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Introduction To
Insurance Underwriting

Underwriting is a critically important function and is performed each time an insurance
application is taken. Its purpose is to determine if applications represent risks acceptable to the
insurer to determine whether or not the insurer will issue a policy to an applicant. Underwriting
is based on a variety of criteria, established by each insurer and regulated by state and federal
law. Each underwriting decision involves balancing the insurer’'s desire to earn premium with
the insurer's ability to cover claims and remain in compliance with regulatory financial
requirements while making a profit.

This course discusses each important facet of underwriting. It begins by answering the question
“What is Underwriting?”.  Factors in underwriting, including key components used in
underwriting when the application insures people, property, a business or business operations,
are delineated. Then, the various types of underwriters are discussed and how their
responsibilities differ depending upon the line of insurance they underwrite. The four basic
underwriting decisions, whether to reject an application, issue the application as substandard,
issue the application as standard, or issued the application as preferred, are taken up next.
Finally, the monitoring of underwriting decisions is explained.

Later, the Underwriting Process is examined. First, the objective of the underwriting task is
described and a close look is taken at the components that must exist for a risk to be acceptable
to the insurer. Then, each underwriting resource is reviewed, starting with the application for
various lines of insurance and including consumer reports, Medical Information Bureau
information, site inspections, insurance maps, insurance company files and industry statistics.
The key elements underwriters take into consideration when accepting an insured and the role
of the agent in the underwriting process conclude this chapter.

The next chapter provides information concerning legislation and its impact on underwriting.
State and federal regulations dealing with the setting of adequate rates, privacy laws, unfair
trade practices, discrimination and required coverages are all examined. The final chapter of
the course discusses reinsurance and its roll in underwriting. The reinsurance industry, treaty
reinsurance and facultative reinsurance are included in this discussion.

Upon completion of this course, the agent will have a solid understanding of the importance,
function process and purpose of underwriting. The agent will also know his or her important role
in this process.
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What is Underwriting?

Underwriting is the function of evaluating the subject of insurance,
whether a person, property, profession, business, or other entity, and
determining whether to insure it. The underwriter must apply company standards to each
applicant, and, based on these standards, ascertain whether the application represents an
acceptable risk. Underwriting is the foundation of the insurance transaction process.

The term underwriter arose out of marine insurance. In the 17" Century, merchants who were
willing to take on a portion of the risk for voyages would list the amount of the voyage they were
willing to insure and sign their names underneath a contract that detailed the terms of the risk.
These merchants became known as underwriters because they wrote their names under the
contract terms. Since that time, the insurance business has evolved and policies are no longer
underwritten by individuals who insure risks, but the term underwriter continues to be applied to
those who review and select risks to insure.

Factors In Underwriting

The factors used during the underwriting process varies somewhat based upon the type of
insurance being underwritten. If people are being insured, such as under life, health and
disability insurance, key factors used in the underwriting process may include:
- Age;

Sex;

Health and health history;

Occupation and occupation history;

Financial condition;

Personal habits such as smoking or drinking alcohol;

Size of the policy; and

Current insurance in force.

If property is insured, as in homeowners, automobile, and commercial property insurance,
underwriters may review factors such as:
- Type of the property;

Value of the property;

Condition of the property;

Construction materials used in the property;

Potential hazards surrounding or within the property;

Age of the property;

Use of the property;

Security measures and other loss control measures associated with the property;

Upkeep of the property;

Location of the property;

Current insurance in force on the property; and

Prior losses associated with the property.

If a business or business operations are being underwritten under insurance such as general
liability and professional liability insurance, factors that underwriters will weigh include:
Type of business;
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Size of business;

Financial condition of the business;

Financial condition of owners;

Business cycles affecting the business;
Liability exposures;

Experience of key employees and owners; and
Past losses experienced by the business.

Functions of Underwriting

Underwriting involves examining application forms, supporting documents such as appraisals or
bills that verify the value of property, or medical reports that verify the health condition of an
individual, looking at insurance maps that provide information relevant to the statistical
possibility of certain types of loss, reviewing statistical data applicable to the risk to be insured,
reviewing company records regarding the application and evaluating site inspection reports.
Upon a thorough examination of all the data, underwriters then assign rates to the application,
or decline to issue a policy if it does not meet underwriting standards. During the entire
process, the underwriting department frequently communicates with agents, inspectors,
adjusters and other field personnel.

Types of Underwriters

An insurance company may issue policies for many different types of insurance. However, most
underwriters perform their responsibilities as specialists. An underwriter may underwrite just
property policies, just casualty policies, just personal property policies, just professional liability
policies, and so on.

Property and Casualty Underwriters

Within the property and casualty field, underwriters often specialize in a particular type of
property or casualty coverage. Within this field there may be fire underwriters, homeowners
underwriters, automobile insurance underwriters, inland marine underwriters, commercial
property underwriters, personal property underwriters, commercial general liability underwriters,
professional liability underwriters and Workers Compensation underwriters, for example.

These underwriters, whether they perform underwriting tasks for one line of insurance or for
many lines, must understand the risks involved with each line of insurance for which they
underwrite and the available and practical methods of dealing with these risks. They must also
be able to gather and understand the various resources used to evaluate each application and
determine whether the applicant meets company underwriting standards. Such resources may
include site inspection reports, business or personal financial statements and reports, and if a
business is being insured, statistical reports generated by the industry in which the business
falls, as well as statistical reports from the property and casualty insurance industry that are
applicable to the risk.

Personal Line and Commercial Lines

A further distinction among property and casualty underwriters is whether they underwriter
personal lines or commercial lines. Although both individuals and businesses need property
and liability coverages, the insurance needs of an individual are very different from the needs of
a business. In addition, there are many, many types of businesses and therefore many different
sorts of risks associated with these varying business types. Therefore, within the commercial
lines area, there may be many specialized underwriting functions.
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If an underwriter works with commercial lines applicants, the underwriter is generally familiar
with risk management principles and methods as they apply to the type of business being
insured. Such underwriters also are knowledgeable regarding the type and scope of risks
associated with various business occupancies. They understand that the risks related to
running a supermarket are different from those that exist when operating a manufacturing plant.
Depending on the insurer, a commercial property and casualty underwriter may even specialize
in underwriting specific types of businesses. For example, if an insurer markets to those
needing boilers and machinery insurance and also to those with extensive data processing
facilities, one set of underwriters may work with the boilers and machinery applicants and
another set work with those with data processing protection needs.

If a property and casualty underwriter works with personal lines applicants, the underwriter will
have a deep understanding of the specific risks facing individuals, such as homeowners or
drivers. A homeowners insurance underwriter will understand differences in home construction
materials, the safety impact of various security systems, and other factors that determine the
rates and insurability of a homeowners applicant. A personal automobile insurance underwriter
will be an expert in understanding the various safety features in all makes of cars, what types of
drivers are statistically found to be safe drivers, and so on. An underwriter working with highly
valuable personal property owned by an individual will be familiar with appraisal reports and
appropriate security measures that should be taken to protect the property.

Life and Health Underwriters

Another area of specialty for underwriters is life and health insurance. A life and health
insurance underwriter is familiar with things such as the impact of medical history and other
health issues on insurability. The health or life underwriter is able to read and understand
medical reports such as the attending physician statement and data gathered from the Medical
Information Bureau. Due to the extensive regulatory environment surrounding health insurance,
health insurance underwriters are also very familiar with state and federal regulations regarding
health coverage.

Liability Underwriters

Liability insurance underwriters must be familiar with the liability risks found inherently in
commercial businesses, professionals or individuals. They must also be able to evaluate past
losses, judgments and settlements in terms of the likelihood of reoccurrence in order to
determine relative future risk. They must also be familiar with current trends in court judgments
and with liability laws in order to property evaluate high-risk applicants.

Group Underwriters

Many types of insurance are written on a group basis, and health insurance is often written in
this manner. Group insurance is handled somewhat differently than individual policies for
underwriting purposes. Generally in life and health insurance group programs, a rate is
established that applies to the entire group to be insured. This rate is established by analyzing
the characteristics of the group as a whole, as well as individuals within the group. This rate is
generally reviewed and revised on an annual basis.

Under some types of group underwriting, individual rates are assigned to individuals within the
group, but a discounted rate is applied because the individual is part of the group, so the
insurer's marketing costs are reduced on a per coverage basis. A group offering automobile
coverage to its members may have rates assigned in this way.

Some forms of group insurance, especially when offered as part of an employer's benefit
package, are subject to special federal and state regulations. Because group underwriting
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differs in operations and regulation from individual underwriting, an insurer may use specialized
underwriters for group insurance.

Underwriting Decisions

When evaluating applicants, underwriters determine whether insurance on the applicant will be:
rejected,;
issued on a substandard basis;
issued on a standard basis; or
issued on a preferred basis.

Rejecting Applicants

Insurers reject applications for insurance when they find that the applicant represents a risk that
falls outside of the underwriting standards established by the insurance company. These
underwriting standards take into consideration many items, such as regulations that require the
insurer to establish adequate rates, laws that mandate that certain factors cannot be used to
reject an application, insurance principles such as insurability and indemnity, the marketplace in
which the insurer sells its products and the profit the insurer hopes to make on its business.

Issuing Policies on a Substandard Basis
The decision to issue a policy on a substandard basis occurs when a risk is not deemed to be
outside underwriting standards, but is considered to be of high risk within those standards. The
insurer generally has three basic options when it offers a substandard policy issue to an
applicant. It may:

a. issue the policy with a higher premium than would be required for a standard policy

b. issue the policy with limited benefits

c. issue the policy with certain exclusions

Higher Premium

The insurer may charge a higher premium to applicants deemed to be of higher risk than those
who would be considered a standard risk as long as those higher rates fall within certain
parameters. First, if the insurance policy is one that requires that rates be filed with the state in
which the policy is issued, the rate must be approved by the state. Secondly, the rate may not
be discriminatory. The insurer must charge every insured with the same characteristics the
same rate. Thirdly, in some states higher premium may not be charged based on certain items
as defined in state statutes. The insurer must of course comply with such statutes in
determining whether to charge higher premium rates.

Limit Policy Benefits

Insurers may also respond to substandard applicants by offering a policy with limited policy
benefits. Again, whether the insurer may limit benefits is regulated by state law. For example,
under long-term care policies, some states require that policies offer a minimum home health
care benefit limit as a certain ratio of the nursing home benefit limit. Therefore, a long-term care
insurer could not limit the home health benefit on a policy in a manner that would not comply
with such a law. Assuming state regulations are followed, an insurer could offer lower policy
limits on certain coverages to a substandard applicant, or could offer lower policy limits for all
coverages to such an applicant. Dealing with substandard applicants by limiting policy benefits
is most common in commercial coverages.

Excluding Certain Provisions From Coverage

Another option an insurer may have is to offer an substandard applicant a policy that excludes
coverage for certain property, insureds or operations that are deemed too high a risk for the
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insurer to cover. As with the other options discussed, such exclusions must be allowable under
state regulations. This type of exclusion is most common in commercial property and liability
coverages. For example, an insurer may cover all the property owned by a business, except
that within a building whose operations have been discontinued. Or, an insurer may offer to
provide liability coverage for all business operations except for that portion that has potential
pollution liability that is too high for the insurer to cover.

Issuing Policies on a Standard Basis

Underwriters base their determination that a policy should be issued on a standard basis on an
analysis of the characteristics of the risk represented by the applicant. Applicants who are
issued policies with standard rates fall within the normal boundaries of underwriting standards
for that type of policy.

Issuing Policies on a Preferred Basis

If an application falls within the lowest risk boundaries of the underwriting standards, the policy
is issued on a preferred basis. Preferred rates represent the lowest rates offered by an insurer
for its coverage. Rates offered on a preferred basis must adhere to the insurance regulations
applicable to them, just as rates offered on a substandard and standard basis must. Insurance
regulators do not want insurers to offer rates that are so low that the insurer cannot meet its
contractual obligations to pay covered claims.

Monitoring Underwriting Decisions

Once a policy is issued, underwriters continue to monitor the policy from an underwriting
perspective. Such monitoring is done at policy renewal, commonly every six or twelve months,
and as claims occur. Depending upon the type of policy and its provisions regarding rate
increases, rates may be increased at renewal, or the insurer may make the decision not to
renew the policy. Changes in rates or the decision to non-renew are only made if allowed by
policy provisions and applicable regulation. Decisions to modify rates may be based on the
actual claims experience over the last policy period for a specific insured, as may occur with
Workers Compensation insurance and various commercial property policies, or may be based
on a rate change for an entire class of policyholders or category of insurance. State regulations
often limit factors that may be used to increase rates. For example, a state may not allow an
increase in automobile rates until three claims have been paid under the policy. The decision for
non-renewal, if allowed by regulation and policy terms, is typically done only if the insured has
excessive claims or the insurer has decided to discontinue offering the type of insurance the
policy represents.

The agent also has a role in the monitoring of underwriting decisions. The agent should meet
with each client on an annual basis to review coverages and ensure all information on file with
the insurer is accurate and up-to-date. This review of coverage also serves the purpose of
making sure the client’'s insurance needs are properly met. Contact between the agent and
client outside of the annual review may also result in the receipt by the agent of updated policy
information. Updating policy information is an important part of the ongoing underwriting
process. The agent must promptly and accurately submit such information to the insurer’s
home office.

Summary

The factors used during the underwriting process vary based upon the type of insurance
being underwritten.

Underwriting involves the examination and evaluation of application forms and
supporting documents, assigning rates to a policy or declining to issue a policy.
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Generally, underwriters work as specialists for a particular line or lines of insurance.
Underwriters have four options when underwriting an application. These include
determining whether the insurance on the applicant will be rejected, issued on a
substandard basis, issued on a standard basis, or issued on a preferred basis.

Once underwriting is complete and a policy issued, the underwriting decision is
monitored as claims are received and upon renewal. The agent also is responsible to
assist in monitoring insureds through each contact with that insured, and must forward
appropriate updates to policy information promptly and accurately to the insurance
company.
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The Underwriting
Process

Underwriting is the process of determining whether an insured is an acceptable risk, and if so, at
what rate the insured will be accepted. Insurers cannot accept every applicant. An insurer has a
responsibility to its current policyholders to make sure that it will be able to meet all the
contractual obligations of its existing policies. If the insurance company issues policies on
applicants that represent risks that are uninsurable or risks that require premiums higher than
the insurer may charge can cover, the insurer's ability to meet its contractual obligations is
jeopardized. On the other hand, a for-profit insurer wants to make money and to increase its
number of policyholders. No insurer wants to reject applicants unnecessarily. All these factors
must be taken into consideration in the underwriting process.

An insurer is also regulated by the states in which it does business. The states expect the
insurer to establish reasonable, non-discriminatory standards for accepting insureds. Rates for
many types of insurance must be approved by the states in which the insurer does business.
Regulation is another important factor in the underwriting process.

Establishing An Application File

When an application is received in underwriting, the insurer's underwriting process begins. The
application is reviewed to make sure it is complete, and that the application, on its face, meets
underwriting standards. At this point it is also determined whether or not additional
documentation will be required. If additional documentation is required, the underwriting
department will request the documentation, reports or inspections, or will notify the agent or
agency that these items are needed. Because the length of the underwriting process and policy
issue is often governed by state regulations and company standards, the request for
information, reports and inspections generally include a specified period of time in which the
request must be fulfiled. If the information is not received within the specified time, the
application file is generally closed, and any premium received is returned.

Often the first review of the application includes the determination of whether the risk
demonstrates appropriate insurable interest. Insurable interest must exist in order for the
application to continue through the underwriting process.

Insurable Interest

Often, the first characteristic of an acceptable insurance risk reviewed is whether it includes
insurable interest. Requiring insurable interest helps to reduce the likelihood that the person or
persons benefiting from the insurance will try, in some way, to cause or allow a loss. The
definition of insurable interest varies depending upon the type of coverage being issued.

Under property insurance, the person who benefits from a property insurance policy must
generally meet three requirements. He or she must:
1. be in a position to suffer a loss related to the insured or the insured property,
2. must not be in a position to profit or gain from a loss pertaining to the insured or the
insured property, and
3. must have a financial interest in protecting the insured from a loss.
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Under life insurance, for insurable interest to exist, the death of the insured must have a clear
and definite financial impact on the policy owner. Insurable interest in life insurance is
considered to exist if the policy owner and insured are the same person. It is also considered to
exist if the spouse of the insured is the policy owner, if a parent is the policy owner and the
parent’s child is the insured, if a grandparent is the insured and policy owner is a grandchild, if a
business is the policy owner and the insured is a key employee or an officer or director of the
business, and if business partners own policies on the lives of one another. If a creditor is the
policy owner and the debtor is the insured, there is insurable interest up to the extent of the debt
only. Other relationships may include an insurable interest, but an underwriter is likely to ask for
proof of such interest before accepting an application with an unusual insurable interest
relationship.

Elements Of A Valid Contract

Another important factor an underwriter will look for in any insurance application is verifying that
it complies with rules surrounding legal and valid contracts. Insurance contracts, like all
contracts, must include four elements in order to be legal and valid:

1. Consideration

2. Agreement or assent of the parties

3.  Competent Parties

4.  Legal purpose or legal subject matter

Consideration

Consideration is something of value that induces the parties involved into making a contractual
agreement. Consideration may be monetary, or can be in the form of a promise or an act.
Under an insurance contract, premium is the consideration.

Assent of Both Parties

Under contract law, parties involved in a contract must agree to contract terms as they exist.
This legal concept is known as mutual assent. In order for a contract to be valid, agreement
cannot be made under any kind of duress, by mistake, or by any fraudulent means.

Competent Parties

A competent party is one having the legal capacity to enter into a contract. A minor does not
have legal capacity to enter into a contract, nor does a person who has been declared legally
insane, or those who are under the influence of intoxicants.

Legal Purpose

Every contract must be entered into with a legal purpose. If a contract has an illegal purpose, it
is void. Examples of illegal purposes that might be found in life insurance are policies opened
with the intent to commit murder or to falsify the death certificate of an insured in order to collect
the death benefit. In property insurance, a contract with an illegal purpose may be one entered
into in conjunction with a contract with an arson to burn the property insured.

Property-Casualty Contracts

In property-casualty insurance, most states prohibit policy forms that include provisions,
exceptions or conditions that are misleading ambiguous, deceptive, overstate the coverage or
misrepresent the coverage in the policy. States may also require that the policy contract include
notices regarding the policy’s cancellation or nonrenewal. If the policy is a personal lines policy
such as a homeowner's or personal automobile policy, it will generally have cancellation and
renewal provisions that are more lenient for the consumer than a policy written for a business.
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For example, the insurer may have to return premium to a non-business insured more rapidly
than the insurer must return premium to the named insured on a business policy.

States may also require that a declaration or information page be included in the policy form that
identifies the individual insured, the property to which the insurance applies, any of minimum
liability, and the effective date and time of policy inception. The policy form may also be
required to include a clear insuring agreement, conditions under which the coverage applies,
exclusions from policy coverage, definitions of important words in the policy, a statement that
bankruptcy does not relieve the insurer of its obligations, an arbitration clause, an appraisal
clause and a statement that the policy form and endorsements constitute the entire contract.

Exempt Commercial Policyholders

Under some state insurance regulations, certain commercial policyholders are exempt from rate
and form requirements that would normally be applicable. An exempt commercial policyholder
under these regulations is one who is a sophisticated business purchaser. Such a purchaser is
likely to study and understand insurance coverages exclusions and the risks to which their
business is subject. An exempt commercial policyholder may be one requiring customized
insurance coverage rather than coverage through a filed form from the insurer.

To qualify as an exempt commercial policyholder, a state may require that the policyholder be of
a certain size, for example, requiring that the business have a net worth of over a certain
amount or requiring that net revenues or sales be over a certain amount. Other requirements
may include that the policyholder employ a risk manager or pay annual insurance premiums of a
certain minimum amount, such as at least $500,000.

Insurable Risk

Another key aspect of each application reviewed by an underwriter is the determination if the
risk the application represents is an insurable risk. Not all risks are insurable. As each risk is
evaluated, it is important to note whether or not it can be insured. If not, insurance may not be
purchased on the risk.

In order to be insurable, a loss must;

arise from a pure risk,

be definable,

be calculable,

not occur to many people simultaneously, and
not be intentional.

Pure Risk

A pure risk is one which cannot result in the possibility of gain. In order to be insurable, a risk
must have the potential of only two possible results: loss or no loss. |If a risk includes the
possibility of gain, it is called a speculative risk. Launching a marketing campaign is an example
of a speculative risk. It may result in a loss in sales if people are turned off by the advertising, it
may result in neither an increase nor a decrease in business if the advertising makes no impact,
or it may result in increased sales. Insurance policies do not provide insurance for speculative
risks. Insurers protect against pure risks such as fire. If no fire occurs, no loss occurs. If fire
occurs, loss occurs. Liability claims or suits are pure risks. If a liability claim does not occur, no
loss occurs. If a liability claim occurs, loss occurs, ranging from defense expenses to the
payment of a damage award.
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Definable Loss

Insurance covers losses that can be defined in terms of cause, time, place and amount. Cause
must be definable in order to make sure that the coverage applies to losses arising from the
cause. Time must be definable in order to make sure the loss occurred during the policy period
or whatever terms the policy provides regarding the period of time in which claims may be
made. Place must be definable to ensure that the loss occurred within the coverage territory
stated in the policy. Amount must be definable so that the insurer pays the benefit due under
the benefit limits of the policy.

Calculable Loss

Insurers must be able to calculate both actual and expected losses. Expected losses are the
basis of premiums charged. Actual losses may result in an adjustment of premium in the
preceding period and for ongoing coverage. Actual losses also are the basis for paying benefits
from the policy.

Not Occur to Many People Simultaneously

In order to provide insurance, premiums must be collected from a large number of people
exposed to the same type or types of loss. Even though the insureds are exposed to the same
type of loss, the exposure for each insured must be independent. If all the insureds were
exposed to loss by the same fire; for example if they all operated businesses in connecting
wood buildings on the same street the insurer would not have sufficient premium to pay for their
losses should a fire break out. In order for the insurer to pay all claims, losses must occur to a
certain expected percentage of the insureds at a certain expected frequency. If a large number
of the insureds are all affected by the same loss exposure, the insurer will either have to charge
premiums of an amount that would make the insurance unaffordable or no more affordable than
if the business were self-insured, or the insurer will not have sufficient premium collected to pay
for losses suffered.

Unintentional Losses

Intentional losses are never insurable. First of all, intentional losses do not fit the models of
probability used to determine premium amounts. Premium amounts are based on the frequency
and severity of unintentional losses. Secondly, intentional losses may be criminal or fraudulent.
Contracts must have a legal purpose. Insurance may not pay for losses which arise from illegal
activity.

Applicable Factors for Underwriting

Once it is established that insurable interest exists, the application would result in a valid
contract and the risk the application represents is insurable, the underwriters evaluate the basic
characteristics of the risk. Each line of insurance is underwritten using pieces of information
unique to that type of coverage. Most of the information is found on the application for the
insurance, and additional data is provided through supporting reports, documents and
inspections.

Under life and health insurance, information related to the medical history of the insured is
weighed, as are the occupation and hobbies of the insured. Under property insurance, the
property may be inspected or documents may have to be submitted that verify the value and
condition of the property described in the application. In liability insurance covering a business,
site inspections and contracts used by the business, as well as other documents related to the
business and its operations, may be required. Liability coverage for a home or auto insurance
policy may also require an inspection of the property.
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Many forms of insurance require financial information to be submitted for the underwriting
process. When individuals are covered, personal financial records may be needed. When a
business is covered, the business’ financial statements are generally submitted. If a
professional is covered, both personal and business financials may be requested.

Determining Rates

Once all the information pertaining to the application and supporting documentation is
evaluated, the underwriters determine whether a policy should be issued, and if so, what
premium should be charged. As was discussed in the last chapter, policies may generally be
issued with standard rates, substandard rates or preferred rates.

Rate Determination Methods

In many cases, state insurance law directly impacts rate determination. Some states
promulgate rates for certain lines of insurance, and the insurer must use these rates for the
insurance they issue in such lines. States may allow insurers to file rates for various lines of
insurance. A range or band of rates are filed with the insurance department and the insurance
company may use these rates and issue insurance once the insurance department of the state
has approved the rate band. Another method states may allow is to require the insurer to file
rates and then use these rates unless the insurance department in the state notifies the insurer
that the rates are not allowable. Rate systems used in the various states are discussed in more
detail in the next chapter.

Insurers are required to give due consideration to past and prospective loss experience, to the
type and scope of hazards, to a reasonable profit margin, to dividends and return of premium, to
past and prospective expenses and to any special assessments when setting rates.

Judgment Rating

Within the parameters of state law, underwriters may use one of three methods to assign rates.
One method is known as the judgment method. Judgment rating refers to the underwriter using
his or her own knowledge and experience to determine the rate that should be assigned to the
applicant. No specified rates are applied. This sort of rating is normally done for special lines of
insurance or for lines of insurance that do not require rates to be approved by the state.

Manual Rating

A second method used to determine rates is more and more commonly used, especially in
heavily regulated lines of insurance. This method is known as manual rating. Under manual
rating, pre-determined rates found in manuals are used to set rates for each policy. Manual
rates may be promulgated by the state insurance department, or may be developed within the
insurance company or by a rating bureau.

Merit Rating

The third method of setting rates is known as merit rating. Under merit rating, manual rates are
used and then modified based on specific characteristics of the risks. Modifications to rates
may be based on the experience of the insured over a specified period prior to and sometimes
including the policy period or on the experience of the specific insured during the policy period,
or on a schedule that quantifies applicable risk characteristics.

Experience Merit Rating

When the experience of the insured over a specified period is used, the applicant is generally
asked about relevant behavior or occurrences applicable to the insurance coverage. This type
of merit rating is known as experience rating. For example, a driver may be asked about traffic
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violations that occurred during the last three years. Rates are based in part on the number of
such violations over this period.

Retrospective Merit Rating

Another type of merit rating involves the underwriter reviewing the loss experience during the
policy period and setting a rate based on that loss experience. This type of merit rating is
known as retrospective rating. This sort of rate setting is often done in commercial lines of
insurance and in Workers Compensation insurance.

Scheduled Merit Rating

A third type of merit rating, scheduled rating, is a sophisticated form of manual rating. Manual
rates are used as the base rate, and rates are added or subtracted from this base rate based on
amounts determined for various risk characteristics. For example, the use of certain fireproof
construction materials may result in a reduction of the standard rate under this type of rating
system.

Regardless of the type of method used to assign rates, rates are determined by evaluating the
relative frequency and severity of a risk. Severity refers to the amount of financial loss that is
likely should a risk occur. Frequency refers to the number of times a loss is likely to occur. A
loss likely to be infrequent and small is less expensive to the insurer than one that may be
infrequent and large, or one that is both frequent and large.

Competitive Markets and Rate Setting

Another component of rate setting regulations of many states is the determination of whether a
competitive market exists. Some states require the insurance commissioner to evaluate the
amount of competition offering various lines of insurance. The methods the insurance
commissioner may take in determining the presence of a competitive market may include
conducting hearings and tests pertaining to market structure, market performance and market
conduct.

In a competitive market, consumers are able to easily compare insurance products and obtain
insurance from competing insurers. Non-competitive markets may exist for high-risk insureds,
such as those living in the path of severe windstorms, or insureds who have, or are statistically
likely to have, a high number of claims. If a competitive market does not exist, the commissioner
may be required under state insurance law to take steps to provide consumers within the non-
competitive market with the ability to purchase insurance. Actions a commissioner may take
include requiring insurers doing business in the state to provide insurance products for people
unable to purchase them in the normal marketplace. The commissioner may set rates for these
products or mandate that rates be kept within a certain level. Another action that may be taken
in states where it is determined noncompetitive market exists, is that the state will form an
insurance pool to cover the needs within this noncompetitive market.

In insurance rate regulations, the definition of an excess rate may include the presence of or
lack of a competitive market. For example, a regulation may state that insurance rates in a
competitive market are automatically presumed not to be excessive. Also in some states, if a
competitive market exists, insurers may not have to file rates to keep doing business in the
state. Such insurers may still have to file rates for information purposes and for use by the
commissioner in determining that a competitive market still exists, but insurers within a
competitive market may be exempt from the rate renewal filing requirements of insurers within a
noncompetitive market.
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Terms at Policy Issue

Besides setting specified rates, the applicant may be required to meet underwriting
requirements in order for insurance to be issued or remain in force. For example, a business
may be required to install a sprinkler system, a homeowner may be required to add railing to a
deck, and an individual with a valuable coin collection may be required to place it in a safety
deposit box in order for the insurance to apply.

Underwriting Resources

Many resources are used during the underwriting process. The most important of these
resources is the application. In this section, we will review the basic components of applications
for various lines of insurance, along with the other resources used in underwriting, including
reports, site inspections, insurance maps, insurance company files and industry statistical
reports and data.

Insurance Applications

The insurance application is a critical underwriting resource. From it, the underwriter finds most
of the basic information needed to determine whether to issue a policy, and if so, at what
premium and terms.

Life Insurance Applications

Each life application generally requires the following type of information:
Applicant and insured name, address and other general information
Medical information
Agent’s statement
Selection of riders or optional features
Signatures

General Information

The general information section of life insurance applications generally asks for the name,
address, birth date, social security number and gender of the insured and owner. The
relationship of the owner to the insured is also needed. The name or names of beneficiaries is
also requested, along with the percentage for each beneficiary or other beneficiary designation,
and the relationship of each beneficiary to the owner. Some applications also require the
beneficiary’s social security number. This is to aid the insurer in identifying the proper
beneficiary, if necessary.

Medical Information

Medical questions include asking whether tobacco or nicotine products have been used, and if
the insured had been diagnosed, treated or hospitalized for:
- cancer,

heart attack;

stroke;

diabetes;

kidney disorders;

Alzheimer’s disease;

liver disorder;

organ transplant;

alcohol or drug use treatments;

AIDS or HIV;

irregular heart beat;
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high blood pressure;

fainting spells;

emphysema or other chronic lung or respiratory disorder;

inability to work for more than a week in the past six months or year; and
other similar questions.

If there is a “yes” response to the medical questions asked, the application will generally ask for
more details. Once the application reaches the home office, medical reports or an attending
physician statement may also be requested. Or, the insurer may have issued underwriting
guidelines to the agent, who requests such reports through his or her agency office. These
reports will be discussed later in this chapter.

Replacement

Each application also asks whether this proposed insurance will replace or change any existing
or pending insurance. If the applicant answers “yes” to this question, the agent may be required
by state regulations to complete state replacement forms with the applicant. State replacement
forms generally include comparative information for the applicant to read regarding the
proposed insurance and the policy to be replaced. They may also include disclosure statements
for the applicant to sign indicating that the applicant understands that there may be surrender
charges involved in canceling the existing policy, that the new policy generally includes
commission loads and that a new surrender charge period may apply to the new policy. An
insurance company required “1035 Exchange” or “Absolute Assignment” form must also be
completed in a replacement situation.

Duties of Agents Regarding Replacement

The National Association of Insurance Commissioners, or NAIC, drafts Model Regulations
regarding many insurance practices. The various states adopt these model regulations and
may also amend them as their legislators find appropriate.

Included in the NAIC’s Model Regulation for Life Insurance and Annuities Replacement, are
“Duties of Producers.” Under this Model Regulation, an agent who initiates an application is to
submit to the insurer a statement signed by both the applicant and the agent stating whether the
applicant has existing policies or contracts. This statement may be part of the application form
or a separate document. If the signed statement indicates that replacement is not involved, the
agent has no further duties.

However, if the applicant answered “yes” to the question regarding replacement under the
Model Regulation, the agent must give and read to the applicant a notice regarding replacement
in a form recommended by the NAIC, or a similar one approved by the insurance commissioner
of the state in which the agent is doing business. The NAIC recommended disclosure form
includes the following items:
- A place for the agent and applicant to sign for the receipt of the form.

Definition of a replacement in consumer-friendly terms.

A statement to the effect that the new policy may include acquisition costs and that

surrender charges may apply to the existing policy.

A place for the applicant to indicate the policy number and insurance company of the

policy or policies which are to be replaced.

A statement recommending that the applicant contact their existing insurance company

or his or her agent for information about the old policy.

A space where the applicant can indicate why the old contract is being replaced.

Suggested questions for the applicant to discuss with both the new and old agent

regarding: premium amounts and the length of time premiums must be paid; the
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surrender charges, expense and sales charges applicable to both policies; whether
suicide limitations apply to the new policy; whether a medical exam must be undergone
for the new policy and the current insurability of the applicant; how the interest rate
guarantees and current crediting rate compare; and the tax ramifications of the
transaction.

Under the Model Regulations, besides the notice, the agent is required to leave a copy of all
sales material at the time an application for a new policy is completed, or if electronic material is
used, no later than the time of policy issue.

Violations and Penalties

Also included in this Model Regulation are the ramifications of violating the Regulation.
Examples of violations to the Regulation include:
- deceptive or misleading information in the sales material;

a failure to ask the applicant the questions regarding replacement;

intentionally recording an incorrect answer;

advising an applicant to give a negative answer regarding questions about replacement

in order to keep from having to notify an existing insurance company; or

advising an applicant to contact the existing insurer directly so that the replacing agent

or company is obscured.

If an agent has a regular pattern of having customers who say they are not replacing insurance
contracts on an application, and then afterward replace the insurance contracts, the Model
Regulation states that such action is considered “prima facie” (a legal term meaning an obvious
or plain fact) evidence of the agent’s intent to violate the regulation.

Under the Model Regulation, violators of the Regulation are subject to penalties that may
include the revocation or suspension of an agent’s or company’s license, monetary fines and
the forfeiture of any commissions or compensation paid to a producer related to the transaction
in which the violations occurred. In addition, the insurance company may be required to make
restitution, restore policy or contract values and pay interest at a specified rate on the amount.

Agent Statement

The agent has a responsibility to the insurer to report to the insurer on the application to provide
information the insurer requests, such as how long the agent has known the applicant, whether
the agent has knowledge that the proposed insurance is being purchased to replace existing
insurance and to supply basic information the agent has knowledge of regarding the applicant’s
health, financial situation and general character.

Selection of Features and Options

Depending on the type of policy applied for, the applicant will make several choices regarding
the insurance coverage. All policies, other than single premium policies, generally provide a
choice of payment frequency, including monthly, quarterly, semi-annual or annual payments.
Many insurers offer the option of pre-authorized checks so the premium amount may be
withdrawn directly from the applicant’'s bank account.

If the policy is to include any riders, the applicant must indicate his or her selection. If the policy
has an option of death benefits, the applicant must also select the death benefit option desired.
If the policy includes variable sub-accounts, the applicant must select the initial sub-accounts
into which cash values will be placed and the percentage to be placed into each one. Variable
policies may also offer the ability to make telephone transfers among sub-accounts and other
similar features the applicant must authorize.
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Occupation/Hobbies

If the applicant is involved in certain occupations or hobbies, or is surrounded by certain sets of
circumstances, a completion of a questionnaire designed for that occupation, hobby or
circumstance may be required by the insurance company. Examples of items that may require
the completion of a questionnaire include involvement in aviation, skydiving, military service,
having foreign residency, and being in certain finance-related occupations.

Disclosures

Applications or accompanying documents also include disclosures regarding the Medical
Information Bureau and the Fair Credit Reporting Act. The applicant must sign indicating receipt
of these notices. The applicant must also give the insurer written permission to obtain consumer
and investigative consumer reports.

Another important responsibility of insurance agents is to supply buyer’s guides in accordance
with state regulations. The agent must also be prepared to answer the consumer questions
included in buyer’s guides.

Dividend Options

If a life insurance policy is a participating policy, the application will include a section regarding
the owner’s dividend options. A patrticipating life insurance policy participates in the earned
surplus of the insurance company. Dividends may be paid to policy owners from such policies.
Dividends may result from the insurer paying out claims in amounts that are lower than
expected. This condition is known as positive experience. Dividends may also be paid because
investment earnings are higher than expected or expenses are lower than expected. However,
dividends do not have to be paid under such circumstances. They are paid at the discretion of
the insurer

Options for dividend payments generally include:
- paymentin cash
reduction of premium due
leaving on deposit
purchase of paid-up additions
purchase of term insurance

Receipt

Once the applicant has completed and signed the application, in some cases, the applicant
gives the first premium check, made out to the insurance company, to the agent. The agent then
gives a receipt to the applicant. In other cases, the first premium is not collected until policy
delivery.

Submission to Underwriting

The agent is then responsible to submit the application and any premium received to the
insurance company.

Health Insurance Applications

Health insurance is often issued under a group policy through an employer. An application for
coverage under a group policy is often simpler than an application for individual coverage, but
both types of applications ask similar information. A group application from an employer will
normally include the following elements:

Employer name

Employer plan group number

Employee name
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Employee address and phone number
Date of hire
Employee position or title
Sex of the employee
Birth date of the employee
Marital Status
Whether the employee uses tobacco
Whether the application for coverage is based on COBRA (this is a federal law requiring
the ability of terminated employees to continue health coverage under certain
circumstances)
Deductible amount, if any
Coverage options, such as whether dental coverage or prescription drug coverage is to
be included
Dependent coverage information for spouse and children
Prior coverage information (this information is necessary to comply with federal health
coverage rules for group policies)
Medical information:
0 Height and weight of adults covered
0 Whether any insured has had medical treatment for his or her back, colon, liver,
kidney, diabetes, intestinal tract, muscular system, respiratory system, heart or
circulatory system, or for any cancer, convulsions, a stroke or mental or
emotional issues
Whether treatment had been received for alcohol or drug use
Whether the applicant had been diagnosed or treated for HIV, AlIDs or ARC
Whether the applicant or any insured is pregnant
Whether there has been treatment or diagnosis related to any insured’s ear, eye,
joint, ulcer, rectal, hernia, allergy, asthma, arthritis, breast, thyroid, prostate,
headache, gallbladder, urinary tract, digestive system, reproductive organs, or
high blood pressure
o Whether any insured has any other medical condition not included elsewhere in
the application
0 Request for additional explanation on any medical condition indicated on the
application

O Oo0oo

The information on the health insurance application is necessary for the underwriters to properly
underwrite the coverage. In the case of group insurance, the items related to the employer and
the employer plan group number is used for the basic purpose of placing the employee within
the proper group plan. Date of hire and position in the firm is used to make sure the employee
is identified correctly, and because under some benefits programs, the amount the employer
pays for health benefits varies based on the length of time an employee is on the job and the
position of the employee.

Applications include a question regarding whether the coverage is based on COBRA because
COBRA coverage is governed by federal laws. The insurer must make sure that all these laws
are complied with if the health coverage does fall under COBRA. Prior coverage information is
also important because both federal and state law requires that certain waiting periods and
exclusions may be reduced through the application of prior coverage periods. Optional
coverages such as dental and prescription drug impact rates and terms of the coverage
applicable to the insured.

The age, sex, marital status and use of tobacco all relate to characteristics of the risk that are
used to determine rates for the health coverage. The more detailed health questions also are
used to determine the type of health risk the applicant represents. Depending upon the
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answers given, the underwriter may need additional information, such as attending physician
statements and other medical reports.

Disability Income Applications

Disability income insurance is a form of health insurance, but includes important factors not
relevant in other forms of health insurance such as medical expense coverage. Disability
income insurance provides payment if the insured becomes disabled as defined under the
policy. Underwriting in disability income insurance does not just look at the current health and
health history of an insured, but also attempts to determine less easily documented risk
characteristics related to the motivation of an insured to return to work should a disability occur.

Disability income insurance applications generally include the following items:
- Age of the insured
Sex of the insured
Occupation of the insured, including details regarding the insured’s position Medical
history
An explanation of medical conditions, including their frequency, severity and likelihood of
recurrence
Height and weight of the insured
Blood pressure and other health indicators
Financial information such as the applicant’s income, unearned income and net worth
Mental health history
Treatment for drug or alcohol use
Prior coverage history
Claims history

Disability income insurance applications include information regarding the medical history and
current health conditions of an applicant that is similar to that found on other health insurance
applications. However, disability underwriters are more concerned about whether or not a
medical condition will lead to disability than are underwriters of other forms of health insurance.

Disability income insurance applications also include information regarding the financial status
of an applicant that is not found in other forms of health insurance. This is because disability
underwriters attempt to issue policies with benefit levels that do not encourage an insured to
submit claims in order to better their financial position. Even the most generous disability
income benefits are generally designed to meet basic income needs of the insured, not to give
an insured a higher income than he or she would have had if the insured had been able to keep
working.

Disability income policies also include information regarding the position of the insured within a
business. Individual disability income policies are often marketed to owners of businesses,
professionals or key executives. One reason that disability insurers look for such individuals to
purchase their policies is that such individuals are generally highly motivated to return to work,
meaning that disability income payments may not continue as long as they would for someone
with less motivation to return to work.

Long-Term Care Insurance
The common underwriting factors included on a long-term care insurance application are the
following:

Age

Sex

Medical History, including
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Heart attack
Diabetes
Cancer
High Blood Pressure
Arthritis
Renal disease (kidney failure)
Respiratory distress that requires oxygen use
Schizophrenia
Dementia
Spinal cord disorders
Multiple strokes
Systemic lupus
Most recipients of transplants
Tuberculosis
Multiple episodes of fainting
o Severe growths or tumors
Current medical condition
Whether the insured has undergone drug or alcohol abuse treatment
Family medical history
Occupation

O O0OO0OO0O0O0OO0O0O0O0O0OOOOOOO

Long-term care insurance underwriting, as a form of health insurance, involves reviewing
medical and health factors. Statistics related directly to long-term care are used to evaluate
each risk and establish rates. For example, the sex of the applicant is important because
women, due to having a longer life expectancy than men, are more likely to need some type of
long-term care services.

Each type of medical condition an applicant may have is thoroughly scrutinized in long-term
care insurance underwriting. The frequency and severity of the individual's condition is
evaluated to determine insurability and applicable rates. For example, if an applicant has
diabetes, yet does not have to take insulin or is on low doses of insulin, the underwriter may still
deem the applicant as insurable. However, more advanced cases of diabetes may render an
applicant uninsurable.

Certain types of medical conditions or behaviors may cause a long-term care application to be
rejected. Drug abuse, alcoholism, kidney failure, schizophrenia, dementia, spinal cord
disorders, multiple stokes, systemic lupus, tuberculosis and severe growths or tumors may
cause an applicant to be deemed uninsurable.

Homeowners Application

Homeowners applications generally include the following information:
- Applicant's name
Applicant’s address
Type of coverage requested (actual cash value, replacement cost, or other)
Location of home
Details regarding the home, including
0 Year built
Square footage of dwelling
Square footage of adjacent structures
Number of families
Number of stories
Type of roof
Value of personal property

O o0Oo0Oo0Oo0o
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o0 Whether the home includes a wood stove
o Construction type (masonry, wood, other)
Location of fire station, hydrant and fire district
Mortgagee/Loss Payee information
Additional coverage information (e.g. earthquake coverage)
Discounts for which the homeowner qualifies
Prior/Current Insurance Carrier and policy information
Whether the homeowner has filed or is filing for bankruptcy
Whether the homeowner is delinquent on house payments or taxes
Whether anyone with a financial interest in the property has been convicted of fraud,
arson or any other crime on property over the past five (or other specified time) years
Whether there is a pool, and if so, if it is fenced
Whether there is a pond, lake or dock on the premises
Whether there is a hot tub on the premises
Whether there is a trampoline on the premises
Whether there are animals on the premises, and if so, what breed and if there has been
a history of biting
Whether there is a business on the premises, and if so, what type
Description of other structures on the premises
Whether the electric service is on circuit breakers
Whether the home is the primary residence of the insured
Whether there is existing structural damage
Whether there are smoke detectors on the premises
Whether there is brush or landslide exposure
Type of wiring and plumbing and roofing
Whether the property has been inspected by the agent
Space for additional documentation, including photos of the property

The information on homeowners applications is used to determine insurability and rates under
both the property coverage and liability coverage provided under homeowners policies. Items
such as the location of the home, the construction materials used, and the age of the home
most directly affect the property coverage. Insurance maps used by the underwriters help to
determine the risk of fire and theft the homeowner may experience due to its location and are
used for property insurance underwriting. The physical condition of the home, whether a pool,
hot tub or trampoline are on the premises are more important factors for the liability insurance
underwriting aspects of the policy.

Personal Automobile Application

Appllcatlons for personal automobile insurance generally include the following:
Name and address of the named insured
The year, make and model of autos to be covered
Current automobile policy information
Whether the autos are used for business or pleasure
Whether the autos are used to drive to and from work and if so, how many miles to work
The annual mileage of the autos to be covered
Information on the drivers of the autos, including:
o Driver's name
o Driver’'s marital status
o Length of time as drivers
0 Whether the drivers had any at fault claims, traffic violations or a loss of license
in the last three years
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Amount of liability, collision and comprehensive coverage desired

Factors used in automobile insurance underwriting include the age of the driver, the sex and
marital status of the driver and the driver's record. Statistically, single persons tend to have
more accidents than married persons and younger people, particularly younger males, tend to
have more accidents than do older adults. The amount of miles the auto is driven also has
been statistically determined to impact the likelihood of an accident involving the automobile.

The type of automobile or automobiles covered impacts the amount of damage the automobile
is likely to cause to another auto, and the safety of the driver and passenger. Likelihood of theft
is also based on the make and model of the automobile insured and where it is garaged.

Commercial Automobile Application

Commercial automobile applications are completed by a named insured on behalf of the
business owning the covered automobiles. These applications generally include the following
factors:
Name and address of named insured
Garaging address of vehicles
Type of business (individual, partnership, corporation, or other)
Length of time business has been in operation
Description of business operations
Business’ gross receipts for the current and past year
Type of commodity transported
Whether there is any exposure to flammables, explosives, chemicals or hazardous
materials
Area of business operations
States in which vehicles are operated
Large cities in which vehicles are operated
Whether or not the business hauls cargo for others, and if so, details of such
Whether vehicles are parked at a jobsite most of the day
Whether vehicles are loaned, rented or leased to others, if so, under what terms
Whether vehicles are loaned, rented or leased from others, if so, under what terms
Whether vehicle owner/operators are used, and if so, under what terms
Whether sub-contractors are used, and if so, under what terms
Whether any employees use their own vehicles for the business
Whether any family members use company-owned vehicles
Whether passengers are allowed to ride in vehicles
Whether all drivers are covered by Workers Compensation coverage
Driver information, including:
0 Whether drivers are employees
Whether drivers are paid by the hour, by the load, or some other way
Whether there is a formal driver safety program
The maintenance program in place
Whether drivers are screened upon hire
Specific driver information, including name, driver's license number and other
specifics
Vehicle information, including:
0 Type and number of vehicles owned
o Type and number of vehicles leased
0 Specific vehicle information, including model, type of vehicle, seating capacity,
driving radius and garaging location
Information regarding federal and state vehicle permits
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Prior loss information
Policy limit and coverage information

Many of the items included in a commercial automobile policy are the same as those found in
personal auto policies. The make and model of vehicle, where it is garaged and the drivers’
records are all important underwriting factors. In addition, the territory in which the auto is used,
and the cities in which it is driven are taken into consideration because more accidents occur in
some places than in others.

Some of the questions on the application are used to determine if endorsements should be
utilized in the coverage. For example the liability coverage of commercial auto policies exclude
autos owned by employees. If employee-owned autos are used in the business, the business
owner may want to add liability coverage for such autos through an endorsement.

State and federal permit information is requested to make sure the business is in compliance
with state and federal laws regulating the use of the vehicles, and to provide underwriters with
information regarding the use of the vehicles.

Commercial Property Application

Applications for commercial property coverage generally include:
- The name of the named insured
The address of the named insured and the business owning the property to be
covered
Location of all property to be covered
Description of property to be covered
Value of property covered
Security devices and other loss control measures related to the property
Current amount of insurance in force on the property
Whether the insurance currently applied for is to be in addition to the current
insurance, or will replace the current insurance
Loss history in the prior three years
Date of site inspection and place to attach site inspection report

The information on the commercial property application is used to determine the exposure to
property risks of the property. Property coverage generally protects against the perils of fire,
lightning, explosion, theft, windstorm, hurricane, hail, riot, civii commotion, smoke, aircraft, and
land vehicles, as well as other perils as defined by the policy. The location of the property is
evaluated to determine its statistical risk of fire, windstorm, and other weather related perils.
Location is also important in determining the risk of theft and vandalism. The type and value of
personal property is also evaluated for the level of applicable risk exposures.

Site inspections are an important part of commercial property coverage and reports of site
inspections may be submitted as part of the application. Site inspections are used to verify the
type, condition and value of the property. Also from site inspections may come various
underwriting requirements, such as requiring the installation of safety or security equipment.

Commercial General Liability Application

General liability and businessowners liability forms cover certain types of liability, but exclude
liability that arises out of professional acts (errors) or failure to act (omissions) while conducting
professional services. The types of liability protection offered by a general liability or
businessowners liability form include bodily injury and property damage liability and personal
and advertising injury liability. These liability forms also cover medical expenses arising out of
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bodily injury on the insured’s premises, or on the ways next to the insured’s premises, or arising
from the insured’s operations.

A general liability application generally includes the following:
Description of the business premises and operations to be insured
Type of business to be insured (individual, partnership, corporation, joint venture, limited
liability company, non-profit or other)
The name and phone number of person to contact for an inspection and audit of
accounting records
Description of management experience
Number of employees
Whether there is:
o0 Exposure to flammables, explosives, chemicals?
0 Exposure to asbestos?
o0 Exposure to radioactive materials?
Whether operations involve storing, treating, discharging, applying, disposing or
transporting of hazardous material (e.g., landfills, wastes, fuel tanks, etc.)?
Whether sporting or social events are sponsored?
Whether the business owns, hires or leases watercraft, docks, or floats
Whether any operations have been sold, acquired, or discontinued in last five years
Whether the applicant a subsidiary of another entity or does applicant have any
subsidiaries
Whether any machinery and equipment is loaned and rented to others
Whether there is a swimming pool on the premises
Whether parking facilities and owned or rented
Whether a fee is charged for parking
Whether the applicant has in force Workers Compensation coverage
Whether subcontractors are used and if so, if certificates of insurance are required from
all subcontractors
Whether the applicant leases employees
Whether the applicant plans any structural alterations to the property
Whether recreational facilities are provided for employees
Coverage and loss history
Schedule of hazards and whether they are products/completed operations or
premises/operations hazards

The application for commercial liability insurance is used to help determine the type and nature
of liability risks to which the business is exposed. The rates to be applied to the application will
vary based on the type of liability risks that exist. For example, a business that deals with
hazardous materials will be charged higher rates than a business dealing with cardboard boxes
or other non-hazardous materials.

The insurer may also need to amend or endorse their basic policy coverage based on the
specific liability attributes of the business. They may need to add a pollution liability
endorsement or a builders risk endorsement, for example.

Professional Liability and Errors and Omissions Application

Applications for professional liability and errors and omissions insurance can require very
detailed, complete information. They may require specific descriptions of functions performed
and the amount of time dedicated to each function. Past employment may have to be
documented carefully. The reason for the thoroughness of the applications, especially for
certain occupations, is the high amount of risk the insurer may be underwriting. The insurer
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wants to fully understand the scope of the risk being insured in order to charge appropriate
premium, or in some cases, in order to refuse certain cases.

Name and Address
Each application includes the name and address of the applicant for the policy.

Type of Business Entity

The application also asks for the type of business entity - sole proprietorship, partnership,
corporation and so on.

Limit of Liability

The amount of coverage requested is listed. The applicant may be able to choose from a wide
range of coverage amounts, from $100,000 or $500,000 in coverage to $1,000,000 or
$5,000,000 or more.

Deductible

Deductibles may range from zero for lower limit policies to as much as $100,000 or more.
Generally, the higher the deductible, the lower the premium charges will be. It is not uncommon
for professionals who must carry high levels of expensive insurance, such as surgeons, to have
a deductible of $100,000.

Professional Services Description

Each application will ask for some form of description related to the professional services
involved. The application may include several possible functions involved in the occupation and
ask the applicant to indicate which functions apply and what percentage of time is spent in or
percentage of income results from each function. For some occupations this portion of the
application can be quite lengthy. An application for a lawyer may include fifty or more different
types of law practices to which the applicant must assign a percentage.

Other Business Activity

If the applicant is involved in functions or activities not listed, these activities must also be
disclosed and a percentage of time or income assigned.

Controlling Interest
The application may ask if the insured or other party has a controlling interest in the business.

Gross Revenue/ Projected Revenue

The application may ask for the amount of gross revenue which the professional or practice has
earned. This helps the insurer and the agent to determine the appropriate amount of coverage.
The insurer does not want the applicant to be covered by either too little or too much insurance.

Special Risks

If there are special areas of risk involved in an occupation, the application will include questions
related to them. For example, computer professionals liability coverage may include questions
regarding Y2K compliance and the work the computer specialist is doing with clients related to
this issue. An application for a lawyer may ask about work related to securities transactions and
whether the lawyer has any outside director or officer responsibilities. A physician’s malpractice
form may ask about certain types of surgeries or medical procedures.

Questions related to special risks and about important procedures in the firm or practice may
also be included in the application. For example, record keeping is essential in many
professions. The application may ask for details of the record keeping process within the
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business. If fees are collected and money disbursed, the internal controls surrounding
collection and disbursement may be inquired about. If a computer software risk is being
underwritten, backup and other data safeguarding procedures may have to be explained on the
application. The applicant should be as complete and accurate as possible when answering
these items.

Years in Business

The insurer is interested in the stability of a business. The application asks for the number of
years the business has existed. If the business is a new business, it may qualify for premium
discounts. If it has been in existence for some time, the insurer is interested in knowing whether
there has been continuous liability coverage in force.

Professional Qualifications

Another way in which the insurer assesses the risk of underwriting the professional or firm is by
asking about the qualifications of the professionals being insured. Education, continuing
education and any special credentials may be asked about.

Professional Associations

The insurer may be interested in knowing whether the insured belongs to any professional
associations. Professional associations generally provide education and may require special
standards of conduct in order to belong.

Use of Written Contract
If the applicant uses contracts to transact business, the insurer may ask questions related to

limiting liability through contract language. As has been mentioned, some insurers reduce
premium if liability is limited contractually.

Employees

The application will ask for information regarding the type and number of employees to be
covered. This information may be used to determine the risk and related premium for
employers liability and employment practices liability.

Contractors or Subcontractors

Certain forms may ask for information regarding the use of contractors and subcontractors.
Forms for engineering firms, for example, may include questions related to subcontractors. The
insurer may want to know whether contractors and subcontractors are required to carry their
own liability policies.

Other Insurance

Other insurance currently in force which covers the liability of the professional is of interest to
the insurer. Remember that the insurer wants to reduce the risk of moral hazard. The applicant
should not have more insurance than is necessary for the risk to be appropriately covered.

Prior Insurance

Types and amounts of prior insurance are important information for the insurer. The insurer is
interested in knowing if the insurance was occurrence based or claims based and if any
extended reporting periods are in force.

Prior Claims

The insurer also wants details on prior claims. The insurer needs to be aware of any known
exposures. If there is still exposure related to a prior occurrence, the insurer may attach an
endorsement to the policy, specifically excluding claims related to that occurrence. The insurer
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will also ask whether the insured has knowledge of any act, omission or error that could result in
a professional liability claim.

Legal or Disciplinary Action Against Applicant

If any applicant has had any legal or disciplinary action made against him or her the details of
the action must generally be disclosed to the insurer. If there are documents, such as copies of
court orders or of a complaint, these are normally sent to the insurer along with the application.

Notice to the Applicant

Finally, the application will generally include a notice to the applicant. The notice requires the
applicant to read the information and sign the application only if the applicant agrees to the
representations made. The representations generally include that:

the applicant declares that the answers in the application are true and that no

material fact has been omitted;

the applicant has disclosed any matters which could result in a claim; and

the form is an application and not a guarantee of insurance.
The notice also generally includes the important statement that any person who knowingly and
with intent to defraud any insurance company files an application with false information or
conceals information regarding a material fact commits a fraudulent insurance act.

Special Coverages

If any additional coverages or endorsements are to be included, questions related to these
coverages must also be completed on the application.

Inland Marine Personal Property Applications

Inland Marine Personal Property insurance, or personal property floater insurance, is often used
to cover personal property in amounts greater than such property is covered through a
homeowners policy. Such applications include the following information:
- Applicant name
Applicant address
Location of property (dwelling, apartment, condominium, mobile home, other)
Occupation of members of the household
Marital status of applicant
Whether the location includes burglar alarms
Whether the location includes any safes
Security surrounding location if an apartment or condominium
Whether property is located within one mile of a coast
Whether the property is exhibited
Whether the property is used in a business or commercially
Where property is stored
Loss history
Coverage history
Schedule of property to be insured, including:
o Jewelry
Jewelry in Vault
Furs
Fine Arts
Cameras
Musical Instruments
Silverware
Stamps
Coins

O O0OO0OO0OO0OO0OO0OO0o
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o Golfer's Equipment

Direction to attach appraisals and bills that verify the value of the property to be insured
Description of any property in mini-storage and description of storage facilities

Personal property floater applications generally deal with valuable property. Often such
applications must be accompanied by appraisal documents, bills and receipts that verify the
property’s value. Because the property is valuable, information regarding the safekeeping of the
property is very important as well.

Ocean Marine Application

Ocean marine insurance is used to cover goods transported over the ocean and protects
against perils of the sea. It is one of the oldest forms of insurance coverage. The application
for such insurance may include the following:
- Name of the insured (often called assured in this form of insurance, and often a
business)
Address of the insured
Type of business
Type of cargo shipped and the percentage of each type as part of annual shipments.
Type of cargo the insurer may ask may include:
o0 General Merchandise
Branded Goods
Precision Instruments
Machinery
Bottled products, excluding beverages
Non-Perishable Food Items / Pharmaceutical Products
Bottled Beverages
Automobiles and other Motor Vehicles
Household Goods and Personal Property
Frozen Food (other than Frozen Meat)
Frozen Meats
Chemicals
Fine Arts, Antiques and Similar ltems
Steel Sheets, Coils, Bars, Billets and Similar ltems
Yachts
o Computers, Mobile Phones and Similar Items
Prior premium and loss history
Primary shipment departure and arrival points
Maximum value of any shipment
Percentage of shipments representing full container loads, partial container loads and by
breakbulk
Percentage of shipments shipped by sea, air and by land
Further explanation of any item on the application

O O0OO0OO0O0O0OO0O0O0O0O0O0O0O0OOO0OO

Ocean marine coverage may be issued on a per shipment basis, or may be issued to cover all
shipments from the insured. The latter method is used when an insured’s shipments do not
vary dramatically. If insurance is provided on a case-by-case basis, the details of the shipment
must be scheduled, or listed, in the policy.

Workers Compensation Application

Workers Compensation applications are completed by the business that will provide the
coverage for employees and generally include the following information:
Name of the insured
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Address of the insured
Type of business
Years in business
Total number of employees
Number of full-time employees
Number of part-time employees
Number of employees under 18
Number of employees over 65
Number of employees who work from home
Number of employees who drive employer-owned vehicles
Whether the employer provide group transportation by employer-owned vehicles
Whether the employer uses sub-contractors, and if so, the number of them
Payroll information by class and payroll (typically based on regulating state statute)
Excluded corporate executives (if state law allows the option for such people to be
excluded from Workers Compensation coverage)
Information related to workplace safety programs, such as:
0 Whether the business has a safety program
0 Whether safety meetings are held and if so, how often
o Whether new employees participate in safety training
o0 Whether injured employees are offered modified work
Information related to the Workers Compensation claims process in place at the
business

Workers Compensation rates are based on job classifications and set by the state in which the
Workers Compensation policy applies. Each job is assigned a classification code, and each
code has a rate, with higher risk jobs being assigned a higher rate. The premium is based on
each $100 of payroll multiplied by the applicable rate. Underwriters then often use a
retrospective rating process to adjust rates each policy year. Also affecting rates is the
utilization of rehabilitation. If an employer has a rehabilitation program which retrains
employees or provides physical exercise and therapy, rates may be reduced by the insurer.

Medical Reports

Besides the application, the underwriters have other resources they may utilize during the
underwriting process. For life and health insurance, the medical history of the insured must be
examined. The application for the policy includes questions pertaining to basic medical
information, including age, height, weight and health history of the applicant and the applicant’s
family.

Besides the application, if the coverage amount requested is above an insurance company’s
non-medical limit, additional medical information may be requested through a medical report.
Generally, a medical report may be completed by a paramedic or a registered nurse. If there is
information in the application or medical report that requires further explanation, an attending
physician’s statement, or APS, may be required. An APS must be completed by a physician
who treated the medical condition under question.

Attending Physician Statement

An APS is a questionnaire sent to the applicant’s doctor. The doctor must complete the
questionnaire in order for the underwriters to complete the underwriting process. The proposed
insured must give his or her permission on the application for the attending physician to provide
this information.

An attending physician statement is a relatively simple document. It generally includes:
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Patient’s (insured’s) name

Patient’'s address

If related to an insured’s employment, a statement for the physician to designate
whether the patient is able to return to work, and if unable, when it is anticipated the
patient will be able to return to work

An area for the physician to indicate the physician’s diagnosis and prognosis.

An area for additional remarks for the physician

The physician’s name, license number, address, phone number and signature

The Medical Information Bureau

Besides medical reports and APS reports, insurers have access to medical information through
the Medical Information Bureau, Inc. or MIB. The MIB is an association of most life and health
insurers in the United States. The MIB contains information about the medical condition of
applicants and insureds.

Applicants must currently authorize the release of information to the MIB. The information may
only be used for underwriting and claims purposes, and medical information is released only to
the applicant’s physician, or directly to the applicant if the applicant requests.

The Medical Information Bureau is considered to be an important tool of the insurance industry
because of its role in reducing fraud. By keeping track of important pieces of information used
in the application and underwriting of life, health, disability and long-term care insurance, it is
more difficult for applicants to falsify applications and claims. Reducing false applications and
claims means that premiums do not have to be raised for everyone who purchases such
insurance due to fraud that has been discovered through the use of the MIB. More information
about the Medical Information Bureau can be found on its website at www.mib.com.

Inspection, Consumer and Credit Reports

If an applicant applies for amounts of insurance above certain levels, the insurer may conduct
inspection reports and/or acquire credit reports on the applicant. An inspection report is created
from interviews with an applicant’s neighbors, associates and employees, and sometimes with
the applicant as well. The inspection report and interviews are conducted by national
investigative organizations hired by the insurer. Insurance companies request inspection reports
in order to get a better understanding of an applicant’s overall character, lifestyle, financial
situation and risks to which an applicant may be exposed.

Consumer Reports

Credit reports provide information about the financial condition of an applicant. This is important
to an insurer because insurance involves a financial commitment from the policy holder. If an
insurer accepts policies from people with poor credit, or credit below a certain standard, policy
lapses are likely to go up. Lapses cause an increase in expenses to the insurer who has
incurred policy issue expenses associated with the policy.

Credit and consumer reports are regulated by the Fair Credit Reporting Act. This Act was
originally enacted in 1970 and has been amended by other legislation since that time. It is
important that agents understand the regulations applying to insurers from the Act so that
agents are careful to follow the disclosure requirements that the insurer has put in place in
accordance with these laws and so that agents can answer questions from customers asking to
what use insurers are able to put these reports.

The Act regulates consumer reports and investigative consumer reports. Under the act a
consumer report is defined as follows:
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Consumer report.

(1) In general. The term “consumer report” means any written, oral, or other
communication of any information by a consumer reporting agency bearing on a
consumer’s credit worthiness, credit standing, credit capacity, character, general
reputation, personal characteristics, or mode of living which is used or expected to be
used or collected in whole or in part for the purpose of serving as a factor in establishing
the consumer’s eligibility for
(A) credit or insurance to be used primarily for personal, family, or household
purposes;
(B) employment purposes; or
(C) any other purpose authorized under section 604 [§ 1681b].
(2) Exclusions. The term “consumer report” does not include
(A) any
(i) report containing information solely as to transactions or experiences
between the consumer and the person making the report;
(i) communication of that information among persons related by common
ownership or affiliated by corporate control; or
(i) communication of other information among persons related by
common ownership or affiliated by corporate control, if it is clearly and
conspicuously disclosed to the consumer that the information may be
communicated among such persons and the consumer is given the
opportunity, before the time that the information is initially communicated,
to direct that such information not be communicated among such
persons;
(B) any authorization or approval of a specific extension of credit directly or
indirectly by the issuer of a credit card or similar device;
(C) any report in which a person who has been requested by a third party to
make a specific extension of credit directly or indirectly to a consumer conveys
his or her decision with respect to such request, if the third party advises the
consumer of the name and address of the person to whom the request was
made, and such person makes the disclosures to the consumer required under
section 615 [§ 1681m]; or
(D) a communication described in subsection (0).

The Act also defines “investigative consumer reports,” which the insurance industry generally

refers to as “inspection reports:”
The term “investigative consumer report” means a consumer report or portion thereof in
which information on a consumer's character, general reputation, personal
characteristics, or mode of living is obtained through personal interviews with neighbors,
friends, or associates of the consumer reported on or with others with whom he is
acquainted or who may have knowledge concerning any such items of information.
However, such information shall not include specific factual information on a consumer’s
credit record obtained directly from a creditor of the consumer or from a consumer
reporting agency when such information was obtained directly from a creditor of the
consumer or from the consumer.

Permissible Purposes of Consumer Reports

Under the Fair Credit Reporting Act, consumer reports may only be furnished for certain
purposes by consumer reporting agencies. One of these permissible purposes is furnishing a
report to a person the consumer reporting agency has reason to believe intends to use in
connection with the underwriting of insurance.
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Furnishing Consumer Reports

Under the Fair Credit Reporting Act, a consumer reporting agency may only issue a consumer
report that is not initiated by a consumer request if the consumer authorizes the agency to
provide the report or the transaction for which the consumer report is used is considered a “firm
offer of insurance.” If a consumer report is issued because the transaction is a “firm offer of
insurance” and is not authorized by the consumer, the report may only furnish the name and
address of the consumer, an identifier used solely to verify the identify of the consumer and
other information pertaining to the consumer that does not provide the relationship of
experience of the consumer with a particular creditor or other entity.

Items That May Not Be Included In Consumer Reports

Consumer reports initiated by the consumer or authorized by the consumer may not generally
include:
bankruptcy that occurred more than ten years before the report;
civil suits, civil judgments and records of arrest that were recorded by the greater of
seven years before the report of the governing statute of limitations has expired,
paid tax liens that were paid more than seven years before the report;
accounts placed for collection or charged to profit or loss more than seven years before
the report; and
any adverse information, other than records of convictions of crimes, that occurred more
than seven years before the report.

Disclosing Investigative Consumer Reports

In order to have an investigative report prepared, it must be clearly and accurately disclosed to
the consumer than an investigative consumer report, that includes information about the
consumer’s character, general reputation, personal characteristics, and mode of living, may be
made. The disclosure to the consumer must:

be in writing;

be mailed or delivered to the consumer not more than three days after the date the

report was requested; and

include a statement that the consumer has the right to request information about the

nature and scope of the investigation.

If the consumer requests information about the nature and scope of the investigation, the
person who caused the report to be prepared must comply with the consumer’s request in
writing not later than five days after the request was received.

Disclosures to Consumers

The Fair Credit Reporting Act and related legislation also requires that reporting agencies, upon
request from the consumer, disclose:
- all information in the consumer’s file at the time of the request, other than credit scores
or similar risk predictors;
sources of information, other than information used solely for an investigative consumer
report which must be available if needed for the discovery process in an applicable court
case;
the identity of each person who procured a consumer report generally in the last one
year period only; and
dates, original payees and amounts of any checks upon which is based any adverse
characterization of the consumer.

A consumer reporting agency must also include a “Summary of Rights” with the disclosure to
the consumer. A Summary of Rights includes:
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a brief description of the Fair Credit Reporting Act and all consumer rights within it;

an explanation of how a consumer may exercise rights under the Fair Credit Reporting
Act;

a list of Federal agencies responsible for the enforcement of the provisions in the Act,
including addresses and phone numbers;

a statement that the consumer may have additional rights under State law; and

a statement that a consumer reporting agency is not required to remove accurate
derogatory information from a consumer’s file that is in compliance with the Act.

Disputed Information

If a consumer disputes the information from a consumer reporting agency, the consumer
reporting agency must reinvestigate the information free of charge. The consumer reporting
agency must then record the current status of the disputed information or delete inaccurate
information, generally within thirty days from the date the consumer reporting agency receives
the notice of dispute from the consumer. In some cases, the consumer reporting agency can
deny reinvestigation because it determines the request is frivolous or irrelevant.

If information in a consumer’s file is found to be inaccurate or unverifiable, the consumer
reporting agency must promptly delete the item or modify it as applicable.

Special Restrictions On Investigative Consumer Reports

If a consumer reporting agency prepares a subsequent investigative consumer report on the
same consumer, it cannot include any adverse information in the report, other than matters of
public record, unless the adverse information has been verified during the process of making
the subsequent report, or the adverse information was received within three months prior to the
date the subsequent report is furnished.

Requirements For Uses Of Consumer Reports

The insurance company is a user of consumer reports and is subject to certain rules found in
the Fair Credit Reporting Agency and related legislation. Under these rules, if adverse actions
are taken on the basis of information found in consumer reports, the insurer must:
- provide to the consumer oral, written, or electronic notice of the adverse action;
provide to the consumer orally, in writing or electronically the name, address and phone
number of the consumer reporting agency that furnished the report along with a
statement that the consumer reporting agency is unable to provide the consumer with
the specific reasons the adverse action was taken; and
provide to the consumer oral, written or electronic notice of the consumer’s rights to
obtain a free copy of the report and to dispute the accuracy or completeness of
information.

Duties of Users Making Insurance Solicitations On The Basis of Information Contained in
Consumer Files
Anyone who uses a consumer report in connection with an insurance transaction not initiated by
the consumer and that is a “firm offer of insurance” must include with the solicitation:
a written statement that information in the consumer report was used in connection with
the transaction, that the consumer received the offer of insurance because the consumer
satisfies the criteria of insurability for the offer;
a statement that, if applicable, the insurance may not be extended if the consumer does
not meet the criteria of insurability; and
a statement that the consumer has the right to prohibit information contained in the
consumer’s file with any consumer reporting agency from being used in any credit or
insurance transaction not initiated by the consumer.
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The person who makes an offer of insurance based on a consumer report must also maintain
on file the criteria used to select the consumer to receive the offer, all criteria bearing on credit
worthiness or insurability that are used to select consumers for the offer, and any requirement
for the furnishing of collateral as a condition of insurability for three years after the offer was
made.

Site Inspections

Another valuable tool in the underwriting process is a site inspection. Site inspections are often
used in commercial insurance, and may also be used in homeowners insurance underwriting.

Site inspections involve inspecting buildings on the insured premises and noting what
construction materials have been used, what safety devices, such as sprinkler systems or fire
doors, are in place, the overall condition and upkeep of the property, whether there are any
hazardous conditions present, what type of personal property exists, and so on.

Inspection of the premises may be done as part of a risk management process. Commercial
property and casualty insurers often include loss control or risk management in the underwriting
process. The agent or risk management personnel employed by the insurance company may
be responsible to conduct a thorough review of the business operations before insurance is
issued. There are several different methods that can be used for systematically locating risks
that may be reduced through risk management or loss control processes. Insurers often have
checklists, called exposure checklists, that are available for use to locate risks in a business.
Another method used to identify risks is through the review of financial statements. Each item
on the financial statements is analyzed in terms of risks that arise from that item. A third
method is to identify all business activities such as hiring, training, customer services, record
keeping and accounting, and to identify the risks related to them. Actual losses can also be
reviewed and the risks that led to each loss identified. A fourth method is to use a flowchart of
the businesses operations. A chart perhaps beginning with the receipt of an order through the
receipt of payment for delivered goods, that follows the flow of the business from inventory
management, processing and packaging of goods, as well as follow-up, may help to discover
areas of risk that might be missed if a less thorough analysis were made. A fifth method is to
conduct interviews with managers, supervisors and the actual workers in each business area.
Such interviews serve to familiarize the risk or loss control staff with business operations, and
add to information found in written documentation about each business function. An inspection
of the premises and the operations conducted within is often used to find and verify risks.

Once the inspection and interviewing process is done, the findings are reduced to a report,
which is provided to the underwriting department. From the report, the underwriters are able to
evaluate risks, and may include requirements, such as requiring certain safety devices to be
installed, safety training to occur, and so on, in order to issue a policy.

Insurance Maps

Insurance maps are special maps that include risk information based on location. An insurance
map may be designed for use to determine the risk levels related to automobile accidents,
automobile theft, property theft, exposure to damage from windstorms or flood, fire, and so on.
These maps are used by underwriters to determine the risks associated with the location of
property and the territory in which it is used, and therefore to assign the rate appropriate to the
risk. Insurance maps may not be used in conjunction with unfair discrimination in redlining, as
will be discussed in the next chapter.
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Company Records

An insurer will use its own company records as a resource for specific information about the
applicant and for general loss statistics related to similar risks. An applicant may have policies
in force from the same insurer underwriting the new application. If so, the underwriters will
check the information on the existing policies to see how they compare to the information on the
current application. The underwriter also wants to determine the total coverage an applicant
has with the insurer. Insurers establish certain maximum coverage levels they will provide for a
certain risk or a certain applicant.

The company’s loss statistics pertaining to the type of risk being underwritten are also used by
the underwriters. An insurer must not have too much exposure to any certain risk. If an
application represents a potentially high level of exposure for an insurer, the underwriter may
look to reinsurance as a way to reduce its own exposure.

Insurance Industry Statistics and Reports

The National Association of Insurance Commissioners and Insurance Services Office, Inc. are
two important sources of insurance industry statistics and reports. There are other
organizations, such as the Risk and Insurance Management Society, Inc., the Inland Marine
Underwriters Association, the Health Insurance Association of America, the Insurance Research
Council, the National Association of Health Underwriters, and many, many more, that provide
research, statistical data and reports for various types of insurance. Underwriters utilize this
data in determining the appropriate rates to charge for applicants. Often this type of data is
used when standard rates and manual rates are determined, on both the state and insurance
company levels.

Hazards

The underwriting process may involve reviewing many of the resources just identified. The
application, reports such as medical reports, consumer reports, credit reports, site inspection
reports, and financial statements, and insurance maps, company files and industry statistics are
all evaluated. One of the purposes of the evaluation is to determine whether the application
includes indications that there may be certain hazards inherent in the risk to be insured. A
hazard is the term used to describe conditions that increase risk. Insurers are generally
concerned about three types of hazards: moral hazards, morale hazards and physical hazards.

Moral Hazard

When used by an insurer, the term moral hazard means a condition or conditions that increase
the likelihood that an insured or a person in a position to be paid by an insurer will intentionally
cause, overstate or increase a loss. When insurance is used to manage a risk, the insurer
takes care to make sure that the amount of the insurance coverage issued is not excessive.
Excessive coverage can contribute to moral hazard. In addition, the insurer may require an
applicant to authorize a credit check or other financial review by the insurance company to
make sure the applicant is financially healthy. Such financial checks are undertaken to reduce
the likelihood that the insurer issues a policy to someone likely to falsify a claim due to financial
pressures.

Morale Hazard

A morale hazard is a condition or conditions that increase the likelihood that the attitude of the
insured or a person who will be paid by the insurer will cause a loss. For example, once an item
or operation is insured, it is possible that its owner will be less prudent concerning it. For this
reason, insurers require safeguards in order to insure certain types of property or operations. A
property insurer may require that sprinklers and smoke alarms are installed in a building. A
liability insurer will include a question on an application asking if required continuing education
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hours are maintained. A crime insurer excludes any person who has ever been discovered to
have committed a dishonest act from Employee Dishonesty coverage. All these actions are
attempts to reduce morale hazards.

Physical Hazard

A physical hazard is a condition or conditions of property, people, or operations that can
increase loss. For example, a construction site that allows access to structurally incomplete and
unsound buildings increases the possibility that someone who wanders onto the site will be
harmed. Insurers are interested in eliminating as many applicable physical hazards as possible
prior to insuring a property, a person, or an operation.

Underwriting Decision

Once all the factors are weighed, an underwriting decision is made. As was discussed in the
previous chapter, the application will either be accepted as a standard risk, a substandard risk,
a preferred risk, or will be rejected. Any application that is accepted may include underwriting
requirements that must be fulfilled in order for the insurance to apply.

The Role of the Agent in the Underwriting Process

The agent is crucial in the underwriting process. Agents are often referred to as field
underwriters, or even simply as underwriters. This is because they gather underwriting
information, evaluate risk, often do a preliminary assignment of premium, may authorize
preliminary coverage, and may reject applicants on behalf of the insurer. During the
underwriting process, the agent is often responsible to gather additional documentation and
information to assist the home office underwriting team.

Suitability

An important part of the agent’s function in underwriting is determining a suitable financial
product for the client. Agents involved in offering life insurance and health insurance products
are most affected by the requirements and processes involved in suggesting suitable products.

Many elements are included in determining a client's suitability. These include the age of the
client, the tax status of the client, what type of investments the client already owns, the
investment objectives of the client and the net worth and overall financial health of the client.

Determining Client Needs

Often the insurance company the agent represents provides procedures and forms to aid in
determining a client's needs. Depending upon the types of products the agent offers, the needs
analysis or fact-finding process may be relatively simple, or it may be very detailed.

Basic Information

The first part of a needs analysis generally focuses on basic information about the client. The
agent will ask for the client’s full name, address, occupation, marital status, number and age of
minor children, and age of the client, for example. This basic information can help the agent
begin to see certain potential needs of the customer. For example, the marital status of a client
may indicate a need to protect loved ones from financial loss. The age of a client can indicate
that a client is nearing retirement or at an age when long-term care planning is prudent. The
occupation of a client may indicate that he is likely covered by a healthy benefits plan or they he
may need full or supplemental coverage. However, the agent needs more information before
the agent may make any judgments about potential product needs.
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Sample Needs Assessment Questionnaire

|. Personal Information

1. Customer Name
2. Customer Address
3. Customer Phone Number
Day: Evenings:
4. Customer Birth Date
5. Customer Occupation
6. Customer Marital Status
7. Number and Age Of Dependent Children Living At Home

I. Financial Information

o

Estimated Net Worth (not including primary residence)

9. Value Of Primary Residence

10. Monthly Income from Employment

11. Monthly Income from Retirement Plans (ldentify Each Source And

Amount)

12. Other Income: Income Amount and Source

13. Marginal Tax Bracket

lll. Current Savings and Insurance

14. Mutual Funds: Fund Company, Objective, Amount

15. Bank Certificates of Deposit: Maturity, Interest Rate and Amount

16. Life Insurance In Force: Company, Type of Policy, Face Value and Cash
Value

17. Annuities in force: Company, Type, Accumulated Value and Yield

18. Individual Stocks: Company and Amount

19. Individual Bonds: Type and Amount

20. Other Investments (e.g., real estate): Type and Value

21. Investments previously held but now liquidated: Type, when held, why
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liquidated

IV. Risk Tolerance

22. Able to tolerate significant degree of fluctuation in return for opportunity
for high return

23. Able to tolerate some fluctuation of principal in return for opportunity for
moderate return

24. Conservation of principal is primary consideration

Comments:

V. Financial Plans

25. Retirement Savings: Type of plan, how long has it been in existence,
value, amount and frequency of current contributions, satisfaction level, concerns

and questions

26. Estate planning: Will? Living Trust? Testamentary Trusts? Key objectives
of these tools, satisfaction level, concerns and questions

VI. Goals

27. Short-term (1- 5 year): Financial goals, amount needed.

28. Intermediate term (5-10 year): Financial goals, amount needed

29. Long-term (10+): Financial goals, amount needed

COMMENTS:
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Financial Information

After basic information is gathered from the client, the agent must ask for financial information.
Sometimes a client is hesitant to give this information to the agent. If so, the agent may explain
that client information is held confidentially and that the agent has a responsibility to the client to
understand his or her financial situation in order to give the best advice possible. If a client
absolutely will not provide financial information, generally the agent should explain to the client
that the agent will have to suspend the interview until such time as the client is willing to provide
this information. Trying to assist a client with a life insurance product without knowledge of the
client’s financial situation can compromise the agent’s fiduciary responsibilities to the client.

Generally, the agent will need to know the client’'s net worth. The agent may ask for an item-by-
item list of the clients' assets and liabilities, or may just ask for a net worth figure from the client.
The agent will also ask for the client's monthly income earned from his or her occupation, and
the amount of income the client receives from any other source. Another critical piece of
financial information is the tax status of the client. The agent will generally find out whether the
client is in the 15%, 28%, 36% or higher tax bracket.

Current Investments

A third area that the agent will explore is that of the current investments and financial plans of
the client. The agent will ask for an inventory of the mutual funds, certificates of deposit,
insurance products, individual stocks and bonds, and any other financial products the customer
owns. If the agent finds that the client owns any life insurance products, it is important that the
agent follow replacement procedures if the agent determines that a different life insurance plan
should be suggested.

The agent will also ask if there were investments the client previously owned but are currently
liquidated. The agent should ask if the client was dissatisfied with these liquidated products,
and if so, why? Finding out what type of products a client uses or has used helps the agent to
understand the financial experience of the client and the types of products the client likes and
does not like.

Related to discovering the types of financial products a client currently owns and has owned is
determining the risk tolerance of a client. The agent will generally ask the client a question such
as: Which is more important to you, Mr. Client, to earn a high return, or to be sure that you
never lose a nickel of the money you invest even if you earn a low return? Or, Are you cautious,
or a risk-taker? Sometimes, a client may answer such questions in a manner that seems
contrary to the information gathered by the agent. For example, a client may say that higher
return is more important than conserving principal, but have all his or her money in bank
certificates of deposit and money market funds. The agent must take into consideration the kind
of products the client has invested in, and not just what the client says when trying to determine
the risk tolerance of a client. Perhaps with more information a conservative client will be ready
to invest in products with a higher opportunity for growth than a bank CD, but the agent must
proceed carefully before suggesting a higher risk product if a client's history shows that the
client has purchased solely conservative, non-variable products.

Current Plans

The agent will then often proceed to asking questions about the kind of financial planning the
client has undertaken so far. For example, the agent will ask about retirement plans, estate
planning, whether a will is in place, and so on.
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Another area of questioning involves the client’'s goals, both short-term and long-term. The
agent generally will ask whether the client has goals such as saving for college educations,
whether the amount of retirement savings so far will meet the client’s retirement income needs,
or whether the client is working toward getting out of debt or paying off a mortgage. The agent
will also ask about shorter-term financial goals such as going on a vacation, purchasing a home,
renovating a home, or purchasing a new car or recreational vehicle. Besides discussing goals,
the agent will ask whether the client believes he or she will be experiencing any major changes
in his or her life in the near future, such as children getting married, an elderly parent coming to
live at the client's home, or the client’'s own marriage or remarriage.

Providing Product Suggestions

Once the agent has completed the fact-finding process with the client, the agent may be ready
to discuss specific products and plans that may meet the client's needs. Or, the agent may
want to spend time analyzing the information gleaned from the discussion with the client, and
meet with the client in a few days or in the next week to discuss the agent’'s recommendations.
Whenever the agent begins to discuss product and plan options with the client, the agent has a
responsibility to provide clear and accurate information about the programs discussed. It is
important for the agent to explain both the risks and benefits of any product or plan offered to
the client.

Depending upon what product the agent is offering or in what environment the agent works
within, the agent may be required to provide specific disclosures to the client regarding the
product. For example, if an agent sells to customers of a bank, the agent is generally required
to provide a disclosure to the client stating that insurance products are not FDIC insured. If the
agent is offering a variable product, the agent may be required to provide a disclosure stating
that returns on the product are not guaranteed. If the agent is offering long-term care insurance,
the agent may have to provide a disclosure regarding the insured's ability to exercise of certain
rights under the policy, or regarding certain tax information such as that related to qualified and
non-qualified long-term care contracts.

Documentation

Whether or not the client actually purchases the product offered, the agent should keep a
detailed record of the information gathered from meetings with the client, and it the
documentation, brochures and other information shared with the client about the product.
Copies of signed disclosures, the application, the fact-finding document, and any other
customer-related forms, should be kept on file by the agent. Such a file will not only help the
agent should there ever be a question about the suitability of the agent’s recommendations, but
will also assist the agent in his or her ongoing relationship with the client.

Model Life Insurance and Annuities Suitability Act and Regulation

The NAIC has developed both a Life Insurance and Annuities Suitability Model Regulation and a
Life Insurance and Annuities Suitability Model Act. Under these models, rules have been
created governing recommendations by agents to consumers regarding fixed life insurance and
annuny products. The regulations do not generally apply to:

registered contracts;

long-term care insurance products;

products sold to sophisticated purchasers;

policies or contracts that fund employee pension or welfare benefit plans, 401(a), 401(k)

or 403(b), 414, 457 plans, or nonqualified deferred compensation plans;

group life insurance or annuity products that are not directly solicited by an insurance

producer;
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open-end credit life insurance, and group life insurance; and
annuities used to fund prepaid funeral contracts.

According to the model regulations, insurers must adopt guidelines and procedures for their
insurance producers regarding making suitable recommendations. Under the regulations, a
suitable recommendation is a recommendation for the purchase of a life insurance or annuity
product that assists the consumer in meeting that consumer’s insurable need or financial
objective. The insurer must:

- Inform insurance producers of the requirements in the model act and regulations
Develop procedures regarding the information that must be in from the consumer before
making recommendations to that consumer
Create and maintain a system to determine whether insurance producer practices are in
compliance with guidelines and procedures in the model act. Systems an insurer might
use include consumer surveys, interviews, confirmation letters and internal monitoring
programs
Provide a system for dealing with noncompliance

The insurer must also create guidelines and procedures, along with data collection processes to
collect relevant information regarding the customer's insurance needs and financial objectives.
Data collection tools may include customer information forms, product applications and other
fact-finding tools. The insurer must also provide training and materials to help agents analyze
customer's needs and objectives.

Under the model act and regulation, agents also have important responsibilities. Agents must
make suitable recommendations. They may use their discretion to determine what information
is relevant for making specific recommendations regarding an insurance transaction.

By keeping a record of the information gathered and processes used to comply with the act,
agents and insurance companies may demonstrate that they have made a suitable
recommendation. Each state that adopts the model act and regulations may have different
requirements regarding the number of years that these records must be kept.

Taking the Application

After the agent has recommended a suitable product, the agent is responsible to take the
application. It is critical that the agent ensure that the application is as accurate and complete
as possible. Almost every piece of information on the application is used to get a fair and
accurate picture of the risk to be ensured. The agent has a responsibility to the insurer to
faithfully represent the applicant on the application, and the applicant also must provide
accurate information to the agent.

Screening Risk

The agent must screen out unacceptable risks for the insurer. The agent may determine that
insurable interest is not present, or that an applicant does not meet minimum underwriting
standards. In some cases, the agent must inform the applicant that the insurer will not be able
to write a policy for that applicant. Or, the agent may try to work with the applicant to determine
if there is another method of covering the risk that will meet insurable interest requirements and
minimum underwriting requirements. This may mean restructuring the ownership of a life
insurance contract, or writing a policy with lower policy limits than the applicant had hoped, for
example. Sometimes cases may be written on a substandard basis that may have been
rejected if the agent is able to provide sufficient documentation to the underwriter that
adequately explains the reasons behind circumstances that normally would have caused a
rejection. For example, a business that had significant losses through theft may have installed
new security systems. The agent writing an application for such a business should submit
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documentation about the new system so that the underwriters are able to determine if such a
system is likely to reduce future losses.

Risk Management and Loss Control

When certain types of insurance is applied for, the agent is responsible to act as a risk manager
or loss control manager on behalf of the insurer. This was touched on briefly earlier as it
applied to site inspection reports. Particularly in commercial property and casualty insurance,
as well as in Workers Compensation and other forms of employer liability insurance, risk
management and loss control are critical components of the insurance process. The agent may
have a significant role in this area.

The risk management process has the objective of reducing loss. Loss is reduced by identifying
risks, evaluating them for frequency, severity and type, determining the best risk response,
implementing the response, monitoring the results and making changes as necessary.

Identifying Risks

There are several different methods that can be used for systematically locating risks. Insurers
often have checklists available for agents and clients which can be used to locate risks in a
business. Another method used to identify risks is through the review of financial statements.
Each item on the financial statements is analyzed in terms of risks which arise from that item. A
third method is to identify all business activities such as hiring, training, customer services,
record keeping and accounting, and to identify the risks related to them. Actual losses can also
be reviewed and the risks which led to each loss identified.

Evaluation of Risks

Each identified risk must be analyzed for its potential frequency and severity. Frequency refers
to the number of times a loss is likely to occur, and severity to the amount of financial loss that
is likely to come from each loss. A loss which is likely to be infrequent and small is less
important to a business than one which may be infrequent and large, and even less important
than a loss which may be both frequent and large. After reviewing each risk based on loss
frequency and severity, the risks with the potential for the most serious impact on the business
can be given a higher priority. Each risk from the highest to lowest priority are then subject to
the processes of determining and implementing a response.

Risk Response
Risks can generally be responded to in five ways - avoiding, preventing, retaining, reducing and
transferring.

Avoiding Risk

A business may want to avoid a risk because its potential for financially ruining the company is
high. For example, new medical studies may indicate that a certain procedure has some
serious negative health consequences. A doctor may decide to immediately stop performing
that procedure, and thereby avoid the risk of harming a patient because of it from that point
forward. An accountant may believe others are in error by interpreting a tax regulation in a
manner he feels will not be upheld by the IRS, so he decides to provide more conservative
advice. As a fiduciary, the accountant may even decide to refer customers affected by the
regulation to an accountant who specializes in that area. Avoiding risk may be an appropriate
response for high-risk circumstances such as these.

Preventing Risk

Action can be taken to prevent some risks. For example, the risk that someone will fall through
rotting boards on the steps to a building can be prevented by fixing the steps. The risk of
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shortage may be prevented by inventory control procedures. The risk of spreading germs or
disease through the use of unsanitary medical tools can be prevented by using new, disposable
tools for each patient.

Retaining Risk
Some risks are retained. They may be retained because the loss exposure is small, there is no

way to transfer or reduce the risk, or because the risk was not identified. In some cases, risk is
partially retained. Purchasing insurance with a deductible results in the partial retention of risk.

Reducing Risk

Reduction of risk occurs when steps are taken to minimize loss. The reduction of risk may be
accomplished several ways. Safety procedures may be implemented, disclosures and
warranties may be provided to customers, employees may be trained not to answer certain
guestions but rather to refer them to specialists within the firm, contract language may be
rewritten to reduce ambiguity, etc.

Transferring Risk

Risks may be transferred. They may be transferred through contracts, or through the purchase
of insurance. Risk is transferred in contracts such as automobile and apartment rental
agreements, construction contracts or through a loan agreement that requires a guarantor to
assume the risk should the borrower default on the loan. When a business changes hands,
liabilities of the business may be transferred through contract to the new business owner. Risk
is transferred from the insured to the insurer under an insurance contract. Insurance is often
the primary mechanism used to transfer risk.

Risks are not always responded to in just one way. A business owner may put into place
procedures to reduce risk and purchase insurance on the risk as well. Insurers often encourage
loss reduction and prevention techniques and will reduce premium in some circumstances if
loss reduction steps are taken. Or, a risk may be transferred in part through a contract and the
remaining exposure transferred through the purchase of insurance. For example, a renter may
be contractually liable for damage to a home rented, but the owner will generally carry property
insurance on the dwelling as well.

Implementation and Monitoring of Risk Responses

After risks have been identified and evaluated and an appropriate risk response has been
determined, the response must be implemented. Steps to do so should be documented and
monitored.

Once the appropriate responses have been implemented, the process is not over. Risks need
to be evaluated on a regular basis. Businesses tend to change over time — new services are
offered, new staff is hired, new locations are purchased. Each change can bring new loss
exposures. The insurance agent can assist a business or individual in the ongoing monitoring
of risk management and loss control by reviewing the risk management program each year
when insurance is to be renewed. By doing so, the agent can make sure the right types and
amounts of coverage are offered

Underwriting Requirements and Risk Management

As a result of the risk management process and the thorough review of the business, its
property and operations that occurs during the process, the insurer may require that certain
actions are taken in order for insurance to be issued to the business and remain in force. For
example, the insurer may require a safety program to be implemented, require a formal process
for reporting injury or loss at the workplace, require the replacing of unsafe equipment or faulty
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door and window locks, the installation of a sprinkler system, and so on. The agent is often
responsible to assist the applicant in the implementation of such requirements, and to perform
an inspection to verify that the underwriting requirements have been fulfilled.

Premium Discounts

The insurer, underwriter and agent may not always require change, but may provide an
incentive to a business to make certain changes by offering reduced premiums if such changes
are made. For example, if fire doors are installed, the business may qualify for a premium
reduction. Some insurers offer complete loss control programs that include a reduced premium
for things such as key business personnel attending a certain number of insurer sponsored
seminars and training classes regarding loss management and safety.

In the individual lines of insurance, premium discounts are also used to help manage risk and
loss. A homeowner with a security system may qualify for a premium discount. Teenagers who
have taken formal drivers’ education courses may qualify for a lower auto insurance rate than
those who have not. The agent can help both the client and the insurer by clearly informing the
client of premium discounts for which the client may qualify.

Submitting Documentation

Besides taking the application and participating in the risk management and loss control
process, the agent is responsible to submit documentation that supports the application and is
used in the underwriting process. In some cases, the insurer has standards regarding what
type of documentation must be submitted with every application of a certain type of insurance.
In order for the application to be processed as quickly as possible, the agent must make sure to
obtain and submit this documentation as required.

Other documentation may be asked for by the underwriters after the application is submitted.
The agent may have the responsibility to coordinate the collection and submission of such
documentation. If so, the agent must do so as promptly as possible to make sure that the
underwriting process moves forward.

Binding Coverage

Agents may be able to bind coverage once the application is completed. The agent carefully
reviews the information provided by the applicant, and if the applicant and application meet
certain criteria, the agent may bind coverage until the underwriting process is complete. Once
the underwriting process is complete, coverage will continue in force, or may be denied.
Obviously, binding coverage is an important responsibility for the agent, and the agent must be
careful to follow insurance company standards in so doing.

Handling Premium

One of the important duties of an agent related to his or her role as field underwriter is the
collection and remitting of premium. The NAIC has developed a new model law governing
agent trust accounts used to hold insurance premiums. This law may be adopted in many
states. It governs the important responsibility of agents to handle client funds properly. The
model law applies to all funds received as premiums or return premiums for a policy or binder
that are received by any person acting as an insurance producer, agent, sub-agent, managing
general agent, broker, solicitor, life agent, licensed general agent, life analyst, surplus land
broker, a special lines surplus lines broker, motor club agent, permittee, solicitor or any other
representative of an insurer or any other person in the effectuation of an insurance contract.

Under this law, premiums and return premiums that are not made payable to the insurance
company, and funds received for soliciting, negotiating, effecting, procuring, renewing,
continuing or binding policies, may be placed into the agent’s trust account. In addition, any
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funds that an agent collects from a policyholder or premium finance company and that are be
paid to an insurance company, its agents, or to the agent’s employer may also be placed in the
trust. The agent may also place voluntary additional funds in the trust account to use for the
advance of premiums, to establish reserves for return premiums or for other contingencies that
arise in the business of receiving and transmitting premium.

Agents must place the trust account in a recognized financial institution that is subject to the
jurisdiction of the courts within the state in which the agent is doing business. In addition, the
account must be insured by an entity of the federal government. The account may be a
checking account a demand account, savings account, or other account with such a financial
institution. The account may also be interest bearing. Another option available for a trust
account is the use of an investment fund that invests solely in U.S. government bonds, treasury
certificates or other obligations backed by the full faith and credit of the United States. The trust
account must be titled as a Premium Fund Trust Account.

If the account is interest bearing, the agent may keep the interest from the account. The agent
must keep records of the interest and these records may be examined by the insurance
commissioner.

Withdrawals from a trust account may be made for the following reasons only:

1. Making payment of premium to the insurance company or other producers.

2. Returning premiums to an insured or other person entitled to them.

3. Withdrawing money the agent had placed in the account on a voluntary basis as
additional funds.

4. Transferring interest to another account.

5. Transferring actual or average commissions to another account. If it is common
practice to transfer average commissions, the agent must keep on file documentation
in the form of a letter signed by each principal regarding the percentage of average
commission.

6. Paying of bank fees and charges.

7. Moving funds to another trust account in accordance with the model law.

It is prohibited for an agent to treat the funds in a trust account as a personal asset, as collateral
for either a personal or business loan, or as a personal asset on a financial statement. The
insurance commissioner may have the trust account examined and audited at any time.

If an agent violates the provisions of the Agent Trust Accounts Model Law, the agent is
considered guilty of theft and is subject to prosecution as prescribed in the laws of the state.

Additional Underwriting Duties

The agent may undertake underwriting duties after a policy is in force. Changes in coverage
may require a full or partial underwriting process to be carried out. If new property is acquired,
for example, a change in coverage form and documentation about that property may need to be
submitted to the underwriters. Additional premium may need to be collected and a site
inspection performed as well. Depending upon the line of insurance to which a change is made,
other tasks may need to be performed by the agent in order to effect the change in coverage.

Underwriting Responsibilities Of The Managing General Agent

A managing general agent is a person, firm, association or corporation who manages an
insurance business of an insurer and acts as an agent for the insurer. In order to be recognized
under the law as a managing general agent, a written contract must exist between the insurer
and the managing general agent. Within this contract, important responsibilities of a managing
general agent are delineated, including those related to underwriting.
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Generally, the contract between the managing general agent and the insurance company will
include underwriting guidelines that the managing general agent must follow. These include:

maximum annual premium volume,

the basis of rates to be charged,

the types of risks which may be written,

maximum limits of liability,

applicable exclusions,

territorial limitations, if any,

policy cancellation provisions, and

the maximum policy period.

When a managing general agent’s responsibilities include settling claims, a managing general
agent must generally follow these rules:
The managing general agent must report all claims to the insurance company in a timely
manner.
A copy of the claim file must be sent to the insurance company as soon as the insurance
company requests or as soon as it is known that the claim has the potential to exceed an
amount set by the company, involves a coverage dispute, or exceeds the managing
general agent’s claim settlement authority.
The managing general agent must also notify the insurance company of claims that are
open for more than six months or are closed.

Many states prohibit the managing general agent from committing an insurer to participate in
insurance or reinsurance syndicates, appointing any producers without first making sure that the
producer is lawfully licensed to transact the insurance for which he is appointed, or collecting
payments from a reinsurer or committing insurer to any claims settlement with the reinsurer
without prior approval of the insurance company.

Under insurance law in many states, managing general agents must keep separate records of
the business they write from the records of business written by other agents. When a managing
general agent acts as a producer, the managing general agent is subject to the same rules,
requirements and laws to which any other producer is subject.

Summary

At the home office of the insurer, the underwriting process begins when an application is
received. The first characteristic that is generally evaluated by underwriters is whether
or not insurable interest is present.

Another important factor the underwriters look for in an application is whether a policy
issued on an application would result in a valid contract. A contract must include the
elements of consideration, the assent of both parties, competent parties and legal
purpose in order to be valid.

The underwriters must also verify that the risk represented by the application is an
insurable risk. In order to be an insurable risk the risk must be a pure risk, represent a
definable and calculable loss, must not occur to many people simultaneously and not
result from intentional loss.

Once insurable interest, the validity of a contract and the insurability of the risk is
established, the underwriters evaluate the basic characteristics of the risk using the
application and support