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Chapter One - Introduction to Ethics

Important Lesson Points

The important points addressed in this lesson are:

· The Golden Rule is the foundation of ethics
· The fact of society—that we don’t exist alone—makes an ethical system necessary
· Two methods exist to resolve disagreements between members of a society: force and reason
· The use of force destroys relationships and is, therefore, an inappropriate principle for conflict resolution in a society
· The Golden Rule is the most palatable principle on which to base a reasoned approach to conflict resolution for the greatest number of people
· Compliance and ethics are closely related concepts, but they are not identical
· Ethics applies to virtually every act of and tool used by the financial services practitioner
· Professions are characterized by specialized knowledge, a service-before-income outlook and an ethical code to which members are expected to adhere
Introduction

It isn’t often that we think about the idea of ethics except, perhaps, to decry the actions of someone who has acted unethically and been exposed in the media.  We are usually too busy pursuing our livelihood or simply living our life to give it much thought.  Despite that, there is considerable benefit to the financial services practitioner in identifying and internalizing those ethical principles that should guide his or her actions.  

In this course we will examine the foundation of ethics and consider the parties to whom the practitioner owes an ethical duty.  In addition, we will look at certain ethical yardsticks against which our actions can be measured.  Finally, we will discuss the practitioner’s sales methods and sales tools and provide a basis for their audit in ethical terms.

The Foundation of Ethics

In practical terms, ethics is a system or code of principles that directs our actions toward others. Before trying to apply the precepts of any ethical system to the complex and important job of the financial services practitioner, it seems sensible to look somewhat deeper into this system that we know as ethics and understand the principles on which it is based.  Not surprisingly, the foundational ethical standard that applies to the financial services practitioner in his or her interaction with customers or represented companies is the same one that serves as the building block of the earth’s great religions: the Golden Rule.  The Golden Rule maintains that each of us should treat others as he or she would wish to be treated.

Modeling our actions towards others—our customers and companies, in this case—on what we want for ourselves is not only eminently fair, it is also essential for a civilized society.  Consider the alternative to this precept of fairness.

Golden Rule
The Golden Rule is an ethical norm that is an essential element of the dominant religions, as seen in the following scriptures:

	In Judaism: Thou shalt regard thy neighbor as thyself.
	In Buddhism: Hurt not others with that which pains yourself.

	In Islam: No one of you is a believer until he loves for his brother what he loves for himself.
	In Hinduism: Good people proceed while considering that what is best for others is best for themselves.

	In Christianity: Do unto others as you would have them do unto you.
	In Confucianism: What you do not want done to yourself, do not do to others.


In a society in which you were the only member, there would be little need for ethics.  You would be the beneficiary of all its goods as well as the bearer of all its burdens; there would be nobody eager to share your goods, nor would you be expected to shoulder anyone else’s burdens.  It is the fact we don’t exist alone—and that goods exist in limited supply while burdens seem unlimited—which makes a system of ethics essential.  Limited goods must be distributed and burdens shared, and that means that we will disagree.  The important question is how that disagreement should be resolved.

There are two fundamental means of dispute resolution: through the use of force and through the use of reason.  Any other way is only a subset of these two.

If I use force to resolve a dispute—by brandishing a weapon or making a threat, for example—I may be able to carry the day, but at what cost?  My use of force has probably destroyed any possibility of an enduring relationship.  The next time a similar dispute arises, my adversary may use a larger weapon, and the result may be different.  

More significant than a possible future adverse outcome is that, with the loss of the possibility of relationship, the value of my life is sorely diminished.  Since the value of my life is so important to me, force isn’t the answer.

However, if I choose to use reason instead of force to resolve disputes and, thereby, promote relationship, what principle is likely to be the most palatable to everyone?  The answer, of course, is the Golden Rule: specifically, I will treat you in the way that I want you to treat me, and I want you to treat me as you would treat yourself.

Assuming that you have a healthy self-image and, therefore, treat yourself well, the Golden Rule becomes the most rational method of dispute resolution.  Taken to the next step, it is the very core of fairness and the fundamental element of professionalism.  It is this fairness that is the basic character of any viable system of ethics.   

The Nature of Compliance

To be unaware of the ethical issues that have plagued the financial services industry we would have had to avoid newspapers, television and the radio.  Certainly everyone is aware of the unethical sales practices for which many of the biggest companies in the insurance industry were successfully sued.  In addition, company analysts’ promoting to customers the stocks of companies that they privately disparage in order to obtain more of those companies’ business suggests a level of cynicism and nihilism seldom encountered. 

It is not surprising, then, that the call for an ethical renaissance has become increasingly loud.  With that call for an elevated level of ethical behavior has come a greater focus on enforceable ethical rules and the need for compliance with those rules.  

When we talk about compliance, we are really talking about particular rules of conduct—in some cases made into law—that are designed to promote the interests of all of the parties to a transaction.  Although it is certainly possible to act in a compliant way without being ethical, there is a direct connection between the two concepts.  If ethics, as the foundation of integrity and honesty, gives us optimum standards of conduct, compliance gives us minimum requirements of conduct.  If ethics tells us what we ought to do, compliance dictates what we must do or avoid.

So, although compliance certainly has its basis in ethics, it is not the same thing.  The person who acts ethically does the right thing; the person who is compliant stays out of the courtroom.  Ethical or professional conduct beyond what is required by the law is optional with the individual.  Compliance is a legal requirement.

Ethics comes into play with respect to:

· The practitioners’ sales tools

· The practitioners’ sales practices

· What the practitioner says or fails to say

· What the practitioner does or fails to do

· The practitioners’ interaction with clients or prospects

· The practitioners’ relationship with his or her company or companies

Although avoiding unethical sales practices is certainly important, ethics includes far more than just sales practices.  It extends to all these areas.  One of the important results of increased ethical awareness is a favorable change in the public perception of the insurance agent and the stockbroker.  

Professionalism & the Industry’s Public Image

The public image of the insurance and investment business has been affected significantly by the sensationalism of the misleading sales practices affecting some of the largest insurers and brokerage houses.  The unfortunate truth is that these unethical sales practices are practices that many practitioners, representing many companies, have used in the past.  As we continue through this course, we will examine these practices in considerable depth—practices whose common thread is that they misled the customer.  We will look at the use of such terms as “private pension,” “vanishing premiums” and a number of others.  Each of them has a common element of deception—an element that stands in direct opposition to the concept of professionalism.

When we think of a profession, such as medicine or law, we can usually find three components that are necessary for an occupation or business to be considered a profession.  

1. Specialized knowledge

2. A “service before income” outlook and

3. A code of professional ethics

While any profession may have additional requirements for membership, every profession has each of those three components.  These professions encompass a body of specialized knowledge, a “service before income” outlook and a code of ethics.  This code is what governs the actions of individuals practicing the profession and against which they are measured, just as compliance requirements and our own code of ethics govern our actions in the financial services business.

The mantle of professional in the eyes of the client comes at a price.  The consequence of being considered a professional as opposed to a seller of insurance policies or securities is the greater potential liability imposed by the courts.  If we recognize that achieving the status of professional results in our greater liability, we need to ask whether it is worth the greater liability.  Not only is the label of professional worth being held to a higher ethical standard, it is essential to the financial well-being of the practitioner.

There is no question but that competition is an economic fact of life.  If you are able to make and sell something cheaper than your competition, you may have an ever-increasing share of the market.  Although we often hear about the increased competition for the insurance dollar from banks, brokerage companies and other financial institutions, we hear much less about the competition from a source that is far more difficult to deal with—the alternative distribution systems that insurers are experimenting with.

Insurers have determined that the agency system is an expensive way to sell insurance, regardless of whether it is life insurance, health insurance or property & casualty insurance.  However, the agency system continues to exist because it is also the most effective system.  What happens, however, when the public no longer feels the need for an insurance agent?  

The answer should be obvious; insurers will move quickly to those less expensive alternative distribution systems. Unless agents and other financial services practitioners become more professional and the public perceives a greater benefit from the practitioner’s participation in the sale, the agency system may die.  Even if there were no other reason for agents to be in the forefront insisting on an ethics-driven profession this would be enough. 

To summarize the role of ethics and compliance in the financial services transaction:  

· It is a body of rules of conduct that promote the interests of all parties to the transaction;

· Although distinct from ethics, compliance has its foundation in an ethical system;

· The rules of compliance provide minimum conduct requirements while ethics provides optimum guidelines;

· The rules of both ethics and compliance apply to the sales tools and practices of the agent;

· Ethics extends to interaction with the client or prospect and with the company or companies that are represented;

· Changing the public image of the financial practitioner to one of a professional requires, among other things, adherence to a code of professional conduct;

· Although professional status carries with it a cost in increased liability for insurance agents, it may also help ensure the continuation of the agency distribution system.

Let’s turn our attention, now, to the legal framework upon which compliance rests.

Chapter Review

1. Which of the following is generally considered the basis of the ethical standards that apply to an insurance practitioner in his or her interaction with customers?

A. the firm’s compliance requirements

B. state law

C. the Golden Rule

D. natural law

2. Why is a system of ethics essential?

A. because we live in society with others

B. to ensure that we minimize our legal liability

C. to provide a basis for national and local laws

D. to help protect our private property from theft by others

3. A system of ethics provides minimum conduct requirements.

A. True

B. False

4. Which of the following is common among unethical sales practices in the insurance business?

A. They result in the customer’s financial loss.

B. They violate existing law.

C. They are done inadvertently.

D. They mislead the customer.

5. All of the following are generally necessary for an occupation or business to be considered a profession EXCEPT:

A. specialized knowledge

B. a “service before income” outlook

C. a high level of practitioner income

D. a code of professional ethics

Chapter Two - The Legal Framework of Compliance& Ethics

Important Lesson Points

The important points addressed in this lesson are:

· Although principally a function of the states, insurance regulation is a responsibility shared by federal and state government
· The concept of agency—by virtue of which a principal is bound by the actions of its agent—grew out of English common law
· Authority enjoyed by agents may be express, implied or apparent
· Ratification by a principal will make a principal liable for the unauthorized actions of its agent
· Various legal concepts developed out of common law that affect liability between buyers and sellers and their agents, including the concepts referred to as custom, waiver, estoppel and election
· Over the years, courts have extended sellers’ liability and have effectively changed the concept of caveat emptor to caveat vendor
Federal Government Role

The regulation of the insurance industry is done principally by the state insurance departments.  These departments license agents and insurers, and they supervise agent and company sales practices.  As a result of this pervasive state regulatory presence, few people give much thought to the role the federal government plays in the regulation of the insurance industry.  

However, despite the predominance of state regulators, the federal government exerts regulating control over the insurance industry in four principal ways.  Federal government influence in the insurance industry is wielded through:

· the powers reserved to it under the McCarran-Ferguson Act

· the Internal Revenue Code and its tax provisions applying to insurers and insurance products

· health insurance and pension legislation

· SEC regulation of insurance products considered securities

Reserved Powers under McCarran-Ferguson

The federal government retains the power to control the insurance industry under the McCarran-Ferguson Act to the extent that the issues involved are deemed to be national in character.  Overseeing state regulation of the insurance industry is a power reserved to the federal government.  Although the states are specifically charged with the responsibility of regulating matters relating to ethical conduct of insurance agents, the federal government could consider it to be of sufficient national concern to step in and directly regulate insurance industry conduct.  There has been little federal interest up to this point, however, in taking over the job of supervising agent conduct although Congress may impose a fiduciary standard on the professional actions of insurance agents and stockbrokers.

Federal Taxation

The role of the federal taxing authority is very familiar to those practitioners whose career is principally on the life insurance side of the industry.  The tax treatment given to products sold by life insurers, particularly the tax-favored cash value growth and income tax-free death benefits, often play an important role in the sale of substantial amounts of life insurance.  Furthermore, the Internal Revenue Code also contains specific provisions concerning the taxation of mutual and stock insurance companies.  Since taxation can significantly affect any product or industry, it becomes clear just how important this area of regulatory influence is.

Health Insurance and Pension Legislation

The third area of federal influence concerns its ability to legislate in the areas of health insurance and pensions.  In the area of health insurance, the federal government created standards for Medicare supplement policies first and then established criteria for qualified long term care policies.  Subsequently, the passage of the Health Insurance Portability and Accountability Act (HIPAA), further defined the health insurance playing field.  Recently, the Economic Growth and Tax Relief Reconciliation Act of 2001 made significant changes to pension regulation and contribution limits to qualified plans. The 2010 passage of the Patient Protection and Affordable Care Act has largely resulted in the federal government’s creation of standards applicable to basic health care plans.  

Securities Regulation

The federal government, through the SEC, exerts considerable influence in both licensing and product registration of securities products, and that influence is increasing in the insurance industry due to the many new insurance products that have a dual character as insurance products and investment products.  Although the federal government has considerable power to affect the insurance industry through regulation of these insurance/security products, the major burden of insurance regulation continues to fall to the states.  

State Government Role

Generally, when agents think about insurance regulation and their initial interaction with insurance regulators, they think about state insurance licensing requirements and the general requirement for continuing education.  In addition to agent licensing, the state insurance departments’ main responsibilities include the oversight of insurers’ operations and marketing practices.  Those marketing practices are our principal focus.

Despite their lack of uniformity, state insurance laws contain common themes.  Through their laws and regulations, the states establish rules of practice that provide compliance and ethical guidelines by spelling out what an agent is permitted to do or prohibited from doing.  Some of the more common state-mandated rules of practice deal with the:

· requirement that only approved policies may be sold

· prohibition against misrepresentation

· guidelines that must be followed in the replacement of coverage

· returning of premiums or other consideration to a client, i.e. rebating and

· requirement that agents perform their duties in a timely way

If these federal and state regulations were the only rules that applied to agent and insurer marketing practices and conduct, they would be sufficient to hold both agents and their companies liable for errors and omissions.  Insurers, however, have liability for agent conduct that pre-dates these laws.  That liability derives from the common law and its concept of agency.  

Common Law & the Concept of Agency

Common law is that body of English law and concepts that grew out of the English judicial system.  It was this law—based principally on the decisions and opinions of English law courts—that became the law in the English colonies that became the United States.  Augmented by legislation, that common law constitutes much of our current system of laws.  An important concept derived from common law and one that directly affects insurer liability is the concept of agency.

It is the law of agency and the agent's contract with represented insurers that determine whether the individual is an agent of the company.  The law of agency binds a principal by the authorized actions of the agent.  Since only authorized acts of the agent can bind the company that is the agent’s principal, it is important to gain an understanding of how this authority is conferred on the agent.  The three types of authority that may be possessed by agents are:  

· Express authority 

· Implied authority 

· Apparent authority  

The methods by which the agent gains these types of authority are different from one another.

Express Authority

Express authority is contractually-given authority.  It is given to the agent through his or her contract with the insurer and any amendments made by the company to that contract.  It is specific to the extent that it details the authority of the agent and outlines his or her duties.  Clearly, if the agent does only what he or she is given express authority to do, those actions would bind the company.  As a result of this specificity, few compliance problems arise out of express authority.

Implied Authority

Implied authority is quite a different matter.  Authority is implied when it:

· Is intended to be given by the insurer

· Usually relates to the general customs of the business

· Is not contractually provided

· Is not specifically delineated

Unlike express authority, implied authority comes from the powers that the company customarily gives its agents rather than from the contract between the agent and the insurer.  An example of implied authority can be seen in the insurer’s giving the agent the express authority to solicit applications for life insurance on its behalf; by giving the agent that express authority, it also gave the agent the implied authority to telephone prospects on its behalf to arrange sales appointments.  

It isn’t this kind of implied authority, however, that generally turns into significant insurer liability.  Instead, it is the insurer’s liability for agents’ behavior that results when the company knowingly or negligently permits its agents to engage in unethical sales practices.  By the insurer’s failure to stop the agents’ unethical sales practices, an injured plaintiff could maintain that the company gave the agents implied authority to act in that fashion.  To the extent that the insurer authorized that conduct—in this case through implied authority—it is responsible for it just as though it had specifically authorized that activity in the agent contract.  If the insurer is deemed to have conferred that implied authority, the company could be held liable for any damages resulting from those acts.  Implied authority has provided the legal basis for some of the successfully-maintained lawsuits alleging unethical marketing practices.

Insurers, in order to limit their liability, generally provide considerable direction to their field force as to permitted sales practices and advertising.  Although implied authority creates many of the insurer’s liability concerns, the type of authority that causes most of the compliance problems is the last type: apparent authority.  

Apparent Authority

Apparent authority is authority that: 

· is not provided by contract

· is not intended by the insurer

· appears to the client to be given to the agent based upon the agent’s believable statements

Apparent authority reasonably appears to the client to be given by the company to the agent, and this apparent authority may make the company liable for the agent's unauthorized acts.  Not unexpectedly, it is apparent authority that causes the majority of the liability for life insurers.  

Ratification

If an agent possesses the authority to act as he or she does, the principal will be held liable for those actions. However, even if the agent has none of those three types of authority, it is still possible for an insurer to be liable for the agent’s acts.  That outcome may result from the insurer’s ratification of the agent’s acts. Ratification is the confirmation or approval of an agent’s actions by the principal.  The four elements necessary for ratification are as follows:

· The agent must have represented himself as an agent acting on behalf of the insurer;

· The customer must have reasonably believed the agent’s representations;

· The insurer must subsequently have validated the agent’s actions by ratifying them in some fashion; and

· The insurer must have ratified the entire agent transaction.

It should be clear that agent actions may create both personal liability and insurer liability. It is principally the mitigation of that insurer liability that has caused much of the current emphasis that insurance companies have placed on compliance.  Despite the fairly clear concepts that may result in liability, the issue of liability is anything but straightforward.  In fact, there are a number of other elements that affect and may limit liability.

Legal Concepts That Impact Liability

There are four concepts that often affect liability that are used by courts to determine which party in a malpractice suit should prevail.  These concepts also developed out of English common law.  They are:

· Course of Conduct and Custom Doctrine

· Waiver

· Estoppel and

· Election

Course of Conduct and Custom Doctrine

The legal concept known as the Course of Conduct and Custom Doctrine considers the way that people have previously done business.  It simply takes into account the manner in which the parties to the transaction had handled their dealings together over a period of time to determine what is reasonable.

Let’s consider an example to clarify the concept.  Suppose that an agent has handled a client’s insurance needs for years.  As each policy expired, the client would initiate a meeting with the agent to add new coverage, increase limits, etc.  At no time had the agent ever notified the client when a policy expired.  

The inevitable happens, and the client’s building burns to the ground right after the fire insurance policy expires.  Stating that the agent had a duty to inform the client of the policy’s expiration, the client sues the agent. Although it could be modified by statute or regulation, the court would normally apply the doctrine of “Course of Conduct and Custom” to the facts.  Since it was customary for the agent not to inform the client of the expiration of coverage, the court could hold that the agent had no duty to inform the client.  Although the prudent client would probably avoid this kind of agent, it illustrates the concept of Course of Conduct and Custom Doctrine.

Waiver
Waiver is a defense that involves the voluntary and intentional giving up of a right the individual knows he or she has.  If we go back to the unhappy client with the uninsured, destroyed building and change the facts slightly, we can illustrate the concept.  In these changed facts, the client informs the agent that a notification from the agency every time the coverage approaches its expiry date is unnecessary and unwanted.  Perhaps the client has risk managers that he employs to handle the details of the coverage. 

Because of the client’s wishes, the agent informs his staff that policy status notices are not to be sent to the client.  The client voluntarily and intentionally gave up the right to receive policy status notices, even though the client had a right to receive them.  In legal terms, he waived his right to receive a notice of cancellation. The insurer and the agent could successfully argue that the client’s choice to voluntarily waive the right to receive status notices relieves the agent and insurer from the obligation to provide them and any liability that might arise because of a failure to do so.  
Estoppel
Estoppel is somewhat similar to waiver.  Both concepts involve the giving up of a right.  However, in the case of estoppel, the client gives up a right without intending to give it up.  It is that lack of intent that is the principal difference.  Estoppel limits an individual’s right to change his or her mind.  The test of whether the individual ought to be permitted to change his mind is based on whether another person has acted reasonably in reliance on the individual’s actions or statements.   In simple terms, estoppel involves the legal inability to abandon a decision or action once made.  

Suppose that an insurer believes it is on a particular risk and acts in a manner that lets the client believe coverage is in force.  As a result of its actions the insurance company might be unable to deny subsequently that coverage was in force if the client’s position would be jeopardized by it.  If the client had forgone the opportunity to secure a particular additional coverage because the insurer’s actions indicated the risk was already covered, the insurer could not subsequently deny coverage when the claim was submitted.  This would be the case even though the in-force policy did not provide the coverage.

Election

The last defense we noted is called “election.”  The concept works in the following fashion.  When a party to an insurance contract has a choice of actions and chooses one, he cannot subsequently change his choice if the change would be detrimental to the other party who has relied on the earlier choice.  For example, if a client agrees to repairs of damaged property but later attempts to change the choice to a cash settlement after repairs are started, the court might say that the client had elected the repair option, and he would be held to that position.  To do otherwise would injure the other party—the insurance company.

Judicial Extension of Liability

In a sense, the law is like language.  It is a dynamic, living thing that changes over time.  In no area is that more true than in the areas of product and professional liability.  As time has passed, the courts have generally increased a person’s liability for his or her professional actions. We can see that increased liability in the change from caveat emptor to caveat vendor.
Caveat Emptor

Caveat emptor is a term that encapsulated the judicial approach to product liability in the first half of the 20th century.  The term translates to “let the buyer beware.”  It was a clear acknowledgment that the buyer of goods or services was expected to watch out for himself, and it was the prevailing common law doctrine regarding the transaction between buyers and sellers.  It informed the buyer not to rely on the legal system to protect him from sellers that might not treat him fairly.  Over time this doctrine has fallen out of favor and has been effectively replaced by a doctrine of caveat vendor.  

Caveat Vendor
Caveat vendor translates to “let the seller beware.”   It characterizes an environment that goes so far as to permit lawsuits against sellers of high-calorie meals in which plaintiffs seek damages because they have become obese.  This is the environment in which agents are selling their products and one in which they are at great risk of professional liability for their failure to act ethically and in compliance with established rules.  

One of the benefits of acting ethically is the reduced likelihood of being held liable for professional actions.  Accordingly, in the next chapter, we will begin to examine the sales tools that agents use so that we can develop appropriate ethical guidelines to minimize our exposure to that liability.  

Chapter Review
1. Which of the following insurance regulatory functions do federal regulators perform rather than state insurance departments? 

A. licensing agents

B. licensing insurers

C. supervising agent sales practices 

D. enforcing pension regulations 

2. What is the principal reason for the federal government’s increased regulatory influence in the life insurance industry?

A. the repeal of the McCarran-Ferguson Act

B. the development of insurance products having both insurance and investment features

C. insurance sales practice abuses

D. the change in the legal philosophy concerning product liability to caveat emptor

3. What is the name of the authority given to an insurance agent by his or her contract and specified in that contract?

A. express authority

B. absolute authority

C. implied authority

D. apparent authority

4. For an insurer to be liable for its agents’ actions sometimes requires the insurer to validate, or ratify, those actions in some way. Which of the following concepts requires such validation? 

A. express authority

B. apparent authority

C. ratification

D. implied authority

5. The prevailing product liability concept known as caveat vendor places insurance agents at increased risk of professional liability.

A. True

B. False

Chapter Three - Ethical Guidelines for Reviewing Sales Tools

Important Lesson Points

The important points addressed in this lesson are:

· The term “sales tools” includes almost everything used by the financial services practitioner to create interest in purchasing or keeping financial products
· Information contained on the practitioner’s letterhead and business cards must be sufficient to identify the practitioner and his or her company without misleading the prospect
· Advertising and direct mail present special ethics challenges because their necessary brevity makes it impossible for them to provide full disclosure

· Personal brochures give the practitioner an opportunity to highlight his or her experience, education, skills and credentials but must not mislead the prospect

· Magazine articles published under the practitioner’s name are generally designed to position the practitioner as an expert in the subject of the article; an ethical problem may arise if that implication is incorrect  

Introduction

In the discussion so far, we have spent time in establishing the legal foundation for compliance and the philosophical underpinnings of ethics.  It is now time to deal with the more concrete and begin an examination of the ethical guidelines for the sales tools that agents use.

Agent Sales Tools

The sales tools agents and other financial services practitioners generally use include:

· stationery and business cards

· advertising and direct mail

· personal brochures

· articles appearing in magazines and other publications
In fact, the term "sales tools" includes almost everything that the practitioner uses to communicate with the prospect or client designed to create interest in purchasing or keeping the products sold by the practitioner.  Falling into that broad general category are the stationery and business cards used, the advertising placed, the direct mail sent, the personal brochures that are distributed, the magazine articles that are written, the seminar scripts used and the product illustrations presented.  

Every communications medium designed to influence a decision to purchase or retain a product that is seen or heard by the client or prospective client should be considered a sales tool.  Although this interprets sales tools broadly, it may be no broader than the courts would interpret the term.  The overriding ethical issue with respect to sales tools is that they convey information fairly and honestly without misleading the client.  
Stationery and Business Cards

Practitioners generally have fairly wide latitude in creating stationery and business cards with respect to both the design and language that is used.  Some companies, of course, may have more stringent requirements than others.  A practitioner’s letterhead and business cards must include sufficient information to adequately identify him or her and the company being represented without being misleading.  

An example of a business card for a certified financial planner (CFP) would be Sarah Smith, CFP and Associates.  A similar—but possibly improper—business card might read Sarah Smith and Associates, Certified Financial Planners.  The problem with this latter card is that, unless all of Sarah’s associates are CFPs, it gives the client inaccurate information.  The second example implies that all associates are CFPs when, in fact, only Sarah Smith may be a CFP.  If the practitioner is a stockbroker or registered representative both the letterhead and business cards should indicate that and should also provide the name and address of the registered broker/dealer.  

In addition, the practitioner needs to provide his or her company affiliation on both the letterhead and business cards.  For those practitioners that use the products of multiple companies, it is important that in any listing of products the company with whom each product is placed and its principal home office address should also be supplied.  How the practitioner identifies him- or herself on a business card or letterhead is important since these are, typically, the first pieces of sales material received by the client that identify the practitioner.

The way the practitioner refers to him- or herself presents similar ethical concerns.  The rule that needs to guide the individual is that the title used must not state or imply something that is not true either as to credentials, licensing or special skills.  For example, the term “financial planner” should not be used by a life insurance agent unless the individual using the title is a Registered Investment Adviser.  Although it is clear that the use of the designations CPCU, CLU, CFP, ChFC or CPA would be improper and deceptive unless the practitioner had earned them, the use of a title such as "financial consultant," "financial planner," "investment planner," etc. would also be improper unless the individual had registered with the SEC and/or the appropriate state attorney general as an investment adviser.  

It is important that a practitioner’s business card and letterhead permit the client or prospect to properly identify him or her as a property and casualty agent, a life insurance agent, a stockbroker, a registered representative, a registered investment adviser, etc.  In addition, when a client receives the piece he or she should be able to determine what the practitioner sells.

Advertising and Direct Mail

Advertising and direct mail present a special compliance challenge, especially for someone in the insurance business.  The overriding consideration from an ethical perspective is that the reader of the advertising or direct mail not be misled by the communication.  

It is vital that special care be taken to present the material in an honest way but also to be understandable.  To accomplish this, the practitioner needs to ensure that the language used is truthful and that it considers the level of understanding of the target audience.  The practitioner’s deliberate use of truthful information which would serve to deceive because of the target audience’s lack of knowledge or sophistication is unethical.  

Direct mail is normally used to generate interest in the intended recipient in order to make it easier to schedule a sales appointment.  Obviously, it is important to generate the maximum interest possible in the financial products and services highlighted in the direct mail being used.  The principal ethical difficulty with respect to direct mail and advertising is its relative brevity.  It is often impossible to make a full disclosure in a piece of direct mail or in an advertisement.  There just isn’t sufficient time or space to do so.  Since the advertising or direct mail used must be brief as well as capable of generating prospective client interest it is particularly important that care be taken to ensure that the practitioner not misrepresent either the product or himself.  

Since reader interest must be caught quickly, there may be a tendency to puffery—to present the product in an exaggerated manner by ascribing to it qualities it does not have.  For example, the writer may describe the product as new and unique or revolutionary.  In many cases involving products other than insurance or investment products, these words are just puffery.  In the insurance and investment business, however, the use of language that describes the offering as "new" or "best"—unless it clearly is and can be verified—or any other exaggeration must be scrupulously avoided.   Both legally and ethically, it must not be done.  

The limited space normally available in direct mail letters makes including qualifying information that might be necessary to a reader’s complete understanding of the offering difficult.  As a result, information concerning exclusions, conditions, and other limitations is not included.  

One of the important advantages enjoyed by life insurance products is its favorable tax treatment.  An agent may want to emphasize that benefit in direct mail letters.  Language such as "tax-free," "tax-favored," "tax-advantaged," or other words that point to the tax benefits of life insurance should not be used without additional qualifying language that invites the reader to check with his tax adviser for applicability in his or her specific situation.  

Because of the inability to provide complete disclosure, it is a good idea to avoid discussing specific products or product features in advertising or direct mail.  Unless the product or feature can be explained completely, the direct mail or advertising that discusses them runs a good chance of misleading the reader by inadvertently omitting some piece of material information.  Because full disclosure is generally impractical in these communications, specific product discussion should usually be avoided.  Furthermore, the use of superlatives—words like best, lowest cost, lowest risk, safest, and other similar words—unless they are true and can be verified could mislead the reader and should be avoided.

Personal Brochures

Agents and other financial services practitioners are often interested in differentiating their practice from that of other agents or practitioners.  They may choose to highlight their differences through the use of personal brochures that describe some aspect of their practice. Such brochures can be extremely effective.
The typical brochure highlights personal achievements, education, professional designations, membership in civic and professional associations as well as the products and services being offered.  As in so many other communications, the ethical requirement is to avoid anything that would mislead the brochure’s reader.  Areas in a personal brochure that may be abused include:

· Claiming to have a professional designation, expertise or education not really possessed

· Misstating personal or professional accomplishments

· Failure to include important information, such as that the services offered or results claimed are provided through the use of stocks, bonds, life insurance, mutual funds, annuities, etc.

The guiding ethical principle when developing a personal brochure is that—at the very least—the brochure must provide information sufficient to allow the reader to understand:

· The identity of the practitioner

· The business that the practitioner is in

· The products sold to accomplish the objectives stated in the brochure

· The companies represented, their addresses and telephone numbers

· The practitioner’s business address and telephone number

Personal brochures can provide a big lift to an agent’s marketing efforts.  It is important for ethical and legal reasons, however, to follow these guidelines when creating a personal brochure.

Magazine Articles  

Writing articles for magazines that serve the markets in which the agent or other practitioner wishes to sell can help to quickly position the practitioner as an individual possessing knowledge that is important to the market.  As a result, agents sometimes publish articles in order to develop a reputation as an authority in a particular field or as a specialist in the needs of a specific target market.  The ultimate purpose behind such an article is to provide recognition to the author with the eventual result that business is generated.  In light of that intent, the article should be considered an advertisement and judged—in an ethical sense—by the criteria that apply to advertising.  As with all other forms of advertising in the insurance and investment business, the information provided must be factually correct, understandable to the expected audience and not misleading in any way.  

As insurers and broker-dealers have begun to more fully appreciate the desirability of target marketing and the importance of positioning practitioners within markets, they have come to realize the importance of providing articles for publication in magazines serving those markets.  Many companies maintain a large number of such articles on various financial and insurance subjects that are suitable for many markets.  Often, the practitioner needs only to add his or her name to the article and send it to the publisher.  Since these articles are usually written by home office specialists and reviewed by compliance attorneys, they can be expected to be factually correct and not misleading.  

The ethical issue for the practitioner in appending his or her name to an article written by a specialist is twofold: the purported author did not write the piece, and the practitioner may not possess the expertise and specialized knowledge implied by the published article.  The first ethical concern may be resolved through the use of language clearly stating the article is made available by the practitioner rather than having been written by him or her.  The second ethical concern—that the implied expertise may not be possessed—can be overcome by ensuring that the practitioner not have articles published unless he or she actually possesses or can access the expertise implied.

Chapter Review
1. All of the following should be considered sales tools EXCEPT:

A. stationery

B. business cards

C. personal brochures

D. administrative forms

2. What is the overriding ethical issue with respect to an insurance agent’s sales tools?

A. They should be effective.

B. They should convey information honestly without misleading.

C. They should disclose all of the individual’s relevant educational achievements.

D. They should be attractive.

3. Bill is an insurance agent who believes that presenting himself as a financial planner would enable him to secure more life insurance sales appointments. What is generally required before he can refer to himself in that way?

A. He should have a Series 63 registration.

B. He should be a CLU.

C. He should be a registered investment adviser.

D. He should be Series 6 registered.

4. Which of the following ethical criteria apply to articles written by an insurance agent in connection with his or her insurance marketing efforts?

I. Information must be factually correct.

II. Information must be understandable to the audience.

III. Information must not be misleading.

A. I and II only

B. I and III only

C. II and III only

D. I, II, and III

Chapter Four - Ethical Guidelines for Reviewing the Sales Process

Important Lesson Points

The important points addressed in this lesson are:

· The ethical standards and values demonstrated by the salesperson contribute more to the success of the sales process than any sales technique that might be employed by the practitioner
· The objective of the approach step of the sales process is to create trust and rapport
· The practitioner is ethically required to fully disclose that he or she is a seller of financial products in the opening interview
· The principal ethical principle in the presentation step of the sales process is that any recommendation made to the prospect be suitable 
· Supporting materials used by the practitioner in the sales process must be sufficiently clear to be able to stand alone without misleading the reader
Introduction

The sales process—generally consisting of the steps from pre-approach to the close—is the heart of any insurance company’s distribution system.  Basic to the success of the sales process is the salesperson’s ability to develop trust and create rapport with a prospect.  As each of the steps of the process is considered and examined, it should become clear that the salesperson’s demonstrated ethical standards and values contribute more to the success of the process than any techniques that he or she might use or strategies that might be implemented.

Selling is not something that a salesperson does to someone else; instead, it is something that the professional does for and with a buyer that results in an exchange of value. 

The Approach

Leadership is a common characteristic of successful sales professionals, regardless of their field.  Those leadership qualities of competence, credibility and vision are normally what make him or her successful.  The financial services practitioner, because of the more personal nature of his or her business, must possess these qualities in even larger amounts.  
Desire for Appearance of Competence and Credibility

Whether the salesperson is an agent, stockbroker or other financial services practitioner, he or she normally must be viewed as both competent and credible before the prospective client will share financial information.  Because of that need to appear competent and credible, there is enormous pressure on the agent to be knowledgeable and experienced.  

For the great majority of financial services practitioners, this need causes them to obtain professional education and experience.  When that occurs, the practitioner and his or her client are benefited.  However, if the need to appear competent causes the practitioner to present him- or herself as having credentials, experience or skills that are not actually possessed, it becomes a serious problem.  

Balanced and Complete Information Should Be Provided

The purpose of the approach step of the sales process is to cause the prospective client to come to the understanding that the practitioner is someone with whom he or she may want to do business as a result of the rapport that has been created.  Although any practitioner may have a preferred setting, the approach may be accomplished in any number of environments.  It may be done at a seminar, during a telephone call or at a preliminary meeting.  The ethical requirement in the approach step is that the information imparted to the prospect be balanced and complete.  

Because this sales process step is designed to allow the practitioner to present him- or herself to the prospective client, the issues that are generally the most ethically sensitive have to do with how the practitioner represents him- or herself and what is discussed.  If the initial approach is made by telephone, as is normally the case, the practitioner should usually avoid discussion of specific products since adequate explanation in the relatively short space of time on the telephone is difficult.  An attempt to discuss a complex financial product in this setting often results in misunderstandings.  Unless the prospect is highly knowledgeable with respect to the product, a complete explanation is more likely to cause confusion rather than understanding.

Holding Out

However, it is not the practitioner’s attempt to discuss a financial product over the telephone that is the principal ethical concern.  Potentially the most serious ethical issue in the approach step has to do with the practitioner’s stating or implying that he or she has skills, experience or credentials that are not really possessed.  

An example of that kind of misleading statement is the declaration that the practitioner is a financial planner or financial adviser when, in fact, the practitioner is a life insurance agent or registered representative with little or no skill or experience in providing financial planning advice.  Such a statement could suggest to the prospective client that the practitioner was in the business of providing unbiased analyses of client financial situations while having no inherent conflict of interest.  Of course, the practitioner’s selling of financial products clearly creates such a conflict and makes that kind of statement misleading and a breach of ethics.  

If the practitioner was a registered investment adviser (RIA), use of those titles would be appropriate since the RIA that sells financial products is required to disclose to the prospective client in a client brochure that a conflict of interest exists in his or her offering financial products for sale.  Without that statement concerning the conflict of interest, however, appropriating these titles is misleading and presents ethical problems; furthermore, their use in that situation would be illegal in certain jurisdictions.  

Increased Liability

The manner in which the practitioner holds him- or herself out to the prospective client could also affect the client's reasonable expectations and the practitioner’s liability for failure to provide a result that realizes them.  The reason for that heightened liability may be obvious; if the practitioner represents or implies that he or she has certain skills, the client may have every right to expect the practitioner to provide service at a level that one possessing those skills could be expected to provide.  Failure to provide that expected level of service could make the practitioner liable for damages the client sustains as a result.  Certainly, any implication by the practitioner that he or she is affiliated with the government or any governmental agency in an attempt to suggest governmental approval of the practitioner or products is unethical.  

Trade Name Usage

Some practitioners may choose to use a trade name.  While using a trade name is certainly acceptable, its use by the practitioner as a way of identifying him- or herself without also identifying the company being represented would be misleading.  To the extent that it misleads, it is unethical.  Consider, for example, the life insurance agent who identifies himself as a member of the "First Houston Group" in order to disguise his affiliation with a life insurance company.  There should be no question about the ethical value of that deception.  The agent is clearly attempting to mislead his prospective client, an obviously unethical act.

Product Discussion in the Approach Step

Discussion in the approach step of the products being offered presents another area that could create ethical concerns.  As in the other areas we’ve discussed, the ethical requirement is for full and fair disclosure.  Any product discussion should have as its objective a complete understanding by the listener.  Here are some practical examples of the meaning of full and fair disclosure:

· If the practitioner states or implies that the products offered involve tax advantages, it should also be stated that only a thorough review of the client's situation would determine if those advantages apply to him.

· The real nature of the product should not be obscured through the use of unfamiliar names.  Any product should be identified by its common name.  As an example, the use of the terms “plan” or “private pension” when referring to a life insurance policy could be unethical since those terms would tend to obscure the true life insurance nature of the product.

· Using highly technical information about the products being offered that could be expected to mislead the person(s) receiving the information is unethical even if the information is true in every regard.

· Even providing the prospect with a prospectus—without a discussion of the various costs of the product with the prospect—could be unethical if the practitioner believed the prospectus would not be read.  A failure to discuss costs would be less than full and fair disclosure.

Opening & Fact-Finding Interviews

The first substantive interview in the sales process is usually the opening interview.  The principal function of the opening interview is to continue to develop the rapport created in the approach step.  The opening interview leads directly into the fact-finding interview.  
Full Disclosure Required

The ethical principles governing full disclosure require that the prospective client be fully apprised of the practitioner’s status as an advocate for a financial product or products.  What that means is simply that if the salesperson is a stock broker, a property and casualty or life insurance agent, that identifying information needs to be shared.  

If the practitioner represents a particular company, the status as a representative of that company needs to be disclosed; in addition, if the salesperson is a registered representative he or she should identify the company and broker/dealer and provide home office addresses and telephone numbers.  

Unless the practitioner is an RIA the practitioner should not represent him- or herself as a financial planner, investment planner, consultant or adviser.  It is ethically responsible to describe what you do and the results you seek as long as you also state that the results are accomplished through the purchase of stocks, bonds, mutual funds, life insurance, annuities, or whatever other product you sell to achieve the desired results.

Graphics, Testimonials, and Endorsements
Often the prospect needs to be disturbed about his or her present situation before taking any steps to improve it.  In order to disturb the prospective client, the opening interview will sometimes include graphics; typically, these graphics will depict marginal income tax brackets through the years or some other relevant statistics.  When using these graphics, it's important to make sure that they do not mislead the prospect when presented without accompanying descriptive text and that the material match the prospective client's level of understanding.  In addition to graphics, testimonial letters from satisfied clients are often employed.  If you choose to use testimonials or endorsements, they must be genuine and reflect the endorser's current opinion, and any financial interest held by the endorser—for example, that it is a paid endorsement—must be disclosed.  

Information Gathering in Fact-Finding Interviews

Although sometimes accomplished in a separate meeting, fact-finding often flows directly and easily from the opening interview and is an extension of it.  The object of the fact-finding interview is to gather sufficient information to support a recommendation that is suitable to the client’s situation and consistent with his or her objectives and tolerance for risk.  That objective applies whether the interview is preliminary to an insurance product or an investment product recommendation.  

Need for Thoroughness
Usually, the fact-finding step of the sales process presents few specific ethical issues that have not already been considered. The practitioner has an ethical and legal duty to make a diligent effort to determine all of the client's circumstances that are relevant to his financial situation.  For the financial services practitioner seeking to make a suitable recommendation, these circumstances include the prospect’s current finances as well as his or her hopes and dreams.  

Avoid Inadvertently Misleading the Prospect

Whenever interacting with the prospect, care must be taken to ensure that your questions don’t inadvertently lead the prospect to believe that you are in the business of providing services not actually provided.  For example, a life insurance agent's questions regarding the prospect’s investment portfolio could cause the prospect to conclude that the agent is in the business of providing investment advice apart from his business of selling financial products.  Unless the agent was an RIA, such a conclusion would be incorrect.  

Similarly, the tools that the practitioner uses could lead the prospect to erroneous conclusions.  For example, suppose the data-gathering form shown to the prospect is titled Financial Planning Form.  A similar conclusion—that the practitioner is in the business of providing financial advice for a fee—could be drawn by the prospect.  As a financial practitioner, you have the responsibility to avoid anything that could reasonably be expected to mislead the prospect.  Additionally, you have the ethical responsibility to correct any misperception of which you become aware.

Presentations & Illustrations

A critical step in the sales process is the presentation.  The purpose of this step is to present to the prospect a solution to a need that he or she has admitted having.  It is the matching of an insurance or investment product to the prospect’s requirements.  The principal ethical issues in this step involve the selection of the product to recommend and the practitioner’s communication with the prospect about it.  

Suitability the Critical Element

The overriding ethical issue with respect to product selection is that the recommended product must be suitable to the prospect's circumstances and meet the acknowledged need.  FINRA’s Rule 2111 requires that any recommended securities transaction be suitable in light of the prospect’s financial situation and needs.  Thus, an associated person must have a reasonable basis to believe that a recommended transaction or investment strategy involving a security or securities is suitable for the customer, based on the information obtained to determine the customer's investment profile that includes the customer's age, other investments, financial situation and needs, tax status, investment objectives, investment experience, investment time horizon, liquidity needs, risk tolerance, and any other information the customer may disclose.

This same suitability criterion should also be applied to the life insurance agent’s recommendations.  Indeed, it should apply to all financial transactions involving the practitioner and prospect whether or not the recommendation involves a financial product considered a security or one that is not a security.  

Presentation Should Enhance Prospect Understanding

In addition to product selection, a significant ethical issue in the presentation step concerns how the product being presented is communicated to the prospect.  Although it should be unnecessary to state this obvious ethical requirement, the product must be properly identified.  Regardless of the nature of the recommended product, it needs to be referred to in terms that offer understanding.  So, if the product being recommended is a stock or bond, you need to call it such; if it is a mutual fund or a life insurance policy, the prospect must be so informed.  Calling the product by a name that is unfamiliar to the prospect may result in its true nature being disguised.  To do so intentionally is unethical.

It is no secret that selling often involves educating the prospect.  Furthermore, educating is frequently done by explaining the unknown in terms of what the student already knows.  In the recommending of financial products, this method involves a high probability of misleading the prospect and should be avoided.  For that reason, it is important not to use analogies to explain how a particular product works.  The ethical concern with using analogies is that the analogy often leaves out more important information than it imparts.  As a result, the prospect may have an incomplete and erroneous understanding of the product.

Product Functions

An ethical concern similar to the one just cited occurs when product functions are explained in reference to other concepts.  To cite an example: a practitioner may want to describe policy dividends received by a policyholder as investment return.  This characterization would be highly inappropriate, even though the principal component in many companies' dividend declaration is their return on invested assets.  

There are two ethical concerns in such a description of participating policy dividends: in the first place it misleads the prospect by being superficial and, secondly, it erroneously positions the life insurance product as a security.  For the same reasons, the use of the term "investment" when referring to a life insurance premium would be unethical.

Financial Product Comparisons

In addition, the comparison of alternative investment or savings vehicles, if done, needs to be approached carefully.  It should be clear that the simple comparison of historical returns on certificates of deposit and growth stocks would be misleading unless the many differences between the two products were also detailed.  In fact, any comparison of financial products that are dissimilar must also compare any differences between the products concerning:  

· Risk, 

· Guarantees, 

· Insurance, 

· Tax features, and

· Any other important feature   

The need to provide this information is implicit in the objective of a product comparison.  The reason to provide a comparison between products is to make the prospect better informed and therefore better able to make a fully-informed decision.  A fair and balanced comparison that details the pros and cons of each product along with a detailed examination of their similarities and differences is the only ethical way to do that.
Comparisons Should Be Balanced and Complete
A practitioner may be interested in presenting the relative merits of competing products or sponsoring companies.  The ethical imperative in such a comparison is that it must be balanced and complete.  A “balanced” comparison is one that compares all of the important features of the products and examines the advantages and disadvantages of both products. It is obvious that the intentional misstatement of fact concerning a competing company or product would be unethical; it may be less obvious that the intentional omission of material information would also be unethical.  The guiding ethical principal is that a comparison must include a comparison of all of the important features.  Statistics are often necessary and helpful when comparing products or companies; they must be substantiated and referenced whenever they are used.
Risk Disclosure

Prospects will vary substantially from one to the other in their risk-comfort levels.  That level of comfort with risk applies to the products they prefer as well as to the strategies they will be willing to implement.  While many will avoid risky planning strategies, others will try to push the envelope as much as they can. When discussing the possible use of strategies or products that involve risk, the key ethical consideration for the practitioner is appropriate risk disclosure.  The competent practitioner will understand the risk being taken by the prospect that implements a proposed strategy; often, however, the prospect’s awareness level is far below that of the practitioner.  The practitioner’s failure to advise the prospect of the risks inherent in the adoption of any recommended strategy is unethical and likely to expose the practitioner to the risk of a malpractice claim.

Supporting Materials

An illustration can be thought of as the product segment of the life insurance presentation interview.  Unfortunately, it has considerable potential for ethical lapses.  The illustration may be intended to show the possible growth of cash values, dividends and death benefits of a life insurance policy, or it may show the historic growth of a security.  Regardless of its intent, the important ethical principle is the same: the information provided must be such as to enable the prospect to make an informed decision.  The illustration should be: 

· complete 

· balanced 

· such that the prospect can properly assess the product and its suitability for meeting his or her need  

Assumptions May Not Be Realized

Life insurance illustrations are nothing more than hypothetical constructs that show how the policy would perform under a given set of financial assumptions.  While any product illustrations shown to a prospect should be provided to him for his or her file, it should be made completely clear that the assumptions upon which the illustration is based may not prove to be correct.  Life insurance dividends, costs and interest rates will almost certainly not be as illustrated and may be higher or lower than shown.  

Dividends May Be Higher, Lower or Nonexistent

Life insurance product illustrations, because the product is more complicated than a mutual fund, require special care to ensure that the prospect is properly informed.  As an example of the greater care required, consider the illustration of a life insurance policy in which policy dividends are shown paying all of the premium at some point in the future.  If the life insurance agent proposes such a life insurance policy, he or she should illustrate how the policy would perform if the policy dividends actually credited were lower than illustrated.  To do that, the agent might be required to re-run the illustration and use a dividend scale that is lower than the current scale.    

It should be clear that the agent would be ethically required to explain that the premiums do not really stop—nor is the policy paid-up.  Instead, premiums continue but are simply paid by policy-generated dividends, whose use in that way will reduce the policy’s total cash value.  Furthermore, the agent would need to explain that a resumption of out-of pocket premium payments might be required if the declared dividends were lower than the dividends illustrated.  

Application of Life Insurance Tax Advantages

Remaining true to the ethical principle of complete disclosure also requires that any mention of a life insurance product's being tax-advantaged have a disclaimer.  Such a statement must be accompanied by a full explanation of the conditions required to be met to qualify for those tax advantages.  The explanation would need to include information about the tax advantages of the illustrated policy if it were to become a modified endowment contract.  The statement that a life insurance policy has income and estate tax advantages could easily mislead the prospect.

Vendor and Agent-Created Illustrations

Insurer-provided product illustrations normally present few ethical problems principally because they are insurer-provided.  The significant ethical issues generally arise when the illustration is not insurer-provided but is created by an outside vendor or by the agent.  Insurers often prohibit the use of illustrations created by their agents unless the illustrations have been approved by the sponsoring company.  The obvious reason for the prohibition is that company-created illustrations contain important information that helps provide a balanced and complete presentation of the product to the prospect.  

The product illustrations used by the practitioner should only be those provided by the sponsoring companies.  However, a practitioner may sometimes find it desirable to present information of a supporting or ancillary nature to the prospect.  These supporting illustrations present a large area of ethical concern.  In order to comply with ethical requirements, any supporting illustrations should be: 

· accurate, 

· balanced and complete, and 

· such as to present the information in a manner that enables the client to understand the situation as it truly is.   

An example of an illustration that is unbalanced is one that presents only the benefits of an offering without consideration of the attendant costs.  It would be unethical to present that kind of illustration to a prospect.  

Sales Literature Should Be Submitted for Approval

Any sales literature used by the practitioner—including agent-created supporting illustrations—should be submitted to the companies whose products are illustrated for their input and approval.  While many companies require submission of sales literature, the practitioner should submit the point-of-sale supporting information used to all of the companies represented, whether or not they require such submission.  Insurers are generally better equipped to assess the ethical and legal pitfalls inherent in the literature.  And, we shouldn’t forget that the agent has an ethical and legal duty to those companies that could be held liable for his acts by virtue of the law of agency.

Implementation

The principles and examples that we have considered represent many of the common compliance issues that present themselves during the sales process up to the point at which the prospect signs the application.  A large percentage of ethical issues and compliance-related errors and omissions claims arise out of the practitioner’s conduct following the sales interviews.  They arise principally out of two critical problem areas:

· failure to obtain proper coverage; and

· failure to maintain proper coverage.

These problems occur more frequently on the property & casualty side of the business; however, they can occur on the life insurance side as well.  
Failing to Obtain Coverage

Failing to obtain coverage is usually caused by one or more of the following:

· a failure to properly analyze the client’s situation and the risks involved;
· failure to request the proper coverage; 

· a delay in requesting any coverage for a period of time; or

· not receiving the proper coverage from the insurer.
Failing to Maintain Coverage

Failing to maintain coverage usually occurs because of a failure: 

· to renew coverage on a timely basis resulting from glitches in the mechanical operation of the agency; or

· to notify the insured of non-renewal

Although these are not particularly significant areas of ethical or compliance breaches for the life insurance agent, such is not the case in the property & casualty business.  These two compliance problems account for about 35% of all errors and omissions claims for property & casualty agents.  

Chapter Review

1. What is potentially the most serious ethical issue in the approach step of the insurance sales process?

A. The agent discusses a product over the telephone.

B. The agent states or implies that he or she has skills, experience, or credentials that he or she doesn’t actually have. 

C. The agent fails to provide a complete comparison.

D. The agent fails to provide full disclosure.

2. An insurance agent may ethically imply affiliation with a government agency if he or she offers a Medicare supplement plan for sale. 

A. True

B. False

3. Bill Jones is a life insurance agent for MegaLife and transacts business as Prime Financial Group. The name Prime Financial Group, along with Bill’s name and telephone number, are the only pieces of information on his business card. What ethical concern is raised by the business card?

A. Trade names are inherently unethical.

B. The failure of a business card to list the products sold is unethical.

C. Bill’s failure to identify himself as an agent for MegaLife is misleading.

D. No ethical concerns are evident.

4. What is an insurance agent ethically required to do?

A. avoid anything that could mislead the prospect

B. recommend products having the lowest prices

C. sell only term life insurance policies

D. disclose any commissions received on the transaction

Chapter Five - Common Ethical and Compliance Problems

Important Lesson Points

The important points addressed in this lesson are:

· The agency agreement establishes a fiduciary relationship between an insurer and its agent 
· An agent has a duty to solicit profitable business and to act with reasonable care in the performance of his or her duties
· An agent must make full disclosure to his or her insurer of all pertinent information in the placement of a policy
· Churning is the unethical excessive trading in a customer’s account for the purpose of generating commissions
· Rebating is the illegal giving of a gift as an inducement to an applicant to purchase an insurance policy
· Replacement of insurance places a duty on an insurance agent to make a complete comparison of proposed coverage with existing coverage
· A customer’s expectations concerning a practitioner’s acts, if reasonable, may affect the practitioner’s liability for those acts
· Certain terms, because of their propensity to mislead, cannot ethically be used in connection with life insurance products
Introduction

The ethical and legal issues that have been examined to this point have principally involved the practitioner’s interaction with prospects and clients.  However, as we noted earlier in our discussion of the law of agency, there is another important relationship that may give rise to ethical and compliance issues—the practitioner’s relationship with represented companies.

Earlier, it was noted that the concept of caveat emptor had been replaced by caveat vendor; in other words, “let the buyer beware” was judicially replaced by “let the seller beware.”  This change in prevailing attitude may have far more impact on the financial services practitioner than is obvious.  Just as the practitioner is the seller with respect to his or her prospect or client, the practitioner may be seen as the seller with respect to his or her companies.  As a result of this change in perspective, the practitioner may find that he or she bears a significantly enhanced requirement for fair dealing when it comes to represented companies.  This is the case even without the common law concept of agency which places a fiduciary duty on the practitioner.  

Breach of Fiduciary Duty

The agency agreement between an insurer and an agent establishes a fiduciary relationship between the two parties.  Arising out of this relationship is the agent’s duty to act in the best interests of the insurer.  Although this duty extends to every act in which the insurer’s interest is at stake, we can develop a list of principles to use as a guide in our dealings with these companies.

Insurance Solicitation

Since so much of the agent’s job involves the solicitation of insurance, it is a reasonable place to begin our discussion.  In the solicitation of insurance, the ethical principle involved with respect to the insurer is an agent’s duty to solicit business that will be profitable to the insurer.  In more concrete terms, what that means to the agent is that his or her solicitation should be for business that is likely to result in a reasonable claims ratio.  For the life insurance agent, that means selecting prospects who are in reasonably good health and who are in a position to pay both the initial premium and future premiums.  Although insurers are unlikely to expect agents to act as home office underwriters, this requirement, nonetheless, places a burden of care on agents not to knowingly present unsuitable applicants to them.

Requirement for Reasonable Care

Consistent with the solicitation of profitable business is another agent obligation to carry out authorized activities with reasonable care.  An example of this principle is the requirement that we not attempt to engage in business in which we are not capable of performing with a level of skill possessed by others that are similarly engaged.  In other words, if the practitioner is not familiar with the area, he or she should seek the assistance of another person that is.  That may involve working with your company’s pension specialist, disability expert or someone else that has particular skill in the area.  

Disclosure

What we disclose to our companies is the next ethical area we will deal with.  The applicable ethical principle involved is one that requires the agent to make a full disclosure to the insurer of all pertinent information that bears on the placement of an insurance policy.  
Applications

The agent that decides not to list an applicant’s illness on an application because he or she felt it was not important may have violated this part of the fiduciary and ethical obligation.  Not surprisingly, the important word is “pertinent.”  Unless the agent is certain that the information is not pertinent and is in a position to adequately judge whether or not it really is important, the agent should not fail to note it on the application.  

Claim Forms

Another important but common situation involving an insurer that requires full disclosure is in the completion of claim forms.   Claim form completion may be somewhat less of an issue in the case of a life insurance claim since health department regulations impose a certain standardization where death is involved.  In the case of health insurance or property & casualty claims, however, it is extremely important.  

Conflict of Interest

An ethical issue that surfaces with some regularity in connection with agents’ professional activities relates to conflicts of interest.  As agents of an insurer, life insurance agents have a duty to avoid conflicts of interest.  The standard applied to an agent’s actions with respect to this principle depends upon whether the agent is a captive agent or an independent agent.   Not unexpectedly, a captive agent is held to a higher ethical standard in this regard than an independent agent.  
We can see an example of that differing standard in the products sold.  Although an independent agent may represent multiple companies, each offering very similar products that compete with one another, a captive agent’s representing the same multiple companies without each insurer’s knowledge would constitute a breach of fiduciary duty.

Timely Business Transactions

An ethical issue that we considered briefly in relation to the agent-prospect interaction has to do with the implementation phase of the sales process.  The agent is required to follow through on business transactions within a reasonable period of time.  However, the definition of a “reasonable period of time” is fluid and often seems to depend more on the courts than on the facts of the situation.  

For example, a court held a property & casualty insurance agent liable for not obtaining coverage only two days after commencing the search for it, while another held that three weeks was a reasonable time to spend searching for coverage.  In the case of life insurance or health insurance, an insurer may be placed at risk if a completed insurance application is not submitted on a timely basis.  In such cases, the controlling ethical principle is that applications should be completed and business submitted within the earliest possible period of time.  Applications and premiums for life and health insurance should be submitted within one business day of being taken, while applications for property & casualty insurance should be submitted within one business day of locating the market for the desired coverage.

Accounting for Premiums
A fiduciary duty with which agents are generally familiar is the duty to account for premiums.  Premiums must be submitted on a timely basis, must not be commingled with personal funds and must not be used for personal expenses.  If the agent banks the applicant’s premiums, he or she must be sure to maintain a separate bank account for that purpose.  Failing to maintain a separate bank account for applicants’ premiums inherently suggests impropriety.

Loyalty and Obedience
Considerably broader in scope than the duties that we have considered thus far, the final fiduciary duties are duties of loyalty and obedience to the represented insurer.  In plain terms, agents owe a legal and ethical duty of loyalty to their represented insurers.  Loyalty to our insurers manifests itself in our acting in good faith and with integrity in our dealings with them.  

Agents also have an obligation to follow their carriers’ lawful and reasonable instructions.  Because of the litigious environment in which many agents work, especially where the deep pockets of insurance companies are concerned, this obligation is of particular importance.  Partly in reaction to the legal environment, many insurers are providing thorough instructions regarding the solicitation of business and the type of illustrations that agents can use.  

Instructions like these are designed to limit the insurer’s liability and provide a minimum standard against which agent conduct may be measured.  Agents that choose to ignore the instructions from their insurers may find their contracts terminated, and, if sued, they may be required to face the lawsuit entirely on our own.  Clearly, the agent that disobeys his or her carrier’s compliance requirements does so at considerable risk.  

Unethical and Illegal Acts

Unlike the issues that have been examined thus far that were unethical largely because of the situations in which they occurred, we are now going to examine practices that are illegal and unethical in all cases, irrespective of the situation.  The unethical practices that we will consider are:

· Churning,
· Rebating,
· Abuse of the Free-Look provision, and

· Misrepresentation 

Churning

The first practice that we will consider is known as “churning” or “overtrading.”  Churning is the practice of excessive trading in a client's securities account for the primary purpose of generating commissions for the practitioner.  The practice holds no benefit for the client and is forbidden.  There are no established standards for determining when excessive trading is being done.  However, the practitioner needs to be guided by the client's interest with respect to his objectives and financial situation.  

In more straightforward terms, it means that when the practitioner is making trades with the intention of generating commissions rather than improving the client’s situation he or she is guilty of churning.  Furthermore, since mutual funds are long-term investments, when substantial trading is being done in a client's mutual funds the likelihood is great that the practitioner is churning.

Rebating
Another practice that is unethical—and which is illegal in most states—is rebating.  While the giving of gifts to customers takes place in many industries, this practice is generally forbidden in the insurance business.  Rebating involves the giving or promising of a valuable consideration intended to be an inducement to the buyer to purchase an insurance policy.  The inducement may be cash or any other item of value.  Generally, any gift greater than a nominal one could be considered a valuable consideration and a violation of rebating rules.

Failing to Disclose Policyowner Rights
A practice that is considered unethical is the lack of full disclosure of specific policyowner rights.  One of those important rights has to do with what is known as the “Free Look” provision.  The Free-Look period is a cooling off period after the purchase of a life insurance policy that gives the applicant an opportunity to recover his initial premium for any reason—or for no reason.  An unethical practice involving this provision is the abuse of the Free-Look rules.  The agent’s failure to advise the policyowner of his or her rights under the free look provision or to explain the details of the provision constitute unethical behavior.

Misrepresentation
One of the substantial problems that have plagued the insurance industry is misrepresentation.  The misrepresentation may be either oral or written and is the basis of many of the legal problems the industry has encountered.  Although in most cases misrepresentations appear to happen unintentionally—the misrepresenting agents believing that they are being truthful—the agent’s ignorance is not a defense against liability arising out of this unintentional misrepresentation.  The existing laws that hold agents responsible for misrepresentation are generally based on the premise that agents have an ethical duty to know what they are selling and to present policies in a truthful manner.   

Special Issues in Insurance Replacement

The inappropriate replacement of insurance contracts is a practice that has created serious industry problems.  Although the replacement of existing life insurance may certainly be appropriate, it often is not.  However, irrespective of its suitability, the agent must make certain that the comparison of the proposed policy with the existing policy is complete and accurate.  

Comparisons Required to Be Complete and Accurate

A complete comparison with respect to a life insurance policy replacement requires that the consequences of any replacement be made clear to the policyowner.  For example, it must be explained that: 

· the suicide and incontestable provisions begin anew;
· the previous policy's cost basis may be lost; and 

· adverse tax consequences could result  

Furthermore, if a replacement form is required by the state in which the transaction is taking place, the agent must provide it.  

Impact of Replacement Legislation

Legislation has been adopted in certain states concerning life insurance replacement requirements. The legislation is a significant departure from existing replacement regulations that have been on the books for many years.  Pursuant to this new insurance replacement legislation the following steps must be taken for every life insurance policy replaced:

· Insurers must have internal procedures in place to handle replacements and a company officer responsible for monitoring and enforcing them

· Applicants are given a 60-day period following the replacement sale during which they can change their mind and have their initial premium returned.  It is during this 60-day cooling-off period that replacing companies must implement additional disclosure requirements.

· Agents are required to obtain a list of all of the applicant’s existing life insurance and annuity contracts and must provide the applicant with a form that defines the scope of a life insurance replacement.  The form must be signed by both the agent and the applicant.

· If replacement occurs or is likely to occur, the replacing agent must complete a statement disclosing specified information about the new policy and submit it with the life insurance application.  An insurer whose agent is replacing existing life insurance must reject any application received that isn’t accompanied by the necessary disclosure forms.

· Replacing insurers have increased disclosure responsibilities that they are expected to implement during the 60-day period, including -  

· supplying the replaced company with copies of the sales materials and proposals used in the new sale and

· sending the disclosure statement to the insurer whose coverage is being replaced to complete the information concerning the policy being replaced.

· The insurer whose life insurance is being replaced must forward the disclosure statement with both the new and existing policy information to its agent of record and to the new agent for delivery to the policyowner.

· The applicant is given the completed disclosure statement containing the comparative data concerning the existing and replacement policies which should enable him or her to make an informed decision concerning the replacement.

A failure by a replacing agent to make a full and fair disclosure of all of the relevant information is a practice known as twisting.  It is illegal and unethical and, if the steps of this legislation are followed, it will be virtually impossible.  

Reasonable Client Expectations

It isn’t only a review of the actions of a practitioner that determine his or her liability under errors and omissions coverage for ethical breaches; the customer’s viewpoint is also frequently considered.  Customer expectations often affect agents’ liability as long as those expectations are reasonable.  

The agent’s failure to obtain agreed-upon coverage is one of the areas that often results in liability.  Consider the following example: a customer signed an application for flood insurance, and the agent sent it to the insurance company along with the first premium.  At the time that the application was forwarded, the agent assured the applicant that he had coverage.  The insurance company subsequently rejected the application, but the agent failed to notify the applicant.  The result was that the applicant’s claim for a flood-related loss was upheld.  However, the agent was held liable for payment, rather than the insurance company.

The agent’s failure to maintain proper coverage is another area in which agent liability is often based on the client’s reasonable expectations.  Consider another example: although the insurance contract did not require it, an insurance company mailed a renewal notice to the insured as his contract was ending.  The insured claimed he did not receive the notice, and the coverage lapsed.  Unfortunately, the customer suffered what would have been a covered loss if the coverage had been in force.  The court reasoned, in holding for the customer, that since the agent had told the customer he would receive a premium notice, the insurance company was liable.  Clearly, what agents say that their customers rely on may be central to their liability.  

Misleading Terms

As we noted earlier, a fundamental teaching technique uses concepts that are understood by the individual to explain concepts that aren’t understood.  Using that teaching technique, we might use phrases like “similar to” or “very much like.”  Since selling involves a teaching element, we may sometimes use this same technique when we are selling insurance—particularly since insurance tends to be a somewhat complicated subject for many customers.  However, this intention to make insurance clearer and its benefits more obvious to our prospects may have unintended and serious adverse consequences.  

In many cases, the customer remembers only the analogy and may believe the insurance product is identical to the product to which it was compared.  Eventually, the customer may discover that the insurance is not identical to the product used in the analogy.  Frequently the customer then feels that the insurance product has been misrepresented and that he or she has been misled.  

Avoid Terms That Obscure

Since the ethical requirement in the insurance business calls for the full and candid disclosure of everything that is material to the sale, the agent needs to avoid any terms that might tend to obscure the facts.  It is both ironic and unfortunate that the terms that might have been used to help clarify the insurance product at the time of the sale are often viewed as obscuring those facts the agent hoped to make clear.  

Because certain terms have a high likelihood of ultimately being misleading when used to describe the features of insurance products, the ethical agent will take pains to avoid them.  These misleading terms are terms that have been used to describe the features of life insurance policies or, sometimes, have been applied to the policies themselves.  

That communication needs to aid the customers’ understanding of the facts as they are and not disguise them is the guiding ethical and compliance principle.  Some of the terms that are most likely to get in the way of properly communicating with customers are:

	· Account, plan, private pension, program or strategy when the agent  means
	policy

	· Contribution, deposit, investment or payment when the agent means
	premium

	· Earnings, profit or return when the agent means
	dividends

	· Account or savings when the agent means
	cash value

	· Mutual funds when the agent means
	separate accounts

	· Vanishing premiums when the agent means
	using dividends to pay premiums

	· Tax-free when the agent means
	tax-deferred


Vanishing Premiums

A phrase that may be the cause of customers’ claims of unethical sales practices involves the payment of life insurance premiums through the use of policy dividends.  The concept has frequently been called “vanishing premiums.”  Since premiums really don’t vanish in this concept, but are simply being paid by dividends and the cash value of surrendered dividend additions, the use of the phrase has been characterized as misleading.  To make matters worse, there is a tendency for premiums to again be required out-of-pocket when dividend scales are reduced.  The ethical agent will avoid using the term “vanishing premium.” 

Private Pension

The term “private pension,” used when referring to a life insurance policy, is one that has also come under serious criticism.  In a fairly recent lawsuit, a company was sued for unethical sales practices because its agents were selling life insurance policies and calling them “private pension plans.”  The settlement in this class action suit amounted to several hundred million dollars.  The problem in the use of the phrase may be obvious once we look more closely at it.  The phrase “private pension” obscured the true nature of the product.  Since the product being sold was a life insurance policy rather than a pension plan (and lacked the protections afforded pensions under ERISA), the court considered use of the term to be inherently misleading.  

Disguising Language
A word that is intimately associated with insurance is “premium.”  An unethical practitioner that wished to disguise the fact that the product was life insurance might choose to refer to premium in some other way.  Some of the other terms that have been used in the past to refer to premiums include:  

· Investment

· Deposit

· Contribution

Unfortunately, the use of these terms tends to reduce the clarity of communication and may be unethical.  The heightened awareness of compliance and ethical considerations makes these terms unacceptable.  Instead of illuminating the agent-customer conversation, these terms obscure it.

Chapter Review

1. Barbara, a life insurance agent, routinely refers to life insurance policies as “private pensions” in her discussion with prospects. What concern does that term raise?

A. Use of the term “private pension” when referring to a life insurance policy is unethical because it misleads.

B. The term “private pension” is permitted when referring to a life insurance policy only if the policy is a modified endowment contract.

C. Private pension plans are illegal.

D. The term raises no concern, and “private pension” may be used at any time to refer to a life insurance policy.

2. Bill, an insurance agent, agreed to give his customer season tickets for the city’s NBA games if the customer purchased a life insurance policy. Of what, if anything, is Bill guilty?

A. churning

B. misrepresenting

C. rebating

D. breach of fiduciary duty 

3. What principle supports the requirement that an agent should not engage in activities for which he or she is authorized but is incapable of performing with a level of skill possessed by others who are similarly engaged?

A. reasonable care

B. apparent authority

C. lawful representation

D. due diligence

4. As a general rule, a captive agent is held to a higher ethical standard with regard to conflicts of interest involving an insurer than an independent agent would be.

A. True

B. False

Chapter Six - Conducting an Ethical Review of Your Practice

Important Lesson Points

The important points addressed in this lesson are:

· An ethics and compliance audit of the practitioner’s practice is designed to review sales practices and tools in order to ensure that they meet ethical requirements
· The ethical review consists of inventorying and reviewing sales tools and practices, and changing anything that is unethical or non-compliant
· The guiding ethical principle in conducting a practice review is that all communication with a customer must be honest, convey information fairly and not mislead
· The financial services practitioner that maintains a highly ethical practice may find that it provides a marketing advantage
Introduction

For many people, the word “audit” conjures up visions of IRS agents reviewing business expenses or corporate auditors evaluating procedures.  In an ethical review, we audit our sales tools and practices as the key step in becoming more ethically centered and ensuring compliance as a professional insurance agent.

An Ethical Review

The ethical review permits the practitioner to develop a complete picture of the materials used in each step of the sales process from the pre-approach to the sending of post-sale correspondence.  More importantly, the ethical audit allows the practitioner to evaluate his or her tools and practices to determine whether or not they promote an ethical practice and are in compliance.  To the extent that they fail to meet these criteria, the practitioner can take any needed steps to bring them into compliance.

The ethical review consists of 3 steps:

1. Pulling together the sales tools and practices used by the practitioner;
2. Evaluating those tools and practices in relation to ethical and compliance guidelines; and

3. Changing any unethical or non-compliant elements

Collecting & Documenting Sales Tools & Practices 

The best method of assembling sales tools and practices is to look at how you sell, the tools and practices you use and the sales interviews you schedule.

The sales cycle, as we know, is a continuous one of obtaining referrals, making appointments, holding sales interviews, making sales and getting more referrals—and the cycle continues.  To do an ethics audit, however, we need to stop the sales cycle and examine it.  

An inventory form is included in the Appendix that you can use to identify and list each of the tools and practices that you use as we proceed.

The sales tools we normally use before calling for sales appointments may include:

· Stationery, 

· Referral letters, 

· Direct mail letters, 

· Advertising, and

· Personal brochures

There may be many sales tools we use before calling a prospect to make a sales appointment.  We might send a referral letter saying that a mutual friend or acquaintance had suggested we contact the prospect.  In the letter we may have enclosed a personal brochure outlining our products and services.  If the prospect isn’t a referral, we may have used direct mail letters to generate interest.  The tools or practices that we employ may be a little different for each of us.  

Many practitioners also use scripts when making appointments on the telephone.  They might use a telephone “track” or suggested answers to possible objections raised by prospects.  A telephone script can keep them on track while they are making sales appointments.  

After we have secured the initial appointment and are about to meet the prospect, the first thing that we might give him or her is a business card.  Although you may choose to do that either right away or later in the interview, at some point, you will usually give the prospect a business card.  In addition, we might give the prospect a personal brochure.  

We noted earlier that the initial sales interview often has several objectives:  

· Develop rapport with the prospect

· Gain agreement to proceed with data gathering

· Obtain the facts about the prospect and his or her family

Ideally, the initial interview enables us to gain rapport with the prospect and obtain agreement to complete a fact-finding interview.  Sometimes, we will begin to gather the prospect’s data in that same interview.  The tools often used during that initial interview include:
· Testimonial letters

· Third-party motivational pieces

· A sales track

· A data-gathering form

Having developed a certain level of rapport with the prospect and completed a proper data gathering, an agent will normally schedule an appointment to return with a proposal.  Between the data-gathering interview and the next interview, many agents will send:

· A thank-you note for the interview; and

· A reminder of the next scheduled appointment

Often, in order to ensure that the prospect will be available for the next scheduled meeting and to further strengthen the rapport that has begun to develop, an agent will send a combination “thank you” note and appointment reminder.  During the time between appointments, the agent will usually: 

· Evaluate the data that have been gathered; 

· Prepare a proposal using the available products to solve the prospect’s need; and 

· Run an illustration of that product to present to the prospect

At this point, the sales process steps up to and including the close have been considered.  If you have made a sale, you will normally have certain post-sale activities involving:
· Sending an appreciation letter to the client;
· Sending letters to referrals;
· Delivering a policy; and

· Arranging for delivery of ongoing publications, such as newsletters

Evaluating Sales Tools & Practices

By simply going through our activities as agents, we have managed to identify most, if not all, of the sales tools we use and the prospect interactions in which we use them.  Now that we have identified them, we need to evaluate them.  However, before we can evaluate them, we need reduce the principles we have already discussed up to this point into some usable guidelines.  Those general principles were that all communication must:

· Be honest;
· Convey information fully and fairly; and

· Not mislead.

Developing usable guidelines will allow us to compare our tools and practices with those principles.  

There are three areas to which our discussion of ethics and compliance has repeatedly returned.  They are:

· The manner in which we identify our products;
· The way we identify ourselves; and

· The way we present our products’ features and benefits

These three areas present the greatest risks for insurance agents in terms of ethics and compliance.  In light of that, our guidelines should provide a meaningful standard against which we can evaluate our tools and practices in these areas.  

Ethical Guidelines for Product Identification

Guidelines for the proper identification of your products should include the following:

· Always refer to the products by their common names in a way that promotes their being understood.  For example, if it is life insurance, call it a policy, not a plan.

· Avoid the use of terms not specific or appropriate to the product; for example, refer to a premium as a premium, not a contribution or deposit.

· Since premiums don’t really vanish unless the policy is paid-up, avoid the use of the term “vanishing premiums.”

· If and when you identify the results you seek to achieve for the prospect or client, you need to indicate the products through whose use the results are achieved.

· Avoid any words that obscure the identity of the product or its functions.

Additionally, we can develop guidelines with respect to how we identify ourselves.

Ethical Guidelines for Self-Identification

Guidelines for how we present and identify ourselves should include the following:

· Stationery and business cards must include sufficient information to adequately identify us and our company; they should clearly indicate what we sell.

· Our insurance company affiliation should be indicated; if you are a representative for one principal company, your status as a representative of that company should be shown.

· If you list particular products, the company through which the products are provided should be identified along with the location of its home office.

· The titles we use must not state or imply anything untrue as to our credentials, licensing or special skills; do not identify yourself as a “financial planner” or “financial adviser” unless you are a registered investment adviser.

· The testimonials and endorsements we use must be true and represent the endorser’s current opinion; additionally, any financial interest held by the endorser must be disclosed.

· The questions we ask the prospect and the forms we use in the sales interview should not imply that we provide services that we don’t provide.

Finally, let’s develop those necessary guidelines for how we actually present our products.

Ethical Guidelines for Product Presentation

Effective compliance guidelines for how we present our products would include all of the following:

· Our presentation must be factually correct and truthful.

· We need to make our presentation understandable in light of the target audience’s level of understanding; the use of language that could be expected to mislead is unethical, even if the information given is completely true.

· We need to be aware of the misleading nature of many superlatives; we can’t describe products as “new,” “best,” “unique,” or in other similar ways unless they really are.

· Any language that promises tax advantages should also state that only a careful review of the client’s situation would determine if they apply and should suggest that the client check with his or her tax adviser.

· We need to avoid any specific product discussions unless the product can be completely explained in that discussion; this means that any product discussion on the telephone, in an advertisement or in direct mail pieces should be avoided.

· Sales support material that we use, such as graphs, tables and other sales support pieces need to be true and understandable when standing on their own and taken out of context.

· The products we present must be suitable for the prospect in light of his or her situation.

· In explaining our financial products, we need to avoid analogies to other financial products.

· If we make a comparison of unlike products, we need to fully discuss the differences in risk, guarantees, insurance, tax features and in any other material area.

· Any comparison of products or companies that we make must be balanced and complete, including both the pros and cons of each product or company; we shouldn’t omit any material fact.

· We need to make clear in our product illustrations or presentations that any non-guaranteed element may not prove to be as illustrated.

· Any statistics that we use need to be substantiated and referenced.

When each of your sales tools and practices has been evaluated in light of these guidelines, it should be obvious where changes are needed.  You may find, however, that you won’t be able to do everything immediately.  

Once you have identified the compliance problems and ethical concerns in your practice you should try to uncover any particular patterns.  Often this will help you to locate the underlying cause of recurrent ethical and compliance problems.  

You should then prioritize the areas in which you are at risk so that you can correct those problems first that represent the greatest risk to you.  Finally, when you have corrected the current ethical and compliance problems, you should begin to develop long-term controls to ensure that your practice continues to be ethical and compliant.   

The Marketing Advantage of an Ethical Practice

Early in this course it was noted that to be unaware of the unethical sales practices that the insurance industry has dealt with, one would need to avoid newspapers, television and the radio.    However, it isn’t only members of the industry that are aware of the problems; our prospects are equally aware of them.  We can see this public awareness in the results of an ACLI survey entitled Monitoring Attitudes of the Public.  The survey taken during the period following this negative coverage showed that:

· 36% of people have negative opinions of the insurance business;
· fewer than 1/3rd felt the industry was either fair, trustworthy or caring;
· more than half felt that policies are difficult to understand and that agents try to sell them insurance they don’t need; and

· 45% felt that agents don’t tell the whole truth when selling insurance

These are sobering results.  Since the public is aware of the compliance and ethical challenges being faced, however, it makes sense to candidly discuss those challenges with prospects.  In addition, the efforts that we have made to make our own practice compliant and ethical should also be shared.  Our final section examines what we can do to turn our ethical and compliant focus into a marketing advantage.

Differentiating Your Practice

An important key to turning our ethical and compliance efforts into a marketing advantage lies in differentiating ourselves from the negative stereotype that emerges from the ACLI survey.  How we should accomplish that differentiation is, of course, the issue.  

Draw Out Attitudes

An important factor in turning your ethical and compliance efforts into a marketing advantage is to be proactive.  Ask your prospect to express his or her feelings about the negative industry publicity.  Don’t wait for the prospect to surface the issue.  In the way that you would use open-ended questions to draw out your prospect’s needs and wants, use them to draw out your prospect’s feelings.  

An open-ended question that would do that is, “What is your opinion of the insurance industry?”  This is the sort of question that is designed to allow our prospect to give vent to any negative feelings and concerns.  Alternatively, you might ask “What is your image of an insurance agent?”  

It is important to remember that your prospect may have those negative feelings.  If you don’t expose them and resolve them, they are likely to remain there and impede the sale.  If you openly address them, you have a chance of correcting the record with respect to your financial services practice.

You are trying to accomplish the following in asking these questions:

· To have the prospect give vent to his or her feelings;
· To have the prospect develop a clear and accurate picture of the problems the industry is experiencing;
· To have the prospect understand that only a relatively small number of companies and agents are responsible for the unethical sales practices that have received publicity; and

· To have the prospect understand that you are not among the small number of unethical and non-compliant agents

Summarize Prospects’ Concerns

When the prospect has told you what he or she thinks about the industry or about insurance agents, it is important to summarize what he or she said.  This approach frequently enables the prospect to see that we understand and have a clear picture of his or her concerns.  To effectively summarize you may wish to say:

“If I heard you properly, you said…”

(and then continue to summarize the prospect’s feelings and concerns.  

Sometimes you will find a prospect that does not have any feelings—positive or negative—about the insurance business.  You may want to tell the prospect about the deceptive sales practices that have been brought to light and about the few failed insurance companies.

You could approach the issue by saying:

“In the past, a number of deceptive sales practices have come to light.  Although these things were done by a relatively few agents, it was shown the agents had failed to give their customers all of the information they needed to know to make an informed decision.  In some cases, information was even misrepresented.  The fact is, the customers didn’t know what they were buying.

 “We have taken a number of precautions to be sure that these practices don’t occur with our clients, because we believe that is both wrong and bad business.

“Furthermore, a handful of insurance companies failed because they forgot that they needed to take a long-term, conservative view.  By concentrating their assets in high risk investments, these companies were unable to meet their commitments when those investments ran into trouble.

“That, too, was wrong and bad business.”

Share Ethical Values

This is the point at which you can begin to differentiate your practice in the eyes of the client.  You may want to begin by sharing your own values statement with this prospective client.  If you don’t have a printed values statement, you may want to seriously consider developing one.  A good ethical code that you may want to look at before you begin writing your own is shown in the Appendix.
After you have shared your statement of values, you may want to explain your, voluntary ethical and compliance review and its evaluation of your sales tools and practices.  After describing your review, you could say:

“This kind of ethical and compliance review is not required by any regulatory body; it’s entirely voluntary.

“We went through the review because we wanted to be sure that we not only complied with the law in what we said to and did for our clients, we wanted also to be sure that it squared with our values system.

“We realize—and you may, too—that only those agents committed to a practice of full disclosure will spend the time and resources on this kind of review.  It is unfortunate, but many agents don’t take this approach or hold themselves up to the same high standards.  

“We think that full disclosure is the only way to work with clients, because it means that the client is given all of the information he or she needs to be able to understand what is being purchased and why.  

“What this means to you is that I will provide you with all the details you need to make an informed and educated decision.  

“Does that make sense? 

“Do you agree that this is the right way to proceed?”
The compliance and ethical principles upon which your practice needs to be based aren’t gimmicks.  They are real and important keys to changing the way financial services professionals are perceived by the public, and are the basis for well-earned trust.

Chapter Review
1. Carla, an insurance agent determined to have an ethical insurance practice, has identified the practice areas that need changing. What should she do first?

A. Stop selling until all of the identified changes have been made.

B. Admonish the staff to become more ethical.

C. Prioritize any ethical problem areas and correct those that represent the greatest risk first.

D. Nothing; just being aware of the ethical issues will enable the agent to avoid some of the more dangerous pitfalls.

2. Which of the following is not done in the ethical audit of a life insurance agent’s practice?

A. identifying sales tools and practices used

B. refunding premiums to owners of policies issued in noncompliant insurance transactions

C. evaluating the sales tools and practices used

D. changing unethical or noncompliant tools or practices

3. All of the following are general ethical principles concerning communications with a prospect EXCEPT that communications must

A. be honest.

B. convey information fully and fairly.

C. contain all material information.

D. not mislead.

4. An insurance agent must disclose which of the following to a prospect when using an endorsement from a satisfied customer?

A. that compensation, if any, was paid to the endorser

B. the customer’s telephone number

C. what the customer purchased 

D. the customer’s financial situation

5. Under what circumstances may an insurance agent use a superlative to describe a financial product?

A. only with a sophisticated prospect who understands that it may be puffery

B. only with an institutional prospect

C. only when authorized by the insurer

D. only when the superlative is true

Glossary

	Apparent authority
	Apparent authority is authority that is not provided by contract nor intended by the insurer but which appears to the client to be given to the agent based upon the agent’s believable statements.

	Approach step
	The approach step in the sales process is generally the first meeting of the practitioner with the prospect.  The purpose of the approach step of the sales process is to cause the prospective client to come to the understanding that the practitioner is someone with whom he or she may want to do business as a result of the rapport that has been created.  

	Balanced comparison
	A “balanced” comparison is one that compares all of the important features of the products and examines the advantages and disadvantages of both products.

	Caveat emptor
	Caveat emptor is a term that encapsulated the judicial approach to product liability in the first half of the 20th century.  The term translates to “let the buyer beware.”

	Caveat vendor
	Caveat vendor translates to “let the seller beware.”   It represents a heightened product and process liability on the part of sellers.

	Churning
	Churning is the practice of excessive trading in a client's securities account for the primary purpose of generating commissions for the practitioner.  The practice holds no benefit for the client and is forbidden.  

	Common law
	Common law is that body of English law and concepts that grew out of the English judicial system.  It was this law—based principally on the decisions and opinions of law courts—that became the law in the English colonies.  Augmented by legislation, that common law constitutes much of our current system of laws.  

	Compliance
	When we talk about compliance, we are really talking about particular rules of conduct—in some cases made into law—that are designed to promote the interests of all of the parties to a transaction. 

	Course of conduct and custom doctrine
	The Course of Conduct and Custom Doctrine considers the way that people have previously done business.  It takes into account the manner in which the parties to the transaction had handled their dealings together over a period of time to determine what is reasonable conduct.

	Estoppel
	In the case of estoppel, the client gives up a right as a result of his or her actions without intending to give it up.  


	Ethics
	In practical terms, ethics is a system or code of principles that directs our actions towards others.

	Express authority
	Express authority is contractual-given authority.  It is given to the agent through his or her contract with the insurer and any amendments made by the company to that contract.  

	Fact-finding interview
	Although sometimes accomplished in a separate meeting, fact-finding often flows directly and easily from the opening interview and is an extension of it.  The object of the fact-finding interview is to gather sufficient information to support a recommendation that is suitable to the client’s situation and consistent with his or her objectives and tolerance for risk.  

	Fiduciary duty
	A fiduciary duty is a duty that results from the holding in trust of something of worth for another.  A person with a fiduciary duty is generally held to a higher standard of performance. 

	Golden Rule
	The Golden Rule maintains that each of us should treat others as he or she would wish to be treated.

	Implied authority
	Implied authority comes from the powers that the company customarily gives its agents rather than from the contract between the agent and the insurer.  An example of implied authority can be seen in the insurer’s giving the agent the express authority to solicit applications for life insurance on its behalf; by giving the agent that express authority, it also gave the agent the implied authority to telephone prospects on its behalf to arrange sales appointments.  

	Life insurance illustration
	Life insurance illustrations are hypothetical constructs that show how the policy would perform under a given set of financial assumptions.  The assumptions upon which any illustration is based may not prove to be correct.  Life insurance dividends, costs and interest rates will almost certainly not be as illustrated and may be higher or lower than shown.  

	Opening interview
	The first substantive interview in the sale process is usually the opening interview.  The principal function of the opening interview is to continue to develop the rapport created in the approach step.  The opening interview leads directly into the fact-finding interview.  

	Presentation interview
	The purpose of the presentation interview is to present to the prospect a solution to a need that he or she has admitted having.  It is the matching of an insurance or investment product to the prospect’s requirements.  


	Profession
	Three components are necessary for an occupation or business to be considered a profession.  
1.  Specialized knowledge

      2.  A “service before income” outlook and

  3.  A code of professional ethics

	Ratification
	Ratification is the confirmation or approval of an agent’s actions by the principal.  

	Rebating
	Rebating involves the giving or promising of a valuable consideration intended to be an inducement to the buyer to purchase an insurance policy.  The inducement may be cash or any other item of value.  Generally, any gift greater than a nominal one could be considered a valuable consideration and a violation of rebating rules.

	Registered investment adviser (RIA)
	A person involved in the sale of financial advice or counsel for a fee.  An RIA must be registered with the SEC or the states in which he or she does business, depending upon various criteria.

	Sales process
	The sum total of the steps taken in the sale of a product or service.

	Vanishing premiums
	“Vanishing premiums” is a phrase that is often the cause of customers’ claiming unethical sales practices.  The concept involves the payment of life insurance premiums through the use of policy dividends.    

	Waiver
	Waiver is a defense that involves the voluntary and intentional giving up of a right the individual knows he or she has.  


Answers to Chapter Review Questions
Chapter 1

1. C. The ethical standard that applies to the insurance services practitioner in his or her interaction with customers or represented companies is the same that serves as the building blocks of the earth’s great religions: the Golden Rule. The Golden Rule maintains that each of us should treat others as he or she would wish to be treated.

2. A. It is the fact that we don’t exist alone—and that goods exist in limited supply while burdens seem unlimited—that makes a system of ethics essential.

3. B. False. Ethics provides optimum standards of conduct; compliance gives us minimum requirements of conduct. If ethics tells us what we ought to do, compliance dictates what we must do.

4. D. Unethical sales practices have a common thread—they mislead the customer.

5. C. When we think of a profession, such as medicine or law, we can usually find three components that are necessary for an occupation or business to be considered a profession: specialized knowledge, a “service before income” outlook, and a code of professional ethics. Although a high income level may also result from these three components of a profession, it is not an essential component of professional status.

Chapter 2

1. D. State insurance departments are responsible for licensing agents and insurers and supervising agent and company sales practices. Federal regulators are responsible for enforcing pension regulations.

2. B. The federal government, through the SEC, exerts considerable influence in both licensing and product registration of securities products, and that influence is increasing in the insurance industry due to the many new insurance products that have a dual role as insurance products and investment products.
3. A. Express authority is given to the agent through his or her contract with the insurer and any amendments the company makes to that contract. It is specific to the extent that it details the authority of the agent and outlines his or her duties.
4. C. Even if the agent does not have express, implied, or apparent authority to act on behalf of an insurer, it is still possible for an insurer to be liable for the agent’s acts. That outcome may result from the insurer’s ratification of those agent actions. Ratification is the confirmation or approval of an agent’s actions by the principal. The following four elements are necessary for ratification.

· The agent must have represented himself as an agent acting on behalf of the insurer.

· The customer must have believed the agent’s representations.

· The insurer must subsequently have validated the agent’s actions by ratifying them in some fashion.

· The insurer must have ratified the entire agent transaction.
5. A. True; caveat vendor translates to “let the seller beware.” It characterizes an environment that goes so far as to permit lawsuits against sellers of high-calorie meals in which plaintiffs seek damages because they have become obese. This is the environment in which agents are selling their products, and one in which they are at great risk of professional liability.
Chapter 3

1. D. The sales tools agents and other insurance services practitioners generally use include:
· stationery and business cards

· advertising and direct mail

· personal brochures

· magazine and other articles

However, administrative forms, such as beneficiary change forms and applications, are not typically considered sales tools.

2. B. Every communications medium designed to influence a decision to purchase or retain a product that is seen or heard by the client or prospective client should be considered a sales tool. Although this interprets sales tools broadly, it may be no broader than the courts would interpret the term. The overriding ethical issue regarding sales tools is that they convey information fairly and honestly without misleading the client.

3. C. The way the practitioner refers to him- or herself may present ethical concerns. The rule that needs to guide the individual is that the title used must not state or imply something that is not true as to credentials, licensing, or special skills. For example, the term “financial planner” should not be used by a life insurance agent unless the individual using the title is a registered investment advisor.

4. D. The main purpose behind an article written by an insurance agent in connection with his or her insurance marketing efforts is to provide recognition to the author with the eventual result that business is generated. In light of that intent, the article should be considered an advertisement and judged ethically by the criteria that apply to advertising. As with all other forms of advertising in the insurance and investment business, the information provided must be factually correct, understandable to the expected audience, and not misleading.

Chapter 4

1. B. Potentially the most serious ethical issue in the approach step has to do with the practitioner’s stating or implying that he or she has skills, experience, or credentials that he or she does not have.

2. B. False; any implication by an agent that he or she is affiliated with the government or any governmental agency in an attempt to suggest governmental approval of the insurance agent or insurance products is unethical.

3. C. Some agents may choose to use a trade name. While using a trade name is certainly acceptable, its use by the agent as a way of identifying him- or herself without also identifying the company being represented would be misleading. To the extent it misleads, it is unethical. Consider, for example, the life insurance agent who identifies herself as a member of the First Houston Group to disguise her affiliation with a life insurance company. There should be no question about the ethical value of that deception. The agent is clearly attempting to mislead her prospective client, an obviously unethical act.

4. A. Because the ethical requirement in the insurance business calls for the full and candid disclosure of everything that is material to the sale, the agent needs to avoid any terms that tend to obscure the facts or mislead the customer.

Chapter 5

1. A. Because certain terms have a high likelihood of ultimately being misleading when used to describe the features of insurance products, the ethical agent will take pains to avoid them. These misleading terms are terms that have been used to describe the features of life insurance policies or, sometimes, have been applied to the policies themselves. The guiding ethical and compliance principle is that communication needs to aid the customers’ understanding of the facts as they are and not disguise them. A term that can obstruct proper communication with customers is “private pension” in reference to a life insurance policy. It misleads the customer.

2. C. A practice that is unethical—and illegal in most states—is rebating. While giving gifts to customers occurs in many industries, this practice is generally forbidden in the insurance business. Rebating involves giving or promising a valuable consideration to induce the buyer to purchase an insurance policy. The inducement may be cash or any other item of value. Generally, any gift greater than a nominal one could be considered a valuable consideration and could violate rebating rules.

3. A. Agents have the obligation to carry out their authorized activities with reasonable care—for example, not attempting to engage in business in which they are incapable of performing with a level of skill possessed by others who are similarly engaged. If the practitioner is not familiar with the area, he or she should seek the assistance of another agent. 

4. A. True. The standard applied to an agent’s actions with respect to conflict of interest can vary depending on whether the agent is a captive agent or an independent agent. Not unexpectedly, a captive agent is held to a higher ethical standard in this regard than an independent agent. For example, whereas an independent agent may represent multiple companies, each offering identical products that compete with one another, a captive agent’s representing the same companies would constitute a breach of fiduciary duty.

Chapter 6

1. C. Once you have identified the compliance problems and ethical concerns in your practice, try to uncover any particular patterns. Often this will help you to locate the underlying cause of recurrent ethical and compliance problems. You should then prioritize the areas in which you are at risk so that you can correct those problems first that pose the greatest risk to you.

2. B. The ethical review consists of three steps:

1. pulling together the sales tools and practices used by the practitioner;
2. evaluating those tools and practices in relation to ethical and compliance guidelines; and

3. changing any unethical or noncompliant elements.
An insurance agent should not refund a policyowner’s premiums, however.

3. C. The guiding ethical principle in conducting a practice review is that all communication with a customer must be honest, must convey information fairly, and must not mislead. Not every prospect communication, however, is required to contain all material information.

4. A. The testimonials and endorsements we use must be true and must represent the endorser’s current opinion; any financial interest held by the endorser or any compensation received by the endorser for the endorsement must be disclosed.

5. D. We need to be aware of the misleading nature of many superlatives; we can’t describe products as “new,” “best,” “unique,” and so forth unless they really are.

Appendix

Identifying Sales Tools & Practices

Sales Tools Used Before Calling For Sales Appointments

• Stationery

• Referral letters

• Direct mail letters

• Advertising

• Personal brochures

• Telephone "track"

• Answers to objections

Other tools I use:____________________________________________________

__________________________________________________________________

__________________________________________________________________

Sales Tools Used in the Initial Interview

• Business card

• Personal brochures

• Testimonial letters

• Third‑party motivational pieces

• Sales track

• Data‑gathering form

Other tools I use:____________________________________________________

__________________________________________________________________

__________________________________________________________________

Sales Tools Used Between Interviews

• Thank you note

• Appointment reminder

Other tools I use:____________________________________________________

__________________________________________________________________

__________________________________________________________________

Sales Tools Used in the Presentation Interview

• Product illustration

• Action plans

• Proposal

• Product fact sheets

Other tools I use:____________________________________________________

__________________________________________________________________

__________________________________________________________________

Sales Tools Used After the Sale

• Appreciation letter

• Referral letter

• Newsletter

Other tools I use:____________________________________________________

__________________________________________________________________

__________________________________________________________________

The American College Code of Ethics

The CLU Pledge 

In all my professional relationships, I pledge myself to the following rule of ethical conduct: I shall, in light of all conditions surrounding those I serve, which I shall make every conscientious effort to ascertain and understand, render that service which, in the same circumstances, I would apply to myself.

The Eight Canons

I. Conduct yourself at all times with honor and dignity​

II. Avoid practices that would bring dishonor upon your profession or The American College

III. Publicize your achievement in ways that enhance the integrity of your profession.

IV. Continue your studies throughout your working life so as to maintain a high level of professional    competence.

V. Do your utmost to attain a distinguished record of professional service.

VI. Support the established institutions and organizations concerned with the integrity of your profession.

VII. Participate in building your profession by encouraging and providing appropriate assistance to qualified persons pursuing professional studies.

VIII. Comply with all laws and regulations, particularly as they relate to professional and business activities.
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