory, impact, 55–57
defined, 16–17
history, 13–15
individual, relationship, 24
insurance management, difference,

20–21
misconceptions, 23
objectives, determination, 24
organization contribution, 21–22
policy, 25

sample, 26f
primary objective, 25
problems, 291
process, 24–31
rules, 57

Risk Retention Act of 1986, 68–69, 112
Risk Retention Acts, provision, 67
Risk retention groups, 67, 68–69

formation, 112
Risk-sharing pools, 69
Rollovers (Section 1035 exchanges),

303–304
tax-free rollovers, 303

Roth IRA, 330–331
contributions, 324–325
distributions, 327–328

Rules-based system (life insurer
regulation), 150–151

Safeco Insurance Company v. Gonacha,
174

Sales floaters, 571
Sample statistic, 37
SAR-SEP plans, Roth contributions,

324–325
Savings incentive match plan for

employees (SIMPLE)
IRAs, distributions, 327
plans, 323

Savings plans, 321
Schedule bonds, 574
Scheduled Personal Property

Endorsement, 438, 459, 471–472
Scheduled premium (planned

premium), 275
Schedule rating, 130–131
Secondary dependencies, 564
Secondary guarantees, 276–277
Secondary market expansion,

life insurance industry
opposition, 300

Second-injury funds, 221
Second-surplus treaties, 153
Second-to-die policy, 280
Section 401(k) plans (cash plans)

(deferred plans), 321
contributions, 336
Roth contributions, 324–325

Section 403(b) plans, 323
Roth contributions, 324–325

Section 457 plans, 322
Section 1035 exchanges (rollovers),

303–304
Securities and Exchange Commission

(SEC)
qualification requirements, 233
Rule 151A, 316

Securities Investor Protection
Corporation (SIPC), 51

Securities Valuation Office
(SVO), 105

Security-type law, 515
Self-directed annuities, 314
Self-employed persons, tax rate, 206
Self-insurance, 43–44, 66–67

disadvantages, 66–67
reasons, 66

Senior Professional Public Adjuster
(SPPA), 138

Senior Protection in Annuity
Transactions Model Regulation
(NAIC), 316–317

Service-Disabled Veterans Insurance
Program, 238

Servicemen’s and veterans’ life
insurance, 79

Servicemen’s Group Life Insurance
(SGLI), 238

Settlement options, 258–262
Seven-pay test, 284
Shared markets, 118

participation, 86
Short-term disability coverage,

long-term disability coverage
(difference), 350

Sickness, definition, 353
Sidecars, 157
Significant loss of earnings, 354
SIMPLE. See Savings incentive match

plan for employees
Simplified employee pension (SEP)

plans, 322
maximum employer contribution, 324

Single annuities, 345
Single Employer Pension Plan

Amendments Act of 1986
(SEPPAA), 424

Single individual, lifestyles, 188
Single life annuities, joint life annuities

(difference), 309–310
Single life, life income payments, 261t
Single-premium annuities, installment

annuities (difference), 309
Single-premium deferred annuity

(SPDA), 311–312
Single-premium life policy, 283–284
Sinkhole collapse, 458
Skilled nursing facility care, 391
Small Business Administration (SBA)

Surety Bond Guarantee Program,
79

Small Business Job Protection Act of
1996 (SBJPA), 323

Small-company deduction, IRC
permission, 159

Small employer tax credit, 382
Smoke damage, coverage, 453
Snowmobile endorsements, 507,

547–548
Snowmobile Policy, 546
Social insurance, 47–50

coordination, 357
defined, 47–50
device, 48
insurance, qualification, 50
substitute rider, 357
supplement rider, 357
U.S. programs, 49

Social pricing, 119
cost-based pricing, difference, 120

Social rating
idea, 119
opposition, 119–120

Social Security, 204–205
Advisory Council on Social Security,

report, 215–216
bailout plan, 213
beneficiaries, funding, 334
benefits
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excess, 212
levels, changes (proposals),

214–215
reduction, 211

change, proposal, 214–215
contribution, 213
cost-of-living adjustments (COLAs),

determination, 214–215
eligibility, 205–206
financing, changes (proposal), 214
freeze, 353
partial indemnity, 218
Pay-as-You-Go system, 213–214
periodic payments, 218
privatization, 215
program

cost, 218
soundness, 212–216

qualification requirements, 205–206
retirement

benefits, 317
funding source, 335

self-supporting program, 212–213
strengthening, commission, 216

Social Security Act of 1935, 200, 389
Title XIX, 371–372

Social Security Trust Funds, 401
Solvency Modernization Initiative (SMI),

102
Solvency regulation, 102–107
South-Eastern Underwriters Association

(SEUA) case, 101, 113
Special Computer Coverage

Endorsement, 459
Special damages, 484
Specialized annuities, 311–315
Specialized life contracts, 279–286
Specific-account coverage,

whole-turnover coverage
(difference), 614–615

Specific insurance, 561
Specific stop-loss, 416
Specified Low-income Medicare

Beneficiary (SLMB), 399
Speculative risk, 6–7
Spendthrift clause, 273–274
Split-dollar plan, 428–429
Split funding, 421
Spoilage Coverage, 558
Spoilage damage, 567
Spousal impoverishment restrictions,

408–409
Spouses, benefits, 208
SR-21, 515
Standard and Poor’s 500 (S&P500)

index, 312
Standard annuity payments, 345t
Standard Flood Insurance Policy,

Dwelling Form, 468
Standard Nonforfeiture Law, 265
Standard Property Policy, 562
Standard terminations, 424
Standard Valuation Law (NAIC), 150–151
Standard Voluntary Compensation and

Employers Liability Coverage
Endorsement, 585

State average weekly wage (SAWW), 220

State Children’s Health Insurance
Program (state CHIP), 372

State compulsory temporary disability
funds, 50

State Farm Mutual Automobile Insurance
Company v. Campbell, 485

State financial responsibility limits, 516
State health insurance plans, 87
State insolvency funds, 106
State insurance regulation

continuation, 115
federal insurance regulation,

difference, 113–116
modernization, NAIC effort, 115–116
public choice, 116
support, arguments, 114

State insurer insolvency funds, 52
Statement of Financial Accounting

Standards (SFAS) No. 158, 425
State premium tax, 158–159
State private (voluntary) insurance

programs, 80
State Public Guarantee Insurance

Programs, 52
States of nature, 55
State unemployment insurance

programs, 200
State unemployment laws, benefits, 201
State workers compensation laws,

218–221
Static risk, 5–6
Statutory accounting

admitted assets, nonadmitted assets
(difference), 145

assets, valuation, 145–146
GAAP, difference, 145–146
policyholder’s surplus, 146
requirements, 144–146
reserves, 146
revenues, expenses (matching), 146
system, 144
terminology, 146

Statutory benefits, 502
Statutory profit/loss (underwriting

results), 148–149
Stipulated authority (express authority),

164
Stop-loss insurance, 416
Storage floaters, 571
Straight life income option, 260
Straight whole life insurance, 231
Stranger-owned life insurance (STOLI),

299–300
Strategic risk, 15
Structured finance insurance, 615–616
Structures, exclusions, 451–452
Subjective interpretation, 36
Subrogation, 167, 171–172, 446

clause, 171
Subsidies, income redistribution

effects, 122
Substandard risks, 134
Sudden/accidental damage,

coverage, 454
Sudden/accidental tearing,

coverage, 454
Suicide clause, 258

Suitability in Annuity Transactions
Model Regulation (NAIC), 317

Superannuation, 181, 290
Supplemental Security Income

(SSI), 372
Supplementary contracts, reserves, 151
Supplementary Medical Insurance

(Medicare Part B) (SMI), 389,
392–393

Trust Fund, 401
Supply contract bond, 611
Surety, 610
Surety bonds, 610–614

risk transfer device, 47
Suretyship, insurance (difference),

610–611
Surplus line treaty, 153–154
Surrender cost index, 296

importance, 297
Surrender provisions

cash option, 265–266
extended term insurance, 266–267
operation, 265–266
paid-up reduced amount, 266

Survivor income benefit insurance
(SIBI), 415

Survivors
benefits, 205
death benefits, 219

Survivorship annuities, 312
Survivorship whole life policy

(second-to-die policy), 280
Sustainable Growth Rate (SGR), 400
Systemically important financial

institutions (SIFIs), 107
Systemic risk, 7

Taxable estate, 194, 195
Tax Equity and Fiscal Responsibility Act

of 1982 (TEFRA), 418–419
top-heavy plans, 419–420

Taxes
health care costs, relationship, 377
retirement distributions, relationship,

339t
Tax-free exchanges, 303
Tax-free rollovers, 303
Tax-qualified long-term care insurance

(TQ-LTCI), 406
Tax Reform Act of 1976 (TRA-76), 194
Tax Reform Act of 1986 (TRA-86),

159–160, 284, 311
Tax Reform Act of 1997

(TRA-97), 328
Teachers Insurance and Annuity

Association of America (TIAA),
313

Technical and Miscellaneous Revenue
Act of 1988 (TAMRA), 284

Technical Mapping Advisory Council,
creation, 471

Technical provisions, 105
Telematics, 524–525
Temporary life annuity, 308
Terminal reserve, 247
Termination As to Any Employee policy

condition, 575–576
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Term life insurance, 225, 230–231
advantages/disadvantages, 231
cash value insurance, difference

(reasons), 226
conversion privileges, 231
extended term insurance, 266–267
purchase, 290–291
pure insurance protection, 226
renewal, variations, 231

Term to expectancy, 230
Testamentary trust, 195
Theft, coverage, 453, 455–456
Third-party administrator (TPA),

retention, 416
Third-party coverage, 495
Thrift plans, 321
Time clause (disaster clause), 273
Time value of money, 184
Title insurance, 477–478
Too big to fail (TBTF), 106–107
Top-heavy plans, 418, 419–420

requirement, 420
Torrens system, 478
Tort, 481
Tort actions, survival, 490
Tort feasor, 481
Tortious behavior, 481–490
Tort system, changes, 490–492,

519–524
Total disability, payments, 355–356
Total permanent disability, 219, 220
Total temporary disability, 219–220
Trade association insurance companies

(TAICs), 67
Trade credit insurance, 46, 614–616
Trade profit, 150
Traditional IRAs, 329–330
Traditional risk management, 16
Trailer interchange, 601
Transfer. See Risk

usage, 17, 334
Transfer or Surrender of Property

exclusion, 577
Transportation coverages, 568–572

ocean marine insurance, 568–569
periods insured, 568
valuation, 568–569

Transportation expense, 543
Transportation insurance, 553
Transportation/Moving Endorsement,

466
Travelers Insurance Company, 73
Trend factor, 132
Trespassers, 487
TRICARE programs, 372–373
Trucking, 600–602

leasing, 601
Trust estates, bonds, 612
Trust fund plans, 421–422
Trusts, 195–196

corpus, 195
Twisting, 108
Two-tier annuity, 312

Uberrimae fidei (utmost good faith),
legal principle, 173

Umbrella, 604

Umbrella liability
coverage, 604–607
policy, 508–510, 605–607

cost, 510
coverage, 606
exclusions, 509

Unallocated funding instruments, 422
Unbundling, 67
Uncertainty, risk (relationship), 3
Underinsured motorist coverage, 539
Underwriting, 128, 133–137

agents
information, 135
role, 134

application, 135
broker information, 135
credit information, usage

(regulation), 137
credit scoring, 136–137
disability income insurance, 351
external agency information, 135
Fair Isaac Corporation (FICO)

scores, 136
physical examinations/inspections,

135
policy, 134
postselection underwriting, 135–136

restrictions, 136
predictive analytics, usage, 137
process, 134–135
profitability, indicator (combined

ratio), 150
results (statutory profit/loss), 148–149
trade profit, 150

Underwriting syndicates, 83
Unearned Income Medicare

Contribution Tax, 206
Unearned premium reserve, 105, 147
Unemployment

benefits, eligibility, 200–201
insurance, 49

programs. See State unemployment
insurance programs.

programs, 49
retention, 201
risk management, 200–201
risk reduction, 201

Unfair Trade Practices Act, 107–108
Uniform Accident and Sickness

Policy Provisoin Law (UPPL)
(NAIC), 358

Uniform Simultaneous Death Act, 273
Unilateral contract, insurance, 172
Unimportant risks, 28
Uninsured boaters coverage, 475
Uninsured locations, 504–505
Uninsured Motorist Coverage, 550

payment limitations, 538
Uninsured Motorist Property Damage

(UMPD), 537
Uninsured motorists coverage, 513,

537–539
persons, insurance, 538
settlement, basis, 538–539

Uninsured motorists exclusions, 538
Uninsured motorists insuring agreement,

537–539

Uninsured premises, exclusions, 500–501
Unintentional torts, 481
United States

health insurance, historical
development, 366–368

insurance, 73–74
life insurance, existence, 237t
monoline organization, 74
social insurance programs, 49
total life insurance, existence, 237

United States Postal Service (USPS),
insurance sale, 79

Unit-owner’s building items, open-peril
coverage, 457

Universal life (UL) insurance, 225, 232
amount, changes, 275
applicable percentage, 276
benchmarks, 301–302, 302f
costs, factors, 301
death benefit options, 276f
death benefit provision, 275–276
development, 293
interest, 301
loading, 301
mortality, 301
policy provisions, 274–277
provision, premium/cost, 274–275
purchase, 301–302
secondary guarantees, 276–277

Unlicensed insurer (nonadmitted
insurer), 74–75

Unmet disability income needs, 199
Unpaid claims, reserves, 151
Unrated bonds (junk bonds), 293
Unsatisfied judgment funds, 52
Unscheduled premium, 275
Untaxed earnings, accumulation, 292
Unwritten law, 177
Upside-down life insurance, 307–308
Urgency deficit, countering, 337
U.S. Longshoremen’s and Harbor

Workers’ Compensation Act
(LHWCA), 585

Usual, customary, and reasonable (UCR)
charges, 373

Utility function, 55
Utility interruption, 567
Utility theory, 55
Utmost good faith (insurance), 173

Vacant land, 501
Valued policies (insurance contracts),

169
Valued policy laws, 170
Value maximization objectives, 24–25
Value papers insurance, 572
Vandalism/malicious mischief,

coverage, 453
Variable annuities, 309, 312–315

function, 314
guaranteed benefits, 315
history, 313
operation, 313–314
variation, 344

Variable Annuity Life Insurance
Company (VALIC), formation,
313
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Variable life insurance, 225, 232–233
benchmarks, 301–302, 302f
costs, factors, 301
interest, 301
loading, 301
mortality, 301
purchase, 301–302
ratio plan, 233

Variable premium life
insurance, 285

Variable universal life (VUL) insurance,
225, 233

Vehicles, coverage, 453
Verbal threshold, usage, 522
Vested-in-the-public rationale, 98
Vesting

minimum standards, 323t
requirements, 323

Veterans’ Group Life Insurance (VGLI),
238

Veterans’ Life Insurance, 238
Veterans’ Mortgage Life Insurance

Program, 238
Viatical settlement, 299
Viatication, 407–408
Vicarious liability, 485–486

automobile, 513–514
Voidable contract, 166
Voidable, term (usage), 166
Void, term (usage), 166

Volcanic Eruption
coverage, 454
provision, 445

Voluntary Compensation Insurance, 585
Voluntary insurance (private insurance),

44–47

Waiver or Change-of-Policy Provisions,
445

Waivers, 176–177
War clause, 258
Warehouse-to-warehouse clause, 569
Warranties, 175–176
Water Back and Sump Overflow, 458–459
Water Back Up and Sump Discharge or

Overflow endorsement, 450
Watercraft

endorsements, 507
insurance, 474
liability, 474–475, 498

Water exclusion, revision, 449–450
Weak no-fault states, 523
Whole-life insurance, 225, 231–232

graded-premium whole life insurance,
283

modified whole life insurance, 283
net premiums, comparison, 227f
policy

payment, 248
reserve, increase, 228f

Widows/widowers, benefits, 208–209
Windstorm/hail, coverage, 452
Wisconsin State Life Insurance Fund, 238
Without Extra Expense form, 563–564
Workers compensation, 49, 216–221,

495, 553, 583–585
assigned-risk pools, 85
benefits, 219–221
bond, 613–614
common-law defenses, severity

(softening), 217
disability provision, 357
historical background, 216–217
injuries, coverage, 219
insurance, 46, 583–584
laws

passage, 217
rationale, 217

liability, determination, 217–218
principles, 216, 218–219
state laws, 218–221
statutory benefits, 502, 503

Write-Your-Own Program, 466
Written contracts, interpretation, 177

Yearly price per $1000 of protection
(YPT), 301–302

Your Business Personal Property,
definition, 555

Your Covered Auto, redefinition, 546–547
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