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PREFACE

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

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

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

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

First Edition: August 1999
Second Edition: June 2001
Third Edition: January 2005
Fourth Edition: June 2007

© Office of the Commissioner of Insurance 1999, 2001, 2005, 2007

Please note that no part of the Study Notes may be reproduced for the purposes of selling or making profit without the
prior permission of the Office of the Commissioner of Insurance.
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NOTE

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

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

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

vi



1 INTRODUCTION TO LIFE INSURANCE

1.1 DEFINITION OF LIFE INSURANCE

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

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

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

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

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

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

(c)  Investment. investment is a process of exchanging current resources for
expected benefits. The accumulation of wealth and safeguarding it from the
ravages of inflation become realistic goals as living standards rise.

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

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

facts, but rather to understand something of the fundamentals of long term insurance,
and to appreciate its role in modern society.
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1.1.1 Needs for Life Insurance

Whilst 1.1 above outlines the developing appreciation of the many uses
of life insurance, the modern scene tends to look upon available life insurance
products from the perspective of meeting various needs. These we may think of
as:
(a)  Personal needs:

(1) dependants’ living expenses;

(i1)  final (end of life) expenses;

(iii) educational funds;

(iv)  retirement income;

(v)  mortgage repayment fund;

(vi)  emergencies fund (usually needed to meet unexpected expenses);

(vil) disability income.
(b)  Business needs:

@A) key persons;

(i)  business owners;

(iii)  partnerships;

(iv)  employee benefits.

1.2 PRINCIPLES OF LIFE INSURANCE

In the Core Subject for this Insurance Intermediaries Quality Assurance
Scheme, "Principles and Practice of Insurance", the principles of insurance were
studied in detail. By way of reminder, but not detailed comment at this stage, these
principles are:
(@)  Insurable Interest: the legal right to insure;

(b)  Utmost Good Faith: the requirement to reveal material information;

(¢)  Proximate Cause: determining the effective reason for a loss;
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(d)
(e)
®

Indemnity: providing an exact financial compensation;

Contribution: insurers sharing an indemnity payment;

Subrogation: the insurer taking over rights against third parties.

1.2.1 Insurable Interest

In simple terms, insurable interest is that relationship with the subject

matter of insurance (a person’s life, in the case of life insurance) which is
recognized at law as giving rise to a legal right to insure that person’s life. This
is a legal concept that has applied for more than two centuries and is obviously
based on common sense. If you have no relationship with a given person, why
should you have the right to insure his life and thus profit from his death? Some
particular points to be noted with this principle are:

(a)

(b)

(d

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

Effect of lack of insurable interest: Section 64B renders a contract of
life insurance effected without insurable interest in the life insured void.

Insurable interest in oneself and in spouse: we all have an insurable
interest in our own lives for an unlimited amount. In addition, a person is
presumed to have an insurable interest for an unlimited amount in the life
of their spouse.

Insurable interest in others: to have an insurable interest in other
people (i.e. people other than oneself and one’s spouse), the law requires
some financial involvement which could be at risk by the other persons
dying. Some examples which may be reasonably common are:

(1) debtors: if a person owes you money, you may insure his life for
the amount of the loan, plus reasonable interest;

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

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

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

®

(2

()

Blood relationships and family members: in some countries (e.g. in
most jurisdictions of the U.S.), a family relationship (brother, sister,
parent, child, grandparent, grandchild, etc) is sufficient to constitute
insurable interest. This is not true in Hong Kong, where blood
relationship in itself is not regarded in law as constituting an insurable
interest.

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

Sections 64C and 64D of the ICO: these Sections have two other
important provisions: '

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

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

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

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

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

(iii)  Assignment: a policyowner is capable of assigning a properly
arranged life insurance contract to a third party even though the
latter has no insurable interest in the life insured, provided that
this is not a premeditated act of getting round the requirement for
insurable interest. The latter act will be ineffective on the grounds
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that it is done for the purpose of defeating the object of a statute,
and the contract is indeed void as from inception because the de
facto insured (i.e. the intended assignee) has not the required
insurable interest.

(i)  Is the Beneficiary Required to have an Insurable Interest in the Life
Insured?

This question is rather problematic. It has happened that subsequent to

- an insurer’s refusal on grounds of lack of insurable interest a married
woman’s proposal for a life insurance policy on her own life with her
intimate boyfriend as the beneficiary, another insurer issued a policy to
her, which described the named beneficiary as her ‘intimate boyfriend’.
An apposite question is: ‘Was this policy void for a lack of insurable
interest on the part of the beneficiary?’ Similar proposals come up time
and again, occasionally causing strife between insurance intermediaries
and underwriters at the proposal stage.

Ungquestionably an applicant (or proposer) must have an insurable interest
in the life to be insured. But whether a beneficiary who is not the
policyowner is subject to the same requirement is a moot point. It turns
on how Section 64B of the ICO is construed. Unfortunately, either
answer is subject to queries and criticisms. There being compelling legal
arguments on both sides, it is impossible, at least for the present, to
provide a definitive answer to this question in the absence of decisive
authority.

Leaving on one side this rather uncertain legal issue, where an insurance
intermediary is facing an application for a life policy devoid of insurable
interest on the part of the intended beneficiary, it is perhaps pragmatic for
him to ask himself the following related questions. First, ‘what and how
much harm will be done to my client if I advise him or her now to go
ahead with the purchase, and if decisive authority comes up, perhaps
years later, in favour of an insurable interest on the part of the
beneficiary?” Secondly, ‘if I “turn away” my client by telling him or her
that he or she cannot designate, say, his girlfriend or her boyfriend as a
beneficiary under the proposed insurance, will he or she still be able to
achieve the same objective (perhaps on sound financial planning advice)
by making some other financial arrangements?” The insurance
intermediary must do some thinking, provide the answers and act
judiciously! If in doubt, he might seek advice from the insurer
concerned.

Note: A policy insuring the life of the policyowner is termed an ‘own-life

policy’, whereas one effected by the policyowner on the life of another person is
a ‘third party policy’. '
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