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DISCLOSURE
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information, ideas and applications. However, the information contained
herein is subject to change through legislation or from industry practice.
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publication was created. However, any changes by the respective
organizations may substantially affect the information presented.
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The material does not constitute legal, accounting, or other professional
advice.
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INTRODUCTION
"To be trusted is a greater compliment than to be loved."

Some people feel the moral and ethical fiber of our society is deteriorating
rapidly. Others see both positive signs and disturbing signs, but feel optimistic. While
there is room for a difference of opinion on this issue, most people agree on the
importance of maintaining a high ethical standard in a society that is to survive and
prosper.

Some would argue that it is even more important to maintain a high ethical
standard in the insurance industry. What is there about the insurance transaction that
makes a high ethical standard so important? Some of the unique aspects of the
insurance industry combine to create this necessity.

Insurance is an Essential Product

In our society, both individuals and businesses depend on the insurance product
to provide essential services and protect them from financial disaster:

« Health insurance provides access to quality medical care.

o Life insurance proceeds support families, educate children, and assist in
the perpetuation of a business.

« Property coverage is an integral part of every mortgage contract.

e Some casualty contracts (automobile and workers’ compensation, for
example) are required by law.

In modern society, insurance has become a necessity.
Insurance is a Financial Product

If your travel agent does not do a professional job planning your vacation, she
may ruin a week of your life.

If an insurance agent does not do a professional job planning for your insurance
needs, she may ruin you financially.

Insurance is at the very foundation of a sound financial plan. Inadequate or
inappropriate insurance products can have significant impact on an individual, a family,
or a business.

Insurance is Purchased Based on Trust
Although modern insurance contracts are easy-to-read, it does not follow that

they are easy-to-understand. Few insureds read their policies; those who do, seldom
understand what they are reading. Most people buy their coverage based on trust.
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They trust the agent to recommend and procure appropriate coverage. They trust the
insurance company to follow through and pay a claim. Trust is an important factor in the
purchase of insurance.

These are three of the primary reasons it is imperative that individuals, working in
the insurance industry, maintain a high ethical standard.

Ethics in the Insurance Industry

Much is made of the poor image of the insurance industry. Consumers normally do
not think of insurance in a positive light. In his analysis of the insurance industry,
Lawrence G. Brandon, CPCU, identified five weaknesses of the industry that lead to
such a poor reputation.

e Lack of leadership allows insurance organizations to be driven by stockholder
expectations rather than long-term goals.

e Poor communication about how the industry and its products are designed to
work leads to misunderstandings.

e Lack of customer focus often leads to an adversarial position at a time the
customer needs the product the most.

e Burdensome bureaucracies create a negative image.

e Unhealthy competition destroys the pricing integrity of the insurance product.

Ethics in Agency Ranks

The same polls that show the insurance industry is not to be trusted, usually
show something quite different about the insurance agency. Most people, when
questioned, will tell you their particular agent is doing a good job in looking out for their
best interests. The consuming public trusts their local agent much more than they trust
the industry as a whole.

Dr. Solomon S. Huebner, pioneer educator who founded the American College of
Insurance, seldom spoke of education without also speaking of ethics. The ethics
brochure, used by the College today, comments on Dr. Huebner’s beliefs: "To him, a
professional relationship between an agent and client had to be based on sound ethical
principles."

“In applying this expert knowledge the practitioner should
abandon the strictly selfish commercial view and ever keep
in mind the advantage of the client. Conscientious and
disinterested service — proper advice and guidance — is the
very essence of professional conduct, and in the long run the
best policy.”

—Dr. Solomon S. Huebner, 1915
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Dr. Huebner believed the success of the industry depended on individuals who
were both knowledgeable and ethical. How would you feel about doing business with
someone whose integrity is unquestioned, but his understanding of the business is less
than adequate? How would you feel about doing business with someone extremely
bright and knowledgeable, but of questionable morals?

High ethical standards are important in the agency of today, and, fortunately,
most insurance agencies meet the challenge. Although it is becoming increasingly
difficult, insurance agencies have been successful at attracting and retaining significant
numbers of quality, educated individuals who are committed to making the insurance
product work for their clients.

While agencies attract individuals with comparatively high ethical standards, the
ethics of those individuals is challenged, on a daily basis, by both the insurance industry
and the individual clients the agency serves.

From a Practical Standpoint

In the October, 1996 issue of an insurance E&O newsletter, the Vice President of
Errors and Omissions with Utica National, Curtis M. Pearsall, identified four trends in
E&O. One of trends that was mentioned is of particular interest to our discussion.

“In trials in which juries perceive the insurance agent has done something
unethical, damages are now being awarded to the greatest extent possible. The
amounts may not be labeled ‘punitive,” but the effect is the same. The plaintiff can be
awarded the entire amount being sought — even if the amounts would normally be
guestionable."

Every agent, today, faces significant ethical challenges. The way they respond
to those challenges has never been more important.

Good Ethics is Good Business

Maybe it's because our industry is regulated and we are required to satisfy a
continuing education requirement. Or maybe it's because our trade association makes
it a point to promote ethical behavior. Maybe it is because many of us realize that
ethical practices make good business sense. Whatever the reason, agents can be
proud of the fact that the Insurance and Financial Services industry produced
impressive results in the 2001 Walker Information National Employee Benchmark Study
on Integrity in the Workplace, a follow-up to their groundbreaking study first conducted
in 1997 and again in 1999.

The goal of this study was to collect and present information on integrity, ethics,
and employee loyalty. A total of 3,592 questionnaires were mailed throughout the
United States to employees in business, non-profit, and government organizations.
Results were tabulated from a total of 2,795 questionnaires returned in the summer of
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2001. Listed from best to worst, the industry ranking — as perceived by their employees
— based on workplace ethics are:

1. Insurance

2. Financial Services
3. Business Services
4. Wholesale Trade
5. Technology

6. Health Services

7. Communication

8. Manufacturing

9. Retail Trade

10. Transportation

When asked why he thinks the Insurance and Financial services industries scored
well in this survey, Marc Drizin, Vice President and Employee Loyalty Specialist from
Walker Information, said, “I believe there are two factors. First, both of these industries
are regulated and have compliance requirements. The second factor is that success in
these industries is dependent upon a company’s ability to build a ‘good’ reputation in the
market place. If the consuming public learns that an Insurance or Financial services
company is guilty of lying, cheating, or stealing, it will die a very quick death.”

The Bad News

Although these results cast a bright light on our industry, agents need to keep
this in mind: If the statistics show that one out of every five employees in our industry is
aware of at least one ethical violation over the past two years, there is still a long way to

go.

So what kind of ethical violations are agents seeing? When Insurance and
Financial Services employees were asked: “Please describe the behavior you suspect
is or was in violation,”

Half reported witnessing unfair treatment of employees;

4 in 10 reported improper/personal use of company resources;
25% reported lying or intentionally misleading customers;

Half reported lying on reports or falsifying records;

1 in 2 reported lying to supervisors; and

4 in 10 reported conflicts of interest.

How to Raise the Ethical Bar
Walker Information Vice President Jeff Marr suggests, “Integrity is clearly a top-

down value. If senior leaders don’t exhibit the behaviors and decisions of high integrity,
the company’s employees aren’t going to go the extra mile to do the right thing.”
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Leadership is critical if you want to build an ethical organization, but not just with
C.E.O.’s and Board members. Ethical leadership can come from anyone. In theory, it
is really very simple.

For the insurance industry to make significant strides ethically, each agent,
individually, has to commit to doing what is right. Agents must do so, not because they
have to in order to meet a compliance regulation, but because it is good business.
More important, it is the right thing to do.

PART | - ETHIC FUNDAMENTALS
INTEGRITY

Integrity should be a part of all facets of your practice, laying the foundation
for an honest and trustworthy relationship with your clients. Applying integrity
should not be seen as a burden, but instead as an integral part of your business.

Common areas where your integrity may be tested include: advertising,
product sales, processing errors, and disclosure.

Advertising

Obviously, clients are the life-blood of the business. As such, advertising for
new clients is a necessity. The ethical problem arises in the form of the
advertising used.

You should not use false or misleading advertising. While an advertisement
may meet the letter of the rules, it may still be unethical if it violates the spirit
of the rules.

As a financial planner, you should not make false or misleading statements
about the size, scope or areas of competence of your practice. You should
not distribute materially false or misleading materials to the public.

You should not use misleading advertising that creates unjustified
expectations for the recipient.

Product Sales
Regardless of your method of compensation (fees and/or commission),
investment or insurance products may be recommended to your clients. The

ethic issue arises from the incentives and compensation provided by the
product sponsors.
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In recommending a product, your client places trust in you to be honest and
independent. Therefore, you should not allow sales incentives, promotions,
or commission levels to influence your decision.

Processing Errors

Mistakes do happen, whether a computer error, clerical error, or otherwise.
The ethical issues arise in how you handle the error. Errors require your
prompt attention, to correct and to disclose to your client.

Disclosure

Honesty is a key element in your integrity. Honesty requires you to not just
answer client inquiries truthfully. It also requires you to truthfully disclose
information material to a client’s decision-making process.

Integrity — Case Study

John Client comes to your office for an appointment, having attended one
of your firm’s free seminars on retirement planning. The seminar focused on
common issues faced by retirees including planning for future changes in
economic and health needs. The seminar offered general comments to arouse
concern and interest among the attendees. At the end of the seminar, each
attendee was offered a free initial consultation at your office.

At the initial meeting John brings detailed personal information. However,
he has chosen not to bring his spouse, because “it is my retirement and she will
agree with whatever | decide.” John has not yet retired, but he wants to retire as
soon as possible, providing his assets will support this decision. He is discussing
with you his options and his current situation.

John tells you he will need at least $3,000 net per month to live the way he
is accustomed to living. As for income, John’s wife does not work outside of the
home. His sole source of income for now will be from his retirement assets.

John has not prepared a budget and states that he has no intention of
doing so. He will not be eligible for Social Security income for another six years
(current age 56). His primary asset is his retirement account from his current
employer. The lump sum current value is $275,000, however, if he postpones
retirement for to age 59, the value will increase to $315,000.

John informs you that he will be eligible only for 18 months of COBRA
health insurance, at which time he will need to purchase health insurance for
himself and his wife. His health is average, although he does take some
expensive prescriptions for his hypertension and borderline diabetes. He does
tell you that if he waits to retire at age 59, his employer will provide medical
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coverage for him and his wife until age 65, or Medicare eligible whichever comes
first.

In deciding how to best advise John, you realize that you are currently
lagging behind in your investment sales quota. John’s investment of $275,000
would help put you back on track for the end of the year production bonus, as
well as meet your quota. In addition, one of the wholesalers is currently offering
you an extra 1% concession for all new business. You decide to recommend to
John that he retire now.

Would your actions violate your ethical obligations to John?

Yes. Even if you were able to defend the high rate of withdrawal required
by John in order to meet his current needs, the future problems for John would
seem to weigh against recommending him to retire now. Further, the apparent
conflict from the product sales quota and your personal income incentives would
appear to compromise your independence and honesty.

While your actions may be defensible, based on the facts given, the
appearance of a biased self-interest would be significant.

OBJECTIVITY

In providing objective advice and recommendations to clients, you must be
intellectually honest and impartial. Objectivity is defined as someone who is
uninfluenced by emotion or by personal bias.

When working with a client, you should exercise reasonable and prudent
professional judgment. Providing professional services implies to the client that
you are in fact acting in their best interest. As such, you must maintain
impartiality in making recommendations or in providing advice to your client.

In exercising reasonable and prudent judgment, you may rely on your
experience, knowledge, and education to determine an appropriate course of
action. Again, prudent judgment does not imply perfect judgment.

Your judgment does not have to be flawless, it must simply be reasonable in light
of the facts and the circumstances.

Prudent is viewed from the eyes of the industry as a whole, given the facts
and the circumstances. |If a person with similar knowledge, experience, and
education would have acted in a similar fashion, you will have acted in a prudent
fashion.

To better assist yourself in determining whether a particular course of
action is prudent or reasonable, ask yourself whether you would make the same
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recommendation to yourself. While this is by no means a definitive test, it will
help you to refocus on the interests of your client.

Conflicts of Interest

Conflicts of interest will arise in the course of your practice. However, you
must learn to recognize where conflicts exist which may affect your objectivity.
Conflicts can and do arise at inopportune times.

Learning how to deal with conflicts, as well as to anticipate potential
conflicts will serve you and your practice well.

Common examples where conflicts may arise include - divorce, death,
product sales, and personal holdings.

Divorce

It goes without saying that divorce is a common occurrence and that it can
wreak havoc on a financial plan and finances. However, there is also the
issue of a conflict of interest for you.

If both the husband and the wife are clients, you face the difficult choice of
being placed between the two in the divorce proceedings. While it may be
possible to stay at arms length, at some point you will be asked to provide
financial advice to one, or both, of the spouses.

This presents a conflict that is not easily resolved.
Death

With proper planning, a client’s finances may be reallocated to the surviving
spouse, children, and/or family. However, as is often the case, there may be
disgruntled family members who feel they have been treated unfairly by the
terms of the will, or by the executor.

Your duty is to the client and his representative - executor. As a result, you
may have a conflict of interest with any of the beneficiaries (or non-
beneficiaries) of the estate. You may be asked to reveal asset values or
other confidential information.

Absent consent from the executor, you may not reveal this information,
regardless of your good intentions.

© 2005 Capital Resources Corporation Page 10 of 101



Product Sales

Anytime a product sale is involved with a client, there is the risk of a conflict of
interest. Your interest may be in the commissions from the sale. In this
instance, simply apply the prudent man standard in evaluating your
recommendation.

Personal Holdings

Aside from the various security regulations, you may have a conflict of
interest when you make recommendations concerning companies in which
you have a financial stake. Be sure to document the disclosure of your
holdings, prior to making any recommendation.

Objectivity— Case Study

Janet Fleece has come to you for assistance. She wants your assistance
and advice in determining how best to invest for her daughter’'s future college
needs. Currently, the daughter is only three years old. The amount of money
Janet has to invest at this time is $1,200, but she plans on adding at least $50
per month.

After discussing with Janet her available investment options, it becomes
clear that Janet is not a sophisticated investor. She has never invested in stocks,
bond, or mutual funds. While she participates in a 401(k) at work, she has
directed all of her investments to the fixed income account. In addition, Janet
has completed an investor profile that indicates she prefers conservative
investments.

Based on Janet’'s information and interview, you begin to research the
projected future costs of college. At the same time, you begin to evaluate
various conservative investment options that would be appropriate, given Janet’s
risk tolerance.

Upon completing the research of projected future college expenses, you
determine that Janet must save significantly more (to meet the total cost) to meet
her goals. If Janet is unable to save more, she will have to either reduce her
goals or she will have to accept more risk for her investment. Fortunately, you
have recently gone through an identical situation yourself.

Your nephew is the same age as Janet's daughter. His parents (your
sister and her husband) wanted to begin a college savings account as well. But,
instead of using conservative investments, they elected to use a more complex
aggressive growth strategy that you had created.
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You are very proud of this investment strategy, having labored over 200
hours creating and fine-tuning it. You created charts, graphs, and a slick
spreadsheet program to determine trades. You even took the time to back test
the results over various time periods. As a result of all of your effort, you are
convinced this strategy is the ideal program for anyone considering a college
fund.

When you again meet with Janet, you decide that even though she is risk
averse, your strategy is what she needs to do. So, in spite of her previous
statements to you regarding her feelings about risk, you recommend your
aggressive growth strategy.

Would your actions violate your ethical obligations to Janet?

Yes. Aside from the regulatory problems such actions implicate, you also
would have violated your duty to remain objective in dealing with a client. In this
instance, you allowed your emotional attachment to an unsuitable investment to
obscure your objectivity. Also, because of the personal nature of your work in
creating this strategy, a bias may be inferred in your recommendation.

In either case, Janet's interests were subjectively determined by your
personal feelings and agenda.

COMPETENCE
Skills & Knowledge

To effectively provide competent advice and financial planning, you must
have attained and maintained an adequate level of knowledge and skill.

Aside from obtaining the requisite licensing, you must strive to acquire the
knowledge necessary to provide competent advice. This premise applies
whether you are a general practitioner, or a specialist. In both instances, your
client has the right to expect a certain minimum level of competency.

Competent does not mean expert. It also does not create a specific or
rigid methodology for providing advice or service to clients. Instead, competence
refers to a minimum level of ability to provide effective advice and service. You
are expected to know the basics and to be able to provide service commensurate
with that knowledge.

Of course, if you hold yourself out to be a specialist, you are held to a
higher standard of knowledge and competence. For example, if you claim to be
an estate planner (as opposed to a general financial planner), your client would
be entitled to expect a higher level of competence and knowledge.
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There are various associations and organizations that can assist you in
becoming better educated. The American College provides the charter life
underwriter (CLU) program to assist insurance professionals. The College for
Financial Planning provides the certified financial planner (CFP) program to
assist individuals who want to improve their knowledge and skills as a financial
planner. The Life Underwriter's Training Council also provides a program
(LUTCEF) to help insurance professionals further develop their skills.

None of the organizations names are required for you to be a competent
financial planner. They simply provide a means of demonstrating to the public
your commitment to improving your knowledge and skills, via a structured
program of instruction. Of course, independent study can accomplish the same
goals.

The issue you must address is to what extent you are striving to provide
competent advice and service to your clients.

Experience

It has often been said that the best teacher is time itself. In other words,
regardless of the knowledge you have obtained (from books, classes, lectures, or
seminars) nothing can substitute for actual experience.

Of course no one likes to hear that experience is necessary, especially if
you are trying to enter a new line of business or a new career. But, the premise
is true. With experience comes the wisdom of how best to apply the knowledge
you have acquired.

In dealing with your clients, you should not only be well versed in the
subject matter (e.g. retirement planning), but also you should have some
experience with the subject.

Again, this does not mean that you can never work with a client in a new
area. Otherwise, you end up with a paradox similar to the chicken or the egg.
(How can you get experience unless you practice, but how can you practice
without the experience?)

Competence is not a high standard per se. It is a standard that is
fashioned by the degree of difficulty. An estate plan will have a higher degree of
difficulty than a college education plan. As such, in each case, competency is
viewed based on your experience and your knowledge.

Without the knowledge, you would have no idea how to go about providing

a solution. But a lack of experience may only slow the process, or not be as
smooth in transition. So long as the client understands, or the client has not
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been led to expect a higher level of skill, there will not be a breach of your ethical
obligation.

Duty to Remain Informed

The duty to remain informed covers several areas - client information,
relevant market information, tax information, and professional development.

As the trusted competent adviser, you are expected (unless your
relationship is clearly to the contrary) to provide ongoing service and support to
your client. This includes keeping current about your client’s financial affairs, as
well as keeping your client current on issues that may affect their financial plans.

Client Information
A financial plan is only as good as the information and assumptions upon
which it is based. Over time your client's status will change, as may their

expectations and goals.

Therefore, you should strive to remain informed as to your client’s financial
status and changes.

This does not imply you have to be in constant contact with your client.
However, you may want to contact your clients on a quarterly basis, or at the
very least annually.

Relevant Market Information

If your client invests in securities or purchases insurance products, it will be
necessary to keep yourself, and the client, current as to changes.

The objective is for you to recognize whether the client has a potential
problem, or if a client’s goal has been obtained.

Tax Information

Tax planning is critical in most financial plans, whether for an estate plan,
retirement plan, or general financial plan. While you are not expected to
provide tax advice (unless you are qualified), you are expected to remain
current on tax issues that may affect the client’s plans.

Professional Development

Professional development covers two areas — increasing your knowledge and
improving public perception. Obviously, increasing your personal knowledge
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will increase your competency and lay the foundation for you to grow your
business.

By continuing your professional development, you are able to improve the
public’s perception of you, your practice, and the industry as a whole. While
the public perception may not provide immediate benefits to you, over the
long term your practice will see the benefits of a public that appreciates the
high level of service and advice you can provide.

Competence- Case Study

Bill Toopay has come to you for help. It seems that Bill was the
unfortunate victim in an automobile accident. While traveling with his family on
vacation, Bil's minivan was struck broadside by a tractor-trailer. Bill was
hospitalized with multiple injuries, and required to have surgery. Bill was able to
return home, but due to his disabling injuries he was no longer able to work. As
a result, Bill sued the insurance company of the tractor-trailer.

An actuary has determined that Bill's loss of future earnings equals
$875,000. In addition, Bill has incurred over $225,000 in medical bills and
rehabilitation. It is estimated by the actuary that Bill will incur an additional
$185,000 in future medical expenses. Finally, Bill claims that for pain and
suffering he should receive an additional $350,000.

The insurance company has acknowledged that Bill is entitled to
compensation for his lost earnings, pain and suffering, and medical expenses.
However, instead of offering to pay Bill the amount he requested, the insurance
company has proposed a structured settlement. Bill has come to you for
financial advice on the structured settlement.

At this time, your practice is geared towards employee benefits. You have
become well versed in all aspects of employee benefits, including cafeteria plans,
voluntary insurance products, and group insurance. Your involvement with the
employee benefits has provided an additional line of business for employees’
personal insurance needs. Bill happens to have come to you as a result of this
relationship.

While being very experienced in employee benefit programs, you have no
experience with the property and casualty business. You have never dealt with
the issues raised in Bill's case. In fact, when it comes to your business and
personal liability insurance, you have always dealt with another agency for your
needs.

Upon meeting with Bill, you realize he needs very specialized advice.

Unfortunately, you do not know what IRS rules apply to structured settlements,
what insurance carriers are actively involved in funding these programs, or what
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issues will need to be addressed in evaluating the settlement offer’s financial
aspects. However, you do recognize that someone will have to procure the
funding instrument (probably an annuity), and will receive the subsequent
commission. As a result of this insight, you decide to tell Bill you can help him
with all of his needs.

Would your actions violate your ethical obligations to Bill?

Yes. While you are not expected to know every answer to every question,
you are expected to be competent in all dealings. As such, whereas you are an
expert in employee benefits, you are not competent in structured settlements.
This does not mean that you cannot become competent with this area, but you
must not do so at the expense of a client. The client is entitled to rely upon you
to provide competent service and advice, and to inform the client when an issue
is not within your area of competence.

FAIRNESS
Disclosure & Conflicts

Fairness is a fundamental issue involving any dealings you will have with
a client.

Fairness is often used in general terms to describe the relative value of a
particular deal. However, when applied to financial planning it encumbers you
with more specific requirements. Fairness requires impartiality, intellectual
honesty, and disclosure of conflicts of interests. In essence, fairness implies a
standard of dealing where you would “do unto others” and you would “have them
do unto you.”

A primary principle of fairness is disclosure. As a professional, you are
expected to disclose all material information that is relevant to the client’s
situation. Examples of material information that should be disclosed include (but
is not limited to) conflicts of interest, compensation and/or fees, experience and
education, and changes in your business affiliation.

It is expected that you will make such disclosures in a timely fashion.
Doing so will permit your client the opportunity to evaluate the information and to
make an informed decision. Failure to provide the information in timely fashion
would place the client at a disadvantage - unfair position.

It is recommended that, prior to providing any services or advice, you
should disclose any potential conflicts that might possibly affect your judgment. If
the client agrees to continue the relationship subsequent to the disclosure, they
cannot later claim they were unfairly prejudiced.
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If a conflict should arise after the relationship has begun, you should
immediately disclose the apparent conflict. The problem you face in this situation
is that your actions may have created this conflict, thereby placing the client at a
disadvantage. The client is entitled to expect (subject to the original agreement)
you will not compromise the relationship due to a conflict created by your actions.
As such, if the conflict arises from your actions and the conflict was reasonable
foreseeable, you will have violated your duty of fairness.

In disclosing your compensation, some argue it may not be necessary
(unless subject to law) for commissioned sales people to disclose the exact
compensation paid. The duty to disclose compensation structure focuses more
on the mechanics, due to the third party payor. This may seem to go against the
affirmative duty to disclose. However, while you are not normally required to
disclose the actual amount of commission, if a client asks you should answer
truthfully.

Impartiality & Honesty

In addition to maintaining an open relationship with clients where
disclosure is customary, fairness dictates that you act with honesty and
impartiality.

Fairness encompasses your entire relationship with your client. It affects
how you treat the client as compared to other clients (or perspective clients). It
affects the time and effort you put forth in advising and serving the client. It
affects the manner in which you communicate with your client.

Regardless of any sophisticated models used, each client is unique. Each
client has specific problems, concerns, and needs. Although some issues may
be common to your other clients, this commonality does not necessarily justify a
“cookie cutter” approach. As such, each client is entitled to the same level of
respect and responsiveness as any other client. This does not mean that you
may not have preferred clients. What it means is that you should not treat a
client less favorably in quality of service, than you would treat any other client.

Systems within a business may allow you to operate more efficiently and
profitably. However, when a client’s needs do not fit within this system, your duty
is to the client. The client is entitled to expect your services will be provided in a
non-discriminatory fashion. Remember, if you accept a client, you accept the
responsibility of providing service to that client, even if it means less revenue.
Simply because the client is not as profitable as you had hoped, does not justify
your neglecting your duty of fair dealing.

Communication is the key to any relationship. As you already know, you

have a duty to remain in contact with your clients (competence). Communication
covers several areas from appointments to newsletters to annual letters. In each
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instance, you have an ongoing duty to provide information that is informative, but
that is not deceptive or misleading.

With a client, you have already established trust. The client relies on you
for sincere and honest advice. Because of this relationship, the client is more apt
to follow your recommendation. This situation creates the potential for a client to
be unduly influenced by a financial professional such as yourself.

Where a new client would likely question in detail your recommendations,
a current client is more likely to accept your advice blindly. As a result, you have
a heightened duty of honesty and fairness. The client must be made aware of all
material information without any misleading statements or deceptive tactics. In
other words, you have to be completely honest and forthcoming in all dealings
with your clients.

Fairness — Case Study

Eliza Jacobs has come to you for help. Eliza is a recent widow, with two
young children. Fortunately, her husband had purchased life insurance. As a
result, Eliza will receive $250,000 in life insurance proceeds. In addition, Eliza is
the beneficiary of her husband’s 401(k), and will receive an additional $50,000.

Eliza currently works part-time, while her children are at school. However,
she recognizes she may have to go to work full-time to provide the income and
insurance benefits her family will need. Eliza wants you to advise her on how
best to invest the life insurance proceeds and the 401(k) to generate income for
herself and her children.

After consulting with Eliza, you determine she will need $2,800 net per
month to support her and the children. Currently, she only makes $1,000 net per
month, with no benefits. But, she can continue COBRA for up to thirty-six
months on her husband’s plan.

Eliza recognizes she will need to take some risk with her assets. Based
on the investment profile you gave her, she would be classified as a moderate
investor. Therefore, after discussion, she is satisfied to use a portfolio of mutual
funds to accomplish her goals.

At this time, you are a licensed investment representative. Your income is
based on the sale of investment and insurance products. The mutual funds you
sell Eliza will pay a commission to you and your broker-dealer.

While Eliza wants to invest in the mutual funds, she is concerned about

the cost. She has read about the sales charges in mutual funds and wants to
know the best way to minimize the charges. You briefly explain to her the
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differences between A, B, and C shares. In addition, you inform Eliza that B
shares would be best for her.

In preparing a portfolio for Eliza, you decide to use multiple mutual fund
families for allocating Eliza’s $300,000 investment. You decide to use six mutual
fund classes among six different fund families. Each fund family would receive
no more than $50,000. You offer Eliza the opportunity to use either A or B
shares. Eliza elects the B shares to avoid the sales charge.

Would your actions violate your ethical obligations to Eliza?

Yes. Compliance issues aside, you would have violated your duty of
fairness in dealing with Eliza. While you may be able to defend using all of the
mutual fund families, you did not adequately disclose material information - the
disadvantages. Eliza is entitled to an impartial recommendation.

On its fact, this strategy appears to be nothing more than a method to
maximize commissions. While B shares may be suitable for Eliza, you did not
take the necessary steps to ensure the dealings were fair. Honesty requires you
to not only tell the truth, but also to disclose the truth about issues that you know
the client is uninformed.

CONFIDENTIALITY
Privacy Rules

Confidential information, discussions, and actions are part of every
financial plan. As a result, clients have a right to expect a high level of privacy.

Because of the media attention regarding the abuses of client information
and the lack of protection, legislation has been enacted to protect client’s
information. Previously there were only limited guidelines regarding privacy.
Insurance companies were allowed to share information about a client with
affiliates and non-affiliates alike.

The Kentucky Department of Insurance has recently implemented a new
federal law, called Gramm-Leach-Bliley for the names of the key sponsors. This
law recognizes that insurance companies, banks, credit card companies and
other financial institutions are merging into larger global companies and are
increasingly sharing information.

Under the new federal law and the Kentucky Department of Insurance

regulations, these insurance companies, agents or other licensed representatives
must disclose their privacy policy and how they share information about a client.
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You may not disclose any nonpublic personal information about a client to
a nonaffiliated third party.

While there is a notice procedure that would permit you to release the
information, it places the burden on your client to opt-out. In addition, it
presumes a client permits you or your firm to release confidential information.
Surprisingly, most clients when asked do not wish to share their information.

But, your duty does not stop with adhering to the new laws. The laws
focus more on the sale of information to third-party marketers. However, you
also have a duty not to disclose client information, even when it is not done for
monetary gain.

When a client comes to you, and discloses confidential information, the
client is entitled to expect privacy. The client does not expect that right to be
automatically waived if the client fails to tell you otherwise. This is an improper
shift of responsibility.

Most often, breaches of confidentiality occur where you represent several
clients with common ties, such as a previous employer or association. The
clients all know you represent the others, and as such have no qualms about
asking you details about the other common clients. Unfortunately, regardless of
the relationship, you have a duty not to disclose any private information.

If a client consents to the release of information, it is recommended that
the consent be in writing. Further, the consent should be limited in scope as to
what information may be revealed, and to what parties it may be revealed.

A typical example of client consent may be in the form of a client
testimonial (if permitted by regulation), where a client allows you to use their
name, comments, and results.

Confidentiality — Case Study

Recently, you have begun to work with a large number of employees who
retired from the same company. On this particular day, you have an initial
appointment with Richard Knoze. Richard is preparing to retire at the end of the
month and wants you to assist him with planning his retirement.

Also, on the same day, you have a review meeting with Tom Brown. Tom
had retired 18 months ago from the same company. As both appointments were
scheduled subsequent to one another, Richard happened to see Tom leaving his
appointment.
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Richard’s initial appointment went as expected. He had completed the
necessary pre-appointment information and he had brought with him the other
information needed to begin his retirement plan.

As is normally done with initial appointments, you explain in detail what
your services are and how you are compensated. You also talk with Richard
about his expectations of you and your firm. Once Richard is comfortable with
the process, you begin to discuss his risk tolerance.

Approximately halfway through the interview, Richard abruptly asks if Tom
Brown is a client. You answer that Tom is a client. Richard then asks what
Tom'’s risk tolerance is and what investments you recommended for Tom. In
addition, as there has been some dissatisfaction among retirees over the early
retirement packages offered (in the past some were more lucrative), Richard also
asks how much money Tom received in a lump sum when he retired.

Without giving much thought, and because Tom has always been so open
and willing to discuss his situation with anyone who would listen, you voluntarily
answer Richard’'s questions. At this point, Richard begins to ask questions
regarding other retirees he knows are also your clients. Again, you volunteer the
information.

Would your actions violate your ethical obligations to Richard?

No. Although you will have disclosed confidential information to Richard,
you did not disclose confidential information about Richard. However, you did
disclose confidential information about other clients. It is those clients who you
have violated your ethical duty of confidentiality.

Even though a client may be very open with you, or anyone else who
asks, it is not your place or right to assume that client's place in revealing
confidential information. If someone asks for specific information about a client,
you have a duty to protect that information and not to voluntarily disclose it.

A final comment deals with Richard’s perception of you as a financial
planner. Richard has to wonder that if you would so freely disclose other clients’
information, then what will you voluntarily disclose about Richard’s personal
affairs. In other words, you have undermined your credibility with Richard.
PROFESSIONALISM
Courtesy & Dignity

While courtesy and dignity may not get the same degree of attention as

the other ethical duties, they remain a critical part of your practice. In the daily
dealings with clients and other professionals, it is easy to overlook some of the
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basic tenets of civility. Courtesy may be sacrificed in the hurry to complete time
specific tasks. Planners may allow their dignity to be diminished in order to make
a sale or to sign a sought-after client.

Courtesy is defined as polite behavior, gracious manners, or a polite
gesture. These are the basic ingredients of civility. Every person knows how to
behave towards others. In working with clients, you are expected to act with the
same consideration for your clients.

As opposed to the expressive nature of courtesy, dignity bespeaks
personal character traits such as honor. Only you can control the level of dignity
that you present to others. To ensure you maintain your dignity in dealing with
clients, it is critical that you not sacrifice your integrity, honesty, and diligence.

Because of the nature of your business, you may be in the public eye on a
daily basis. The professionalism you present will often dictate the degree of
success you enjoy. As such, you should consider the various people you will
come into contact with on a daily basis and make a concerted effort to present
yourself in as professional a light as possible.

Cooperation with other Professionals

Professionalism does not stop with courtesy and dignity. It also implies an
obligation to work with, support, and advocate for your profession. To work with
fellow professionals may seem contrary to the principles of competition, but it
does not have to be a negative.

Regardless of whether you agree with your fellow professional on various
industry issues, you are still a part of that same industry. Because of this
common interest, it only makes sense to work together to further the goals and
objectives of your industry.

There are several areas where you should strive to work with, support or
assist other professionals. You should cooperate with professionals regarding
current clients or previous clients. You should work to promote the ideals of your
profession. You should not hesitate to report ethical or illegal conduct of other
professionals.

Client Cooperation
There will be instances where another professional will contact you regarding
a current client or previous client. Once you satisfactorily establish the client

has authorized the communication, you have a duty to disclose the
information requested.
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The disclosure includes any reports or other materials created for the client,
for which you have received compensation. The duty to release information
does not require you to release proprietary information regarding your
business practices.

Promotion of Profession

Even if you are not actively involved with an industry association (e.g. life
underwriters), you are still able to advance the ideals of your profession.
Advancing your profession does not necessarily require you to volunteer time
or funds. There are other means by which you can advance your profession.
The easiest and most effective is to adhere to a strict set of ethical principles.
By behaving ethically at all times, you provide an example from which your
clients base their expectations.

Reporting Unethical or lllegal Conduct

The resources of most local, state, and federal agencies are limited. As a
professional, you have a duty to report instances of unethical or illegal
conduct (where you have substantial knowledge).

Admittedly, reporting a fellow professional is not a pleasant task. However,
for the good of the industry and for the good of the professional’s clients, you
should report activities that are fraudulent or illegal. Therefore if you have
knowledge, that is not confidential, of questionable activities, you should
inform the appropriate authorities.

To encourage reporting, most reporting systems are anonymous and will not
require you to disclose your identity.

Professionalism — Case Study

You have been practicing for over ten years. Your practice has steadily
grown each year. As a result, to maximize the value of your time, you have
become more selective in the new clients you take.

Today a prospective client comes to your office for an initial appointment.
The client has completed the pre-appointment information and has brought the
additional information you requested. This information is copied and placed in
the client’s file.

During the course of the interview, it becomes clear the client is not being
completely truthful regarding his previous experience with financial planners.
When you press for details, the client becomes more agitated. Finally, when you
ask the client if he has ever filed a complaint against or sued a financial planner,
the client becomes belligerent. The client tells you it is none of your business.
The client asks whether you want his business or not.
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At this point, you determine this client does not meet the criteria for you to
accept him as a new client. However, when you tell the client that you will not be
able to assist him further, the client loses his temper and begins to shout
profanities.

Approximately two weeks later, you receive a phone call from another
financial planner in town. The planner informs you that the same person you
refused to accept as a client was now at his office. The planner tells you the
client did not want to fill out more financial information forms and that you had a
file already on him. The planner asks you to please fax or mail the file to him.

Because of the client’'s behavior in your office and the disruption and
embarrassment it caused you and your staff in front of other clients, you refuse.
You tell the planner that the client has already wasted enough of your time and
that you will not provide any further assistance to the client. The planner is
disappointed, but ends the conversation.

Later that same day, the client arrives at your office demanding his file.
You meet the client at the receptionist's desk and inform him that no further
assistance will be provided. The client storms out of your office.

Would your actions violate your ethical obligations to the client or the
planner?

Maybe. With the client, nothing requires you to provide assistance beyond
the scope of your relationship. Because he never became a client, you owe no
obligation to him other than to act with professionalism and courtesy. However,
the planner is entitled to your cooperation as well.

You should have provided the client’s file as requested. Of course you
could have charged the planner for the time and expense of providing the file
copies. In addition, you would not be expected to reveal any of your firm’s
methods or procedures.

DILIGENCE
Defining Diligence

In financial planning, diligence involves providing your services with great
effort and care. You should work to provide timely service that is both accurate
and thorough. A diligent practice will make reasonable efforts to respond to
client concerns, inquiries, and problems. Not taking action on an issue may
significantly harm your client’s interests. However, a client need not be harmed
by inattention in order for you to have beached you duty of diligence.

A diligent practice will have procedures in place to ensure the respective
work is done timely and completely. You do not have to use a complicated
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system, but you should have in place some method for monitoring the progress
or status of current work. Common areas of your business that you should
systemize include at least the following - client data, client service requests, new
business, and client files.

Client Data

In order to readily contact a client or to ensure consistent contact with your
clients, a diligent practice will utilize a system for tracking client data. Client
data includes the client’s full name, mailing address, telephone numbers, and
other applicable demographic information. This system should be reasonably
maintained to ensure the data is current.

Client Service Requests

Clients are entitled to expect prompt attention to service requests. As a
result, your practice should have a system for tracking a client’s request for
service to completion. Further, the system should ensure the client’s request
is completed in a timely fashion.

New Business

Aside from the financial incentive for expediting new business, you should
utilize a system for tracking new business. It does not matter if you are
commission or fee based. The client’'s investments and/or insurance require
your attention to ensure they are completed accurately and timely. A tracking
system for new business provides a method for ensuring the client’s interests
receive prompt attention.

Client Files

A client file is an obvious necessity. However, too often client files resemble
a folder with various papers tossed in haphazardly. Your client expects and is
entitled to more. A proper client file will allow you to quickly locate necessary
information. In addition, a client file will enable you to readily review your
client’s situation and make appropriate recommendations. The files will save
you and your clients’ time. Finally, a properly maintained client file will
demonstrate your professionalism.

Planning & Supervision
In addition to providing timely, accurate and thorough service to your
clients, diligence also entails your ongoing planning and supervision of client

accounts. Supervision also extends to monitoring your staff, associates, and
other parties working with a client under your direction.
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Your clients rely upon you for advice and direction concerning their
financial affairs. This reliance is built upon trust and expectation. Over time your
client’s situation will change, ostensibly for the better but sometimes for the
worse. As a result, you must be prepared to address these changes, and in
some cases anticipate the changes.

Planning for a client involves a number of quantitative as well as
gualitative issues. In certain situations, after reviewing the client’'s needs and
objectives, you will realize the client will not benefit from your services. The
client may have the assets (quantitative) necessary to justify your services, but
the client’s objectives and needs do not. When this situation occurs, you should
recognize your ethical obligation and decline the client.

After accepting a client, you will be providing planning advice. The advice
should reflect the client's goals in their entirety. Any omissions should be
addressed with the client. Finally, any recommendations should be suitable
given the client’'s needs and objectives.

When making product recommendations to a client, you should make a
reasonable investigation as to the merits of the product. Diligence implies you
have undertaken a thorough and current review of the recommended products.
Due diligence is critical for the client’s protection and for your protection.

You may reasonably rely on the diligence of other recognized parties (e.g.
broker-dealer), providing you do not possess actual relevant knowledge.

As your practice grows, there may be times when you do not have direct
contact with a client or the client’s case. Instead, the activity may be handled by
a staff person or associate. The client's expectations and right to diligent
assistance is not diminished by the use of staff or associates. Therefore, your
duties include monitoring the staff person or the associate in their respective
dealings with clients.

The actions of your staff or your associates reflect on you, as well as the
profession. You have both an ethical duty and a legal duty to supervise their
actions. In monitoring staff and associates, you should have a system of
accountability. The system should allow you to determine the current status of
client service requests, client planning, and client accounts.

Your staff is also subject to the client privacy (confidentiality) obligations.
In supervising your staff, you must ensure your staff is trained as to the
confidentiality requirements.

Again, monitoring systems should be used to ensure client privacy is
maintained.
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Diligence — Case Study

Recently, while reading a trade magazine, you ran across an advertisement for a
new investment. The investment proposed to guarantee a fixed return over a relatively
short duration. The promised returns ranged from 12% for one-year to 48% for three-
years.

During the same period, the market was in a doldrums. The stock market was at
a five-year low, having declined another twelve percent this year. In addition, interest
rates were at a three-year low. The average rate on a five-year certificate of deposit
was only 4.8%. Other fixed investments were not fairing much better — with bonds and
annuities not paying much more.

Your clients have been calling and asking for direction and advice. They are
concerned with the decline in their portfolios and in their interest income. At this point,
you recall the advertisement and decide to find out a bit more.

Upon talking with the sales representative who answered the phone, you learn
the investment does not require a license. It is neither registered as a security and is
not regulated by your state’s insurance department. However, you are informed this is
to your advantage. Not only will you not have to share the commission with your
broker-dealer, but also you will not have to wait to be appointed before you sell it.

You are told the product is simple. The company buys and resells life insurance
policies. The company buys insurance policies at a discount from terminally ill patients.
The company obtains the money to buy the insurance policies from individual investors
such as your clients. The company pays you a commission, deducts its expenses and
profit percentage and uses the remainder to purchase the insurance policy.

Thinking this is a potential win-win situation, you sign a contract to sell the
investment. You then begin contacting your clients to recommend this “hot, new”
investment. You explain how simple it is, and how the return is virtually guaranteed.
Your clients are excited about the prospects of the guaranteed returns and willingly
invest their retirement money in the scheme.

Approximately, eighteen months later, things begin to unravel. Your commission
payments begin to run late and your clients begin to request more details on their
investments. When you contact the company you learn it never actually purchased the
insurance policies. In addition, the money for purchasing the insurance policies has
either been squandered on expenses, or simply vanished along with the principals.
Your clients have lost their entire investment. You are now being sued.

Would your actions violate your ethical obligations to your clients?
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Yes. Due diligence is fundamental to any investment or insurance
recommendation you make to your clients. By failing to learn the details of the
investment scheme you have violated this duty with your clients.

Even if the investment had proven successful and made your clients money, you
would still be faced with a due diligence violation. Due diligence is more than simply
getting an overview. It involves a detailed analysis of the merits, the stability, and the
viability of the company. When you deal with an unregulated entity, you risk the results
contained in this example.

PROFESSIONAL CODE OF ETHICS

Professional associations as a whole have issued codes of ethics for the
members. Some codes are fairly short and succinct. Other codes go into great detail
as to the meaning behind the codes. To illustrate the detail and enforcement
mechanisms for a professional code of ethics, the CFP Code of Ethics should be
reviewed.

CERTIFIED FINANCIAL PLANNER BOARD OF STANDARDS INC.
CODE OF ETHICS AND PROFESSIONAL RESPONSIBILITY

OVERVIEW
Preamble and Applicability

The Code of Ethics and Professional Responsibility (Code of Ethics) has been
adopted by Certified Financial Planner Board of Standards Inc. (CFP Board) to provide
principles and rules to all persons whom it has recognized and certified to use the
CFP®, CERTIFIED FINANCIAL PLANNER™ and certification marks (collectively “the
marks”).

CFP Board determines who is certified and thus authorized to use the marks.
Implicit in the acceptance of this authorization is an obligation not only to comply with
the mandates and requirements of all applicable laws and regulations but also to take
responsibility to act in an ethical and professionally responsible manner in all
professional services and activities.

For purposes of this Code of Ethics, a person recognized and certified by CFP
Board to use the marks is called a CFP Board designee. This Code of Ethics applies to
CFP Board designees actively involved in the practice of personal financial planning, in
other areas of financial services, in industry, in related professions, in government, in
education or in any other professional activity in which the marks are used in the
performance of professional responsibilities.

This Code of Ethics also applies to candidates for the CFP® certification who are
registered as such with CFP Board. For purposes of this Code of Ethics, the term CFP
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Board designee shall be deemed to include current certificates, candidates and
individuals who have been certified in the past and retain the right to reinstate their CFP
certification without passing the current CFP® Certification Examination.

Composition and Scope

The Code Of Ethics consists of two parts: Part | — Principles and Part Il — Rules.
The Principles are statements expressing in general terms the ethical and professional
ideals that CFP Board designees are expected to display in their professional activities.
As such, the Principles are aspirational in character but are intended to provide a
source of guidance for CFP Board designees.

The comments following each Principle further explain the meaning of the
Principle. The Rules in Part Il provide practical guidelines derived from the tenets
embodied in the Principles. As such, the Rules describe the standards of ethical and
professionally responsible conduct expected of CFP Board designees in particular
situations. This Code Of Ethics does not undertake to define standards of professional
conduct of CFP Board designees for purposes of civil liability.

Due to the nature of a CFP Board designee’s particular field of endeavor, certain
Rules may not be applicable to that CFP Board designee’s activities. For example, a
CFP Board designee who is engaged solely in the sale of securities as a registered
representative is not subject to the written disclosure requirements of Rule 402
(applicable to CFP Board designees engaged in personal financial planning) although
he or she may have disclosure responsibilities under Rule 401.

A CFP Board designee is obligated to determine what responsibilities he or she
has in each professional relationship including, for example, duties that arise in
particular circumstances from a position of trust or confidence that a CFP Board
designee may have. The CFP Board designee is obligated to meet those
responsibilities.

The Code Of Ethics is structured so that the presentation of the Rules parallels
the presentation of the Principles. For example, the Rules which relate to Principle 1 —
Integrity are numbered in the 100 to 199 series, while those Rules relating to Principle 2
— Objectivity are numbered in the 200 to 299 series.

Compliance

CFP Board requires adherence to this Code Of Ethics by all CFP Board
designees. Compliance with the Code Of Ethics, individually and by the profession as a
whole, depends on each CFP Board designee’s knowledge of and voluntary compliance
with the Principles and applicable Rules, on the influence of fellow professionals and
public opinion, and on disciplinary proceedings, when necessary, involving CFP Board
designees who fail to comply with the applicable provisions of the Code Of Ethics.
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PRINCIPLES

These Code Of Ethics’ Principles express the profession’s recognition of its
responsibilities to the public, to clients, to colleagues and to employers. They apply to
all CFP Board designees and provide guidance to them in the performance of their
professional services.

Principle 1 — Integrity

A CFP Board designee shall offer and provide professional services with
integrity. As discussed in “Composition and Scope,” CFP Board designees may be
placed by clients in positions of trust and confidence. The ultimate source of such
public trust is the CFP Board designee’s personal integrity.

In deciding what is right and just, a CFP Board designee should rely on his or her
integrity as the appropriate touchstone. Integrity demands honesty and candor which
must not be subordinated to personal gain and advantage. Within the characteristic of
integrity, allowance can be made for innocent error and legitimate difference of opinion;
but integrity cannot co-exist with deceit or subordination of one’s principles.

Integrity requires a CFP Board designee to observe not only the letter but also
the spirit of this Code Of Ethics.

Principle 2 — Objectivity

A CFP Board designee shall be objective in providing professional services to
clients. Objectivity requires intellectual honesty and impartiality. It is an essential
quality for any professional.

Regardless of the particular service rendered or the capacity in which a CFP
Board designee functions, a CFP Board designee should protect the integrity of his or
her work, maintain objectivity, and avoid subordination of his or her judgment that would
be in violation of this Code Of Ethics.

Principle 3 — Competence

A CFP Board designee shall provide services to clients competently and maintain
the necessary knowledge and skill to continue to do so in those areas in which the CFP
Board designee is engaged.

One is competent only when he or she has attained and maintained an adequate

level of knowledge and skill, and applies that knowledge effectively in providing services
to clients.
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Competence also includes the wisdom to recognize the limitations of that
knowledge and when consultation or client referral is appropriate.

A CFP Board designee, by virtue of having earned the CFP® certification, is
deemed to be qualified to practice financial planning. However, in addition to
assimilating the common body of knowledge required and acquiring the necessary
experience for certification, a CFP Board designee shall make a continuing commitment
to learning and professional improvement.

Principle 4 — Fairness

A CFP Board designee shall perform professional services in a manner that is
fair and reasonable to clients, principals, partners and employers, and shall disclose
conflict(s) of interest in providing such services.

Fairness requires impartiality, intellectual honesty and disclosure of conflict(s) of
interest. It involves a subordination of one’s own feelings, prejudices and desires so as
to achieve a proper balance of conflicting interests.

Fairness is treating others in the same fashion that you would want to be treated
and is an essential trait of any professional.

Principle 5 — Confidentiality

A CFP Board designee shall not disclose any confidential client information
without the specific consent of the client unless in response to proper legal process, to
defend against charges of wrongdoing by the CFP Board designee or in connection with
a civil dispute between the CFP Board designee and client.

A client, by seeking the services of a CFP Board designee, may be interested in
creating a relationship of personal trust and confidence with the CFP Board designee.
This type of relationship can only be built upon the understanding that information
supplied to the CFP Board designee will be confidential. In order to provide the
contemplated services effectively and to protect the client’s privacy, the CFP Board
designee shall safeguard the confidentiality of such information.

Principle 6 — Professionalism

A CFP Board designee’s conduct in all matters shall reflect credit upon the
profession. Because of the importance of the professional services rendered by CFP
Board designees, there are attendant responsibilities to behave with dignity and
courtesy to all those who use those services, fellow professionals, and those in related
professions.

A CFP Board designee also has an obligation to cooperate with fellow CFP
Board designees to enhance and maintain the profession’s public image and to work
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jointly with other CFP Board designees to improve the quality of services. It is only
through the combined efforts of all CFP Board designees, in cooperation with other
professionals, that this vision can be realized.

Principle 7 — Diligence

A CFP Board designee shall act diligently in providing professional services.
Diligence is the provision of services in a reasonably prompt and thorough manner.

Diligence also includes proper planning for, and supervision of, the rendering of
professional services.

RULES

As stated in Part | — Principles, the Principles apply to all CFP Board designees.
However, due to the nature of a CFP Board designee’s particular field of endeavor,
certain Rules may not be applicable to that CFP Board designee’s activities.

The universe of activities engaged in by a CFP Board designee is indeed diverse
and a particular CFP Board designee may be performing all, some or none of the typical
services provided by financial planning professionals. As a result, in considering the
following Rules, a CFP Board designee must first recognize what specific services he or
she is rendering and then determine whether or not a specific Rule is applicable to
those services.

To assist the CFP Board designee in making these determinations, this
Standards of Professional Conduct includes a series of definitions of terminology used
throughout the Code Of Ethics. Based upon these definitions, a CFP Board designee
should be able to determine which services he or she provides and, therefore, which
Rules are applicable to those services.

Rules that Relate to the Principle of Integrity
Rule 101

A CFP Board designee shall not solicit clients through false or misleading
communications or advertisements:

A. Misleading Advertising:
A CFP Board designee shall not make a false or misleading
communication about the size, scope or areas of competence of the CFP Board

designee’s practice or of any organization with which the CFP Board designee is
associated; and
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B. Promotional Activities:

In promotional activities, a CFP Board designee shall not make materially
false or misleading communications to the public or create unjustified
expectations regarding matters relating to financial planning or the professional
activities and competence of the CFP Board designee.

The term “promotional activities” includes, but is not limited to, speeches,
interviews, books and/or printed publications, seminars, radio and television
shows, and video cassettes; and

C. Representation of Authority:

A CFP Board designee shall not give the impression that a CFP Board
designee is representing the views of CFP Board or any other group unless the
CFP Board designee has been authorized to do so. Personal opinions shall be
clearly identified as such.

Rule 102

In the course of professional activities, a CFP Board designee shall not engage
in conduct involving dishonesty, fraud, deceit or misrepresentation, or knowingly make a
false or misleading statement to a client, employer, employee, professional colleague,
governmental or other regulatory body or official, or any other person or entity.

Rule 103

A CFP Board designee has the following responsibilities regarding funds and/or
other property of clients:

A. In exercising custody of, or discretionary authority over, client funds or other
property, a CFP Board designee shall act only in accordance with the authority
set forth in the governing legal instrument (e.g., special power of attorney, trust,
letters testamentary, etc.); and

B. A CFP Board designee shall identify and keep complete records of all funds or
other property of a client in the custody, or under the discretionary authority, of
the CFP Board designee; and

C. Upon receiving funds or other property of a client, a CFP Board designee shall
promptly or as otherwise permitted by law or provided by agreement with the
client, deliver to the client or third party any funds or other property which the
client or third party is entitled to receive and, upon request by the client, render a
full accounting regarding such funds or other property; and
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D. A CFP Board designee shall not commingle client funds or other property with a
CFP Board designee’s personal funds and/or other property or the funds and/or
other property of a CFP Board designee’s firm.

Commingling one or more clients’ funds or other property together is permitted,
subject to compliance with applicable legal requirements and provided accurate
records are maintained for each client’s funds or other property; and

E. A CFP Board designee who takes custody of all or any part of a client’'s assets
for investment purposes, shall do so with the care required of a fiduciary.

Rules that Relate to the Principle of Objectivity
Rule 201

A CFP Board designee shall exercise reasonable and prudent professional

judgment in providing professional services.
Rule 202

A financial planning practitioner shall act in the interest of the client.
Rules that Relate to the Principle of Competence
Rule 301

A CFP Board designee shall keep informed of developments in the field of
financial planning and participate in continuing education throughout the CFP Board
designee’s professional career in order to improve professional competence in all areas
in which the CFP Board designee is engaged.

As a distinct part of this requirement, a CFP Board designee shall satisfy all
minimum continuing education requirements established for CFP Board designees by
CFP Board.

Rule 302

A CFP Board designee shall offer advice only in those areas in which the CFP

Board designee has competence. In areas where the CFP Board designee is not

professionally competent, the CFP Board designee shall seek the counsel of qualified
individuals and/or refer clients to such parties.
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Rules that Relate to the Principle of Fairness

Rule 401

client:

A.

In rendering professional services, a CFP Board designee shall disclose to the

Material information relevant to the professional relationship, including, conflict(s)
of interest, the CFP Board designee's business affiliation, address, telephone
number, credentials, qualifications, licenses, compensation structure and any
agency relationships, and the scope of the CFP Board designee's authority in
that capacity; and

. The information required by all laws applicable to the relationship in a manner

complying with such laws.

Rule 402

A CFP Board designee in a financial planning engagement shall make timely

written disclosure of all material information relative to the professional relationship. In
all circumstances and prior to the engagement, a CFP Board designee shall, in writing:

A.
B.

C.

Disclose conflict(s) of interest and sources of compensation; and

Inform the client or prospective client of his/her right to ask at any time for
information about the compensation of the CFP Board designee.

As a guideline, a CFP Board designee who provides a client or prospective client
with the following written disclosures, using Form ADV, a CFP Board Disclosure
Form or an equivalent document, will be considered to be in compliance with this
Rule:

e The basic philosophy of the CFP Board designee (or firm) in working with
clients. This includes the philosophy, theory and/or principles of financial
planning which will be utilized by the CFP Board designee; and

e Résumeés of principals and employees of a firm who are expected to
provide financial planning services to the client and a description of those
services. Such disclosures shall include educational background,
professional/employment history, professional designations and licenses
held; and

e A statement that in reasonable detail discloses (as applicable) conflict(s)
of interest and source(s) of, and any contingencies or other aspects
material to, the CFP Board designee’s compensation; and

e A statement describing material agency or employment relationships a
CFP Board designee (or firm) has with third parties and the nature of
compensation resulting from such relationships; and
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e A statement informing the client or prospective client of his/her right to ask
at any time for information about the compensation of the CFP Board
designee.

Rule 403

Upon request by a client or prospective client, the CFP Board designee in a
financial planning engagement shall communicate in reasonable detail the requested
compensation information related to the financial planning engagement, including
compensation derived from implementation.

The disclosure may express compensation as an approximate dollar amount or
percentage or as a range of dollar amounts or percentages. The disclosure shall be
made at a time and to the extent that the requested compensation information can be
reasonably ascertained. Any estimates shall be clearly identified as such and based on
reasonable assumptions.

If a CFP Board designee becomes aware that a compensation disclosure
provided pursuant to this rule has become significantly inaccurate, he/she shall provide
the client with corrected information in a timely manner.

Rule 404

The disclosures required of a CFP Board designee in a financial planning
engagement described under Rule 402 shall be offered at least annually for current
clients, and provided if requested.

Rule 405

A CFP Board designee's compensation shall be fair and reasonable.
Rule 406

A CFP Board designee who is an employee shall perform professional services
with dedication to the lawful objectives of the employer and in accordance with this
Code of Ethics.

Rule 407
A CFP Board designee shall:

A. Advise his/her employer of outside affiliations which reasonably may compromise
service to an employer;
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B. Provide timely notice to his/her employer and clients about change of CFP®
certification status; and

C. Provide timely notice to clients, unless precluded by contractual obligations,
about change of employment.

Rule 408

A CFP Board designee shall inform his/her employer, partners or co-owners of
compensation or other benefit arrangements in connection with his or her services to
clients, which are in addition to compensation from the employer, partners or co-owners
for such services.

Rule 409

If a CFP Board designee enters into a personal business transaction with a
client, separate from regular professional services provided to that client, the transaction
shall be on terms which are fair and reasonable to the client and the CFP Board
designee shall disclose, in writing, the risks of the transaction, conflict(s) of interest of
the CFP Board designee, and other relevant information, if any, necessary to make the
transaction fair to the client.

Rule 501

A CFP Board designee shall not reveal — or use for his or her own benefit —
without the client’s consent, any personally identifiable information relating to the client
relationship or the affairs of the client, except and to the extent disclosure or use is
reasonably necessary:

A. To establish an advisory or brokerage account, to effect a transaction for the
client, or as otherwise impliedly authorized in order to carry out the client
engagement; or

B. To comply with legal requirements or legal process; or

C. To defend the CFP Board designee against charges of wrongdoing; or

D. In connection with a civil dispute between the CFP Board designee and the
client.

For purposes of this rule, the proscribed use of client information is improper
whether or not it actually causes harm to the client.
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Rule 502

A CFP Board designee shall maintain the same standards of confidentiality to
employers as to clients.

Rule 503

A CFP Board designee doing business as a partner or principal of a financial
services firm owes the CFP Board designee’s partners or co-owners a responsibility to
act in good faith. This includes, but is not limited to, adherence to reasonable
expectations of confidentiality both while in business together and thereatfter.

Rules that Relate to the Principle of Professionalism
Rule 601

A CFP Board designee shall use the marks in compliance with the rules and regulations
of CFP Board, as established and amended from time to time.

Rule 602

A CFP Board designee shall show respect for other financial planning
professionals, and related occupational groups, by engaging in fair and honorable
competitive practices. Collegiality among CFP Board designees shall not, however,
impede enforcement of this Code Of Ethics.

Rule 603

A CFP Board designee who has knowledge, which is not required to be kept
confidential under this Code Of Ethics, that another CFP Board designee has committed
a violation of this Code Of Ethics which raises substantial questions as to the
designee’s honesty, trustworthiness or fithess as a CFP Board designee in other
respects, shall promptly inform CFP Board.

This rule does not require disclosure of information or reporting based on
knowledge gained as a consultant or expert witness in anticipation of, or related to,
litigation or other dispute resolution mechanisms. For purposes of this rule, knowledge
means no substantial doubt.

Rule 604

A CFP Board designee who has knowledge, which is not required under this
Code Of Ethics to be kept confidential, and which raises a substantial question of
unprofessional, fraudulent or illegal conduct by a CFP Board designee or other financial
professional, shall promptly inform the appropriate regulatory and/or professional
disciplinary body.
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This rule does not require disclosure or reporting of information gained as a
consultant or expert witness in anticipation of, or related to, litigation or other dispute
resolution mechanisms. For purposes of this Rule, knowledge means no substantial
doubt.

Rule 605

A CFP Board designee who has reason to suspect illegal conduct within the CFP
Board designee’s organization shall make timely disclosure of the available evidence to
the CFP Board designee’s immediate supervisor and/or partners or co-owners.

If the CFP Board designee is convinced that illegal conduct exists within the CFP
Board designee’s organization, and that appropriate measures are not taken to remedy
the situation, the CFP Board designee shall, where appropriate, alert the appropriate
regulatory authorities, including CFP Board, in a timely manner.

Rule 606

In all professional activities a CFP Board designee shall perform services in accordance
with:

A. Applicable laws, rules and regulations of governmental agencies and other
applicable authorities; and

B. Applicable rules, regulations and other established policies of CFP Board.
Rule 607

A CFP Board designee shall not engage in any conduct which reflects adversely
on his or her integrity or fithess as a CFP Board designee, upon the marks, or upon the
profession.

Rule 608

The Investment Advisers Act of 1940 requires registration of investment advisers
with the U.S. Securities and Exchange Commission and similar state statutes may
require registration with state securities agencies.

CFP Board designees shall disclose to clients their firms’ status as registered
investment advisers. Under present standards of acceptable business conduct, it is
proper to use registered investment adviser if the CFP Board designee is registered
individually.

If the CFP Board designee is registered through his or her firm, then the CFP

Board designee is not a registered investment adviser but a person associated with an
investment adviser. The firm is the registered investment adviser.
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Moreover, RIA or R.I.A. following a CFP Board designee’s name in advertising,
letterhead stationery, and business cards may be misleading and is not permitted either
by this Code Of Ethics or by SEC regulations.

Rule 609

A CFP Board designee shall not practice any other profession or offer to provide
such services unless the CFP Board designee is qualified to practice in those fields and
is licensed as required by state law.

Rule 610

A CFP Board designee shall return the client's original records in a timely
manner after their return has been requested by a client.

Rule 611

A CFP Board designee shall not bring or threaten to bring a disciplinary
proceeding under this Code Of Ethics, or report or threaten to report information to CFP
Board pursuant to Rules 603 and/or 604, or make or threaten to make use of this Code
Of Ethics for no substantial purpose other than to harass, maliciously injure, embarrass
and/or unfairly burden another CFP Board designee.
Rule 612

A CFP Board designee shall comply with all applicable renewal requirements
established by CFP Board including, but not limited to, payment of the biennial CFP
Board designee fee as well as signing and returning the Terms and Conditions of
Certification in connection with the certification renewal process.
Rules that Relate to the Principle of Diligence
Rule 701

A CFP Board designee shall provide services diligently.

Rule 702

A financial planning practitioner shall enter into an engagement only after
securing sufficient information to satisfy the CFP Board designee that:

A. The relationship is warranted by the individual’'s needs and objectives; and

B. The CFP Board designee has the ability to either provide requisite competent
services or to involve other professionals who can provide such services.
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Rule 703

A financial planning practitioner shall make and/or implement only
recommendations which are suitable for the client.

Rule 704

Consistent with the nature and scope of the engagement, a CFP Board designee
shall make a reasonable investigation regarding the financial products recommended to
clients. Such an investigation may be made by the CFP Board designee or by others
provided the CFP Board designee acts reasonably in relying upon such investigation.

Rule 705

A CFP Board designee shall properly supervise subordinates with regard to their
delivery of financial planning services, and shall not accept or condone conduct in
violation of this Code Of Ethics.
ADVISORY OPINION 2001-1

General Rule

Loans between CFP Board designees and their clients should be avoided in the
client-planner relationship.

Background

The Board of Professional Review (the “BOPR”) has generally viewed loans
between CFP Board designees and their clients unfavorably and, in the majority of
cases, to be a violation of the Code Of Ethics and Professional Responsibility (Code Of
Ethics).

Since the Code Of Ethics does not have a rule that specifically prohibits such
transactions, however, the BOPR has addressed the issue under various rules,
depending upon the facts and circumstances of the case being examined.

Due to an increase in the number of disciplinary cases that involve the issue of
loans between a CFP Board designee and his or her client, the BOPR is issuing this
advisory opinion to clarify its position and to serve as a guide to both CFP Board
designees and their clients.

Issue

Whether a loan between a CFP Board designee and his or her client(s) violates
the Code Of Ethics.
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Analysis

Cases involving a loan between a CFP Board designee and a client involve an
investigation of whether that CFP Board designee has violated the Code Of Ethics.

The BOPR has evaluated these cases under a number of rules, including, but not
limited to, Rules 201, 202, 401, 402, 606, 607 and 703. To determine which, if any,
rules have been violated, the BOPR considers:

e Whether the designee is a financial planning practitioner (as defined by the Code
Of Ethics).

e Whether the client is a family member or a financial institution. The degree to
which the CFP Board designee is related to the client is relevant. (The rationale
for considering the type of relationship is discussed later in this opinion.)

« Whether the terms and conditions of the loan are fair and reasonable to the
client.

While any and/or all of the rules mentioned above, and others, may apply in a
particular case, this advisory opinion focuses on two rules which are implicated in the
majority of “loan” cases and are, therefore, most frequently cited by the BOPR: Rules
202 and 607.

Rule 202

Rule 202 of the Code Of Ethics requires financial planning practitioners to act in
the best interest of their clients.

Accordingly, this rule applies to CFP Board designees who are acting as financial
planning practitioners, defined in the Code Of Ethics as:

“[A] person who is capable and qualified to offer objective,
integrated and comprehensive financial advice to or for the benefit
of clients to help them achieve their financial objectives and who
engages in financial planning using the financial planning process
in working with clients.”

Borrowing from a Client
In cases involving a loan between a financial planning practitioner and a client,

where the client is the lender and the practitioner is the borrower, the BOPR presumes
that the practitioner is not acting in the best interest of the client.
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BOPR Recognizes Exceptions
There are two exceptions to this presumption:
1. When the client is a family member; or

2. When the client is a financial institution acting in its normal course of
business activity.

The BOPR recognizes that borrowing and/or lending of funds between family
members is a common, generally accepted, practice. Likewise, financial institutions are
in the business of borrowing and lending funds and, as such, often provide loans to
individuals, regardless of whether they are CFP Board designees. In both instances,
loans between these groups can fall outside the scope of the planner-client relationship.

In either of the two situations described above, while the BOPR does not
presume that the planner’s borrowing of funds is a violation of Rule 202, it may still find
that the transaction was not in the client's best interests if the financial planning
practitioner is unable to establish that:

e The terms and conditions of the loan were clearly and objectively disclosed to the
client, taking into consideration the client’s level of sophistication;

e The terms and conditions of the transaction were fair and reasonable under the
circumstances; and

e The client fully understood (a) the terms and conditions of the transaction and (b)
the impact of the transaction on his/her financial situation.

Lending to a Client

In the more rare case where a financial planning practitioner lends funds to a
client, the BOPR will presume that the practitioner is not acting in the best interest of the
client, as a client who borrows funds from his or her planner is likely to be inhibited from
ending the planner-client relationship, regardless of whether the client’'s financial
planning needs are being met.

Even if the financial planning practitioner can demonstrate that a particular loan
to a client did not inhibit the client from ending the relationship, the transaction will still
be presumed to be a violation of Rule 202 if (a) the loan was used as an enticement for
the client to make a financial decision, including, but not limited to, purchasing a
financial product, or (b) the loan had a below market interest rate and could be
considered a form of rebate.

The exception to this presumption is when the client is a family member. Even if
the client is a family member, however, the BOPR may still find that the transaction was
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not in the client’s best interest if the financial planning practitioner is unable to establish
that (a) the terms and conditions of the loan were clearly and objectively disclosed to
the client, taking into consideration the client’s level of sophistication, (b) the terms and
conditions of the transaction were fair and reasonable under the circumstances, and (c)
the client fully understood the terms and conditions of the transaction and the impact the
transaction may have on his/her financial situation.

Rule 607

Rule 607 prohibits a CFP Board designee from engaging “in any conduct which
reflects adversely on his or her integrity or fithess as a CFP Board designee, upon the
marks, or upon the profession.”

As defined in the Code Of Ethics, CFP Board designees include individuals who
are currently certified, candidates for certification, and individuals who have any
entitlement, either direct or indirect, to use the CFP certification marks.

Accordingly, this rule has been interpreted to apply to all CFP Board designees
regardless of whether they are practitioners, including candidates for certification, and
individuals who have the right to renew their CFP® certification without re-taking CFP
Board’'s CFP® Certification Examination.

Whether the Client is the Borrower or Lender

The BOPR interprets Rule 607 broadly, finding conduct which gives the
“appearance of impropriety” to be a violation of the rule.

Accordingly, the BOPR has taken the position that most loans between a CFP
Board designee and a client give the appearance of impropriety and, therefore, reflect
negatively on the integrity of the designee, the CFP marks and the financial planning
profession.

BOPR Recognizes Exceptions

The same two exceptions discussed under Rule 202 (i.e., loans between a
planner and a family member or loans between a planner and a financial institution)
apply under Rule 607 when the planner is the borrower. In cases where the client is the
borrower, only the family member exception applies.

Even if one of the exceptions applies, the BOPR may still find that the transaction
violates Rule 607 if the CFP Board designee fails to establish that:

e The terms and conditions of the loan were clearly and objectively disclosed to the
client;
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e The terms and conditions of the transaction were fair and reasonable under the
circumstances; and

e The client fully understood (a) the terms and conditions of the transaction and (b)
the impact of the transaction on his/her financial situation.

Summary

The BOPR urges all CFP Board designees to avoid the practice of borrowing
from or lending to clients. This advisory opinion focuses on the two most frequently
cited rules (Rules 202 and 607) in cases involving loans between CFP Board designees
and their clients.

CFP Board designees should remember, however, that the BOPR may find such
transactions to be in violation of other rules in the Code Of Ethics, as well.

ADVISORY OPINION 2003-1
General Rule

CFP Board designees must avoid possible misrepresentation when using the
term “fee-only.”

Background

The Board of Professional Review (“BOPR”) views misrepresentation of
compensation arrangements to be a violation of the Code of Ethics and Professional
Responsibility (Code of Ethics).

The Code of Ethics defines the term “fee-only” as denoting “a method of
compensation in which compensation is received solely from a client with neither the
personal financial planning practitioner nor any related party receiving compensation
which is contingent upon the purchase or sale of any financial product.”

BOPR Advisory Opinions 97-1 and 97-2 allowed for a designee to use the term
“fee-only” to describe the compensation received from a specific client, even if other
methods of compensation were used with other clients, and could offer “fee-only”
services to a client, even if the designee also received commissions from the same
client or other clients for other services.

In light of recent regulatory trends regarding the misrepresentation of methods of
compensation, media focus on the issue, and the perceptions of the general public, the
BOPR has redefined the appropriate use of the term “fee-only.”

The purpose of this Advisory Opinion is to reduce confusion on the part of CFP
Board designees, their clients, and the public, and to maintain consistency with other
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organizations’ use of the term “fee-only.” Thus, the Board of Governors withdrew
Advisory Opinions 97-1 and 97-2 in January 2002 and the Code of Ethics definition can
no longer be considered an accurate reflection of the BOPR’s position on this issue.

Issue

When may a CFP Board designee use the term “fee-only” to describe the
designee as an individual, the designee’s practice or the designee’s services?

Analysis

A fee arrangement exists when the CFP Board designee is compensated solely
by the client, or another party operating exclusively on behalf of the client, for
professional services provided.

The BOPR has defined types of compensation arrangements. The following
qualify as fees:

e Hourly, fixed or flat fees;

o Percentage fees, which are based on some aspect of the client’s financial
profile, such as assets under management or earned income; and

o Performance-based fees, which are tied to the profitability of the client’'s
invested assets.

Use of the Term "Fee-Only"

In order for a CFP Board designee to describe his or her compensation as “fee-
only”, all compensation from all clients must be derived solely from fees. Minimal
exceptions may be allowed provided the compensation is inconsequential and
independent of the purchase of any product or service.

Likewise, when using terms including, but not limited to, “fee-only services” and
“fee-only firm,” the same requirements apply.

Potential Rule Violations

Cases involving misrepresentation of compensation arrangements or failure to
disclose compensation arrangements warrant investigation of whether that CFP Board
designee has violated the Code of Ethics. The rules implicated in this analysis include,
but are not limited to, Rules 101(a) and (b), 102, 201, 202, 401, 402, 606, 607 and 702.

The BOPR must consider whether the CFP Board designee is a financial

planning practitioner (as defined by the Code of Ethics) in determining which, if any,
rules have been violated. While any and/or all of the rules mentioned above may apply
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in a particular case, this advisory opinion focuses on three rules that would most often
be implicated in a case involving misrepresentation of and/or failure to disclose
compensation arrangements: Rules 101(a) and (b), 401 and 402.

Rule 401

Rule 401 of the Code of Ethics requires CFP Board designees to disclose to the
client material information relative to the professional relationship, including
compensation structure. The BOPR urges that disclosures under Rule 401 be clear,
straightforward and unambiguous so as to be easily understood by all parties.

In cases involving CFP Board designees who represent themselves as “fee-only”
to a client but accept compensation not defined as fees by the BOPR from that
relationship or other client relationships, the BOPR presumes that the CFP Board
designee has failed to disclose material information relative to the professional
relationship.

Rule 402

Rule 402 requires CFP Board designees in a financial planning engagement to
make timely written disclosure of all material information relative to the professional
relationship, in all circumstances and prior to the relationship, including sources of
compensation. Adherence to the provisions of Rule 402 by CFP Board designees in
financial planning engagements allows the public to make informed decisions about
whether to use the professional services of the CFP Board designee.

Rule 402(a) is violated when the CFP Board designee in a financial planning
engagement, in the disclosure provided to the client, represents himself or herself as
“fee-only” when, in fact, that designee accepts compensation not defined as fees by the
BOPR in that relationship or other client relationships.

Rule 101(a) and (b)

Rule 101(a) and (b) prohibit CFP Board designees from soliciting clients through
false or misleading advertisements and/or promotional activities. The use of the term
“fee-only” must be used carefully and only when the CFP Board designee derives all
compensation from all clients solely from fees.

The BOPR presumes advertisements and/or promotional activities to be false or
misleading when they contain the term “fee-only” and the CFP Board designee
advertising or promoting his or her services accepts compensation not defined as fees
from that client relationship or any other client relationships.
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Summary

The public regards compensation structure as important information when
choosing a financial planning professional. The Code of Ethics requires CFP Board
designees to act with integrity and fairness toward the public in all activities. The
appropriate use of the term “fee-only” in all public discourse provides a key opportunity
for CFP Board designees to demonstrate professionalism by avoiding casual use of the
term.

The BOPR advises CFP Board designees to avoid using the term “fee-only”
except when all compensation from all clients is derived solely from fees. CFP Board
designees should also avoid the use of other terms designed to induce the public into a
distorted belief that the designee receives “fee-only” compensation when in fact the
designee receives commissions, referral compensation, or any other form of
compensation not defined as fees by the BOPR.
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PART II

Some people would argue that ethical business practices are limited to doing
what is legal. As long as you are not breaking the law, you are acting ethically. Others
would argue that this view is very short sighted. However, at a minimum, ethical
behavior requires that insurance or financial services professionals conduct their
business in accordance with state and federal laws.

FIDUCIARY DUTY

Fiduciary has been defined as: "A person who stands in a special relation of
trust, confidence, or responsibility in his obligations to others, as a company director or
an agent of a principal.”

Insurance agents automatically have a fiduciary responsibility to the insurer they
represent by the nature of their contractual relationship. But they also have a fiduciary
responsibility to clients, one that rests on several factors.

The agent is the intermediary between the company he or she represents and
the client. And, even if the client does not know a great deal about the particular
company represented, almost anyone in the market for any type of insurance has some
idea of what insurance companies do, although the idea may not be totally accurate.

One of the first duties of an insurance agent is to make certain that the client is
familiar with the particular company's record for financial stability and attention to valid
claims. A brief brochure that can be left with the client serves the purpose well. Also,
an agent can introduce information about the company into the conversation, thus
establishing a basis for trust.

That is another reason an insurance agent must understand the fiduciary nature
of his or her responsibility to clients. Insurance is about money, about value, about
worth. At its simplest, it is a way of paying for the loss of something we value before
that loss occurs. And when clients purchase a policy, they are concerned, primarily,
with three things.

e What is the value of the thing to be insured?
e What will it cost to insure it?
e How much will | get if a loss occurs?

Thus, when going over the policy, explanations should be tied to those three
things, because that is what the client is thinking about.

For example, in discussing a P&C policy, make sure the client understands why it
is so important to file claims within the time frame the policy states. Tie that time limit to
the third question--how much will | get if a loss occurs? Make sure the client
understands the penalty if a timely claim is not filed.
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What does all this have to do with ethics? Everything. Because a basic fact
about ethics is that they regulate our behavior with others, taking care of them, but also
taking care of us. A client depends upon the agent to sell a policy that will meet the
client's needs within the limitations of what the client can afford to pay. Making sure the
client understands how the policy works, avoids trouble later.

Case Study: John Gray sold a standard property policy to his friend, Anne, and
her partner, Karen. Anne and Karen own a shoe store which occupies the bottom floor
of a building with an apartment on the entire second floor. The building owner has been
renting this apartment out, but when the last renter leaves, does not find a replacement,
and the apartment remains vacant for a number of months.

During one weekend, a pipe in the apartment kitchen bursts. The water has not
been turned off, and the water breaks through the ceiling of the stock-room in the shoe
store below. A lot of stock, as well as all the carpet in the store, is ruined.

Anne and Karen call John to make a claim. He points out the section in the
policy that states that this sort of water damage is not covered. End of story? Not likely.

Anne talks to a lawyer, who asks several questions.

e Did John deliver the policy in person, and go over each section it
contains? No, he did not.

e Did John inspect the property to be insured, and determine that the
apartment above the store was empty? No, he did not.

e Did John ask questions about the property? No, he did not.

Anne's lawyer called the claim department of the company, which then paid the
claim in full. Why? Because John represented to Anne and Karen that the policy would
cover losses to their property. Since he did not go over the exclusions, and since courts
normally find against the party writing the contract in this sort of dispute, the insurer
John represents was liable for the loss.

In other words, the courts fully realize that an insurance contract is a product of a
fiduciary relationship, one in which trust and confidence are paramount.

DUTIES AND OBLIGATIONS TO CLIENTS

In the world of insurance, client's must decide when to insure, what to insure and
how much to cover and pay. As an agent, it is your job to analyze these needs and be
an advocate or problem solver to make sure the requested risk has been transferred. A
client views policies in terms of obtaining reduced uncertainty. In most cases, your
customers can only hope that the policy they purchase is appropriate. That is why
agents are vital players in solving client needs.
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The greater agent due care exercised, the more valuable the service. There are
a variety of techniques that are accepted and used to determine customer needs or
suitability. Some are more traditional than others. Most are seen as solutions to
identify a certain customer segment. They give logical, rational explanations about
where the customer fits in but do not explain how the customer feels and cares. Policy
applications are an example of information an agent might use to identify who he is
about to insure.

It may not be your legal duty to secure complete insurance protection against
every conceivable need an insured might have, but there is definite legal obligation to
explain policy options that are widely available at a reasonable cost. Likewise, an agent
has a legal duty to use reasonable skill in asking certain questions during the
application process to determine types of coverage needed. Further, failing to
determine the nature and extent of the coverage requested may subject you to a
lawsuit.

For a majority of suitability lawsuits, the basis of liability is relationship and
purpose. Legally a personal relationship is created when a prospective insured consults
an insurance agent, provides that agent with specific information about his unique
circumstances and relies on the agent to obtain appropriate coverage tailored to these
circumstances. Courts have recognized that the relationship between a prospective
insured and an insurance agent (like the relationship of attorney and client) is that of
principal and agent, for the purpose of negotiating a policy suitable to the client's needs.

An insurance agent owes the prospective insured a duty of unwavering loyalty
similar to that owed by an attorney to a client. It is the special fiduciary nature of the
relationship between a prospective insured and an insurer that lends the relationship a
personal character similar in scope to the lawyer-client relationship. For this reason,
alleged acts of negligence on the part of an insurance agent who has been consulted
for the express purpose of meeting a client's unique needs create a personal tort.

For example, cases have looked to whether the insured made express
representations to the agent about the importance of arranging a set of policies that
would prevent a gap in coverage. The insured relied on these agents to obtain the
appropriate coverage, and the agents failed to use reasonable care, skill and diligence
to procure suitable policies. The allegations in the complaints make clear that the
insured expected the agents to respond to the couple's unique, personal insurance
needs. A $600,000 claim proved that a gap in coverage existed and therefore it was not
a suitable policy.

In another example, the agent had specialized in the sale of what is referred to
as bank financed insurance or insurance under the bank loan plan. The plan was that
premiums would be provided by borrowing the amounts thereof from a bank and
securing the bank by assignment of old and new policies. The court discussed the
issue that a bank finance plan could be useful for a person whose income and financial

© 2005 Capital Resources Corporation Page 51 of 101



condition is such that his income tax puts him in high brackets and who has the means
to liquidate the steadily increasing debt out of other sources.

Did this make the agent guilty of a breach of duty in a failure to make disclosure
of certain facts? Was this product suitable? What about the rather large commissions,
not ordinarily possible with a client in this income category?

Risk

Before you can determine what is suitable or not, you need to discover the
purpose behind your work. You are your client's unofficial risk manager. This means
you help identify the everyday risks they are exposed to and recommend ways to
transfer it, avoid it or reduce it.

Risk is a fact of life to be constantly analyzed and managed. There are many
ways a client can suffer major financial setbacks in the face of an unexpected injury or
natural disaster. Further, there are many more legal ways that others can to get to your
clients due to expanding liability theories in our courts and the trend to pursue "deep
pockets".

Unfortunately, the time most people devote to managing their own risk is typically
less than the time they spend planning a summer vacation. As important as it is to
assess your client's risk issues, not everything can be covered and there are times you
will not be able to provide any coverage at all. These are facts that all clients need to
know before you can help them.

Identifying Client Risks

The process of identifying client risks is not as complicated as some make it to
be. Clients fill out forms and insurance applications which help quantify and qualify the
coverage is needed.

What a client does for a living, his age, where he lives and even his recreation
determines the many risks that your clients are exposed to. Family relationships and
responsibilities create additional risks as do what is owned and owed. A clients concern
for family members he might leave behind is yet another risk determinant.

How are client risks discovered? Through insurance applications and/or forms
you create. There are so many possibilities and options that it is impossible to present
you with a single format. Adapting existing policy applications is probably a good start.
When completely filled out, you will see areas of concern and potential exposure
probably not mentioned in a verbal interview.

© 2005 Capital Resources Corporation Page 52 of 101



The Importance of Applications

Proper attention to the completion and submission of client applications cannot
be stressed enough. Not only is there valuable risk information, but mistakes by you or
a client can void, decline or reduce coverage. Be accurate, timely and explain to clients
the serious nature of misrepresenting any information they provide.

Once you and your client have identified their risk exposures, you need to
determine a strategy to handle it. Consider the following options: A client with an
identified risk can either control it or finance it. Controlling client risks involves avoiding
or reducing them:

Avoiding Risks

The tools to accomplish this are in the decision not to own something, not to do
something, not to say something or just to not do something that could create or
represent risk exposure.

Reducing risk involves the issues of loss control with a focus on safety,
procedures, pooling, segregation, and diversification. Financing risks involve
transferring, sharing or retaining them.

Transferring or sharing risk can mean renting instead of owning, buying
insurance, using credit instead of assets, or getting hold harmless agreements.

Retaining risk examples include insurance deductibles, co-insurance, self-
insurance or simply ignoring the risk and absorbing the full cost if it occurs.

Needs-Based Analysis

Beyond the issue of risk, traditional industry thinking tells us that suitability should
be based on needs. Needs analysis is a procedure to help prospective insurance
clients plan for their future.

Needs-based analysis has been around since the early days but it was refined in
the late 1960's by Thomas J. Wolff, a tenacious and studious insurance agent, who is
today an industry legend. As a young agent, Wolff struggled to make it in the business.

While other agents and teachers dazzled their audiences with tales of sales
wizardry and artful cherry picking among the rich and famous, Tom Wolff told a much
different tale. Instead of trying to achieve his place by showing everyone how good he
was, he taught his students how effective they could be as agents through capital needs
analysis and financial needs analysis. Thus began the beginning of the suitability
approach to selling insurance.
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The purpose of a needs-driven sales system is to analyze a client’'s needs and
determine how insurance can best meet those needs. It is not meant to generate the
sale based upon the obvious points of the product or the need of the salesperson to
produce. It uncovers a prospect’s general financial problems or deficiencies so that the
prospect begins to recognize the need.

The problem is personalized to arouse interest in a possible solution. Like any
system, needs analysis works effectively only when it is used as it is designed. The
system builds upon itself in terms of both content and data and is most effective when
used from start to finish. Shortcuts undermine the effectiveness of the process. An
agent following this system from start to finish should never be accused of less than
professional point-of sale practices.

Needs-based analysis goes into great detail in analyzing needs and creating
recommendations that are based upon airtight logic and conclusions. Needs-based
selling involves the client, allowing him or her to use his or her own ideas and
assumptions. It is a process that allows the prospect to participate in creating his or her
own solutions to needs based upon what he or she considers important. Analyses must
represent and respect the client’s opinions. The goals are those of the prospect, not the
agent. If the goals are not the goals of the prospect, the prospect is not likely to go
along with the agent’s recommendations in the end.

Needs Based Selling?

The focus of needs based sales training is to teach techniques to uncover
prospects’ specific needs before features and benefits of the product or service are
discussed. Needs analysis helps the agent sell the right amount of insurance to the
client for the right reasons. This is much better than simply selling product and ethically
more correct than convincing a prospect that the product you have is what they want.

The analysis is characterized by the recognition of accurately assessed needs,
which are the result of careful and professional analysis. Through careful fact-finding,
information is gathered about the prospect’s desire to provide income to family
members in the event of premature death or disability, plan for retirement needs and
accumulation and/or cover unexpected loss of property. The analysis performed is
based upon a myriad of things: interest rates, inflation assumptions, salvage value and
the prospect’s views about his or her objectives and timetables.

Needs analysis helps the agent sell the right amount of insurance to the client for
the right reasons. In today’s competitive environment, agents cannot afford the
exposure of makeshift or piecemeal sales practices. They must provide a needs-based
analysis for their clients and generate trustworthy recommendations based on this
investigation.

Learning how to effectively determine needs gives the opportunity to offer a full
array of financial products and services.
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EDUCATION

In order to educate clients, agents must maintain their own knowledge.
Continuing education is one of the hallmarks of a professional, both in formal courses
and in informal study on one's own. While in earlier days, there were few insurance
policies, and those few were relatively simple, today's market has a wide variety of
insurance instruments which can be tailored quite precisely to fit a client's needs.

Agent education should focus on at least three areas:
New products from the company or companies represented,;

Legislation and regulations affecting insurance
Tax considerations, particularly in the life insurance field.

WwN e

Educating the client begins with the application process. In many cases, the
client will be required to sign authorizations for Medical Information Bureau reports; for
inspection reports; and for credit reports. While some people sign these authorizations
with no objection, many people feel that such reports are an invasion of their privacy.

It is up to the agent to explain the necessity of such reports in the underwriting
process, and also to stress the confidentiality of the information thus obtained.

The application process also offers opportunities for unethical behavior on the
part of the agent. For example, imagine a case in which the prospect's new hobby is
sky-diving. Obviously, this is a high risk behavior which would affect the premium if the
company knows about it.

The agent may decide that chances are slim that the prospect will die in a shy-
diving, or that the client may give the hobby up. To keep the premium down, the agent
suggests that the prospect simply omit information about the hobby on the application.
All other data on the application is such that the policy is issued at a standard rate.

No harm done, right? That is the case until the client does indeed dies in a sky-
diving accident. If that happens, the policy will not pay, because the client concealed
information vital to the underwriting process.

But even if the worst does not happen, what sort of trust is the agent building?
Having proved that he or she is not above lying, how much confidence can the agent
expect the client to continue to have?

But the agent may lose the sale if the client refuses the policy on the grounds

that the rated premium is too high. However, ethics is not concerned with sales. They
are concerned with service. Ethics demand honesty in every instance.
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There is yet another reason for full disclosure of all information relevant to the
underwriting process, one which may appear self-serving, but one which gives a strong
motivation for living up to an ethical code. The agent may be sued by the policyholder
or the beneficiaries.

Further, Agents who do not disclose information that may result in higher
premiums will eventually have a case in which this dishonesty hurts a client. And just
as news about ethical agents who can be trusted spreads through a community, so
does news about those who do not observe a professional ethical code.

Agents also have an ethical obligation to compare the plan they are proposing
with similar competitive products. In fact, about two-thirds of the states in the U.S.
require by law that agents provide clients with a copy of the National Association of
Insurance Commissioners Buyer's Guide - or something similar - so that comparisons
with other products may be made.

INSURANCE DOCUMENTS

There are two facets of insurance policies that need particular explanation in
order that the client fully understands them. One is the binder and the other is the
conditional receipt.

Binder

A binder is a written acknowledgment that the coverage offered under the policy
is in effect during the time it takes for the company to issue the policy. Only agents who
have been given binding authority by the insurers they represent may issue binders.

Such a document should have the following information:

Name of the insurer

Perils insured under the policy

Policy amount

Type of insurance

Exclusions, if any

Time period the binder covers

Any conditions affecting the coverage

NoakwNpE

The client, the agent, and the insurer should all have a copy of the binder.
Binders are primarily used for property and casualty insurance.

Conditional Receipt
A conditional receipt, used in life and health insurance, is similar to a binder in

that it provides coverage once the initial premium is paid, and before the policy is
issued. It is different from a binder in that coverage is provided during this period only if
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the applicant meets the underwriting requirements for the particular coverage. In other
words, coverage depends upon the insurability of the client.

Many disputes have arisen between agents and survivors of an applicant who
died or suffered an injury or illness during the period between application and issuance
of the policy, because the conditional nature of the interim coverage was not
understood.

Agents should also explain to clients that once the underwriting department of
the insurer receives the applications, further information may be needed. Anything
which delays the issuance of the policy is detrimental to both applicant and agent.

It is therefore highly important that the agent obtain all possible relevant
information from the client before sending the application in. Taking time to ask
questions that will reveal particular risks that affect the policy will save time later.

Once the agent is satisfied that the information on the application is both
thorough and accurate, he or she has an ethical responsibility to the client to submit the
application to the insurer as soon as it is possible to do so.

Policy

The agent has the further responsibility to deliver the policy as soon as it is
issued, and to sit down with the client and go over its contents. But what if the policy is
not issued as applied for? What if it is rated, or rejected?

The agent should first be certain that he or she understands the basis for the
rating or rejection, and, having understood it, should determine if there is any
information which could supplement or correct the information on which the rating or
rejection is based. If there is no remedy for the rating or rejection, the agent should
meet with the client and explain why the policy has been rated, or why it has been
rejected.

While having to conduct such an interview with a client may not be pleasant,
agents have an ethical responsibility to let clients know that the policy has been rated or
rejected so that the client may look for coverage elsewhere.

Practice of Law

Because of the nature of estate or business planning, agents must be particularly
careful not to cross the line from proper and appropriate advice to clients and engaging
in the unauthorized practice of law. Normally, agents will work with a client's attorney
and accountant to come up with an estate or business plan. The key words are “work
with.”
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The American Bar Association has distinct opinions about what is ethical and
what is unethical behavior for insurance agents operating in these two fields. Each
state adopts its own rules regulating the practice of law. The Kentucky Supreme Court
defines the unauthorized practice of law as follows:

SCR 3.020 Practice of law defined

“The practice of law is any service rendered involving legal
knowledge or legal advice, whether of representation, counsel or
advocacy in or out of court, rendered in respect to the rights,
duties, obligations, liabilities, or business relations of one requiring
the services. But nothing herein shall prevent any natural person
not holding himself out as a practicing attorney from drawing any
instrument to which he is a party without consideration unto himself
therefore.”

The ABA opinions may be stated as follows:

1. Non-lawyers may determine, analyze, and organize the assets of a client to
take care of the needs of the living and of survivors after a death, and may
also present general information about laws that affect asset use.

2. Non-lawyers may not do legal research; draw up legal documents, such as a
will; put advice in specific legal terms; or use legal principals to define the
client's particular needs.

3. Insurance agents behave unethically when they try to steer business to a
particular attorney, or when they try to talk clients out of seeking legal
advice.

4. Fee-splitting with attorneys is unethical.
CONSEQUENCES OF BREACH OF RESPONSIBILITY TO CLIENTS

An agent who breaches his or her responsibility to clients to behave in an ethical
manner will be exposed to two types of consequences, personal and legal. Depending
upon the seriousness of the breach, the agent may suffer anything from loss of a client
to loss of a job.

Case Example: Jane Dawson, a new and highly enthusiastic life insurance
agent, is interested in earning as much money as she can her first year, even when
periodic payments are much better suited to their individual financial needs. She uses
every kind of persuasion she can think of, including making clients feel inferior to people
who can pay annual premiums, to place her policies.
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Not only can Jane expect a high percent of lapses in the policies she sells, but
she can also forget about getting referrals from the clients she misuses in this way. Nor
should she expect these clients to purchase new policies from her when their old ones
lapse.

Case Example: Another example of unethical, not illegal, behavior is the
agent who is so persistent that the client finally buys something just to get rid of the
unwelcome voice on the telephone or E-mail message. Again, the policy will probably
lapse, and the "client' will hardly refer friends and relatives to be bothered in the same
way

Such tactics give the insurance field a bad name, which ethical, professional
agents then must overcome. And though agents who can use high-pressure tactics to
achieve their own ends may eventually cross the line into illegal behavior, and thus
have their license suspended or withdrawn, many such agents never cross that line. It
is up to their brokers, managers, and fellow agents to discourage such tactics, which
violate a cornerstone of the insurance profession, that of concern for the welfare of
others.

Since public trust is so essential in the insurance field, it should not surprise high-
pressure agents who do not fit in with the professional image their company or agency
wishes to convey that they are asked to stop representing the company, or leave the
agency.

Finally, there are also legal consequences for unethical conduct, which can
include suspension or revocation of the agent's license, as well as lawsuits in criminal or
civil court.

AGENT'S OBLIGATIONS UNDER AGENCY LAW

The agent generally assumes duties normally found in any agency relationship.
The law of agency is a universal area of the law that determines an agent’s status and
specifically binds the agent for his acts and his omissions or errors.

Simply stated, the law of agency, for most states, establishes many categories of
insurance agents and concludes that the authorized acts of the agent automatically
create duties and obligations an agent must follow. These responsibilities occur
between agents and principals (insurance companies) and as between agents and third
parties (clients or intended beneficiaries).

An agency relationship begins when agents are granted authority to operate by

expressed, implied or apparent agreement.  This can be created by contract or
agreement or it can take the form of casual mutual consent.
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What is interesting about the business of insurance is that most agents start out
as an agent for the client, when coverage is requested, and then become an agent for
the company, when business is placed.

A person who markets insurance is typically referred to as a producer. The
insurance market and many state laws describe different kinds of producer: - general
agents, local agents, brokers, surplus or excess general agents, local agents, brokers,
surplus or excess-line brokers or agents and solicitors.

General Agents

The general agent assumes many responsibilities, greater liability and usually
incurs higher business expenses. As a result, they are typically paid the highest
commissions.

In the property/casualty field, many sales agents with general agent contracts do
not serve all the functions of a general agent but are important enough to their insurers
to receive general agent commissions.

In all lines of insurance, general agency contracts, or similar classifications, are
frequently awarded as a competitive device to obtain or retain a particularly outstanding
agent or firm.

Local Agents

The local agent represents the insurer. He or she may represent more than one
company. Commission schedules are typically lower for local agents because they do
not usually perform technical services usually reserved for the general agent or
branch/regional office; such as underwriting, policy implementation, claims support, etc.,
and are subject to a lower level of liability than other agent categories.

The local agent is principally a sales representative of the insurer who acquires
business and counsels clients.

Brokers

Theoretically, brokers are agents of insurance buyers and not of insurers. Their
job is to seek the best possible coverage for clients. This is can be accomplished in a
direct manner with the broker acting as salesperson or through a network of agent
contacts.

Premiums paid by clients include the cost of commission paid to the broker by

the insurance company, so the client indirectly pays the commissions of both the broker
and agent.
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In the liability/casualty area, some brokers maintain a loss-control staff to help
counsel clients on safety and prevention matters thereby aiding clients to secure a lower
premium. In a sense, these brokerage firms act as insurance and risk managers.

Surplus Brokers / Agents

Sometimes a client will seek a highly specialized coverage not written by an
insurer licensed in a home state. Examples might be an unusually high excess liability
plan, auto racing liability, strike insurance, oil-pollution liability, etc. To handle these
limited lines of coverage with "non-admitted” insurers, states typically license surplus or
excess line agents and brokers.

Solicitors

Another type of producer is the solicitor who usually cannot bind the insurer or
guote premiums. The solicitor seeks insurance prospects and then handles the
business through a local agent, broker, branch office or service office.

Producers can also be classed as actual agents (those given express or implied
authority), or ostensible agents (those whose actions or conduct induces others to
reasonable believe that they are acting in the capacity of an agent/broker). An agent
binds his principal when he acts within the scope of his authority. The exception is
when an agent and an insured are proved to have colluded with intent to defraud an
insurance company. In such a case, the principal or insurer is not culpable or bound by
the policy.

Insurance companies always attempt to tightly define or narrow the authority of
agents to limit their exposure to agent wrongdoing. In practice, however, the law
generally considers the agent and the insurer as one and the same, even though the
agent works as an independent contractor.

So, the insurer is most often legally responsible for the acts of the agent and are
regularly sued by third parties (clients of the agent) who feel they have been wronged.
Of course, when a policy owner sues his insurance company, agents are often named
for various breaches of duty between client and agent. Agent liability may also exist
where insurance companies sue their own agents. Insurance companies and errors
and omission carriers alike exercise their right to sue an agent under various legal
theories, typically for indemnity of any judgment losses they may have incurred through
a policy owner claim.

Insurance Producer Status
When marketing insurance, the agent may assume the character of a mere sales

representative or the specified agent of the client. As mentioned earlier, agents
generally start out representing the client who requests coverage and then become the

© 2005 Capital Resources Corporation Page 61 of 101



agent for the company when business is placed. Other than brokers, agents rarely
retain principal status throughout a transaction.

When a dispute occurs and a producer’s status cannot easily be determined the
courts usually rule in the direction of agency relationship. This bias is commonplace for
two reasons:

(1) It is easy to establish that an agent is representing his insurance company
since there is typically a pre-existing, written agency contract between the
parties (the agent and the insurer). This relationship is distinguished from
a principal- agent relationship where the client requests that the agent
accomplish a specific result (such as "Buy $150,000 of coverage from
XYZ Company").

(2)  Holding a producer to be a true principal could block many claims a client
might have against the “deep pockets” of the insurance company. If the
insurance company was not made part of the claim, the client’'s only
recourse would be the resources of the agent which are likely to be a lot
less than the insurer.

In cases where the producer’s status is unknown at the time a problem occurs,
the courts have the difficult task of trying to determine who initiated the relationship.
Here again, when in doubt the law leans to the assumption that the majority of
insurance transactions are agency relationships even though the client may have called
the insurance agent first. Otherwise, the mere fact that clients request coverage (which
they do in virtually every instance) would establish a principal-agent status every time.
The courts feel this is not an appropriate conclusion.

A huge problem for agents occurs when they act as principals, when, in fact they
are not, or when they have neglected to identify the principal (i.e. an undisclosed
principal). An agent who advises a client that he is covered, with knowledge that the
intended insurance company has not yet agreed to accept such coverage acts as the
insurance company until coverage is accepted (i.e., the client has full recourse against
the agent for any uncovered loss).

If it can be proven that it was reasonable for the client to assume that the agent
actually had real authority to act for the principal, the client can hold the insurer to the
contract, even when one did not exist. The client who incurs coverage shortfalls is in a
much better position to recover from the agent where a principal (insurance company) is
not disclosed.

Of course, a written disclosure agreement indicating that the agent was a
representative of the insurance company, acting as principal or not disclosing the
principal for a specific reason would go a long way to clarify that the status between the
agent and client, or agent and company. In commercial insurance transactions, agents
go to great lengths to “clear the air” concerning agent status by using a broker of record
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letter. These letters authorize or terminate agency and stand as proof of evidence that
an agent is representing the client/principal or “out of the loop”.

In some agent liability cases, status is not the issue, rather claims are filed for a
variety of activities outside the scope of an agency contract. In essence, agents create
dual agency, when representing themselves as agents of the insurance company and
as principal to the client in the form of an “expert or consultant”. As you will see,
outside activities such as these create additional liability.

Further, it is doubtful that the court will care whether an agency status or agent-
principal relationship actually existed because wrongdoing will be actionable against
any agent acting as a principal. Additionally, claims of this nature are difficult for agents
to defend and not typically covered through errors and omission insurance.

Producer status problems also occur when unlicensed employees of the agent
are found to be doing the work of a licensee. A small mistake here can become a big
deal. You can be held responsible for any claim or shortfall and it will likely void your
errors and omission coverage. Insurance department sanctions, fines and possible
revocation of license could also follow.

Agent vs. Broker

In actions against an insurance agent, the plaintiff's attorney will first try to
determine whether the agent's status is that of an agent or a broker (primarily casualty
agents). The outcome of this initial task will provide the malpractice attorney with legal
procedures and strategies to proceed against the agent, his insurer, his errors and
omissions insurer or all of the above. For this reason, it is extremely important for
agents to know their legal status legal status.

An agent is legally defined as "a person authorized by and on behalf of an
insurer, to transact insurance". Agents must be licensed by the state and typically
require a notice of appointment be executed. This document appoints the licensed
applicant as an agent of that insurer in that state. Thus, an insurance agent is the agent
of the insurer, not the insured (client). Of course, an insurance agent may be the
appointed agent of more than one insurer.

An insurance broker is "a person who, for compensation on behalf of another
person, transacts insurance, other than life with, but not on behalf of, an insurer".
Brokers must be licensed through most states and are not prohibited from holding an
insurance agents license as well. A broker who is also a licensed agent is deemed to be
acting as the insurer's agent in the transaction of insurance placed with any insurer who
has a valid notice of appointment on file.

Basically, an insurance broker is an independent business or business person

that procures insurance coverage for clients. Brokers generally receive commissions
from the insurer once coverage is actually placed, and except when collecting premiums
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or delivering the policy, is the agent of the insured for all matters connected with
obtaining insurance coverage, including negotiation and placement of the insurance.
Typically, brokers are insurance professionals who maintain relationships with several
insurers but are not appointed agents of any of them.

The purpose of determining whether the insurance producer was acting as a
broker or as the insurer’'s agent when an insurance contract was placed helps establish
the theories of liability that the client may plead and what defenses the agent or his
insurer may raise. In many court cases, it is not clear whether the producer was acting
as a broker or an agent. So, attorneys typically plead their case under the banner of
each status thereby plucking the feathers of the agent and the “deep pockets” of the
insurance company at the same time.

Agents should be prepared to prove or disprove legal status at any given time.
Under basic liability theory, a client and his attorney may find it quite difficult to seek
recovery from a producer acting only as an agent. Traditional agency law in most states
concludes that the insurance agent, acting as agent of the insurer, owes duties primarily
to the insurer. Of course, this assumes that the agent performed in the ordinary course
of his or her duties as agreed between the agent and insurer per terms of the agency
contract.

Where an agent is acting properly, a person wronged by an agent's negligence
has a cause of action against the principal or insurance company, although this does
not preclude clients from naming the producing agent also. Another general rule of
agency law states that if an insurance agent acts as the agent of a disclosed principal,
the principal (not the agent) is liable to the client.

Broker liability is different. The insurance broker is normally considered the
insured's agent and owes a much higher level of care to the insured. Brokers can be
liable if these duties are not adequately performed. Additional liability can accrue
where the broker is also acting as the agent of the insurer. Here, the insurance
company may pursue the broker for breach of duty.

Where a dispute arises and the insurance company can make out the party who
solicited the insurance business to be a broker, rather than an agent, then any errors
and omissions on the part of that party will exempt the insurance company for the
broker wrongdoings. One very important reason why broker liability is greater than
agent liability lies in the fact that the broker, when acting within the scope of authority
granted by the client, binds or obligates the client to perform. Obviously, the broker is in
a position of greater trust and, therefore, bears greater liability.

Agent vs. Professional
Despite rules which seem to offer reasonable protection of the agent producer, it

should be made clear that agent wrongdoing outside the agency contract and other
torts, will subject the agent to additional liability exposure.
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Consider the dual agency and the liability it creates. Dual agency also occurs
when an agent assumes non-agency duties by agreement or simply by professing to
have special expertise. A slogan on a business card, letterhead or company brochure
may have sufficient information to establish you as an agent and an expert in the eyes
of the law.

When dual agencies such as these exist, the agent may be held liable for a
breach of fiduciary duties owed directly to clients and, perhaps, contract and statute
duties to the insurer.

It is clear that activities beyond the scope of an agency contract can be
dangerous to your financial health. If you go there you need to proceed cautiously.
This is not an indictment of any agent who seeks to improve his practice by becoming a
true insurance professional, complete with degrees and designations. The existence of
these honors, by themselves, are neither the problem nor a target. Rather, it is the
agent who, regardless of his degrees or credentials, professes to be an expert but fails
to deliver.

If you are somewhat confused about this agent / professional controversy you
are not alone. There are many agents of professional status, such as CLUs, CPCUs,
CICs, AAls, ARMs and more, who practice due care for all the right reasons. Most stay
clear of conflict by managing it. There may also be an entire army of extremely qualified
agents who stay clear of professional designations for fear that the added exposure
cannot be managed. Perhaps there is room toward the middle. A position of
responsible agent.

These individuals also practice due care, yet operate strictly within the bounds of
agency. They accurately describe policy options that are widely available, but “pass” on
outside inquiries, not because they don’'t know, rather the request goes beyond the
scope of their authority. They do not profess to be experts but know their product better
than anyone. Their goal is simply to be the most responsible agent possible.

Creating Agency
There are 3 ways to form an agency:
1. Appointment
2. Estoppel
3. Ratification
Agency by appointment is done by a contact, usually written, that defines the

specific authority the principal gives to the agent to use on its behalf. This is the usual
way in which agency is created.
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Agency by Estoppel is created where an individual or legal entity acting on behalf
of a principal does not in fact have the legal authority to do so, but the principal has
allowed a situation to develop in which innocent third parties assume that the agent
does in fact have proper authority, and enters into a contract with the principal. The
principal may then legally be estopped (barred) from claiming that the agency did not in
fact exit.

Three factors determine agency by estoppel.

e The principal's actions were such that an agency appeared to exist.

e An innocent third party, on the grounds of the principal's actions, believes
agency to exist.

e The third party could be injured by actions taken on the strength of a belief
in the agency relationship.

Case Example: Howard Smith and Son have an independent agency
representing a number of companies. One of the companies become dissatisfied with
the way the Smiths handle their business and cancels its agency contract with them.
But the person assigned to go to the Smith's office and retrieve all stationery, policies,
and other materials bearing the name of the company delays doing so.

In the meantime, one of the agents in the office places a number of new policies
with clients, all from the company which has canceled the agency contract. Since the
clients have no way of knowing that the Smith Agency no longer legally represents the
company with which their contracts are made, that company has no recourse under law,
but is liable for the policies the Smiths wrote.

Agency by ratification describes a situation in which someone acts as though he
or she has a principal’s authority to act on its behalf, when actually no such authority
exists. But if such an individual performs an act that is seen as beneficial to the
principal, the principal may ratify that act, and the presumed authority behind it.

Case Example: Louise Morgan is going to work for AAA Insurance Agency.
The contract papers were filled out, and Louise assumes she is now an authorized
agent of the companies AAA represents. In actuality, the contract has not been
finalized, and Louise has no authority to bind any principal to a contract she sells.

Louise calls on her oldest friend, who has been waiting to buy a large policy from
her. She fills out all the necessary papers, and then drives her friend to the airport for a
three-week trip abroad.

When Louise goes into the office the next morning, she discovers that she did
not have the authority to make that sale. But when her manager reviews the policy, she
realizes this is a policy the company definitely wants. Louise’s action in placing the
insurance is ratified, making her authority retroactive. Note that this ratification may be
for that single act.
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CREDIBILITY

We have already discussed the trust and confidence that is essential in an
agent’s relationship with clients. Now let us look at the desired quality of the
relationship between the principal and the agent, a relationship which can have a
definite effect on the insurer’s credibility in society.

Loyalty

Loyalty is at the basis of a trusting relationship between a principal and an agent.
Loyalty means adhering strictly to the lines of authority the principal has given the
agent, and acting with absolute integrity in carrying out the principal’s business. Loyalty
precludes agents acting in concert with agents from competing principals to take
business away from a principal.

Unless an agent has specific authority to represent more than one company, he
or she may not do so. Independent agents and brokers of course represent several
companies, with the full knowledge of all involved. The agency contract sets limits
within which an ethical agent stays.

Reasonable Care

There is a concept in common law known as the “reasonable man standard.”
This standard holds that persons engaged in activities which can result in harm to
others or their property must exert reasonable care in the exercise of their duties. So,
too, is an agent required to use reasonable care in carrying out his or her activities on
behalf of the insurer / principal.

Case Example: Joe and Helen Black have a health and accident policy,
written by agent Joan Higgins. Joe is in an automobile accident and suffers serious
injuries which hospitalize him for months. Helen almost never leaves his bedside; they
have no children, Joe is all she has.

Months later, when Joe is home recuperating, Helen calls Joan to complain that
she has never received a check from the company for her claim. Joan investigates, and
finds that the claim, which she helped Helen fill out and then left for Helen to get
supplemental information from the physician in charge before signing it and mailing it to
the claim department, never reached the company.

She calls Helen, who looks through her desk, and finds the claim, still not mailed.
The date for a timely filing of the loss has long since passed. And while it will be
possible for Joan to straighten out this mess, reasonable care would have prevented it
happening in the first place.

With no one to help her, and as distraught as she was, Helen needed Joan to
see the claim filing process through. Not only is the client badly served, but the
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company has the additional trouble of dealing with the claim, and has also suffered a
credibility loss, since Helen has complained bitterly to neighbors and friends about the
company’s negligence in her case.

The reasonable care standard requires that ethical agents take into account the
factors in their clients’ lives that might affect their ability to handle their own claims
effectively and efficiently, and deal with other matter arising from the coverage they
have bought. In this way, they are establishing and/or maintaining their company’s
public image.

FINANCIAL STABILITY OF INSURER

An insurer's fiscal stability rests upon its ability to accurately calculate the
monetary amount of the risks it assumes through the policies it issues and to charge
rates which balance that sum, all within the rating regulatory framework governing the
industry. And while the carelessness of only one agent in dealing with application and
premiums would not harm a company, imagine if a large percentage of agents
representing an insurer behaved irresponsibly in these matters? Agents thus have an
ethical responsibility to the insured to be aware of the effects their activities may have
upon its fiscal stability.

Agents must be sure to fully disclose all relevant information when filling out an
application. They thus protect their principal from issuing policies that should be
rejected, or not asking for additional information such as credit reports on Medical
Bureau of Information reports that might affect their underwriting decision.

Agents should also deliver applications to the insurer as soon as is reasonably
possible. Such efficiency protects the applicant, ensuring coverage within a reasonable
time period, and also protects the insurer in cases in which a binder provides coverage
under a policy that is later rejected.

Agents must be particularly honest and ethical in handling any premiums they
may collect. Since payment to the agent legally constitutes payment to the insurer,
coverage may begin with the premium payment, if the application has been approved.
Even in states that allow premiums to be co-mingled with an agent’s personal funds,
such behavior does not conform to the highest ethical standards, for a number of
reasons.

Premiums belong to the insurer, not to the agent. And, if something happens,
such as the agent dying or succumbing to a serious illness, it may be quite difficult to
establish how much of the money in his or her personal accounts actually belongs to the
principal.

Finally, the agent must be aware of and be prepared to refuse new business that

the agent knows will lapse. Lapsed policies are costly to the agent, but even more so to
the insurer. The agent may have to deal with only a few, but if many agents write
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policies they are fairly certain will lapse, in order to make their monthly sales total look
good, the company’s administrative costs in handling the applications, taking them
through the underwriting process, issuing the policies, and then finally tracking them
through the period when no premiums are paid, and the policies lapse, can be
extremely burdensome.

ROLE OF THE NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS

As its name implies, the NAIC is formed of insurance commissioners working
together to achieve four major goals:

1. Encourage states to have uniformity in their insurance regulations and laws;
2. Help in the administration of regulations and laws;

3. See that policyholders’ interests are protected;

4. See to it that states contain to regulate the insurance industry.

The NAIC uses model laws which are presented to each state legislature; such
models help insure the uniformity among state laws that work to the benefit of an
industry which crosses state lines.

Insurance commissioners in each state are charged with investigating claims of
unethical or unlawful behavior; overseeing the issuance of licenses; levying penalties for
violations of ethical practice--penalties may include fines, or the suspension or
revocation of the agent or company to do business in that state; and seeing to it that
penalties are carried out.

STATE LAWS GOVERNING INSURANCE

State laws governing insurance fall into several broad categories. And while
those defining Unfair Trade Practices are most relevant to this course, we will present a
summary of the other areas states regulate.

Licensing of agents is a major method by which states regulate the insurance
industry. Licensing laws require that companies have a license or certificate of authority
that allows them to do business in the state. And, the agents of the company must also
fulfill licensing requirements before they are allowed to act for the insurer in the state.

Licensing laws are the gateway through which individuals found to be trustworthy
and competent enter the insurance field, and they are also the door which closes on
those found untrustworthy or incompetent. Whether the door is closed for only a certain
period, as when a license is suspended or revoked, the state is the final authority of who
shall and who shall not solicit and place insurance within its borders.

States also regulate contract provisions. Standardized policies or provisions in

some endurance lines help meet the criteria of uniformity proclaimed by the NAIC. State
law may require that certain terms be defined in a particular way. Other laws state that
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policies be easy to read, written with clear and simple wording. And, states may forbid
certain provisions being included in a policy.

States require that any insurance policy to be sold in that state be submitted for
review and approval before it is offered to consumers; states have the power to reject
policies which do not conform to their regulations and laws.

Rates are also regulated by law, with companies in most states having to file
rates assigned to their policies with the state insurance department for review.

There are three main areas insurance commissioners look at in regard to rates:

1. Rates must not be so low that they do not cover the insurer’s anticipated
losses and administrative expenses; nor must they be lowered to establish an
unfair advantage over other companies.

2. Rates must not be so high that they exceed anticipated losses and
administrative expense, thus placing an unnecessary expense on
consumers.

3. Rates must be fair, in that no individual with the same RISK as another pays
a higher rate. If a higher rate is paid for the exact same coverage, then there
must be a valid reason, such as age, physical condition, and the like, for the
difference.

Insurance commissioners also have the legal right to investigate and examine
companies operating within their states. They may conduct examinations when they
have reason to suspect that the company is in violation of insurance laws, and they are
required to examine all domestic insurers at periods set by law.

Bolstering the efforts of the NAIC and state regulators to regulate those areas of
the insurance industry which are key in its ability to serve the public fairly are Codes of
Ethics formulated and promulgated by two major groups, the Independent Insurance
Agents of America, and the American Institute for Chartered Property and Casualty
Underwriters. Copies of these codes are appended at the end of this course.

UNFAIR TRADE PRACTICES

Laws dealing specifically with unfair trade practices are a result of a growing
awareness in our society that the Roman slogan caveat emptor (let the buyer beware),
gives merchants much too great an advantage, particularly when the market is filled
with products that the consumer cannot possibly be knowledgeable about. As products
become more complicated, consumer protection laws are absolutely necessary.

Insurance has been regulated by the states since the beginning of the industry’s
history in this country. States made certain that company charters had certain
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provision, and at a later time had boards that supervised insurance companies’ financial
stability. And, until 1944, insurance was not considered commerce and thus was not
subject to regulation by Congress.

The status of insurance as commerce was tested in 1869 in landmark case tried
before the U.S. Supreme Court. The Court ruled that insurance was not commerce,
and this opinion held through a number of court challenges until 1944, when the Court,
ruled that insurance was commerce, and the federal government could regulate it.

The states had been regulating insurance for a long time, and had been doing
this effectively. To undo all this and replace it with federal regulation seemed unwise,
as well as impractical. The McCarran-Ferguson Act, passed by Congress in 1945, left
insurance regulation to the states, with Congress regulating the industry only if the
states failed to do an adequate job. However, this Act also placed on states the specific
duty to regulate trade practices of insurers and agents.

The NAIC drew up a model act that dealt with Unfair Trade Practices, and most
of the states have passed laws based upon this model. At the core of unfair trade
practices is the quality of communication about the product and the sales process
between buyer and seller.

Consumers must have all the information they need in order to make a decision,
and that information must be accurate and true. The information should be produced in
such a manner that the consumer has it in time to make the decision; if more
information is required, or some action taken before the sale can be made, the seller is
required to act in a timely manner. And, no tactics which try to unduly influence the
buyer must be used.

MISREPRESENTATIONS

No person may cause, or permit to be made, issued or circulated in any written or
oral form, any estimate, illustration, circular, statement, sales presentation, omission or
comparison that does any of the following:

e Misrepresents the terms, benefits, advantages or conditions of any insurance
policy;

e Misrepresents the dividends or share of surplus to be received on any
insurance policy;

« Makes any false or misleading statements as to the dividends or shares of
surplus previously paid on any insurance policy;

e Misrepresents or is misleading as to the financial condition of any person or
the legal reserve system upon which any life insurer operates;

e« Uses any name or title of any insurance policy or class of policies that
misrepresent the true nature of the policies;
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e Misrepresents any material fact for the purpose of inducing or tending to
induce the lapse, forfeiture, exchange, conversion, replacement or surrender
any insurance policy (this illegal practice is known as twisting);

e Misrepresents any material fact for the purpose of effecting a pledge,
assignment, or loan on any insurance policy; and

e Misrepresents any insurance policy as being a share of stock.

No ethical agent would twist a policy: replace a policy the prospect already has
with another one, when the replacement will cause the prospect some harm. But
because there are situations in which a policy legitimately should be replaced, this
whole area of replacing policies can be a challenge.

Case Example: Jack Walters has had a term policy with a face value of
$50,000 for ten years. Since it is a term policy, it has no cash value. Jack is only 30
years old, and is in good health.

His insurance agent looks at the amount of premium Jack pays annually for the
$50,000 worth of term and sees that Jack could buy $25,000 of permanent life
insurance in a policy that will have cash value. Since Jack wants more insurance, and
since the additional amount he can spend annually will buy another $75,000 worth of
permanent insurance, his agent can ethically suggest that Jack carry $100,000 of
permanent insurance that has cash value, letting the term policy drop.

But suppose that Jack is older, and his health isn't so good? Suppose the
permanent insurance is rated, so that the additional amount of premium insurance is
rated, so that the additional amount of premium Jack can afford will only purchase
$30,000 of permanent insurance? Then an ethical agent will recommend that Jack
keep the $50,000 in term, since what he needs is protection, not automatic savings.

Sometimes a prospect will make the decision to change insurers or drop one
policy for another even when the agent advises against this action. And if the prospect
is capable of making decisions, if the agent is certain that the prospect fully understands
both contracts, then the decision rests with the prospect, and the agent’s actions are not
unethical.

The primary hallmarks of twisting are deceit and misrepresentation: deliberate
attempts to make a prospect believe something other than the truth, either by omitting
details, or by making statements that are false.

FALSE OR MISLEADING ADVERTISING
It is unlawful for any person to place before the public in any form, through
written, published or electronic media, any advertisement, announcement or statement

which is untrue, deceptive or misleading about the business of insurance or the conduct
of any person engaged in the insurance business.
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The NAIC has written up guidelines for insurance advertising which further detail
the principles contained in the above section. Note particularly number four, which
concerns testimonial. In a time when everything from beer to automobiles is sold on the
strength of some celebrity’s testimonials, the personal opinion of some well-known
individual can be a powerful sales tool. This creates a climate in which an opinion can
be sold, making it all the more important that any testimonial conform to NAIC
Guidelines.

NAIC Guidelines for Insurance Advertising

1. All insurance advertisements must be truthful and not misleading in fact or
implication. Words or phrases that are clear only through familiarity with
insurance terminology cannot be used.

2. All information required to be disclosed must be printed conspicuously next to
the statements to which the information related and displayed in such
prominence that it is not minimized, confusing or misleading.

3. Deceptive words, phrases or illustrations may not be used to describe a
policy, its benefits, the losses to be covered or premiums payable.

4. Testimonial must be genuine, represent the current opinion of the author, be
applicable to the policy advertised and be accurately reproduced.

5. Disparaging remarks or statements about another insurer, agency or agent of
another insurer, their products and services may not be used in any
advertisement.

6. The identity of the insurer must be clear in all advertisements, as well as the
name, address and phone number of the agent placing the advertisement.

DEFAMATION

No agent shall make any written or oral statement which is false, maliciously
critical of, or derogatory to, any person engaged in the business of insurance and which
is calculated to injure any such person.

This is a particularly important section. Since the relationship between an agent
and his or her client must be one of absolute trust, anything that weakens or destroys
an insured’s trust is harmful. If the statements that make an insured think twice about
the trustworthiness of an agent are false, then real injury can be remedied in a court of
law.

Case Example: Sue Harris calls on a friend whom she considers to be an
excellent prospect for business insurance, only to find that the friend is already
discussing such a policy with an agent from Company X.

Sue manages, in the course of her visit, to imply that the agent is incompetent,
and has made serious errors in other such cases. Sue further implies that Company X
has been in trouble with the insurance commissioner, and that its finances are shaky.
None of what Sue says is true, but she counts upon the fact that she said all of this only
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on the condition that the client not repeat it to keep anyone from learning what she has
said.

This prospect, however, is a fair person who believes everyone should have an
opportunity to defend themselves. T he prospect passes on what Sue has said to the
agent in question, who immediately reports Sue to the insurance commissioner,
charging her with defamation.

BOYCOTT, COERCION OR INTIMIDATION

It is a violation of the law for any person to commit, or agree to commit, any act of
boycott, coercion, or intimidation resulting in or tending to result in an unreasonable
restraint of, or monopoly in, the business of insurance.

While activity such as just described seems foreign to the field of insurance,
consider a situation like this. Firm A is going to need a very large group policy, one that
will result in a significant commission for the agent who places the business. Firm B, an
important customer of Firm A, is owned by a man whose brother is an insurance agent
for Company Y.

Firm B’s owner tells his brother that he will tell the president of Firm A to buy the
group policy from him, and that if he does not, he will lose Firm B’s business. This is
clearly coercion, and is illegal under wunfair trade practices laws.
Of course, agents frequently ask someone to put in a good word with a prospect. But
when the good word is put in by a person who has the power to do some sort of harm to
the prospect, the situation could present ethical, and legal, problems.

False Financial Statements

It is unlawful for any person to make a false entry, or willfully omit a true entry of
a material fact in any book, report, or statement of any person engaged in the insurance
business. It is illegal for any person to knowingly file with any supervisory or public
official, or to knowingly make, publish, circulate or place before the public, any false
material statement of fact as to the financial condition of any person engaged in the
insurance business.

When insurance companies become insolvent, an investigation will very often
show that officers of the company have used false financial statements to conceal the
company’s shaky condition. Because the taxpayers of a state must cover the losses to
policyholders when an insurer becomes insolvent, filing false financial statements is a
serious offense, one punishable by both fines and imprisonment.

And while insolvency may be inadvertent, a result of poor business and bad luck,
there have been instances where officers of insurance companies raided the company
treasury, often transferring the funds to offshore banks, leaving only a shell and a
financial mess for the taxpayers to clean up.
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Prohibited Inducements

No person shall issue or deliver, or permit agents, officers or employees to issue
or deliver, capital stock, benefit certificates or shares in any corporation, securities, and
special or advisory board contracts, or any contract promising returns and profits, as an
inducement to insurance.

Case Example: Hank Johnson owns an independent insurance agency. He
very much wants the property and casualty insurance of Joe Hanover, a contractor with
a business worth millions. In order to get Joe to place the business with him, Hank
offers Joe a share in his agency, which is worth 2% of Hank’s annual profits. Joe
accepts the share, and Hank gets the business. Both Hank and Joe are guilty of unfair
trade practices.

Unfair Discrimination

With respect to life insurance and annuities, it is a violation of law for any person
to unfairly discriminate between individuals of the same class, in the rates charged, the
dividends or other benefits payable, or in any other terms or conditions of the contract.

With respect to accident and health insurance, it is unlawful to make any unfair
discrimination between individuals of the same class and essentially the same hazard in
the amount of premium, policy fees, or rates charged for the policy or contract, or in the
benefits payable, or in terms and conditions of the contract, or in any other manner.

The law further provides that insurers cannot refuse to insure, refuse to continue
to insure, or limit the amount or kind of insurance available to an individual, or charge a
different rate for the same coverage, solely because a person is blind or partially blind,
or mentally or physically disabled. This section does not prohibit an insurer from such
discrimination when the refusal or limitation is based on sound actuarial principles. This
section does not modify any other provision of the law relating to the termination,
modification, issuance or renewal of any insurance policy of contract.

It is illegal to engage in, to make, or to permit any unfair discrimination between
individuals or risks of essentially the same hazard by refusing to issue, refusing to
renew, canceling or limiting the insurance coverage solely because of the geographic
location of the individual risk, or with respect to any residential property risk (including
personal property contained therein) solely because of the age of the property unless:

e The refusal, cancellation of limitation is for a business purpose that is not a mere
pretext for unfair discrimination, or
e The refusal, cancellation or limitation is required by law or a regulatory mandate.

Note the emphasis on geographic location in this section, and also on age of
property. This is recognition of the fact that individuals living in inner-city areas were
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sometimes charged higher fees for coverage than individuals living in the suburbs, even
though geographic location was not one of the bases of actuarial determination of rates.

The mere age of a property does not in itself denote decrepitude. Many very old
properties have been maintained, or restored, until their condition is equal to that of a
brand-new structure. This section recognizes the possibility that people living in certain
areas, or whose homes are in structures of a certain age, may be subject to rate
discrimination that is not tied to actuarial principles.

lllegal Rebates and Inducements

Except as otherwise provided by law, no person shall knowingly make or offer to
make any contract of insurance or annuity, which offers a rebate as an inducement to
the purchase of insurance. Nor may any agent make an agreement regarding such
policy or contract that is not specified in the policy or contract.

Rebating includes any of the following activities when used as an inducement to the
purchase of insurance or annuities:

e Making agreements that are not plainly expressed in the policy

e Paying or giving directly or indirectly a rebate or other consideration of the
required premium payment nor specified on the contract

« Giving any special favor or advantage in dividends or other benefits

« Giving any valuable consideration not specified in the contract

« Giving, selling, offering or promising any shares of stock or other securities, or
any dividends, returns or profits, on such securities, or any advisory board
contracts

It is not only illegal for an insurer or agent to give or permit a rebate, it is illegal
for an insurer representative of an insured to receive or accompany such rebate, special
favor, other valuable consideration or illegal inducement.

There are exceptions to the provisions concerning discrimination and rebates.
In the case of life or annuity contracts, it is legal to pay fair and equitable bonuses to
policyholders or to abate premiums from a surplus nonparticipating policy.

The following would not be considered rebating:

¢ Readjustment of the rate of premium for a group insurance policy based
on the loss or expense experience under the policy, at the end of the first
or any subsequent policy year.

¢ In the case of insurers, allowing their bona fide employees to receive a
reduction on the premiums paid by them on policies or contracts on their
own lives and property, and on the lives and property of their spouses and
dependent children.
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e Issuing life or accident and sickness policies or annuity contracts on a
salary savings or payroll deduction plan at a reduced rate consistent with
the savings made by the use of such plan.

e Paying commissions or other compensation to duly licensed agents or
brokers.

e Allowing or returning to participating policyholders, members or
subscribers, dividends, savings or unabsorbed premium payments.

UNFAIR CLAIM SETTLEMENT PRACTICES

If an agent or insurer is frequently guilty of any of the following acts, then the
agent or insurer is guilty of doing business with unfair claim settlement practices.

e Attempting to settle claims for less than the amount for which a
reasonable person would believe one was entitled, based on written or
printed advertising material accompanying or made a part of an
application.

o Attempting settlement of claims on the basis of applications that were
altered without notice to, the knowledge of, or consent of insureds.

e Making claims payments without including a statement of the coverage
under which the claim is being paid.

e Making known to insureds or claimant that the company has a policy of
appealing arbitration awards in favor of insureds or claimants in order to
compel them to accept settlements or compromises less than the amount
awarded in arbitration.

o Delaying the investigation or payment of claims by requiring an insured, a
claimant, or the physician of either to submit a preliminary claim report,
and then requiring the subsequent submission of formal proof of loss
forms, both of which contain substantially the same information.

o Failing to promptly settle claims under one portion of a policy for the
purpose of influencing settlements under other portions of the policy.

o Faliling to promptly provide a reasonable explanation for denial of a claim
or for the offer of a compromise settlement.

« Knowingly misrepresenting, to claimants, relevant facts or policy
provisions relating to coverage at issue.
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o Failing to acknowledge with reasonable promptness, communications
pertaining to claims.

e Failing to adopt and implement reasonable standards for the prompt
investigation of claims OR Failing to affirm or deny coverage of claims
within a reasonable time after proof of loss has been completed.

e Not attempting in good faith to make prompt, fair and equitable settlement
of claims in which the insurer’s liability has become reasonable clear.

e Compelling insured to institute suites to recover amounts due under its
policies by offering substantially less than the amounts ultimately
recovered in such suites brought by insureds

The law also forbids insurers from making use of a certain repair or replacement
facility a condition of claim settlement.

While the insurance commissioner is the only person empowered to seek judicial
action should an agent or insurer violate the claims settlement section of the law, when
the commissioner takes action, persons involved may seek their own legal remedy.

COMPLAINT RECORD

Insurers by law must keep a record of all the complaints they have received since
the last examination by the commissioner, or during the previous three years, whichever
date covers the most recent period of time. Records include the number of complaints,
the lines of insurance involved, nature of the complaints, how the complaints were taken
care of, and how long it took to deal with each complaint. A complaint is defined by
written communication from the policyholder which expresses a grievance concerning
an agent or insurer.

These complaint records serve several useful purposes. They provide the
insurance commissioner with information about the kinds of problems consumers are
having, and with information about whether the problems are legitimate
misunderstandings or are unfair trade practices. Legitimate misunderstandings can be
corrected with, for example, clearer policies, Unfair trade practice violations can be
investigated.

FALSE APPLICATION STATEMENTS
This section prohibits any person from making false or fraudulent statements or
representations on or relative to an application for insurance coverage for the specific

purpose of gaining a commission, a fee, money or some other benefit form any agent,
broker, insurer or individual.
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Note that this would apply to an applicant who, through false statements, will
obtain coverage that would have been rejected were the truth known.

UNFAIR TRADE PRACTICES OF LIENHOLDERS

Because many mortgages or loans are made only on the condition that life
insurance to pay off the loan be assigned or purchased, there are specific trade
practices relating to these transactions.

All individuals who lend money and/or extend credit, and those who solicit
insurance covering real or personal property, are required to state in writing that the
borrower may purchase insurance relative to the loan/credit from an agent or insurer of
the borrower’s choice.

Further, it is illegal for a person involved in a loan/credit transaction to:

e Require, as a condition precedent to the extension of credit or any subsequent
renewal of a credit agreement, that the borrower purchase insurance through a
particular insurer, agent or broker purchase insurance through a particular
insurer, agent or broker;

e Unreasonably disapprove any insurance policy provided by a borrower to protect
the loan by insuring the borrower’s life, or any policy for the protection of property
securing the loan;

« Require that any debtor, borrower, mortgagor, purchaser, insurer, broker or
agent pay a separate charge of any kind in connection with the handling of any
insurance policy required as security for a loan or real estate, or pay a separate
charge for substituting the insurance policy of one insurer for that of another;

e Use or disclose information including, but not limited to, policy information and
policy expiration dates on policies insuring property being used as collateral
security to a loan, when such information is to the advantage of the lender or to
the detriment of the borrower, insurer or agent complying with the insurance
requirement;

Disapproval by a lender of an insurance policy provided by a borrower shall be
deemed unreasonable if it is not based solely on reasonable standards uniformly
applied, relating to the extent of coverage required and the financial soundness and
services of the insurer. Such standards may not discriminate against any particular type
of insurer, nor call for disapproval of a policy because it contains coverage in addition to
that required by the creditor.

No person who lends money or extends credit shall solicit insurance on real or
personal property after a person indicated interest in securing a first mortgage credit
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extension, until the person has actually received a commitment in writing from the
lender as to a loan or credit extension.

The Commission may investigate the affairs of any person to whom this section
applies to determine whether that person has violated these provisions. If a violation is
found, violators shall be subject to the same procedures and penalties as are applicable
for other violations of the laws against unfair trade practices.

DISCLOSURE OF INFORMATION

When an annuity, an accident and sickness policy, or a life insurance policy, will
have an accumulated cash value, the person soliciting or affecting the sales of such
policy shall furnish disclosure information as required by the Commission’s rules and
regulations.

INVESTIGATIONS

The Commission has the power to examine and investigate the conduct of each
person/entity whose activities are covered by unfair trade practices laws to determine
whether that person/entity has been or is engaging in an act or method which
constitutes unfair competition, or is unfair or deceptive as defined by the Code.

An agent found guilty of unfair trade practices by the Insurance Commission can
lose his or her license, or have it suspended for a period of time. To understand the
gravity of offenses under the unfair trade practices laws, consider this list which details
cause for license suspension or termination.

A license can be suspended or terminated if:

1. An agent makes a materially untrue statement when applying for an agent’'s
license.

An agent violates or does not comply with other states’ insurance laws;

An agent obtains a license fraudulently;

An agent misappropriates funds;

An agent misrepresents a contract’s terms;

An agent is convicted of a felony;

An agent is convicted of an unfair trade practice;

An agent’s license in another state is suspended; or

An agent engages in fraudulent, coercive or dishonest practices; or is
incompetent; untrustworthy; or financially irresponsible.

CoNoOO~WN

INTRA-COMPANY REPLACEMENT
If an appointed agent replaces an existing individual accident and sickness policy

with another policy which is issued by the same insurer, and has substantially the same
benefits as the old policy, the insurer may not pay a commission or other compensation
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to that agent except in an amount that does not exceed what the renewal commission
would have been had the old policy stayed in force.

AVOIDING PROBLEMS & COMPLAINTS

It is estimated that one in seven agents face an errors and omissions claim each
year. Charges like these will challenge your reputation, waste enormous time and could
threaten your financial well-being. Basic measures to limit liability always begin by
avoiding claims at the outset. Of course, this is easier said than done, since there is no
foolproof method to sidetrack a lawsuit from a client or an insurer. There are, however,
some steps that agents can use to help reduce the possibility of a claim developing and
present a reasonable defense if one does.

Know your basic legal responsibilities as an agent and only exceed them when
you are absolutely sure what you're doing. When you decide that you want to be more
than an agent understand that it comes with a high price tag: added liability. Also, make
sure you are complying with basic license responsibilities to keep from becoming a
commissioner’s target for suspension or revocation.

Learn from other agent mistakes. Study their errors, learn from them and make
sure you don’t repeat them.

Be aware of and avoid current industry conflicts that could develop into problems
for your agency. There are hundreds of professional industry publications that will help
you keep abreast. Once you are aware of a potential problem, take action to make sure
you avoid or minimize the potential conflicts.

Maintain a strong code of ethics. Be as honest and responsible as possible.

Be consistent in your level of due care. Write or obtain a procedures manual that
forces you to treat client situations the same way every time, and follow it. Courts and
attorneys alike are quick to point out any inconsistency or lack of standard operating
procedures where the client with a problem was handled different than another client.

Know every trade practice and consumer protection rule you can. The violation of
“unfair practice rules” is a really big deal to lawyers. Review your state insurance code.
Learn the applicable statutes and regulations. When in doubt, ask the state for
guidance.

Use client disclosures whenever possible. There is nothing more convincing than
a client’s own signature witnessing his knowledge of the situation.

Get connected to the latest office protocol systems. The ability to access a note
concerning a client conversation or the way you “package” correspondence can make a
big difference in the outcome of a claim or avoiding one at the outset. You want a
system that will produce solid evidence.
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Maintain and understand your errors and omission insurance. This policy is your
“first line of defense”, but you must know its limitations and gaps. Read the policy and
where in doubt, ask for clarification in writing.

KNOW YOUR PRODUCER & LICENSE RESPONSIBILITIES
Agent / Client Duties

As we pointed out previously, the agent generally assumes only those duties
normally found in any agency relationship. Your agency contract is a good
source of basic duties. Overall, the basic duty of agents is to offer a company’s
coverage, take the application and where necessary bind it (temporary receipt). Where
clients have come to you and requested coverage, you need to decide whether it is
available and if the client qualifies.

Agents have a responsibility to know the differences in the products being sold.
While you do not need to obtain “complete” coverage in every case, you have a duty to
explain policy options that are reasonably priced and widely available for the policy you
are suggesting.

In some cases, agents have been responsible for “after sale” duties to see that a
policy continues to meet client needs. The more that your clients depend on you for
their insurance needs and the longer you do business with them, the higher your
standard of care is in selling and serving them.

Agent / Company Duties

In addition to agent / client duties, you have duties to your company. Again, your
agency contract is a good source to review. The problems occur in areas of fiduciary
duties and statutory duties.

When agents are sued by their insurer it is most likely for a violation of the law of
agency. Most agents are familiar with the term fiduciary duty. Between agent and
principal (the insurer), fiduciary duty of the agent prevents him from competing with the
principal concerning the subject matter of the agency or from making a "secret profit"
other than what is stipulated or agreed as commissions. Beyond this, however, agents
are bound to his insurer by other statutory duties.

These duties include duty of care and skill, using standard care and skill; duty of
good conduct or acting so as not to bring disrepute to the principal; duty to give
Information by communicating with the principle and clients; duty to keep accounts by
keeping track of money; duty to act as authorized; duty to be practical and not attempt
the impossible; and duty to obey or comply with the principal's directions. A violation of
these duties can be considered grounds for termination or legal exposure to the
principal or insurance company.
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Areas of additional concern include clerical mistakes, erroneous policy limits,
omissions of endorsement, misappropriating premiums, failure to disclose risk, failure to
cancel or notify cancellation, authority to bind, premium financing activities and unfair
trade practices.

Agent Integrity

While many agents believe that "integrity” is a characteristic of choice, many
state laws set minimum agent responsibilities to follow, such as:

Qualifications

Insurance Commissioners have been known to suspend or revoke an insurance
agent if it is determined that he or she is not properly qualified to perform the duties of a
person holding the license. Qualification may be interpreted to be the meeting of
minimum licensing qualifications (age, exam scores, etc) or beyond.

Lack of Business Skills or Reputation

Licenses have been revoked where the agent is not of good business reputation,
has shown incompetence or untrustworthiness in the conduct of any business, or has
exposed the public or those dealing with him or her to danger of loss. For example, an
application for an insurance license was denied by one state on the basis of reports and
allegations in other states involving the applicant's violations of laws, misdealing, and
mismanagement.

Activities Circumventing Laws

Agent licenses have been revoked or suspended for activities where the
licensee:

(2) Did not actively and in good faith carry on as a business the transactions
that are permitted by law;

(2)  Avoids or prevents the operation or enforcement of insurance laws;

3) Knowingly misrepresents any terms or the effect of a policy or contract; or

(4) Fails to perform a duty or act expressly required of him or her by the
insurance code. For example, a Commissioner revoked a license because
the agent misrepresented benefits of policies he was selling and had
entered false answers in applications as to the physical condition of the
applicants.

Agent Dishonesty

Agents have lost their license because they have engaged in fraudulent practices
or conducted any business in a dishonest manner. A licensee is also subject to
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disciplinary action if he or she has been convicted of a public offense involving a
fraudulent act or an act of dishonesty in acceptance of money or property. Furthermore,
most Insurance Commissioners will discipline any licensee who aids or abets any
person in an act or omission which would be grounds for disciplinary action against the
persons he or she aided or abetted.

For example, a license was revoked after an agent made a concerted effort to
attract "bad risk business" from drivers whose licenses had been suspended or
revoked. The Commissioner found that the agent had sent out deceptive and
misleading solicitation letters and advertising from which it could be inferred that the
agents could place automobile insurance at lower rates than could others because of
their "volume plan".

Moreover, the letters appeared to be official correspondence of the Department
of Motor Vehicles. Clients would be induced to sign contracts with the agents where the
agent would advance the premiums to the insurance company. The prospective
insured would agree to repay the agents for the amount of the premium plus "charges”
amounting to an interest rate of 40 percent per annum. The interest rates charged were
usurious and violated state law.

Catchall Category

In addition to the specific violations above, most states establish agent
responsibilities that must not violate "the public interest”. This is an obvious catchall
category that has been used where agents have perpetrated acts of mail fraud,
securities violations, or RICO (criminal) violations.

License Responsibilities

There are agent responsibilities necessary to maintain licensing in "good
standing™:

License Authority

A person or employee shall not act in the capacity of an agent without holding a
valid agent license. It is generally assumed that anyone quoting premiums or terms of
an insurance contract should be licensed. However, insurance departments across the
country have pushed to constantly expand the definition of who in an agency should be
subjected to licensing as an insurance producer.

To avoid unintentional noncompliance, many agency principals have licensed
almost all staff members, regardless of how limited and passive the functions they
perform. By contrast, the staff of insurance companies are exempt from producer
licensing for a wide variety of service functions such as collecting premiums, mailing
and delivering insurance policies and taking additional information requested by the
agent or the insurer concerning and applicant or other transaction over the phone.
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At the agency level, some insurance departments require agencies to be
licensed both as corporate entities and as individual agency owners and principals.

Temporary licensing can be requested when the agency principal or owner dies
or to fill a void in an insurer's marketing force. This allows the surviving family to
conduct business with existing clients. These licenses are usually limited to 30-days
with two renewals for a total of 90 days.

Recent controversy has surfaced concerning the granting of producer licensing
and special privileges to special interest groups like financial institutions and self-
insured group purchasers. Independent agents are protesting this treatment and have
requested new rules be established by the National Association of Insurance
Commissioners.

Notice of Appointment

In addition to license requirements, states generally require a notice of
appointment be filed with the insurance department. This document is executed
between the agent and insurer and authorizes the agent to transact one or more
classes of insurance business.

An agent may be appointed with several insurers. Upon termination of all
appointments, an agent's license becomes inactive. While inactive it can be renewed
and reactivated by the filing of a new appointment.

License Domicile

Agent domicile is a rapidly changing area of law. Currently, many states will grant
non-residents a producer license. The rules are fairly straightforward: Agents and
brokers of insureds with exposures in several states must be licensed in those states
before they can collect a commission for the coverage they have written. However,
since a non-resident agent "exports" premiums and business outside a given state,
many states are beginning to erect barriers to prevent outside solicitation.

More than one state has strictly prohibited agents and firms from entering to
solicit insurance business without forming a corporation or agency and physically
opening an office in the state. Soliciting is defined as direct malil, telephone or any other
form of communication, such as fax.

Other new rules and regulations enacted in some states require that insurance

policies be countersigned by licensed resident agents of the insurer, regardless of
where the contracts are made or the residency of the insureds.
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Many states require proof of continuing education credits for non-resident agents
in those lines of insurance they are licensed or physically go to the state and pass a test
before renewal or relicensing.

Display of License

Most states require that an issued license be prominently displayed in the agent's
office or available for inspection. Where the business entity is a "fictitious name", such
name should be registered with the insurance department.

Records

Agents should maintain a record-keeping system that will provide a sufficient
"paper-trail” to identify specific insurance transactions and dates. At a minimum, such
record systems should track the name of the insurer, the insured, the policy number and
effective date, date of cancellation, premium amounts and payment plans, dates
premiums are paid and forwarded or deposited to a the insurer or trust account,
commissions (and who gets them).

Where an agent trust bank account is used, agents should maintain all bank
statements, deposit records and canceled checks. Most records should be kept for a
total of 5 years after the expiration or cancellation of the policy. Some states require
that records be maintained "on-site" for one year after expiration or cancellation or
stored off-premises but available within two business days.

Agent Files

While agent files may not be law in certain states, every policy transaction should
be separately filed and include a copy of the original application for insurance or a
memo that the client requested coverage, all correspondence between agent and agent,
notes of client meetings and phone conversations, memorandums of binders (oral or
written) and termination/cancellation dates with proof of notification.
Agent Business & Marketing Practices

Agents should pay particular attention to the responsibilities they have in the
following areas:

Concealment
Concealment is neglecting to communicate what the agent knows or ought to

know to be true. Concealment can be intentional or unintentional. In either case the
injured party is entitled to rescind the contract or policy.
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Communication that is generally considered exempt from concealment include:
Matters which the client/insurer waives (refuses or declines to discuss), matters which
are not material and matters which, in the determination of the "prudent man theory",
the other party ought to know.

Presentations, lllustrations & Quotes

It is illegal to induce a client to purchase or replace a policy by use of
presentation materials, illustrations or quotes that are materially inaccurate.

Misrepresentations

An agent, broker or solicitor shall not misrepresent any material fact concerning
the terms, benefits or future values of an insurance contract. This will include
misrepresenting the financial condition of an insurance company, making false
statements on an application, disclosure of State Guaranty Fund backing of insurance
contracts (some states), making false statements or deceptive advertising designed to
discredit an insurer, agent or other industry group, making agreements that will result in
restraint of trade or a monopolizing of insurance business, etc.

Twisting & Churning

The act of "twisting” or “churning” is defined as misrepresentation or comparison
of insurers or policies for the purpose of inducing a client to change, surrender, lapse or
forfeit an existing policy. Agent violators may be subject to fines, imprisonment and/or
license suspension/revocation.

Redlining

An agent may not refuse to accept an application for insurance or cancel a policy
based on a person's race, marital status, sex or religion. New proposals before
Congress are targeting redlining violators agents who are withholding insurance
protection in certain metropolitan areas.

False Claims

It is unlawful for an agent to submit a false or fraudulent claim to receive
insurance loss proceeds. This includes "staging" or conspiring to stage accidents,
thefts, destruction of property, damage or conversion of an automobile, etc.

Unfair Business Practices

It is a violation in most states for agents to fail to act promptly and in good faith
regarding an insurance claim, fail to confirm or deny coverage applied for

within a reasonable time, dissuade a claimant from filing a claim, persuading a client to
take less of a claim than he or she is entitled to, fail to inform and forward claim
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payment to a client or a beneficiary, fail to promptly relay reasons why a claim was
denied, specifically advise a client not to seek an attorney when seeking claim relief,
mislead clients concerning time limits or applicable statutes of limitation concerning their
policy, advertising insurance that the agent does not have or intend to sell, use any
method of marketing designed to induce a client to purchase through the use of force,
threat or undue pressure, use any marketing method that fails to disclose (in a
conspicuous manner) that the agent is soliciting insurance and/or that an agent will
make contact.

Policy Replacement

Agents must clearly disclose in writing, signed by the client, their intention to
replace insurance with a new policy and that the existing insurance will lapse, be
forfeited, surrendered or terminated, converted to a paid-up or reduced paid-up
contract, etc.

A copy of the "replacement notice" shall be sent to the existing insurer.
Additional requirements typically include the completion of specific sections of the
insurance application where the agent must acknowledge that he or she is aware of the
replacement

Privacy

Information gathered in connection with an insurance transaction should be
confidential and have specific purpose. Clients are entitled to know why information is
needed and have access to verifying its accuracy where a claim or application is
denied.

AGENT ETHICS

It is difficult to discuss matters of agent responsibility and reducing liability
without exploring ethics. As it relates to insurance agents, ethics go beyond the
maintenance of "moral standards". Insurance ethics involves the maintaining of honest
standards and judgments that place the client first. Insurance ethics center on
maintaining honest standards and judgments that place the client first.

Someday, it may be real important for a court and jury to hear that you have a
history of serving the client without consideration for how much commission you made
or how busy you were.

Case Example: An agent sold his client a health insurance policy while in her
50's. After the client reached 65 he continued to collect premiums despite the fact that
Medicare would have replaced most of the benefits of her policy. The court did not look
favorably on the agent’s lack of duty to notify his client.
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Ethics exist to inspire us to do good. Having high ethical standards can be more
important than being right because honesty reflects character while being right reflects a
level of ability. Unfortunately, the insurance industry, like many industries still rewards
ability. There are, for example, plenty of "million dollar" marketing winners and "sales
achievement awards.”

For some, the very effort to be as ethical as possible brings its own rewards.
Consider, for example, the satisfaction that agents realize when the interest of a client
has been served by the proper placement of insurance:

e The capital needs of a family are met by a $1 million life insurance policy
when the breadwinner dies prematurely.

e The estate of an entire family is left intact because an umbrella liability policy
sheltered against a major accident claim.

e A business is able to survive after the death of a partner because a life policy
payment provided necessary capital to replace the devastating loss.

e The retirement plans of a once young married couple are made possible
through investments in pensions and annuities.

e The owner of income property financially survives a major fire because his
liability policy included "loss of income" provisions.

e A family survives a mother's long term bout with cancer because their health
insurance carried a sufficient "lifetime" benefit.

Sales ethics involve more than compliance with the law and more than not telling
lies because an incomplete answer can be just as deceptive as a lie.

The work of an insurance agent often impacts the entire financial well being and
future of businesses and families. Ethics place the interest of these clients above an
agent's commission.

Being ethical is being professional but the gesture goes beyond the mere
compliance with law. It means being completely honest concerning all facts. It means
more than merely not telling lies because an incomplete answer can be more deceptive
than a lie.

AGENT DISCLOSURE
Client Disclosure

In response to frequent and often groundless claims, many agents have resorted
to limiting contracts and disclosures for clients to review and sign prior to any purchase
decision. It may be common, in years ahead, to attach such statements to each and

every policy or even require clients to sign one prior to any insurance discussions, much
like doctors have patients sign disclosures in advance of services.
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Before using any disclosure letter speak to an attorney for approval. Also, know
that specific products may require different wording.

Agents have successfully used disclosures to qualify a promise of coverage.

Case Example: An agent's letter to a client regarding future coverage
commitments included a very important disclosure: “You will be covered subject to our
normal underwriting requirements.” Of course, when the time came, the client
automatically assumed he was covered. However, on the strength of the disclosure, the
courts disagreed.

Agents may also want to use disclosures to "narrow the scope" of their duties.
For example, agents have been held liable for not securing "complete" coverage. If an
agent is unwilling to assume responsibility and take the time necessary to provide
"complete” coverage, it might be wise to disclose that coverage is for a specific
property, condition or a specific insurance carrier. Further, it might be appropriate to
say that the agent has not reviewed client coverage needs concerning leases,
contracts, directors, product liability, estate taxes, etc.

Case Example: An agent proposal included the following disclosure: “This
proposal is prepared for your convenience only and is not intended to be a complete
explanation of policy coverage or terms. Actual policy language will govern the scope
and limits of protection afforded.”

While this seems to cover any omission the agent might make in his proposal, he
was found liable for client losses because his proposal also listed eight specific
exclusions of the policy. Unfortunately, the one he left out was the peril that damaged
the client’s policy.

Nothing can prevent a lawsuit, but an agent will be ahead to demonstrate client
knowledge about product and service by using disclosures. Further, an agent would be
better positioned if he could demonstrate client knowledge in advance of the sale.
Some legal advisors recommend inserting a binding arbitration clause to hopefully
circumvent the long, expensive process of a judicial proceeding. Only a competent
attorney should prepare these types of disclosures and clauses.

Insurer Disclosure

As between agent and insurer, the obligations and duties of both should be fully
disclosed in the agency agreement, general agency agreement or explicitly detailed in
other written documents. Agents reading these documents should be clear on issues of
authority, advertising, waivers, venue, materials and records, rules & regulations,
supervision, audits, commissions, special conditions, indemnification, termination
conditions, etc.
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As accountability grows, some agent contracts are including aggressive hold-
harmless agreements that impose liability on agents for any claims, regardless of fault,
while others contain personal indemnification clauses that place an agent's home and
personal assets at risk.

With all of these disclosures present, it is a wonder how disputes develop
between agents and their insurance companies. The answer lies in the interpretation of
these agreements and circumstances that can be quite different for each transaction.

Agents and brokers have been sued by their insurers for failure to comply with
terms of agency agreements ranging from gross misappropriation of premiums to
seemingly small violations involving clerical errors.

In many of these cases, the attorney for the defense had to go beyond the written
disclosure by defending the agent or broker on the following points of law:

Agency Relationship

Without specific contractual ties, the agent's only duty to the insurer is to collect
premiums and delivery the policy. The extent of any agency relationship between the
agent and insurer beyond collecting the premium and delivery the policy is governed
only specific agency agreement or binding authority.

Proximate Cause & Reliance

In cases where the insurer sues a broker for failing to supply correct or complete
information on the risk or client, brokers have countered that the insurer would have
agreed to underwrite the risk even if he had not supplied correct or complete
information.

As a practical matter, it is rare to encounter liability insurance litigation in which
the insurer can prove that it would not have provided coverage if better information has
been provided.

Estoppel

An insurer who has had a long course of dealing with a given broker/agent may
well have been willing, over the years, to overlook shortcomings in the information a
broker provided the insurer. In some cases, brokers are allowed to "bind" coverage and
later provide additional information.

If the same insurer brings an action against the broker after a loss has occurred,

the broker may be able to point to the insurer's past practices as the basis for an
estoppel argument.
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Ratification

When an insurer can be shown to have a practice of issuing policies even though
the broker has supplied incomplete information, the broker may be able to establish that
the insurer has ratified the broker's actions and adopted them as the insurer's own.

Ratification of unauthorized acts of an agent can be sufficient in some cases to
release the broker/agent from liability to the principal.

ERRORS & OMISSIONS INSURANCE

Like other professionals, insurance agents should carry their own errors and
omissions insurance. One author suggests that the highest level of agent ethics
occurs when errors and omissions insurance is purchased for the protection of clients.

While this is indeed a noble gesture, it is more likely that agents purchase these
policies for more selfish motives. After all, we have entered an era of high
accountability and cannot hope to survive a major claim without this protection. In some
states, for example, the punitive awards can be as high as three times the amount of
compensatory awards (some policies do not cover punitive damages).

Faced with these kinds of actions, insurers, who many times foot the bill for agent
mistakes, are less timid about suing their agents and brokers for any malfeasance. Of
course, to some extent, the very existence of errors and omissions insurance may be a
factor in an agent being named in litigation that he may otherwise have avoided.

There is no standard errors and omissions policy. Most policies are written on a
claims-made basis rather than on an occurrence basis. Claims made means the insurer
is only responsible for claims filed while the policy was in force. This could represent a
problem down the road a few years, if the agent moves or retires. Even death is not an
excuse, where a "hot shot" attorney can file his client's claim against the agent's estate.

Policies today also have some very significant limitations, caps, gaps, consent
clauses and relatively high deductibles. So many loopholes, in fact, that an agent is
likely to feel the financial impact of any litigation almost immediately and under certain
conditions may receive no protection whatsoever. Some older style policies even
require the agent to pay the entire claim before the errors and omissions insurer has
any obligation at all. These are referred to indemnification policies.

In many instances, the choice of an errors and omissions policy doesn’t center
on the limits or features an agent wants, rather it comes down, for many, to what the
agent can afford. Unless agents find a way to finance the huge premiums, through
banks or association groups, this often leads to the agent accepting many policy
exclusions.
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Exclusions

Aside from the primary limits of the policy the cost of defense is the most
important exclusion to watch. Does your errors and omission policy include defense
costs as part of the limit? If so, the amount of money available to pay monetary or
punitive awards will be significantly reduced.

Defense costs can also be limited to a percentage of policy limits. Here, when
the number is reached, you start paying for the balance of defense costs. Obviously,
the best errors and omission plan will pay for all defense costs in addition to policy
limits.

The claims made exclusion is the next consideration. If you have one, you will
be covered for only the claims that occur while the policy is in force. If so, how will you
handle a claim problem that occurs down the road, say at retirement, when you have
dropped your policy?

Actually, you may have little choice in the matter since most policies today are
written on a claims made basis versus an occurrence basis. However, there are
endorsements, discussed later, that can help protect you in the “down the road”
scenarios.

In addition to the claims made limitation, there are many other important
coverage exclusions an agent must consider, such as:

e Insurer insolvency,

e Receivership, bankruptcy, liquidation or financial inability to pay;

e Acts by the agent that are dishonest, fraudulent, criminal, malicious or
committed while knowing the conduct was wrong;

e Promises or guarantees as to interest rates or fluctuations of interest rates
in policies sold, the market value of any insurance or financial product or
future premium payments;

e Activities of the agent related to any employee benefit plan as defined
under ERISA;

e Agent violations of the rules and regulations of the Securities Exchange
Commission, the National Association of Security dealers or any similar
federal or state security statute;

e Violations of the provisions of the Consolidated Omnibus Budget
Reconciliation Act (COBRA) or the Employee Retirement Income Security
Act (ERISA);

e Discrimination or unfair competition charges, violations of the Racketeer
Influenced Corrupt Organizations Act (RICO), and structured settlement
placements.

© 2005 Capital Resources Corporation Page 93 of 101



In most of the instances above, the standard agent's errors and omissions policy
will not pay a claim. In the case of an insolvent company that retains client's money or
refuses to make good on a claim, the agent will not even be defended according to
specific terms that exist in most policies.

Also, be aware of specific limitations. You may not be covered errors and
omissions in the following areas:

e Punitive damages, business outside the state or country;

e Failure to give notice if new employees or agents are added to your staff;
fraudulent or dishonest acts of employees or agent staff;

e Negligence may be covered, but bodily injury and property damage may
not;

e Judgments: some policies only pay if a judgment is obtained against you;

e Some exclude contractual obligations in the form of “hold harmless”
clauses;

o Outside services like the sale of securities, real estate or notary work.

Most errors and omissions policies are far from perfect. However, before losing
interest in buying this valuable coverage, you should consider the high costs, and lost
production time, associated in the defense of even one protected client claim and any
subsequent judgment requiring an agent to pay any deficiencies and possible
attorney/court fees. The cost of the average errors and omissions policy is cheap when
compared to these costs.

If you want your errors and omissions to do more, you can pay more and
upgrade your coverage. Critical policy options that you might consider include first
dollar defense coverage, defense costs in addition to policy limits, adequate liability
limits, the availability of prior-acts coverage and coverage carrier solvency.

Obviously, the concerned agent would do better to avoid malpractice claims at
the outset by doing everything possible to investigate safety and solvency of any
proposed carrier, acting professionally, keeping current, and due care. Further, there is
no substitute for operating in a prudent, ethical manner rather than rely only on an
errors and omission policy.

Dealing With E&O Claims

If you feel you have a potential errors and omissions claim, you should first
review your policy for the reporting requirements that you need to meet. Most E&O
carriers want you to report an incident right away. However, it is important to know what
your company determines to be an “incident”. If in doubt, you might want to call the
company anyway and discuss it with them.
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Generally, it is in your best interest to cooperate fully with the E&O company by
assisting in any evidence gathering and witness lists. However, this same spirit of
cooperation does not always extend to your client.

Most errors and omissions insurers do not want you or any staff member to make
any voluntary admission of guilt to the client. Never blame the insurance company in
any way or make any statement that might lead them to believe that the situation will be
cured.

While you can be cordial and calm in dealing with the client, be careful not to give
any advice, legal or otherwise. If you are absolutely positive the claim is wrong, you can
deny it, but never offer to settle.

If the situation involves a claim between the agent and a represented insurance
company, the same precautions must be taken. In essence, you can't afford to
“prejudice” your case in any way. Violating this errors and omissions contractual
promise is the sure way for coverage to be canceled.

Cooperation also extends to any settlement offer proposed by your errors and
omissions company. If your E&O insurer suggests a settlement offer that you do no
agree with, and the case ended with a higher judgment that the settlement, you could
be held liable for the difference as well as any amounts that exceed policy limits.

OFFICE PROTOCOL

Properly used, an agent's office automation and procedures can help to avoid
costly claims or at least control E&O losses. For example, a sound basis for a defense
can be established if an agent produces documentation, records of phone
conversations regarding binding and specific coverages or records that show a clients
decision to reject a recommended coverage. The client would have a hard time proving
otherwise. Some liability claims have hinged on a hastily scribbled note confirming that
a disputed conversation took place.

The legal purpose of documenting client transactions is to establish evidence.
Evidence can be parole evidence, which is oral (difficult to prove in court), or it can be
hearsay evidence (behind the scenes notes), which are written but not generally
admissible unless it is collected under ordinary business rules. You should develop
standard operating procedures, which require the following evidence rules for the best
protection possible:

¢ Reduce oral agreements to writing as soon as possible and indicate that
the written document is the entire agreement.

e Handle ordinary course of business using an operating manual that is
followed consistently.
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e Instead of “post-it” notes and scattered comments in client files make a
point to transfer the content of these notes to a formal log kept in every
client file.

Following are some areas of office protocol that may make or break a claim
against an agent:

Automated Equipment

Computers and the diary capabilities they present provide up-to-date
documentation that can be used to verify an agent's defense. Electronic "date-
stamping" can also be valuable as can fax messages concerning any client / agent
contact concerning the dispute.

Application For Insurance

Complete and legible copies of the original application for coverage are
extremely important. They presumably show the "intent" of the insured when he took
out the policy, what he communicated to the agent regarding his wishes, whether the
agent followed his wishes as to coverage requested and whether the insurance
company followed the wishes of the agent who requested a policy of insurance pursuant
to the wishes of the insured.

Also, a material misrepresentation of fact by the insured in his application may
cause the policy to be declared void.

The Agent's File

In a legal action involving an agent or his insurer, a client's attorney will always
attempt to secure a copy of the agent's file. It will show his knowledge of the insured's
intent for specific coverage, communications between the agent and the insured about
securing these coverages and the communications between agent and the underwriting
department of the insurer.

For example, in one case a lack of notation regarding a client conversation three
years before the loss was evidence upon which a jury concluded that the agent
misrepresented the terms of the policy to the insured.

By law, insurance companies generally have access to your files. So, it would be
wise to never make a derogatory comment about a client in these files. Also, when a
claim or potential claim situation surfaces, it is always a good idea to check with your
errors and omissions insurer before turning over any documents.

As the industry edges closer to “paper less” filing it is important to understand
that all files (paper, electronic, fax, post-it notes, etc) are considered evidence and can
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be used on your behalf or against you. Certain documents, such as applications with
original signatures still need to be kept in paper form.

Correspondence

Clients will often say they “never received” a letter or cancellation notice or “it
was not in the envelope you sent. Experts suggest that using window envelopes and
various methods of proven delivery, like Western Union, Certified Mail or United Parcel
will provide you with a tracking record. Additionally, if the insured acknowledges receipt
of a window style envelope he cannot say there was nothing inside since the address
was on the letter showing through the envelope window.

E-Mail

E-mail messages and correspondence is fast replacing written memos, faxes,
phones calls and more. The ease of use, however, may hide liabilities that you need to
address. For instance, confidential notes or information can be unintentionally sent
without saving a copy, or worse yet, sent to the wrong party. E-Mail users often hit the
“enter” key before they think, and just hitting “delete” doesn’'t automatically eliminate a
message or derogatory remark. The system may “back-up”.

E-Mail communications are just as binding, admissible and prohibitive in court as
other communications. Attorneys are finding damaging information in E-Mail files that
they can't find elsewhere. That is why it is imperative to have use guidelines for E-Mail.

For liability purposes, all parties who have access to E-Mail in your company
should apply good judgment. They should communicate with E-Mail as they would in a
public meeting. Sensitive information should be encrypted to protect it from being
transmitted via the Internet.

Operations Manual

As you read above, standard operating procedures are steps that you follow
consistently in selling and serving client. Standard procedures can be critical in
establishing your notes and records as usable evidence in a trial. Further, it can be
suggested that an agent who is careful to follow set procedures is usually found to be
more credible in his own defense. Both are important reasons to document procedures
in an operations manual.

Some errors and omission insurers are requiring agents to have and see their
operations manual before coverage can commence. You should also be aware that in
an insurance dispute, the existence of such a manual may be uncovered. From a
defense standpoint, the manual and your adherence to it may prove that you are a
diligent agent. From a plaintiff's vantage, non-compliance of policy procedures that you
establish may work against you.
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An operations manual should detail standard procedures to follow in dealing with
clients, insurers and special services you offer. Your operations manual should cover
procedures for dealing with client applications, claims, policies and certificates,
insurance companies and any special services you plan to offer.

The following is a basic outline of information that could be included in your
manual. Because agencies and insurances differ widely, you will want to add issues
that are specific to your business before implementing any procedures.

e Client needs and requests should always be noted in the file. Many agents
routinely take 5 minutes after a client interview or phone call to document
the needs and requests of the client in the file. Even if you have to shut
the door and set the answering machine, this is important.

e Always be consistent. If you ask one client to accept or deny a specific
endorsement or make sure that you ask the same question of others.

e Note the date or nature of all correspondence that notifies a client that his
application has been accepted or denied. Equally important is logging
notification of clients or potential clients that coverage is not available.

e Create a “hot list” or “follow-up” file for all transactions that require
additional review. A contact management or database system is excellent
for noting the need to review the client file within 10 days, 20 days or on a
specific date to check a renewal, ordered endorsement.

e Your operations manual should also layout office procedures to be
followed for handling and logging phone messages, faxes (copy thermal
paper before putting in file), e-mail, photographs,, microfilm, proof of
mailing receipts as well as how long and where storage and “deep
storage” of records will be kept. Standard procedures using window
envelopes (advisable) for all notifications should also be established.

e All oral agreements and binders should be reduced to writing and dated in
the file.

e Policies received should be checked against “specimen policies” to be
sure it is the same contract and against the client application to be sure it
meets client needs.

e Endorsements should be processed as soon as possible. Make notes that
show the policy has been endorsed and create a follow-up system that
compares any endorsement papers mailed with the endorsement received
from the insurance company.

e Cancellation procedures should comply with state regulations and policy
provisions. Notices to client should be tracked and posted in the client file.
Also, be sure that the client does not continue receiving a bill after
cancellation.

e Renewals should be sent within a specified time before expiration of the
policy (usually 60-90 days). Experts agree that if you can’t reach the client
you should order the renewal anyway. Posting and tracking any notices to
file is very important.
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o Expirations should comply with state and policy provisions. Always notify
client of any expiration.

e Claims should receive immediate attention and all requests should be
promptly sent to the insurer. A follow-up note to the file should be
prepared. Do not tell the client that the claim will be paid unless you are
absolutely sure. Do not offer any legal advice to the client. Compare
claim awards to policy limits accuracy.

ADDITIONAL PRIVACY ISSUES
HIPAA

As life and health insurance agents, you are exposed to and trusted with
personal medical information from the clients you work with. It has always been good
business practice to view this type of information as confidential. In 1996, however, the
federal government passed the Health Insurance Portability and Accountability Act
(HIPAA) that provides specific rules for how we must protect personal medical
information. It is no longer an option.

Who is required to comply?

There are three types of organizations that are required to comply with the rules
outlined in HIPAA.

Covered Entities: A Covered Entity includes health plans, healthcare
clearinghouses, and most health care providers. Note that the law considers employer
group health plans as Covered Entities.

Business Associates: A Business Associate includes in business or
individual who works with a Covered Entity and creates, uses, receives, or discloses
protected health information.

Employer and Other Sponsors of Group Health Plans: An Employer and
Other Sponsors of Group Health Plans includes all employers that receive protected
health information as well as other organizations that sponsor group health plans (for
example, a union).

Protected Health Information

HIPAA defines Protected Health Information as any individually identifiable health
information that is created or received by a healthcare provider, health plan, employer,
or healthcare clearinghouse. Note that the definition of Protected Health Information
includes a person’s name and address.

HIPAA requires that a group health plan does not disclose this information except
for the following permitted or required disclosures:
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Permitted Disclosures

To the individual,

To carryout treatment, payment, or healthcare operations;

With a valid authorization;

Under limited circumstances, when the individual has the opportunity

to agree or object to the use or disclosure;

e For defined “public good function” and for very limited “marketing”
purposes; and

e Group health plans may make disclosures of protected health

information to business associates if the plan obtains satisfactory

assurance that the business associate will adequately safeguard the

information.

Required Disclosures

e To an individual seeking to access their protected information;

e To an individual seeking an accounting of disclosures of their protected
health information; and

e When required by the Secretary of HHS to investigate or determine the
group health plan’s compliance with the regulation.

Business Associates

As life and health agents, you fall under the definition of a “Business Associate;”
consequently, you will be required to enter into a “Business Associate Contract” with the
health plans with which we work. These contracts are required to have the following
provisions:

e Establish the permitted uses and disclosures of protected health
information;

e Provide that the business associate will not use nor further disclose the
information other than as allowed under the contract or required by
law;

e Provide that the business associate will use appropriate safeguards to
prevent the unauthorized disclosure of information;

e Require the business associate to report to the health plan any
unauthorized uses or disclosures of the information;

e Ensure that any agents or subcontractors to whom the business
associate discloses protected health information agrees to these same
restrictions;

e Provide that the business associate will make protected health
information available for inspection;
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e Provide that the business associate will make protected health
information available to amend and that the business associate has the
capacity to make amendments;

e Provide that business associates can provide for an accounting all of
their disclosures of protected health information;

e Require that the business associate agrees to make its internal
practices, books, and records available to the Secretary of HHS for
inspection, if necessary;

e Provide that the business associate agrees to return or destroy, if
feasible, all information and limit future uses and disclosures to those
purposes that make its return or destruction infeasible, and

e Authorize the termination of the contract if the business associate has
violated a material term of the contract.

GLBA

As a life and health insurance agent, you also need to be familiar with
requirements of the Gramm-Leach-Bliley Act (GLBA) of 1999. This law put into place
privacy requirements for the protection of consumer’s non-public, personal financial
information. GLMA is specifically designed for and directed at the professionals working
within the financial services industry.

The first step in determining the impact of GLBA on your business is to determine
if you receive information that is protected by the law. The type of information protected
includes:

e Information that comes from an individual seeking to obtain an
insurance product;

e Information that is financial in nature; information that relates to a
personal, family, or household product or service;

e Information that is non-public, and information that identifies the
individual.

If you receive this type of information, the second step is to determine if you
disclose the information in any way. As an agent doing business in the insurance
industry, it is nearly impossible to not disclose this protected information as defined by
GLMA. The final step in this process is to determine the appropriate discloser and
authorization documents you should use within the course of your daily business.

Each individual state’'s government has the job of enforcing the GLBA
requirements within the insurance industry. While efforts have been made to promote
consistency from state to state, the reality is that each state’s compliance measures can
and may be different. As a life and health agent, you need to be familiar with the
compliance measures for each state in which you do business.
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