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PREFACE

These Study Notes have been prepared to correspond with the various
Chapters in the Syllabus for the Long Term Insurance Examination. The
Examination will be based upon these Notes. A few representative examination
questions are included at the end of each Chapter to provide you with further
guidance.

Immediately following the descriptions of some aspects of the practice of
long term insurance, you will find actual cases of long term insurance claims,
which are there mainly to facilitate your understanding of the subject and to
make your learning more interesting. The decisions you will find in those cases
were based on their particular facts, including the actual wording used in the
insurance policies in question. They being decided cases of the Insurance
Claims Complaints Bureau (ICCB), it is worth noting that the Insurance Claims
Complaints Panel of the ICCB is empowered by the Articles of Association of
the ICCB to look beyond the strict interpretation of policy terms in making a
ruling. In addition, as far as good insurance practice is concerned, the
Insurance Claims Complaints Panel relies heavily on the expected standards
set out in The Code of Conduct for Insurers, with particular reference to “Part
II1: Claims”.

It should be noted, however, that these Study Notes will not make you a
fully qualified underwriter or other insurance specialist. It is intended to give a
preliminary introduction to the subject of Long Term Insurance, as a Quality
Assurance exercise for Insurance Intermediaries.

We hope that the Study Notes can serve as reliable reference materials
for candidates preparing for the Examination. While every care has been taken
in the preparation of the Study Notes, errors or omissions may still be
inevitable. You may therefore wish to make reference to the relevant legislation
or seek professional advice if necessary. As further editions will be published
from time to time to update and improve the contents of these Study Notes, we
would appreciate your feedback, which will be taken into consideration when
we prepare the next edition of the Study Notes.
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Sixth Edition: December 2016
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NOTE

If you are taking this Subject in the Insurance Intermediaries Qualifying
Examination, you will also be required, unless exempted, to take the Subject **Principles
and Practice of Insurance™. Whilst the examination regulations do not require you to
take that Subject first, it obviously makes sense to do so. That Subject lays a foundation
for further studies and many of the terms and concepts found in that Subject will be
assumed knowledge with this Subject.

For your study purposes, it is important to be aware of the relative “Weight” of
the various Chapters in relation to the Examination. All Chapters should be studied
carefully, but the following table indicates areas of particular importance:

Chapter Relative Weight
1 10%
2 20%
3 24%
4 24%
5 22%
Total 100%

Vi



1 INTRODUCTION TO LIFE INSURANCE

1.1 DEFINITION OF LIFE INSURANCE

In the first of an excellent series of textbooks produced by the U.S. Life Office
Management Association Inc. (LOMA), life insurance (or ‘life assurance’ in British
terminology) is defined as follows:

"Life insurance provides a sum of money if the person who is insured dies
whilst the policy is in effect.”

Anybody who has some knowledge about life insurance will be tempted to say
"Yes, BUT....". In other words, surely this is too brief an explanation for a financial
service that provides a very sophisticated range of savings and investment products, as
well as mere compensation for death. Nevertheless, this is apt for the first chapter on
life insurance for beginners.

The definition captures the original, basic intention of life insurance: i.e. to
provide for one's family and perhaps others in the event of death, especially premature
death (i.e. death occurring at such a time that financial hardship will likely be caused
to the dependants). Originally, policies were for short periods of time, covering
temporary risk situations, such as sea voyages. As life insurance became more
established, it was realised what a useful tool it was for a number of situations, which
would include:

(@) Temporary needs/threats: the original purpose of life insurance remains an
important element in life insurance and estate planning, as things like children's
education, etc. occupy responsible people's thoughts.

(b)  Savings: providing for one's family and oneself, as a long-term exercise,
becomes more and more relevant as society evolves from a tribal, clan, family
orientated community to relatively affluent individual independence.

(c) Investment. can be defined as a process of purchasing an asset, with an
expectation that it will in the future provide an income or appreciate. The
accumulation of wealth and safeguarding it from the ravages of inflation
become realistic goals as living standards rise.

(d)  Retirement: provision for one's own later years becomes increasingly necessary,
especially in a changing cultural and social environment.

So our purpose, as we begin this study, is not so much to remember certain

facts, but rather to understand something of the fundamentals of long term insurance,
and to appreciate its role in modern society.
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1.1.1 Needs for Life Insurance
Whilst 1.1 above outlines the developing appreciation of the many uses
of life insurance, the modern scene tends to look upon available life insurance
products from the perspective of meeting various needs. These we may think of
as:
(a)  Personal needs:
Q) dependants’ living expenses;
(i) final (end of life) expenses;
(iii)  educational funds;
(iv)  retirement income;
(v)  mortgage repayment fund;
(vi)  emergencies fund (usually needed to meet unexpected expenses);
(vii) disability income.
(b)  Business needs:
0] key persons;
(i)  business owners;
(i) partnerships;
(iv)  employee benefits.
1.2 PRINCIPLES OF LIFE INSURANCE
In the Core Subject for this Insurance Intermediaries Quality Assurance
Scheme, "'Principles and Practice of Insurance™, the principles of insurance were
studied in detail. By way of reminder, but not detailed comment at this stage, these
principles are:
(@  Insurable Interest: the legal right to insure;

(b)  Utmost Good Faith: a duty to reveal material information actively;

(c) Proximate Cause: determining the effective cause of a loss in the context of
insurance claims;

(d)  Indemnity: the insurer providing an exact financial compensation;
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(e)
()

Contribution: insurers sharing an indemnity payment;

Subrogation: the indemnifying insurer taking over and then exercising the
insured’s rights of recovery against third parties.

1.2.1 Insurable Interest

In simple terms, insurable interest is such relationship with the subject
matter of insurance (a person’s life, in the case of life insurance) that is
recognised at law or in equity as giving rise to a right to insure that person’s
life. This is a concept that has applied for two and a half centuries in England
and is obviously based on common sense. If you have no relationship with a
given person, why should you have the right to insure his life and thus gain
from his death? Some particular points to be noted with this principle are:

(a) Statutory requirement: in life insurance, the requirement for an
insurable interest is derived from section 64B of the Insurance
Ordinance.

(b)  Effect of lack of insurable interest: Section 64B renders a contract of
life insurance void where the person for whose use or benefit or on
whose account it is made has no interest.

(c) Insurable interest in oneself and in spouse: it is judicially presumed
that we all have an insurable interest in our own lives for an unlimited
amount, and that any one person has an insurable interest for an
unlimited amount in the life of his or her spouse, so that no proof of such
an interest is required.

(d) Insurable interest in others: with the exceptions of insurable interests
founded on judicial presumptions (see (c) above) or statute (see (f)
below), as case law reveals, there must be an interest which is capable of
valuation in money. Some examples which may be reasonably common
are:

Q) debtors: if a person owes you money, you may insure his life for
the amount of the loan, plus accrued interests;

(i)  business partners: especially where personal services are
involved, such as performers and musicians;

(i)  contractual relationships: if another person's services have been
engaged under contract (booking a singer for a concert, a
professional sportsperson, etc.), that person's death may cause the
other contracting party to suffer financially. That potential loss is
insurable.

Note: This heading would include a type of life insurance known
as Key Person Life Insurance (or Key Employee Life Insurance),
where an employer insures the life of an important employee, in
case of loss to the business from the employee's death.

1/3



()

(f)

(9)

(h)

Blood relationships and family members: in some countries (e.g. in
most jurisdictions of the U.S.), a family relationship prescribed by the
relevant law (brother, sister, parent, child, grandparent, grandchild, etc.)
Is sufficient to constitute an insurable interest.

Statutory extension of insurable interest: in Hong Kong, by virtue of
Section 64A of the Insurance Ordinance, a parent or guardian of a minor
(i.e. a person aged under 18) is given an insurable interest in that young
person. It means that, apart from one’s spouse, only the relationships
just mentioned constitute an insurable interest arising from blood or
family connection. An insurance effected on the basis of any other blood
or family relationship is technically void (see (b) above).

Sections 64C and 64D of the Insurance Ordinance: these Sections
have two other important provisions:

(1) the person interested in the life insured, or for whose use or benefit
or on whose account the contract is entered into, must be named in
the contract;

(In practice, this provision is not construed so widely as to include
all those who the policyowner intends to benefit by receiving the
policy proceeds. Therefore, where a life insurance policy is
payable to the executors of the policyowner, no one cares whether
the names of the executors and of the persons who are intended to
benefit under the will appear in the policy.)

(i)  no more than the amount of the interest the insured (i.e.
policyowner) has in the life insured is recoverable under the
contract [this provision is significant only where the life insurance
concerned is effected on an indemnity basis, credit life insurance
being an example (see 2.1.1a(b)(i))].

When is the interest needed?: this is a key question, and very important
consequences flow from its answer. The answer is that an insurable
interest is only needed when the contract begins, and becomes irrelevant
thereafter. What could be the (quite legal) consequences of this? Some
examples are:

(1 Divorce: a spouse, who insures his/her spouse and then becomes
divorced, can keep the policy in force and be perfectly entitled to
collect the benefit in due time.

(i)  Debts: it is legally possible to insure your debtor’s life, have the
debt repaid, keep the policy in force, and be "paid again™ in due
time by the insurer.

(i) Assignment: a policyowner is capable of assigning a properly
arranged life insurance contract to a third party even though the
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latter has no insurable interest in the life insured, provided that
this is not a premeditated act of getting round the requirement for
an insurable interest. The latter act will be ineffective on the
grounds that it is done for the purpose of defeating the object of a
statute, and the contract is indeed void as from inception because
the de facto insured (i.e. the intended assignee) has not the
required insurable interest. Therefore, what matters is the
intention of the policyowner when he is effecting a life policy.
Taking out a life policy with the general intention of assigning it
is legitimate, but doing so with the intention of assigning it to a
specific person who has no insurable interest in the life insured is
another matter.

1.2.2 Duty of Disclosure

This concerns another important insurance principle, that of utmost
good faith. Put simply, utmost good faith requires the applicant to disclose all
material facts, whether the insurer requests them or not. A material fact is
legally defined as ‘every circumstance which would influence the judgment of a
prudent insurer in fixing the premium, or determining whether he will accept
the risk’. Some points to note:

(a)  What to disclose: clearly, the insurer wishes to know all important facts,
but you cannot be expected to disclose what you reasonably cannot be
expected to know. Some conditions, for example, may be easily
recognisable to qualified doctors, but the average layman cannot be
expected to self-diagnose and reveal such things.

Case 1l At law insurance applicants are required to disclose material
facts to the insurers

Operating a trading firm in the Guangdong Province, the policyowner
effected a life insurance policy. He suffered from recurrent fever three
months later for over two months, and finally died of cancer. From the
medical report of a hospital on the Mainland, the insurer noted that the
deceased had complained of tiredness and lack of strength the year before.
On the other hand, it also noted that when he was asked in the application
form if he had in the past three months experienced or sustained symptoms of
tiredness for more than a week, he replied "no". The insurer therefore
rejected the claim on account of a material non-disclosure.

The Insurance Claims Complaints Panel (or the “Complaints Panel”) of the
Insurance Claims Complaints Bureau felt that it was uncommon for an
insurer to ask in an application form whether the applicant had in the past
three months experienced or sustained symptoms of tiredness for more than a
week. It considered that the policyowner's non-disclosure of his symptoms of
"tiredness and lack of strength over a year" was not material enough for the
insurer to reject the claim.
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Remarks : Apparently the Complaints Panel’s decision was based on the
rules that (1) an insurance applicant is only required to disclose material
facts, rather than any facts he is being asked about, and that (2) the scope of
“material facts” is restricted by an objective test so that those facts which
only a particular insurer deems to be material are not actually material
enough to enable this insurer to rely on the principle of utmost good faith.

Case 2 At law insurance applicants are required to actively disclose to
the insurers material facts he knows or should know

The policyowner was diagnosed as suffering from carcinoma of colon nine
months after he had taken out a policy. His claims for critical illness benefit
and waiver of premium benefit were rejected by the insurer on the grounds
that he had not disclosed on the application form the medical history of his
obstructive sleep apnoea.

It was noted from the medical report that the policyowner had consulted a
doctor for heavy snoring and was first diagnosed as having obstructive sleep
apnoea in a sleep study 12 years before his insurance application. He had five
follow-up consultations in the following year. Continuous positive airway
pressure therapy was recommended which he declined. Since then he
defaulted follow-up consultation. He was referred to have sleep study
assessment again, one year before the insurance application. It was revealed
that the symptoms of snoring and excessive daytime sleepiness had not gone
away. Further sleep study was arranged but he did not return for follow up.

The policyowner admitted that he had suffered from obstructive sleep apnoea
for a long time, but pointed out that such symptoms were in no way related to
his colon cancer. He also emphasised that the symptoms had not affected his
work as a bus driver for 20 years and he had passed the annual body check
provided by the bus company.

The Complaints Panel learnt from the insurer's underwriting manual that the
severity of an applicant's obstructive sleep apnoea and the co-existence of
associated diseases would affect the underwriting decisions for the benefits
of critical illness and waiver of premium.

As no detailed sleep study had been done to assess the severity of the
policyowner’s obstructive sleep apnoea, the insurer had no access to
information for risk assessment. The Complaints Panel believed that had the
insurer been informed of his condition at the time of the insurance
application, it would have asked for more related information or arranged
further medical examination of the policyowner before accepting the risk.
Since the non-disclosed condition was so material as would have affected the
underwriting decision of the insurer, the Complaints Panel upheld the
insurer's decision to reject the claims.
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Remarks: In face of insurers’ declinature of claims on grounds of non-
disclosure, the claimants rather frequently argue that the losses in question
had no connection with the (alleged) non-disclosures, without being aware
that such a connection is not among the criteria for relying on the principle
of utmost good faith.

Case 3 At law insurance applicants are required to disclose material
facts to the insurers

The life insured died of tongue carcinoma. Finding out that the deceased was
a chronic drinker who consumed 10 cans of beer every day, the insurer
declined the death claim on the basis of non-disclosure — to the insurer’s
question "Have you ever smoked tobacco or taken drugs or narcotics or
alcohol as a habit?" on the application form, the deceased replied in the
negative.

The deceased's son insisted that his father did not have a drinking habit and
would only drink on special occasions. More importantly, there was no direct
relationship between alcoholic consumption and tongue carcinoma.

The Complaints Panel's attention was drawn to the medical reports of two
different hospitals indicating that the deceased had a habit of taking several
cans of beer daily for 30 years and was convinced that the deceased was a
chronic drinker. Since this piece of non-disclosed information would be
material enough to have affected the underwriting decision of the insurer, the
Complaints Panel supported the insurer's decision to reject the claim.

Remarks: As stated before, in face of insurers’ declinature of claims on
grounds of non-disclosure, the claimants rather frequently argue that the
losses in question had no connection with the (alleged) non-disclosures,
without being aware that such a connection is not among the criteria for
relying on the principle of utmost good faith.

(b)  Non-medical application: if the insurance is arranged without a
physical examination of the applicant, the insurer will normally have
great difficulty alleging non-disclosure of a material fact not covered by
questions on the application or the personal physician's form.

(c) Medical application: if the insurance is arranged with a physical
examination of the applicant, the insurer cannot hold against the
applicant negligent omissions or mis-diagnosing by the medically
qualified person concerned.
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Case4 At law insurance applicants are required to actively disclose
material facts to the insurers

The policyowner applied for a life policy and undertook a medical
examination at the insurer's appointed clinic. The application was accepted
by the insurer at an increased premium. Later, the policyowner passed away
due to a ruptured aortic aneurysm and pneumonia. The insurer rescinded the
policy from inception as an echocardiogram revealed that the policyowner
had suffered from a tachycardia attack, ectopic heart beat and ischcaemic
change two years before the insurance application.

The Complaints Panel felt that the policyowner had an onus to disclose all his
medical history, even though a medical examination had been provided by
the insurer, and therefore upheld the insurer's repudiation of the claim.

Remarks: Submitting himself to a medical examination as required by the
insurer may not constitute full disclosure of the applicant’s medical history
and condition to the insurer, unless the nature of such medical examination is
such that it will fully reveal such information.

(d)  Medical tests: the insurer’s requests to supplement information supplied
verbally with reasonable medical examinations or tests are normally met,
but great care must be taken not to breach the Personal Data (Privacy)
Ordinance, which has the effect of requiring insurers to explain the need
for gathering information before any testing takes place. The subject of
the tests also has the right under that Ordinance to be told their results.

(e)  Breach of the duty on the part of the policyowner: at law, a breach of
utmost good faith renders the contract voidable by the insurer. But with
most life policies in Hong Kong, regard has to be taken of a policy
condition known as an Incontestability Provision, which states that the
insurer will not contest the policy after it has been in force for a specified
period (contestable period), unless there is proof of fraud on the part of
the policyowner (see 4.2 for more details).

1.2.3 Other Insurance Principles

(a) Proximate cause: this principle is concerned with the identification of
the dominant, effective cause of the loss being claimed for under the
insurance. The principle does apply to every class of business, but it is
very likely to have rather less significance with life insurance partly
because of the minimal use of exclusions. The application of proximate
cause is very much concerned with different kinds of perils (i.e. causes
of loss):
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Note:

(b)

(©)

0] Insured Perils: are those which are covered by the policy. Non-
life policies may specify the perils which are covered, and one of
those must be the proximate cause of the loss or it is
irrecoverable. In life insurance, the cause of death is not critical,
unless a suicide exclusion clause operates or an accidental death
benefit rider applies.

(i)  Excepted (or Excluded) Perils: in non-life insurance, all policies
carry some exclusions. If one of these operates with a claim, the
insurer is not liable for the whole of or part of the loss, depending
on the specifics of the exclusion. Life insurance policies seldom
have exclusions (but see Note 1 below).

(i)  Uninsured Perils: these are causes of loss which are neither
included nor excluded, for example water damage with fire
insurance. If property is damaged by water (e.g. by rain) with no
other cause involved, the damage is not covered. But if the water
damage is proximately caused by an insured peril (say fireman
fighting a fire with water hoses), the water damage is covered.
Such complexities are unlikely to arise with life insurance claims.

1 Suicide is a life policy exclusion, and the principle of proximate
cause will be an important tool to determine whether death arose from
suicide or not. However, even here the principle does not have full
impact, because suicide is only excluded for a limited time period
(suicide exclusion period) (see 4.12).

2 We may conclude that the principles of insurance, especially
those concerned with claims, have less application in life insurance than
in non-life insurance.

Indemnity: this means an exact financial compensation for the loss
sustained and is very important in most types of General Insurance. As
far as life insurance is concerned, however,

(1 it is immediately obvious that the policy proceeds (or ‘insurance
proceeds’) in no way pretend to (or can) represent an exact
financial compensation. That is why life policies are called
benefit policies, not indemnity policies;

(i) it is impossible to over indemnify. It is because the insurable
interests (closely linked with indemnity) in the majority of cases
Is unlimited (see 1.2.1(c)).

Indemnity corollaries: a corollary is a sub-principle and indemnity has
two corollaries, Contribution and Subrogation.

Q) Contribution: in most General Insurance classes, if by some
chance a person has more than one policy covering a loss, he does
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not get paid twice. Each policy contributes to (shares) the loss
rateably. On the other hand, if the insured has effected more than
one policy purposely, a vigilant claims handler might well take
that as-an indication of fraud!

Life insurance policies are normally not subject to the principle of
indemnity, so it is quite normal for a person to have more than
one life policy and each must pay in full upon the insured event
happening.

(i) Subrogation: this relates to the legal right of the insurer who has
provided an indemnity to take over any remedies the
“policyholder” (the UK equivalent of the American term
“policyowner”) possesses against third parties, to seek to recover
his payment to the policyholder. This does not apply to life
Insurance.

If, for example, a third party negligently damages a person's car
(which has a comprehensive cover), the person's motor insurer
must pay but can attempt to recover its payment from the third
party. In that same accident if an innocent victim in the car is
Killed, his life insurer must pay without an ensuing right of
recovery from the third party.

1.3 CALCULATION OF LIFE INSURANCE PREMIUM

The premium required for insuring a given life may have to take into account
individual features which make the risk better or worse than the average for a person
of that age and sex. That, however, is essentially a matter of underwriting, which we
shall consider in more detail in 5.3. Life insurance (premium) rates, which may be
thought of as the normal or standard premiums applicable according to age and sex,
are subject to certain common features considered below.

1.3.1 Rating Factors

The classic criteria usually applied to life insurance premiums are that
they should be:

(@)  adequate: so that the insurer will have money to pay the benefit and meet
other obligations under the contract; and

(b)  equitable (fair): so that each policyowner is paying an amount in line
with the risk and contracted benefits.

To achieve these criteria, a number of factors must be taken into account
in the course of rating.
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1.3.1a Mortality, Interest and Expenses

(a)

(b)

Mortality: perhaps more accurately phrased as the Rate of
Mortality, this indicates the rate at which insured lives are
expected to die. Whilst this sounds very morbid, it will be
immediately obvious that this is absolutely at the heart of life
insurance premium calculation. To know, on average, when the
life to be insured may be expected to die is a crucial factor in
determining the correct premium to charge.

Of course, individual lives may live much longer or shorter than
the average, but following the "law of averages" (which is
sometimes called the "law of large numbers™) reasonable
predictions and calculations can be made. These are greatly
facilitated by the use of mortality tables, which are published
tables showing the expected rate of mortality at any given age.

As mentioned above, individual risks may call for special terms
and consideration, but that is an underwriting matter. Premium
rating using mortality tables merely deals with normal risks and
normal expectations.

Interest: in very simple terms, life insurance involves collecting
money now and at specified intervals, to provide for a benefit at
some time or upon some event in the future. This, by definition,
means we have some time, and as the old saying goes "time is
money"'!

How much time we have, on average, largely concerns (a) above.
The fact that we have some time means that we have an
opportunity for investment. The interest to be earned on invested
premiums is another crucial factor in determining premium rates.
If a particular insurer is anticipating above average returns of
investment, it can charge lower premium rates than a fair number
of its competitors, and/or make more profit for its shareholders.

Note: The above two factors combined will produce what is called the
net premium (sometimes called the pure premium), i.e. the money
required to be collected from the policyowners just to meet death claims
arising in the future under normal statistical expectations. But there is
more to consider.

(©)

Expenses: the net premium has to be subject to a loading
(surcharge or additional sum) to take care of all expected and
probable expenses. These will include all internal operating costs,
commissions, tax and overheads to which any business is subject.
With life insurance, there is also the possibility (however remote)
of unusual mortality rates from some new disease or other disaster
- and existing premiums cannot be increased later to deal with
changed circumstances. Loading the net premium will include an
amount to cover that kind of contingency.
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Note: The loading added to the net premium produces the gross
premium, which takes into account all three basic factors mentioned
above.

1.3.1b Other Factors

As mentioned, premiums for existing policies cannot be changed.
Life insurance belongs to long term business, and this implies that the
contract not only is very likely to last several years, but also it cannot be
cancelled or amended by the insurer without the consent of the
policyowner. Therefore, other factors which may arise from time to time
can only affect premiums for new policies. Some of the influences
which might have an effect on life premium rating are mentioned below:

(@ PAR or NON-PAR: this is extremely important. One unique
feature of life insurance is that a policy is either a "participating"
(PAR) policy or a "non-participating™ policy (NON-PAR). The
owner of a participating policy is entitled to receive a varying
share of (or to "participate"” in) the divisible surplus, if any, of the
insurer, normally on the policy anniversary dates. Such proceeds
are termed policy dividends or dividends. Though no policy
dividends are guaranteed, participating policies are subject to
higher premium rates than equivalent Non-Participating policies.

Note: 1 While U.S. insurers talk of par and non-par policies and
dividends, U.K. insurers issue policies which are either With-
Profit or Without-Profit, and declare bonuses. The concept is
the same, although there are differences between the U.S and U.K.
practices. Bonuses are usually reversionary (i.e. payable only
when the policy benefit is payable), whereas dividends are
payable upon annual declarations. Having said that, reversionary
bonuses can be surrendered without terminating the policy (see
1.3.2b(c)(i) for surrender values). Suppose a whole life policy has
earned an accumulated reversionary bonus of £5,000. The
policyowner is entitled to an immediate payment out of such
value, but only at a discount. Further suppose that according to
the insurer’s calculation based on factors such as the current age
of the life insured and the expected rates of interest, the future
bonus value of £5,000 is equivalent to an immediate surrender
value of £1,000. Then by surrendering, say, half of the
accumulated bonus value, the policyowner will be paid £500

immediately.

2 Not all life insurance policies can be par or non-par. Term
insurance plans (see 2.1.1) are normally not on a participating
basis.

3 For discussions on distribution of policy dividends, please
see 5.2.7.
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(b)

(©

(d)

()

(f)

Competition: no insurer enjoys a monopoly position. What the
market is charging cannot be ignored.

Economic changes: extended times of affluence or recession will
doubtlessly have an impact on all product prices, including
insurance.

Public health: abnormal developments in this area (e.g. the AIDS
epidemic) cannot be ignored in rating.

Fiscal changes: a lasting increase in tax levels must be reflected
in higher premium rates.

Company objectives and marketing strategies: if a company is
determined to increase its market share, competitive premium
rating is surely one of the possible marketing strategies.

1.3.2 Pricing Systems

The natural and level premium systems for life insurance premium
calculations might well be described as "ancient" and "modern" respectively,
for reasons that will be clear shortly.

1.3.2a Natural Premium (Pricing) System

The natural premium system (or the natural premium pricing

system) was used by some life insurers in the early days of the business.
It was very logical, but it was doomed to failure because of its built-in
features which virtually guaranteed that it could not work long-term in
practice. Such features were:

(@)

(b)

(©)

Premiums: these were not to be constant throughout the policy
term, but individually calculated each year so that they reflected
the natural risk position (age, etc.) of the life insured at each
policy anniversary.

Short-term consequences: with increasing age, there is increased
mortality risk. Premiums for existing policies therefore increased
every year.

Longer-term consequences: these, in hindsight, were very
predictable and included:

0] increasing premiums with increasing age and, in later
years, decreasing disposable resources or earning power of
the policyowner, often presented real problems with
continuation of insurance;

(i)  the system was vulnerable to anti-selection (also known as
selection against the insurer), whereby the better risks -
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(d)

those in good health and with real prospects of a long life -
dropped out of the scheme as it became more expensive,
and the bad risks would normally decide to continue, for
obvious reasons. This creates an imbalance of risks, or a
failure to satisfy a criterion of the law of large numbers, i.e.
the existence of a large, if not infinite, number of
homogeneous exposure units in the pool.

Present day: the Natural Premium System is no longer practised,
at least not for policies which are truly "long-term".

Note: We may be tempted to be scornful of a scheme which we can now
see to have such obvious defects. But it is easy to live life in retrospect.
Problems and shortcomings usually only appear through experience.

1.3.2b Level Premium (Pricing) System

The level premium system (or the level premium pricing system)

IS now the norm and its features are described below:

(@)

(b)

Basic concept: by the judicious use of mortality tables and
actuarial calculations, it was realised that it was possible to quote
an annual premium that would remain level (unchanged) for the
duration of the contract, based upon the age, sex and individual
underwriting features of the life to be insured. This, of course,
assumes that the death benefit level also remains unchanged.

Compared with the cumbersome and unsatisfactory features of the
natural premium system, the advantages and attractiveness of
such a system are obvious. Therefore, it quickly superseded the
old system.

Short-term consequences: clearly, the level premium system
envisages a long-term contract, where an unchanging annual
premium will effectively "average out" over the years. It implies
that the annual premium is "too much™ for the risk involved in
early years, and may be "too little" for the risk involved in later
years.

Of course this is a simplification, but it is not inaccurate. From
this concept, it may be seen that once the initial expenses and
costs of setting up a policy have been absorbed, the early years’
"excess” premiums plus the interest earnings thereon start to
create a fund or reserve against the future liability.

In the usual practice of non-life insurance, the premium is
calculated each year and at the end of the year the premium is
considered fully earned by the insurer. The life policy, under the
level premium system, soon begins to build up a cash value for
the policyowner.
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Longer-term consequences: some of the implications and
products of (b) above will be examined in more detail in Chapter
4, but we may briefly mention the features that developed from
the early years’ "surplus" premiums found with the level premium
system:

(i)

(ii)

(i)

(iv)

Cash value and surrender value: When a policy has been
in force long enough to “clear" the set-up costs, part of the
premiums received — after the risk premium for the past
period has been deducted — can be considered to be "not
yet earned" by the insurer; it is referred to as a “cash
value”. Therefore, when a policyowner cancels a policy
that is carrying a cash value, there should be a sum of
money payable to him, representing a refund of premiums
"unearned” by the insurer. This sum is known as
“surrender value”. Surrender value equals cash value
minus surrender charge, a charge that is applicable when a
policy is surrendered for its cash value or when a policy,
under some plans, is adjusted to provide a lower amount of
death benefit.

Note: This is not true for Term Insurance (see 2.1.1),
where the premium is geared only to the risk of death
during a specified period of cover. Such policies have no
cash value.

Policy loan: the cash value is an acceptable collateral
security for a loan. Borrowing money from the insurer
using the cash value as security is now a right under
modern policy terms.

Nonforfeiture: without specific policy provisions to the
contrary, a life insurance policy will lapse (i.e. discontinue)
if renewal premiums are not paid when due. However, its
cash value, if sufficient, may be used voluntarily by the
policyowner or sometimes automatically under policy
terms, to keep the insurance in force (see 4.5).

Paid-up insurance: should the policyowner decide that he
cannot or does not wish to pay any further premiums, he
may, as an alternative to policy surrender, pay up the
policy. This means that he is not paying any more
premiums and yet the policy stays in force exactly as before
(so that a participating policy will continue to yield
dividends), except that he is now insured for a lower
amount of insurance called the “paid-up value”, in line with
the net cash value and the premiums saved as a result of his
choice. A paid up policy is sometimes referred to as a
reduced paid up policy, to reflect the normal fact that the
paid up value is smaller than the face amount. This
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alternative arrangement is largely possible because the
premiums paid in the early years of the policy have yet to
be "fully earned" by the insurer.

-0-0-0-
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Representative Examination Questions

Type A" Questions

1 "Life insurance provides a sum of money if the person who is insured dies whilst
the policy is in effect." This quotation:

(@  iscompletely inaccurate;
(b)  completely describes all life insurance contracts; ...
(c)  does not completely describe all life insurance contracts; ...
(d) s totally misleading and contains no element of truthinit. ...
[Answer may be found in 1.1]
2 Which of the following represents a legitimate insurable interest for life
insurance?
(@ insurance of oneself;, .
(b) insurance of one's spouse;
(c) insurance of one's 10-year-old child, ..
(d) all the above.

[Answer may be found in 1.2.1]

Type "B Questions

3 Which two of the following statements are true?
(1) A benefit policy is the same as an indemnity policy.
(i) Most life policies are subject to indemnity, but some are not.
(i) Life insurance contracts are not normally subject to indemnity.
(iv) Indemnity does not normally apply to life insurance, where benefit

policies are prevalent.

@ @and(@);
() ()and(ivy;
(¢ (@i)andGivy;
(d) @i)and (iv).

[Answer may be found in 1.2.3]
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4 Which three of the following are features in calculating life insurance

premiums?

0] Interest
(i)  Expenses
(iii))  Mortality

(iv)  Morbidity

@ () Gi)ad Giy;
®) @), G)and Gv);
© () Gi)and Gv);,
@ @), Gii)and Gv).

[Answer may be found in 1.3.1a]
Note: The answers to the above questions are for you to discover. This should be

easy, from a quick reference to the relative part of the Notes. If still required,
however, you can find the answers at the end of the Study Notes.
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2

TYPES OF LIFE INSURANCE AND ANNUITY

To the public and perhaps inexperienced insurance intermediaries, there must

seem to be a bewildering variety of life insurance contracts. Certainly, it is a
sophisticated and well-developed market, but a few basic guide rules should prove
helpful:

(@)

(b)

(©)

Basic functions: it is good to distinguish the various products offered by life
insurers by what the products seek to do. Another way of thinking about that is
to ask the question: "Under what circumstances is/are the death benefit(s)
payable?” Some basic formats are:

Q) payment on death only if it occurs during a specified period;

(i)  payment on death at any time;

(i)  payment on a specified date or on earlier death.

Basic variables: some additions/modifications to the above are:

Q) the type of policy (called the plan) may be convertible, i.e. able to be
changed into a different plan, at the policyowner's option;

(i)  renewable, if originally for a limited time period (e.g. five years);
(i)  Par or Non-par: see 1.3.1b(a);

(iv) various Riders, i.e. endorsements, are often added to the basic policy to
provide additional cover.

Basic questions: much heartache and misunderstanding in the whole business
of life insurance selling would be avoided if insurers and insurance
intermediaries clearly put the following two questions to potential policyowners
(and of course acted in accordance with the answers):

M "What do you want the insurance to do for you?", i.e. what is it for?

(i) "How much premium are you able and willing to pay?", i.e. what can
you afford?

Note: The other basic question “How much life insurance do you need?” is of
course important, but this is usually answered by the insurance intermediary
rather than the applicant.

Given these important preliminaries, we may now think about specific policy

types. We should just say, however, that we shall only be considering an outline of the
various covers, so that you may be in a position to identify and broadly distinguish the
various types of plan available. Professional skill and discrimination can only be
obtained through experience.
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2.1 TRADITIONAL TYPES OF LIFE INSURANCE

These will consist of the three basic formats mentioned in (a) above, although
there are many possible variations and combinations of the different types of cover.
The major traditional types we shall consider are as follows:

2.1.1 Term Insurance

Such kind of insurance provides cover for a specified period or term
only, and may also be described as temporary life insurance. The policy
benefit is only payable if:

(@) the life insured dies during the specified period, or term; and
(b)  the policy is valid (in force) at the time of death.

In the great majority of cases, term insurance plans run their course
without a claim. For these reasons, it is the cheapest form of cover available
(but, of course, its limitations must be understood).

In theory, the term could be for any period of time, even a few hours to
cover an aircraft flight, for example. In practice, it is rare to find a term
insurance for a period of less than one year.

2.1.1a Level/Decreasing/Increasing Term Insurance

(@) Level term insurance: this policy plan is perhaps the most
popular term insurance. It involves a level death benefit
throughout the policy period. In the event of death during the
term, the face amount (also known as face value) of the policy
is payable. The level of annual premium usually remains the
same throughout the policy term.

Popular largely because of its simplicity, this is a useful answer
to a temporary need which neither increases nor decreases to any
significant extent over the period of time involved (perhaps a
loan which is not being repaid by instalments).

(b) Decreasing term insurance: under this plan, the death benefit
decreases annually, or at other specified times. The level of
annual premium usually remains the same throughout the policy
term. Because the benefit is continually decreasing and is
payable only on death during the term, this is the cheapest form
of life insurance available. It is particularly suited for a
temporary need which is reducing. Some typical examples are:

Q) Credit life insurance: designed to pay the balance of a
loan direct to the lender should the borrower die before a
full repayment of loan has been made. This plan is usually
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(ii)

(iii)

sold to lending institutions on a group basis to cover the
lives of their borrowers.

Family income insurance: perhaps linked with another
policy plan which provides a lump sum payment on death,
a family income plan will pay a stated monthly death
benefit to the beneficiaries for the remainder of a specified
period (the total amount payable (i.e. monthly benefit x
number of payments) is therefore decreasing as time goes
by). Suppose a life insured under a 5-year family income
plan for a monthly benefit of $1,000 dies at the end of year
4. The plan will pay the beneficiary 12 monthly payments
of $1,000 each, totalling $12,000. On the other hand, a
death at the end of the 50" month will mean 10 monthly
payments of $1,000 each, totalling $10,000.

Mortgage redemption (or ‘mortgage protection’)
insurance: a typical mortgage loan is reduced by monthly
or other periodic payments. Mortgage redemption
insurance is a decreasing term insurance designed to
provide an amount of death benefit which corresponds to
the decreasing balance of a mortgage loan. At any rate, the
initial face amount and the subsequent reduced amounts are
set at the time of purchase on the basis of the plan of
repayments. Such a plan may be on a joint-life basis (e.g.
husband and wife), the benefit being payable when the first
life dies. A joint-life plan may in addition pay upon the
second life’s death, to help pay funeral costs and expenses.
(The major differences between mortgage redemption
insurance and credit life insurance are that (a) the former
insures the interests of the mortgagors (who may
sometimes be required by the mortgagees to name the
mortgagees as beneficiaries) whereas the latter insures the
lenders’ interests, and (b) the former is a benefit insurance
so that claims will still be payable even if at the time of
death the debt has already been paid off whereas the latter
Is normally an indemnity insurance.)

Note: The above form of cover must not be confused with
Mortgage Indemnity Insurance. This is quite different,
being an insurance for mortgagees. It covers the risk of
non-repayment of mortgage loans for any reason.

Increasing term insurance: this plan, as the name suggests,
insures a death benefit which increases annually or at other
intervals. The increases may be at a fixed percentage, or in line
with an agreed index (e.g. the Composite Consumer Price Index).
The basic idea is to maintain the purchasing power of the benefit,

which

Is especially important where severe inflation is
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anticipated. The premium generally increases in line with the
increases in the level of benefit insured.

2.1.1b Renewable/Convertible Term Insurance

(@)

(b)

Renewable term insurance: at first sight, this seems to be a
contradiction, because a term insurance is for a fixed period, and
this extends the period. The key point, however, is that the right
to renew the policy is exercisable without submitting evidence of
insurability (health) and the premium for the further period is
increased to reflect the increased age of the life insured. (The
new premium is said to be based on the attained age.)

Because such a plan can lead to anti-selection (see 1.3.2a(c)(ii)),
some limitations such as the following may be put in place:

0] renewals may only be for the original face amount or
smaller face amounts;

(i)  the number of renewals permitted may be restricted (e.g.
three times);

(i)  the premium rate for a renewable term policy is usually
higher than that for a comparable non-renewable term

policy.

Frequently, one-year term policies are made renewable, either by
a basic policy provision or a rider. These have the obvious name
Yearly Renewable Term (YRT) or Annually Renewable Term
(ART) insurance.

Convertible term insurance: such a plan gives the policyowner
a conversion privilege, i.e. the right to convert (change) the policy
to a permanent plan without providing evidence of insurability
(health). If this privilege is exercised, the premium for the
permanent plan must be calculated on the basis of the standard
rate for such a plan based on the attained age of the life insured.
Because anti-selection is again a possibility with such a plan,
restrictions are usually put in place:

Q) conversion may not be permitted beyond a certain age (say
55 or 65);

(i) conversion may not be permitted after the policy has been
in force for say 50% of its specified term (or a specified
number of years);

(i)  the face amount of the permanent plan will be limited to
that of the term insurance (probably less after the term
policy has been in force for some specified time).
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2.1.2 Endowment Insurance

An endowment plan will pay the face amount when the life insured
survives a specified term but upon death in case he dies within the term. When
the life insured survives the insurance period, the policy is said to mature. As
with term insurance, the description of the policy must include reference to the
number of years of insurance, e.g. a 20-year endowment. Features to be noted
with this plan are:

(@  Premiums: are not cheap, since under normal circumstances the face
amount must become payable not later than the specified term in the
future; premiums are level, normally paid annually, although single
premium endowments are possible;

(b)  Technically: the plan is a combination of a term insurance and a pure
endowment for equal amounts. (A pure endowment is a contract under
which the death benefit is only payable if the life insured survives the
term);

(c)  Par or non-par: such a plan may be on a participating (with-profit) or
non-participating (without-profit) basis, at an appropriate premium;

(d)  Popularity: because in principle such a plan provides the best of both
worlds (premature death protection and personal savings for the
policyowner if the policy matures), these have an apparent attraction.
However, probably because of the relatively high premium rates, such
plans do not have great popularity here, or in many other markets at
present.

2.1.3 Whole Life Insurance

Such a plan, quite literally, provides cover that will last the whole of
one's life (sometimes it is called whole of life insurance). The fundamental
feature is that the face amount is paid on death, whenever that occurs, and not
before. Having said that, when the life insured reaches the age at the end of the
mortality table that has been used to calculate premiums for that policy, usually
99 or 100, the insurer will pay the face amount, putting an end to the contract.
The relevant policy features to note are:

(@) Premiums: are level, but may be subject to different provisions,
including:

0] payable throughout life: in which event the policy may be called a
straight life insurance policy, or a continuous premium whole
life policy;

(i)  payable for a limited period: the policy may specify a number of
years during the lifetime of the life insured for premium
payments;
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(i) premium subject to an age-related limitation: instead of
specifying a number of years, the policy may stipulate an age (say
65) after which no more premiums are required. As with (ii)
above, premiums are only payable up to the date of death if it
occurs before the specified years/age;

(b)  Par or non-par: either plan is permissible;

(c)  Variations: many variations are possible, such as premiums which
increase, or face amounts which change, at specified times during the
policy's life, to cater for different needs as time goes by. One such
variation is called a graded-premium policy, where the premium
increases (against a level face amount) on a regular basis, say every
three years, until it equals the level premium that has been prescribed for
the rest of the life of the policy.

2.2 NON-TRADITIONAL TYPES OF LIFE INSURANCE

Life insurance, more or less in its present form, has been practised for
approximately 400 years. During that time, the basic policy formats have become
very established and they still form a practical and useful role in providing this
important form of cover. However, the pattern of economic and social life does not
stand still and new products have been developed, often providing a more flexible
approach to life insurance cover and associated investment. We look at two such
examples.

2.2.1 Universal Life Insurance

In an attempt to provide greater consumer choice and flexibility, this
product has been developed, in the form of a variation of the whole life
insurance. It has been well described as a life insurance contract which:

(@)  issubject to flexible premiums;

(b)  has an adjustable death benefit;

(c)  has an “unbundled” pricing structure; and

(d) accumulates a cash value.

We examine these and other features of this innovative product:

(@  Flexible premiums: subject to a minimum level of first-year premium
payment(s), the policyowner is allowed to enjoy the feature of flexible
premiums.  After the first policy year, he can even skip premium
payments. Of course, the amounts of cover and cash value depend on
how much premium has been paid and when the cash value is inadequate

to cover the next, say 60 days of expense and mortality charges, the
policy will lapse.
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(b)

(©

(d)

(€)

()

Adjustable death benefit: subject to certain limits, the death benefit
purchased may be increased or decreased, although proof of
insurability may be required for an increase in benefit.

“Unbundled” pricing: the insurer separates and individually discloses,
both in the policy and in an annual report (see (f) below) to the
policyowner, the three basic pricing factors, i.e.:

Q) the pure cost of protection (covering the death risk);
(i)  interest; and

(iii)  expenses. (The calculation of life insurance premiums includes an
item for expenses, called loading (see 1.3.1a(c)). Normally this
iIs not disclosed to the policyowner, but with universal life
insurance the expenses and other charges element is specifically
disclosed to a purchaser.)

Cash value: the intention is that the policy should acquire an increasing
cash value. This of course is heavily influenced by the amount of
premiums paid by the policyowner. After the first premium payment,
additional premiums (subject to an individual limit) can be paid at any
time. These, with interest earnings, are added to the cash value after the
deduction of:

0] a specified percentage expense charge; and

(i)  the pure cost of protection (deducted monthly).

Death benefit: according to the plan the policyowner chooses, this may
be a face amount plus the cash value, or the face amount only. For a
given face amount and given premium amounts, the former option will
mean a lower rate of accumulation of cash value because the insurer
needs to be compensated for running a risk of paying out a higher
amount of death benefit.

Annual report: each year the policyowner receives a report which
shows the status of the policy. The information given includes:

Q) the death benefit option selected (see (e) above);
(i)  the specified amount of insurance in force;

(i) the premiums paid during the year;

(iv)  the expenses deducted during the year;

(v)  the guaranteed and excess interests earned on the cash value;
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(vi) the pure costs of insurance deducted,
(vii) policy loan outstanding;

(viii) cash value withdrawals; and

(ix) the cash value balance.

It will be seen that this is a sophisticated product, allowing great choice
to the policyowner to adjust his insurance according to his needs and
financial resources as time goes by. Insurance intermediaries are
advised to consult the insurers on local forms of this modern insurance
plan.

2.2.2 Unit-Linked Long Term Insurance

Also known as a “linked long term policy” and “investment-linked long
term policy”, the unit-linked long term policy is one whose value is directly
linked to, or directly reflects, the performance of the investments that have been
purchased with the premiums paid. This may be achieved by formally linking
the policy value to units in a special unitised fund run by the insurer, or to units
in a unit trust. The value of the units is directly related to the value of the
underlying assets of the fund or unit trust. Because of such linkage, the policy
value naturally fluctuates according to the overall movements of those assets.

A detailed study of this sophisticated financial product is beyond the
needs of this study and is instead within the scope of the Paper ‘Investment-
linked Long Term Insurance’. The following features of the product suffice for
your study here:

(@) Common principle: unit-linked policies may come in a variety of forms,
but there is a common factor. All or part of the premiums will be used to
purchase units in a fund at the price applicable at the time of purchase.
The value of the policy will then fluctuate according to the value of the
units allocated to it.

(b)  Types of funds: a variety of funds may be used for linking purposes,
including equities (ordinary shares), fixed interest investments and a
whole range of cash and other asset funds.

(c)  Types of policy: in theory, any kind of life insurance product may be
unit-linked. ~ The most common in practice are whole life and
endowments, sometimes with a guaranteed minimum value, however
unit prices may move.

Special care must be taken with products which are essentially

investments, so that the consumer is aware that values may go up or down.
This aspect is considered more in 5.2.6.
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2.3 ANNUITIES AND PENSIONS

Each refers to income or other financial provision (usually) for retirement or old

age. A definition of each term is:

(a)

(b)

Annuity: a contract whereby an insurer promises to make a series of periodic
payments (called “annuity benefit payments”) to a designated individual (called
the “payee”) throughout the lifetime of a person (called the “annuitant™) or for
an agreed period, in return for a single payment or series of payments made in
advance (called “annuity considerations”) by the other party to the contract
called the “contractholder” (or “annuity purchaser”). Very often, the payee,
annuitant and contractholder are the same person.

Pension: a plan to provide for a monthly (or other periodic) income benefit to a
person in retirement, until his death. It may consist of an annuity.

2.3.1 Annuities

Under a simple annuity plan, the balance of the annuity considerations
paid is “lost” if the annuitant dies before their exhaustion. This has very little
public appeal, especially in Hong Kong, so annuities are not commonly found
in practice. They have their uses, particularly with elderly people with a
reasonable to considerable amount of capital and no living dependants or close
family. In such circumstances, a guaranteed income for life may have its
attractions, especially in view of the consequent removal of the temptation to
spend the capital at an excessive rate.

Some features to be noted with annuities are:

(@  Immediate annuity: usually purchased with a single payment, it
starts making annuity benefit payments one annuity period (time
span between one scheduled payment and the next in the series;
say, one month) immediately thereafter.

(b)  Deferred annuity: the annuity benefit payments begin at some
specified time or specified age of the annuitant, rather than
immediately.

(c)  Variations: a number of possible variations exist. The annuity
certain provides for annuity benefit payments to be made for a
fixed number of years only, whether death occurs in the meantime
or not. The life annuity is one that provides for periodic benefit
payments for the lifetime of the annuitant, and it is also referred to
as a whole life annuity to distinguish it from a temporary life
annuity, under which benefits payments are made during a
specified period but only as long as the annuitant is alive. The life
income annuity with period certain (or known as a guaranteed
annuity) provides for benefit payments to be made for at least a
specified number of years, even where death occurs within the
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period, and for the duration of the life of the annuitant if he
survives the period.

(d)  Underwriting: the underlying philosophy of annuities is
completely opposite to that with life insurance. With the latter,
the premium rate increases with age at inception and is higher
for men than women of the same age. With annuities, the amount
of each annuity benefit payment increases with age at payment
commencement, and men receive a higher annuity benefit
payment than women of the same age do. Put briefly, life
insurance is based upon the chances of dying while annuities are
based upon the chances of living!

2.3.2 Pensions

In Hong Kong pensions are often considered to be more in the
Government realm (for example for most Civil Servants). More common in the
non-Government sector are Provident Fund Schemes, which provide for a
lump sum benefit on retirement or other specified time, rather than an income.
The Mandatory Provident Fund System, implemented since December 2000, is
having a profound effect in this area.

2.4 GROUP AND INDIVIDUAL INSURANCE PLANS

The majority of the plans we have considered so far have been with applications
for the insurance of individuals, either insuring themselves or another person. This
remains a key element in the field of life insurance, but group insurance is playing an
increasing role. This is especially so with employee benefit plans, where an employer
provides a form of life insurance, often as an additional benefit supplementing salaries
and wages. Again, this is a complex area, but there are certain features that we may
note:

() Basic difference: the most obvious difference between individual and group
insurance plans is that the latter covers a number of people under a single
policy. Sometimes this is called a master group insurance contract.

(b)  Contracting parties: these are the insurer and the group policyholder, usually
an employer, but possibly a club or other organisation insuring its members.
The persons within the group who are covered may be referred to as group
insured or sometimes group lives insured or persons insured.

(c) Different plans: plans may either be contributory (where the employees or
other persons insured pay a share of the premium) or non-contributory (where
individual members do not contribute towards the premium).

(d)  Eligible groups: usually group insurance concerns a single employer, covering
his staff members (collectively called a ‘group’), but the members of
association groups (i.e. members of clubs, trade unions, sports associations,
etc.) formed for a purpose other than purchase of insurance could equally be
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(€)

()

(9)

(h)

considered eligible. Besides, multiple-employer groups (consisting of the staff
members of different companies) may participate in a single plan.

Underwriting: doing business "in bulk" means that the high degree of
underwriting attention applicable to individual insurance is neither possible nor
necessary. Detailed individual information is usually not required with group
plans.

Individual eligibility: eligibility is usually decided by the employer, and the
criterion for admission to group coverage is usually stated in an actively-at-
work provision. This requires that the individual was not only employed, but
also at work (not ill or on leave) when coverage became effective.

Cover declined: an eligible person (particularly with contributory schemes)
may initially decline coverage. Should that person change his mind later,
evidence of insurability may be required (to counteract anti-selection).

Termination of cover: for individual persons insured, their cover may
terminate upon ceasing to be eligible (leaving the employer or group) or failing
to pay any required premium. Some plans allow individuals to convert their
previous group cover into individual cover, often without proof of insurability
but normally within a specified time period.

-0-0-0-
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Representative Examination Questions

Type A" Questions

Type'

There are two common questions which can very usefully be asked by the
honourable insurance intermediary with any enquiry about life insurance. One
of these questions is "What do you want the insurance to do for you?" The
other is:

(@  "How much money do you have?* .
(b)  "What is the commission rate for me?* ..
(c)  "Do you really think you need this insurance?" ..
(d)  "How much premium are you able and willing to pay?" ...

[Answer may be found in 2]
Decreasing term insurance means that:

(@) the death benefit goes down each year;, ..
(b)  the premium goes down each year, ..
(c)  the death benefit and the premium go down each year;, ..
(d)  the commission to the agent goes down each year. ...

[Answer may be found in 2.1.1a]

'B"" Questions

Anti-selection is a possibility with convertible term insurance. Which of the
following are intended to discourage or counteract anti-selection?

(1) Conversion not allowed after say age 55.

(i)  The permanent insurance face amount must be for more than this policy.
(i)  Conversion not possible after the policy has been in force for some years.
(iv)  The permanent insurance face amount must not be for more than this

policy.
@ @and@y);
() @, Giyand(Gv); L
(¢ (@), ii)yand Giv);
g @, @Gyand@v).

[Answer may be found in 2.1.1b]
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4 Which three of the following are not true in relation to whole life insurance?

(1)

(i)
(iii)
(iv)

(a)
(b)
(©
(d)

The death benefit payable decreases each year.

The death benefit is only paid when the life insured dies.

The death benefit is only payable after a fixed number of years.

The death benefit is payable after a fixed number of years or on earlier
death.

G, (i) and Giiy:
), (i)and Gv);
@), (i) and Gv):
Gi), Giiyand Giv).

[Answer may be found in 2.1.3]

[If still required, the answers may be found at the end of the Study Notes.]
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3 BENEFIT RIDERS AND OTHER PRODUCTS

Note: The term “policyowner-insured”, as readers will come across in this chapter,
refers to cases in which the life insured and the policyowner are the same person.
Most life insurance policies are issued to policyowners who are also the lives insured
(or ‘lives assured’ in British terminology). However, readers should also be aware that
when one person purchases insurance on the life of another person (the policy being
referred to as a ‘third party policy’) the purchaser is the policyowner and the person
whose life is insured is the life insured.

3.1 DISABILITY BENEFITS

Also known as an endorsement, a rider (or policy rider) is such an amendment
to a policy that becomes part of the insurance contract and that either expands or limits
the benefits payable under the contract. A rider that excludes coverage is known as an
exclusionary rider. We shall consider two common riders applicable to situations
where the policyowner-insured becomes subject to some form of physical disability.

3.1.1 Disability Waiver of Premium (known as a WP Benefit Rider)

A waiver is an act of voluntarily giving up a right or removing the
conditions of a rule. Under a Disability Waiver of Premium Rider, which may
be added to virtually all types of life insurance policies, the insurer agrees to
waive his right to renewal premiums otherwise payable whilst the policyowner-
insured is totally disabled. This does not mean that the policy is suspended.
Instead it remains in force, so that a policy that builds a cash value will continue
to do so, and a participating policy will continue to yield dividends, as if the
policyowner had paid the premiums.

For the purposes of a WP Benefit Rider, “total disability” may mean that,
because of disease or bodily injury, the life insured cannot do any of the
essential acts and duties of his or her job, or of any other job for which he or she
is suited based on schooling, training or experience. Another form of “total
disability” is also covered, i.e. the life insured’s total loss, starting while the
rider is in effect, of the sight in both eyes or the use of both hands, both feet, or
one hand and one foot.
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Case 5 Definition of “total and permanent disability” for purposes of
“waiver of premium” rider

The insured, who was a fireman, had been suffering from chronic low back
pain and bilateral knee pain since early 1998. An x-ray photo of the
lumbosacral spine revealed degenerative changes. His employment contract
with the Fire Services Department was terminated in July 1999 because the
Medical Board had assessed him to be unfit to continue working as a
fireman. The insured believed that his condition had met the policy
definition of Total and Permanent Disability and submitted a claim for
waiver of premiums.

According to the policy definition, Total and Permanent Disability means
“the life insured is unable to engage in any gainful occupation as a result of
sickness or injury”. The insurer declined his claim on the basis that a
medical report had confirmed that the insured could work and walk unaided
without functional limitation. Moreover, the Fire Services Department had
confirmed that the insured’s particulars had been circulated to other
government departments in search of alternative employment.

Having noted the above, the Complaints Panel was of the view that whilst the
disability had resulted in the life insured being unable to continue his old
occupation as a fireman, it did not prevent him from engaging in another
gainful occupation. As such, it supported the insurer's decision to decline the
claim for waiver of premium.

Remarks: the policy concerned has adopted a rather restrictive definition
for “total and permanent disability” for the purposes of its “waiver of
premium” rider, while more liberal definitions are available.

There are normally some limitations, as follows:

(@  Waiting period: where the policyowner-insured has been totally
disabled as defined in the policy for a minimum period (usually three or
six months), renewal premiums will be waived. Once started, waivers
will continue throughout the life of the policy until the disability ends.
The original thinking behind Waiting Period probably was that most
people continue to receive salaries and wages for at least short periods of
disablement and so can still afford to pay premiums. But in fact some
WP benefit riders will refund premiums which have been paid during the
waiting period if the disablement extends beyond the waiting period, in
which case the waiting period is a kind of "time franchise". (For
illustrations of franchise, please read Chapter 3 of the Principles and
Practice of Insurance Examination Study Notes.)
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(b)

(©

(d)

Age limitation: usually waivers are only available to cover disabilities
which begin during a specified age range, such as the age range of 15 -
65.

Premium frequency: differing practices exist as to what mode of
premium payment is assumed when premiums are being waived. For
example, if premiums are being waived on a monthly basis, the insured
person who recovers, say, 25 days after a premium has been waived
would have to resume premium payments the following month. On the
other hand, if premiums are being waived on an annual basis, his
recovery after, say, 2 months would result in a waiver of premiums for
an additional 10 months while he is no longer disabled, unless some
adjustments are made. In view of such an undesirable situation, some
policies provide that an annual premium-paying mode will automatically
switch to a monthly mode for the purposes of premium waivers.
Alternatively changes to the frequency of premium payments during
disability periods are expressly disallowed.

Exclusions: the cover given by this rider is similar to personal accident
or medical insurance, so it normally carries some similar exclusions,
such as:

Q) intentional self-inflicted injuries;
(i) injuries sustained whilst engaging in criminal activities;
(i) pre-existing conditions;

(iv) injuries resulting from war while the policyowner-insured is in
military service.

3.1.2 Disability Income

Whereas a WP rider gives relief from expenditure during total disability,

a Disability Income rider (as the name suggests) provides an income during
periods of total disability. Again, a Disability Income rider may be added to
virtually all types of life insurance.

(@)

(b)

The usual provisions of this rider include:

Definition: “Total Disability” is defined in the manner as does a WP
Benefit Rider (see 3.1.1 above).

Amount payable: two alternative methods are used to establish the
amount of disability income to be paid: an income formula and a flat
benefit amount. A typical group disability income policy adopts an
income formula, which expresses the income amount as a percentage of
the insured member’s pre-disability earnings, less the amount of any
disability income benefit he receives from another source. Where a flat
benefit amount is payable, no regard is to be paid to any other income
benefits the insured member receives.
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(©

(d)

Waiting period: similar in concept to that applicable with the WP rider,
but the period varies from one to six months.

Not a loan or an advance payment: the basic policy remains in full
force during total disability so that if death occurs during a period of total
disability the face amount of the basic policy is payable in addition to
any income benefits paid or payable.)

3.2 ACCIDENT BENEFITS

Accident benefits that are commonly added to any kind of life insurance policy
relate to accidental death and dismemberment. Frequently they are combined in a
single rider, known as an Accidental Death and Dismemberment (AD&D) Rider.

3.2.1 Accidental Death and Dismemberment

(a)

To consider these separately, although they are frequently combined:

Accidental death benefit (ADB): this normally undertakes to pay a
benefit equal to the face amount of the basic policy as an additional sum
should death be caused by an accident. The customary provisions are:

(i)

(i)

Note:

death must have been caused directly and independently of all
other causes, by an accidental bodily injury, and have occurred
within one year after that injury;

customary personal accident insurance exclusions apply,
including:

(1) intentional self-inflicted injuries (e.g. as a result of suicide);
(2)  war-related injuries;

(3) injuries whilst engaging in illegal activities;

(4) aviation injuries (except as a fare-paying passenger);

1 This benefit is often called a Double Indemnity Benefit. We
know from earlier studies (see 1.2.3(b)) that the use of the term
‘Indemnity’ here is technically inaccurate, since life insurance is
normally not subject to the principle of indemnity.

2 Also referring to previous studies (see 1.2.3(a)), proximate
cause becomes important with this rider. By contrast, the cause
of death is in most cases irrelevant in relation to claims under the
basic life insurance plan.
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(b)

Dismemberment: literally "dismemberment" means losing one or more
members (limbs), but the term within the AD&D rider relates to both the
loss of limbs and the loss of sight. The usual provisions are:

(i)

(i)

(iii)

(iv)

Basic cover: normally, a sum equal to the accidental death benefit
is payable if the life insured loses any two limbs or the sight in
both eyes as a result of an accident.

Lower benefit: often policies provide for payment equal to a
stated proportion of the accidental death benefit if an accident
results in the loss of one limb, the loss of sight in one eye, or
another specified lesser injury.

Definition: the loss of a limb may be described as the actual loss
of limb (by physical severance at or above the wrist or ankle) or
the loss of the use of the limb.

Combination: normally, the policy provides that where the same
accident has resulted in both dismemberment and death, it will
pay either the dismemberment benefit or the death benefit, but not
both.

3.2.2 Other Accident Benefits

(@)

Different insurers may provide various forms of cover, but a typical rider
giving other accident benefits has the following features:

Benefit schedule: accidental bodily injuries being covered, a schedule
(or list) of specified injuries is given, with a corresponding benefit
against each. The list usually includes:

()
(i)
(iii)
(iv)
V)
(vi)

Death 100% of sum insured,
Loss of Two Limbs a specified percentage;
Total Loss of Sight a specified percentage;
1 Limb & Sightin 1 Eye a specified percentage;
Either 1 Limb or Sight in 1 Eye a specified percentage;
Various specified lesser injuries - see below

Lesser injuries: comprise a detailed list of possible injuries, ranging
from serious impairments (e.g. loss of a thumb or index finger) to
relatively minor ones (e.g. loss of a single finger joint).
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(b)  Other benefits: cover may include one or more of the following:
0] Serious Burns - at least third degree burns: a specified amount $;

(i)  Weekly Benefits - during disability: a specified amount $ (for no
more than 52 weeks);

(i) Hospital Benefit - a specified daily benefit (for no more than
1,000 days);

(iv)  "Double Indemnity" - all benefits (except hospital stay) doubled,
if the injury arose whilst travelling on regular public transport or
in the burning of certain public places (cinemas, etc.).

(c)  Exclusions: the normally applicable exclusions, which are commonly
found with personal accident covers, include:

0] Self-inflicted injuries (including suicide, at any time);
(i)  War-related injuries;

(iii)  Injuries whilst involved in illegal activities;

(iv)  Disease or illness (unless caused by an accident);

(v)  Childbirth & pregnancy;

(vi) Injuries resulting from hazardous sports (as defined).

3.3 ACCELERATED DEATH BENEFITS

The meaning of this is that when a policyowner-insured in a prescribed serious

situation, all or part of the death benefit under the policy may be payable to him,
although death has not yet occurred. Provisions for this are contained in an
accelerated death benefit rider (ADB rider), also known as a living benefit rider.
Common features with the different riders concerned are:

(@)

(b)

(©

Basic reasons: the benefits are released at times of great personal stress, under
grave and life-threatening circumstances. They are to assist with related
expenditure and to provide at least partial relief from the extra burden of
financial worry at times which are already grief-laden.

Eligible plans: the riders are only likely to be permitted with policies having a
significant face amount for the sake of keeping administrative costs down.

Beneficiaries: since pre-death payments to the policyowner-insured will have
an impact upon the expectations of the beneficiaries, some insurers will, in the
event of a claim under the rider, require the latter to sign a release (or release
form), acknowledging that the death benefit stands reduced by the amount of the
ADB payment.
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(d)

(€)

Assignees: if the policy has been assigned, the assignee must sign such a
release form, before an ADB is paid.

Types of benefits: we shall consider two such accelerated death benefits,
namely the critical illness and the long-term care benefits.

3.3.1 Critical llIness Benefit

The basic features of this rider are:

(a)

(b)

(©)

(d)

()

Meaning: a stated portion of the death benefit is paid to the
policyowner-insured when:

(i) he is diagnosed with a specified disease;

(i)  he is diagnosed with a terminal illness and has a life
expectancy of 12 months or less; or

(i) it is necessary for him to undergo a specified medical
procedure.

Specified diseases: the list of insured diseases is not identical
with all insurers, but they all can be categorised into the
following:

0] cancer;
(i) illnesses related to the heart;
(iii)  disability;

(iv) illnesses related to a major organ;

(v)  illnesses related to the nervous system;
(vi) illnesses related to the immune system;
(vii) others.

Medical evidence: a statement from an attending physician is
necessary, confirming the condition and, in the case of a terminal
ilIness, the assessed life expectancy as well.

Amount of benefit: this will vary between companies and depend
on the type of disease contracted, payment of the full death benefit
being a possibility. Critical illness benefit is invariably paid as a
lump sum.

Restrictions: again, these are not universal, but typically they
may include:
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Note:

(1) critical illness cover is only available up to a specified age,
say, age 80;

(i) critical illness cover is only available to standard risks;

(ili)  payments may not be made for multiple/recurring events,
perhaps subject to exceptions with a couple of diseases;

(iv)  waiting period: the diagnosis mentioned in (a) above has to
be one done when the rider has been in effect for a
specified number of days, say, 90 days.

(f Premium waiver: some riders offer to waive all renewal
premiums due after say three months of meeting the incapacity
definition.

A critical illness package policy comprising a death cover and a

critical illness cover is now widely available in Hong Kong, with both sharing
the same face amount. Yet critical illness benefit plans offering no death
benefit and critical iliness benefit riders with death benefit are also available.

3.3.2 Long-Term Care (LTC) Benefit

This is not a very common product in Hong Kong at present, but the

basic features of this rider are:

(@)

(b)

(©)

(d)

(€)

Meaning: a stated portion of the death benefit is payable to a
policyowner-insured who requires constant care for a condition.

Types of care: these will be specified in the rider, e.g. to be cared for
either in an approved nursing home or in the policyowner-insured's home
by a duly authorised carer.

Medical evidence: often the rider specifies that the care needs to be
medically necessary.  Confirmation of this is not always -easy.
Sometimes, the approval of the policyowner-insured's physician is
acceptable, but many insurers require that the policyowner-insured be
unable to perform a specified number of activities of daily living (ADLS)
before the need is established. (ADLs will include basic human needs
and functions, such as washing and dressing oneself, and mobility.)

Amount of benefit: typically, this may be 2% of the death benefit per
month for nursing home care and 1% for home health care. The
maximum total payments may range between 50% and 100%o.

Waiting period: usually there is a 90-day waiting period before LTC

benefits are payable. Also, some insurers require the policy to have been
in force for one year or more before LTC benefits are payable.
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()] Premium waiver: it is common for premiums to be waived, both for the
rider benefit and the basic insurance plan, during the period that LTC
benefits are being paid to the policyowner-insured.

3.4 MEDICAL BENEFITS

In earlier days, medical benefits would not be provided under life insurance
policies. Such cover was considered to be part of the ""Accident™ (Personal Accident)
portfolio. In more recent times, the boundary lines between various classes of business
have become less clearly marked. It is therefore quite common for life insurers to
consider medical benefits insurance part of their "insurances of the person™ range of
products. Cover may be given as a rider to a life insurance policy, or separately as a
general insurance policy (for which type of insurance the insurer must of course be
duly authorised by the Insurance Authority (1A)).

A typical form of cover found in Hong Kong at present is very likely to include
most of the following features:

(a) Basic plan: Intended to cover the expenses related to medical treatment and
hospitalisation, the Basic Plan has a number of headings under which cover is
given, typically as follows:

Q) Hospital charges: these are very likely to have three different
categories, according to choice and premium paid, the usual descriptions
being Private Room, Semi-Private Room and Ward Bed. Cover includes
Room and Board, Miscellaneous Hospital Services and an available
supplement for Intensive Care treatment.

(i)  Private nursing: again with three categories, this includes nursing
treatment at home, in hospital by a qualified nurse or as recommended by
the attending medical practitioner.

(iii)  Surgeon's, anaesthetist's and operating theatre fees: maximum benefit
/ cover is specified according to the three categories and the seriousness
of the operation involved.

(iv) In-patient physician’s fees: for non-surgical cases.
(v)  In-patient specialist's fees: for treatment, consultations, etc.
(vi)  Out-patient follow-up care: within 6 weeks of hospital discharge.

(vii) Free worldwide assistance: a number of benefits and covers to help in
the event of emergency needs whilst abroad. These range from instant
telephone assistance to the return of mortal remains.
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(b)

(©

3.5

Optional medical plan: various titles may be given to this option, available at
extra premium. The basic intention is to provide coverage for much increased
limits under the various headings and categories of the Basic Plan.

Major exclusions: there are limits to the time during which various benefits
under the Basic and Other Plans may be paid, but these are part of the
description of cover. Specific exclusions are very likely to include the
following:

Q) Pre-existing conditions;
(i) Pregnancy and childbirth related expenses;

(iti) Drug or other substance abuse, self-inflicted injury and sexually
transmitted diseases;

(iv)  AIDS or HIV related conditions (sometimes only excluded for say the
first five years of the insurance);

(v)  Congenital abnormalities treatment.
INSURABILITY BENEFITS

Insurability means that by normal underwriting and business standards a

particular risk is acceptable for insurance. The usual feature that affects this is, of
course, the health of the person who is to be the life insured. Checking whether a
person is insurable is a basic element in underwriting (see 5.3). Sometimes the
guestion of insurability, however, arises for an existing client (perhaps with policy
reinstatement - see 4.7 or on other occasions). This question, however, may be
avoided if the policy is made subject to the Guaranteed Insurability (GI) Benefit.

3.5.1 Guaranteed Insurability Option

The GI benefit is also referred to as a Guaranteed Purchase Option. The
basic features of this rider are:

(@  Meaning: the policyowner has the right to purchase additional insurance
(of course for an additional premium) on specified option dates, at
specified ages, or when a specified event happens, without having to
supply evidence of insurability.

(b)  Limitations: the amount of additional cover may be limited (to the
existing policy's face amount, or less). Also the right must be exercised
before the life insured reaches a certain age (typically aged 40).

(c)  Not automatic: if the policyowner does not effect the extra cover when

the right is triggered, that particular right is lost. He may, however,
exercise the right when the next turn comes, if any.
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(d)  Specified event: the rider may specify the insured events as marriage,
the birth of a child, etc.

() Temporary cover: some insurers grant term insurance cover
automatically to cover the policyowner-insured during the period
allowed for exercising his purchase option, so that if he dies before
completing the option he will still have extra term insurance cover.

()] Policy with WP: if the insurance also has a Disability Waiver of
Premium rider (see 3.1.1) and the policyowner-insured is disabled at the
time he is entitled to exercise an option for additional cover, the
additional cover will granted automatically. The WP rider also provides
for all premiums to be waived, until the recovery or death of the
policyowner-insured.

3.6 INFLATIONARY ADJUSTMENT

Inflation, which reduces the purchasing power of money, is an important
element to be considered with any long-term insurance linked to a specified face
amount. Bearing in mind that long-term policies may continue for many years,
perhaps a few decades, before they become payable, it will be realised that what was
once a significant amount may in real terms have been reduced to a small or even
trivial sum, because of inflation.

Clearly, this is a problem needing serious attention to the whole of one's life
Insurance programme, but in the context of this Chapter on Benefit Riders, provision
has been made in relation to disability income benefits being paid, as follows:

3.6.1 Cost of Living Adjustment (COLA) Benefit

This rider or policy provision provides for periodic increases in the
disability income benefits being paid to disabled policyowner-insured. As the
name suggests, the increases are linked to increases in a recognised independent
index, such as the Composite Consumer Price Index.

-0-0-0-
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Representative Examination Questions

Type A" Questions

1 The "waiting period" with a Disability Waiver of Premium rider means:
(@)  atime period during which premiums are waived;, ...
(b)  the time allowed to a policyowner for payment of premium; ...
(c)  the time period before a policy can be subject to this rider; ...
(d)  atime period during disablement before premiums are waived. ...
[Answer may be found in 3.1.1]
2 A "Double Indemnity" provision under a life policy is incorrectly named
because:
(@) life policies are normally not subject to indemnity;, ...
(b)  the amount paid is not always double the face amount; ...
(c) itisonly paid in the event of death through an accident; ...
(d) itisillegal for the beneficiary to be paid twice for the same event. ...

[Answer may be found in 3.2.1]

Type "B Questions

3 Which of the following remarks are true concerning the AD&D rider?
(1 Loss of a limb may mean the actual loss of a limb, or loss of its use.
(i) Asum equal to the death benefit is paid for the loss of one limb.
(i) A sum equal to the death benefit is paid for the loss of two limbs.
(iv)  Dismemberment benefits can also be for the loss of sight in an accident.
@ (@and(i)only, L
(b) (@()and(i)only, L
(¢ (), @iyand(iv), L
(d (i), @ii)and (iv). L

[Answer may be found in 3.2.1]
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4 Which three of the following are usually included within the insured events of
the Critical Illness Benefit?

Q) Disability

(i) HlIness related to the immune system
(iii)  Influenza

(iv)  Cancer

@ (@), ayand iy, L
() (@), @)and (v, L
(¢ @, @Giyand@vy;
d @), iyand (iv).

[Answer may be found in 3.3.1]

[If still required, the answers may be found at the end of the Study Notes.]
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4  EXPLAINING THE LIFE INSURANCE POLICY

It should be mentioned at the outset of this Chapter that the Hong Kong Life
Insurance market tends to use policy wording commonly found in the United States
and North America. The General Insurance market, on the other hand, mostly uses
policy styles originating in the U.K. For the purposes of this study (the Life Insurance
Policy), we shall follow the more common "U.S. style” policy provisions, making
appropriate comments relating to possible variations should a local insurer be using
U.K. style life insurance policy wording.

41 ENTIRE CONTRACT PROVISION

A Life Insurance Policy is a most important document. The contract is Long
Term, i.e. lasting many years, perhaps decades. Unlike with most other classes of
business, it is essential that the original policy document be presented when a claim is
made. The "entire contract” provisions are therefore very important. They provide
that:

(a) the entire contract consists of the policy, any attached riders and the attached
copy of the application (such an insurance contract being termed a closed
contract);

(b)  only certain specified senior officials of the company are authorised to make
changes to the contract;

(c)  nochange to the contract will be effective unless made in writing; and

(d) no change to the contract can be made unless the policyowner agrees to it in
writing.

4.2 INCONTESTABILITY PROVISION

This means that within the terms of these provisions the validity of the contract
cannot be contested (challenged) by the insurer. Disputes over the validity of an
insurance contract may arise with an alleged breach of utmost good faith, i.e. certain
material facts have been omitted or misrepresented.

(@  The typical Incontestability Provision (or Incontestable Clause) states that
the insurer will not (normally - see below) contest the contract after it has been
in force during the lifetime of the life insured for two years from the date of
issue. (If the phrase ‘during the lifetime of the life insured” was omitted and the
life insured died during the contestable period, the beneficiary might possibly
delay making a claim until the end of this period and seek protection of the
provision);

(b)  Under Hong Kong law, an Incontestable Clause cannot be relied upon in the
event of fraud on the part of the claimant or the insured. Hong Kong law will
not support fraud, whatever a contract may say.
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[Example: suppose a life insurance policy is arranged solely on the basis of
the health and other information declared by the policyowner-insured. He fails
to reveal certain material information such that a prudent underwriter would
not have insured him. The man dies after three years. Under the normal rules
of Utmost Good Faith, the insurer could avoid the contract. Nevertheless, it
cannot do that because of the overriding effect of the incontestability provision.
However, if the policyowner’s failure constitutes a fraudulent breach of the duty
of utmost good faith, the insurer may disregard the provision and avoid the
contract if the applicable law is that of Hong Kong.]

Case 6 The Incontestability Provision often serves as an effective shield
against an insurer’s attempt to repudiate liability on the basis
of breach of the duty of utmost good faith

The policyowner died of nasopharyngeal carcinoma three years after he had
effected a life policy. It was revealed that he attended a medical examination
by the insurer's medical officer in the morning four days after he had signed
an insurance application. In the afternoon of the same day, the insured
consulted a private doctor, complaining of swelling of right neck gland and
blood in post-nasal drip sputum for one month. The diagnosis of
nasopharyngeal carcinoma was suggested. However, the insured failed to
disclose any of the above symptoms on the application form or during the
medical examination. The insurer therefore refused to pay the death benefit
on grounds of material non-disclosure.

The wife of the policyowner stressed that her husband consulted the private
doctor just because he did not feel well that afternoon. The consultation was
not a pre-scheduled appointment. As the insured often contracted flu and cold
in the previous months and his symptoms were very similar to those of flu
and cold, he, not being a medical expert, believed himself to be suffering
from flu and cold again. Moreover, he disclosed on the application form that
he had previously suffered from flu and cold and had recovered after taking
medicine. This served to prove that he had fully disclosed all his medical
information to the best of his knowledge at the time of the insurance
application.

The Complaints Panel noted that the questions on the application form that
related to the alleged non-disclosure specifically asked about "disease™
suffered or treated for. Although the policyowner presented himself as a
result of certain symptoms, there was no evidence suggesting that he had
failed to disclose on the application form a known or diagnosed disease.
Therefore the Complaints Panel was convinced that the insured had honestly
completed the application.

Further, the Complaints Panel found no warning clause on the application
form that had imposed on the policyowner an obligation to notify the insurer
of changes in his health condition occurring after signing the application
form and before issuance of the policy, which condition in this instance
deteriorated soon after the application was signed.
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(©)

(d)

4.3

More importantly, there is a two-year contestable period applicable to life
insurance policies, beyond which a policy cannot be rescinded unless fraud is
proven. The policyowner passed away more than two years after his
insurance policy came in force. As no evidence had been put forward to the
Complaints Panel to suggest the presence of fraud, the Complaints Panel
concluded that the incontestability provision should be invoked.

Based on the above, the Complaints Panel ruled in favour of the claimant and
awarded her the death benefit.

Remarks: The claimant won her case on two alternative major grounds.
Firstly, the Complaints Panel decided that the policyowner had not been in
breach of the duty of utmost good faith. At law, the proposer is only required
to disclose such material facts that he actually knows or ought to know.
Apparently the Complaints Panel considered that the symptoms that the
policyowner had at the time when he was signing the application form or
undergoing the medical examination would not constitute material facts that
he actually knew or ought to know. In addition, unless varied by private
agreement, the duty of disclosure extinguishes as soon as the insurance
contract is concluded. The Complaints Panel was apparently of the view that
the subject insurance contract was concluded when the application was
signed — not when the policy was issued, so that the diagnosis shortly after
that critical moment, even though being material facts, would not be required
to be disclosed to the insurer. Second, even if breach of the duty of utmost
good faith on the part of the policyowner had been established, he should be
allowed to take advantage of the Incontestability Provision unless fraud
could be proved against him.

Such a clause would not have the effect of preventing the insurer from raising
the question of illegality, e.g. for lack of insurable interest.

An Indisputable Clause (the UK equivalent of the Incontestability
Provision) has been held by the English courts to be incapable of preventing an
insurer from avoiding liability on grounds of negligent misrepresentation on the
part of the insured unless the clause expressly mentions negligence or the clause
does not otherwise make sense.

GRACE PERIOD

Under U.K. style policies, this is also called ""Days of Grace'. Essentially, this

relates to a period of time after the date on which a premium is due, when cover is kept
operative. But for this grace period provision, the policy would lapse if the premium

Is not paid by the due date.

So it allows for a late payment of premium without

penalty. The features of these provisions are:
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(a)
(b)
(©
(d)

()

4.4

the grace period is usually a minimum of 30 or 31 days;
the grace period does not apply to the initial premium for the policy;
payment of premium within the grace period is deemed to be payment on time;

this is not a period of free insurance; for example:

Q) if the life insured dies within the grace period before payment of the
premium, the premium due will be deducted from the death benefit
payable;

(i) if the life insured survives the grace period without paying the premium
due (and subject to any other policy provisions, such as nonforfeiture, see
4.5 below), a U.K. style policy will lapse from the date the premium was
due, whereas a U.S. style policy will lapse at the end of the grace period
(giving rise to “free insurance” for one month).

special provisions may arise with non-traditional types of policy, e.g. universal
life policy.

BENEFICIARY DESIGNATION

A beneficiary is a person to whom the policyowner of a life policy instructs the

insurer to pay the death benefit when it is due. A fundamental condition for the
payment is that the beneficiary must survive the life insured. In practice, there are
various types of designations and beneficiaries:

(@)

(b)

(©)

The beneficiary is usually named in the policy. But class designations (i.e.
identification of a certain group of people as beneficiaries instead of naming
each of the persons) can alternatively be done. Examples of class designation
include "my children", and "my brothers and sisters".

The primary (or first) beneficiary receives the death benefit, when payable (if
more than one is designated, shares will be equal unless otherwise specified in
the policy). One or more Contingent Beneficiaries may be designated in
addition to primary beneficiaries, in case all the primary beneficiaries do not
survive the life insured.

A life policy usually allows the policyowner to change the beneficiary
designation whilst the policy is in force, in which case the designated
beneficiary is called a "revocable beneficiary”. Alternatively, he may have a
provision included in the policy making the designation irrevocable so that a
change of beneficiary will require the written consent of the current beneficiary.
Turning back to the usual policy wording, which allows a beneficiary
designation to be revoked, equity will not allow the act of naming a substitute
beneficiary in such a policy to prejudice any vested, beneficial interest of the
original beneficiary, even if such an act is strictly within the terms of the
contract. For instance, effecting a life insurance policy for the benefit of the
policyholder’s spouse and/or any of his or her children will have the effect of
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creating a (statutory) trust under the Married Persons’ Status Ordinance, so that
the spouse and/or the children will become beneficial owners of the policy, with
the policyowner as the trustee. Under the strong protection of equity, these
beneficial interests can simply be viewed as gifts (or “gifts inter vivos”, to be
more precise, with “inter vivos” meaning “among living people”) that even the
donor (policyowner) himself cannot take back! This is because these interests
are now parts of the respective estate of the beneficiaries, whether or not the
beneficiaries will survive the life insured being irrelevant.

(d) The wording of the typical beneficiary designation provision is apparently
simple, giving rise to a general belief that any payable death benefit will
certainly be paid to the beneficiary. In fact, a situation of conflicting claims
may arise, possibly from policy beneficiaries, assignees, trustees of the policy,
trust beneficiaries, trustees-in-bankruptcy, and personal representatives. An
insurer in such a situation will face the risk of having to pay claims twice by
taking it for granted that the beneficiary designation provision is paramount.

45 NONFORFEITURE BENEFITS

Most conventional life insurance plans (other than term insurance plans)
acquire a cash value after an initial period in force. That cash value is important for a
number of reasons, discussed elsewhere in these Study Notes, and has special
relevance to the question of nonforfeiture. If something is "forfeited", it means that it
is lost or rights to it are taken away. "Nonforfeiture” therefore means that rights are
not lost under certain circumstances, in this instance the discontinuance of premium
payments.

Without specific provisions to the contrary, the policy will lapse if the premium
Is not paid within the grace period. The customary nonforfeiture provision is that:

(@ the policy does not lapse because of non-payment of premium. Unless
instructions are received to the contrary, the cash value of the policy is used to
pay due premiums for as long as the cash value lasts, keeping the policy in force
for the full amount;

Note: Some insurers do not regard this as a nonforfeiture benefit, but treat it as
a quite separate policy provision known as an automatic premium loan (APL)
provision.

(b)  the owner of a policy which has a cash value or dividend value, who decides not
to pay any more premiums, may exercise any one of the following options:

(i)  cash surrender value (also known as surrender value): the cash
surrender value is paid when the policyowner terminates the policy;

(i)  reduced paid-up insurance: the net cash value is used as a single
premium to purchase life insurance of the same plan as the original
policy for a lower amount of cover;
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4.6

(i)  extended term insurance: the net cash value is used as a single premium
to purchase term insurance for the same amount as the original face
amount, for such period as the net cash value can provide.

Note: These options arise when the insurer receives notice of a decision to
discontinue premium payments. If premium payments merely stop, with no
notice of selection from the policyowner, the automatic provision in (a) above,
if any, will be triggered. Those policies that haveno such clause often provide
that option (b)(iii) above should apply automatically if the policyowner has
failed to choose one of the options.

POLICY LOAN

Another feature directly arising from the existence of a policy cash value, is the

facility of borrowing money from the insurer, using the cash value as security. The
concept arises with the APL feature mentioned in 4.5(a) above, but the customary
Policy Loan provisions are:

(@)
(b)
(©)
(d)
()
()

(@)

4.7

the policyowner has a right to borrow money from the insurer;

the loan may be for any purpose;

the loan may be up to the policy cash value (less one year's loan interest);
the only security required for the loan is the policy cash value;

the applicable interest rate may be subject to a prescribed maximum;

the amount and timing of any repayments are at the discretion of the
policyowner, and any unpaid interests will become part of the policy loan;

the amount of any outstanding loan (including any unpaid interests) will be
deducted from the death benefit or surrender value that is payable.

REINSTATEMENT

Under U.K. life insurance practice, this is also known as ""Policy Revival®.

The concept is that a policy which has lapsed ("died") can be brought back to "life"
under certain circumstances. Of course, this can always happen by the mutual consent
of the insurer and the policyowner. The term "reinstatement”, however, in this context
concerns the right of the policyowner to have a lapsed policy brought back into force.
The usual policy provisions which apply to this are:

(@)
(b)

(©)

there is a time limit within which this may be demanded;

that period during which the right can be exercised may vary between insurers,

but 5 years is quite representative;

the right normally applies only to lapsed (not surrendered) policies;
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(d)

4.8

the reinstatement may be subject to any of the following conditions:
Q) evidence of continued insurability (good health);
(i)  repayment of any outstanding loan (inclusive of interests);

(iii)  payment of back premiums, plus interests thereon to be charged at a
prescribed rate;

(iv)  payment of a reinstatement fee;
(v)  afurther contestable period (see 4.2) from the reinstatement date;

(vi) afurther suicide exclusion period (see 4.12) from the reinstatement date.

MISSTATEMENT OF AGE OR SEX

Please note that this is a misstatement of age or sex. In the event of a voluntary

sex change operation to an existing life insured, the advice of the insurer concerned
should be obtained.

Obviously, a different age or sex from that indicated when the insurance was

arranged can have a significant impact on the policy premium and/or benefit. The
customary provisions in these circumstances are:

(a)

(b)

If the error is discovered after a claim has arisen: the amount of the benefit
payable is adjusted (up or down) to reflect the amount payable had the correct
age/sex been given and the same premium paid.

Note: If the insurer follows the commonest practice in the U.K. on this issue,
any benefit adjustment could only be downward. If the age/sex mistake
indicates that too much premium has been paid, the overpaid premium will be
refunded (without interest) without an upward adjustment to the benefit
payable. Again, this might be a point to check with any insurer using U.K.
policy forms, etc.

If the error is discovered before a claim arises: the policyowner is usually given
the choice of:

(1 leaving the face amount unchanged and either receiving a refund
premium or paying an extra premium after calculating the correct
premium that should have been paid; or

(i)  adjusting the face amount of the policy to the amount which the premium
paid would have purchased at the correct age or sex.

Note: The U.K. practice on this point will be the same.
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4.9 ASSIGNMENT

Section 9 of the Law Amendment and Reform (Consolidation) Ordinance
allows the assignment of a legal chose in action (see Glossary) by following a
prescribed formality, with interests in an insurance contract constituting choses in
action. Among the criteria for a valid legal assignment is one that the chose in action
to be assigned must be present, not future; and it has been held that interests in a life
insurance contract are present and are capable of assignment. As an alternative to the
‘present’ description, it is said that interests in a life insurance contract are
reversionary, that is to say, even though the policyowner’s rights under the contract are
unquestionably recognised, the actual enjoyment of the insurance is deferred until
some date or event in the future. When an assignment happens or is attempted, the
policyowner is termed the ‘assignor’ and the person on the other side of the deal the
‘assignee’. Assignment can be performed so as to execute a contract or a gift.

Certain features of assignment that we should note, arising from policy
provisions and otherwise, are as follows:

(@)  Notice of assignment: an assignment is valid from the date of notice given to
the insurer. A typical life insurance policy contains an assignment provision,
which, without intending to prevent an assignment, says that the insurer is not
bound to act in accordance with an assignment until it receives a written notice
of it.

(b)  Validity of an assignment: the said assignment provision disclaims insurer’s
responsibility for this; this implicitly is saying that the assignor should seek
independent legal advice on the formalities required for a valid assignment.

(c) Rights of the assignee: the assignee inherits from the assignor all his rights and
remedies upon a valid assignment. However, the assignee cannot recover more
than the assignor, so that where an assignor has purchased insurance by fraud or
misrepresentation, the insurer can set up a defence against the assignee.
Besides, the insurer can enforce against the assignee any of its right to set off
against the assignor, so that when any policy benefit is payable to the assignee
any overdue premiums from the assignor and outstanding policy loans to the
assignor together with interests thereon will be deducted from the benefit, in
which case the assignee is said to receive the net policy proceeds.

(d)  Assignment is of benefit, not burden: the laws do not allow a person to assign
to another person an obligation that he owes to a third person (e.g. an obligation
to pay insurance premiums) without the third person’s consent.

(e)  Limitations on assignment: an assignment

Q) must not violate any vested right of any beneficiary (especially of any
irrevocable beneficiary - one that cannot be changed without his
consent). It is important to note that through a revocable beneficiary
designation, what the designated beneficiary will acquire is a mere
expectation to receive benefit, as opposed to a vested right or interest;

(i) must not be for illegal purposes (e.g. money laundering);
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(f)

(i) may be restricted to involve only a lump sum payment of policy benefit
to the assignee, i.e. no other settlement options.

Types of assignment: life insurers categorise assignment into two types:

Q) absolute assignment: where all ownership rights under a life insurance
contract are irrevocably assigned, such an assignment is termed an
absolute assignment;

(i)  collateral assignment: the arrangement is temporary, usually where the
policy is used as collateral security for a loan (not from the insurer).
The terms of such an assignment limit the assignee's interest to the loan
plus interests thereon, and give the assignor a right of reversion once the
loan is repaid in full. The assignor is not entitled to acquire a policy
loan or surrender the policy whilst a notified collateral assignment is in
force.

4.10 DIVIDEND OPTIONS

Participating policies (known in the U.K. as "with-profit" policies), in due time,

should qualify for dividends, which are distributed in three ways: cash dividend,
reversionary bonus and terminal bonus (see 5.2.7). Cash dividends become payable
to the participating policyowner immediately. However, the policy normally presents
some options in respect of cash dividends, so that they may be:

(@)
(b)
(©)

(d)
()

paid in cash at once;
applied towards future premiums of the policy;

left with the insurer to earn interest (note: dividend deposit (inclusive of the
interests thereon) is distinct from cash value);

used to buy paid-up additional insurance, which will generate dividends as well;

used to purchase one-year term insurance.

Note: If the policyowner makes no selection from the available options, most policies
make provision for what is known as an automatic dividend option to apply. In Hong
Kong, practice seems to vary, but the likely alternative applications are:

(i) option (c) above, leaving the dividends with the insurer to earn interest; or

(it) option (d) above, the purchase of paid-up additional insurance.

Insurance intermediaries should check with the insurers.
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411 SETTLEMENT OPTIONS

When the policy benefit becomes payable, the beneficiary and/or policyowner
may choose between several alternative methods of receiving the proceeds
(“settlement options” or “optional modes of settlement™). These are:

(@)  alump-sum settlement: a single payment, to complete the whole contract;

(b) an interest option: the policy proceeds are left with the insurer, who pays
interest annually or at agreed more frequent intervals;

(c)  afixed period option: the policy proceeds (and interests) are paid in instalments
of equal amounts over an agreed period of time - effectively this is an option of
purchasing an annuity certain with the policy proceeds as a single premium;

(d) afixed amount option: the insurer pays equal instalments of a stated amount for
as long as the policy proceeds (and interests) last;

(e) a life income option: the policy proceeds (and interests) are paid in agreed
instalments over the payee’s lifetime - effectively this is an option of purchasing
a life annuity (see 2.3.1(c)) with the policy proceeds as a single premium.
Under this method, the payee should expect smaller instalment payments than
would be available under the fixed period or fixed amount option.

4.12 SUICIDE EXCLUSION

One of the features of life insurance is that the benefit may be payable even if
the cause of the claim was the deliberate act of the life insured. This arises from the
underlying reason for life insurance, which originally was primarily to make provision
for dependants, rather than to benefit the life insured personally.

With a long term contract and under those circumstances, it would be unfair to
penalise the family in the tragic event of the life insured taking his own life. On the
other hand, certain safeguards against the effecting of life insurance with suicide in
mind are perfectly reasonable. The usual provisions are:

(a)  suicide is excluded for an initial period of the policy;

(b) that period may vary with insurers, but 1 year after the date the policy is issued
IS very representative;

(c)  should suicide occur after that period, the death benefit is payable as normal;

(d)  should suicide occur during that period, the death benefit is not payable, but it is
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