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1.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know:






1.1

The meaning and distinction between different types of risks.
Risk analysis and risk-management techniques.
Risk-retention for individuals.
The concept and classes of Insurance.
How Insurance works.
INTRODUCTION

This chapter aims to provide you with an understanding of risk management, the
different types of risks, (such as physical and financial), actual losses and
consequential losses, how risks are managed, and the techniques used to reduce losses.
This chapter aims to make you understand, the basics and nature of insurance, how it
evolved, and how it operates today. After going through this chapter, you would be
able to know, how insurance takes care of unexpected eventualities.
Appreciate the importance of the insurance industry
XYZ Pvt Ltd was a company, manufacturing high-quality specialised computer
hardware. One of their hardware was an imported one, which was supplied by a
company, which had a big waiting list of clients. It was insured for fire, burglary and
machinery break-down, but had not envisaged the delay in beginning the production,
due to loss of the same. There was a major fire, which destroyed all their equipment
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and stock. However, there was a big delay in re-starting the operations, which resulted
in huge business losses. The delay was due to importing the specialised machine from
abroad. XYZ had never thought about an alternative way of procurement, etc. They
didn’t think about the loss of profits. They had only restricted themselves to material
damages. It is, thus, essential for risk to be managed, to ensure that, any loss does not
adversely affect business and not only physical objects but also the consequential
losses are insured. It is important when assessing risk, to look at the ‘Whole Picture’.
1.2

MEANING AND DIFFERENT TYPES OF RISKS

Peril:
Life is very uncertain. Any person can meet with death, due to some un-fortunate or
unexpected event, at any point in time.
Assets are also likely to be destroyed, non-functional, due to accidental occurrences,
before their lifetime. Hence, assets need to be insured. Peril is the cause of loss.
Anything that causes the loss, is a peril.
Example: Fire, Flood, Earth-Quake, Lightning, Land-Slide, etc. An Event or Incident,
that may cause a Loss, is called, a peril.
Example
A person has taken fire insurance for his office, so that, he can protect himself against
any losses due to fire in his office. In this case, fire is peril.
But, taking fire insurance cannot prevent the occurrence of the peril. The impact of
peril (fire) can be reduced, by installing smoke-detectors and fire-extinguishers in the
office compound. In the event of fire (peril) in the office, insurance can only
compensate the owner against the losses suffered due to fire. Insurance tries to put the
person in the same position that he or she was before the fire occurred in the office.
Insurance can compensate only economic or financial losses. It cannot compensate for
non-economic losses, which cannot be measured in monetary terms, as in the case of
the death of a person.
Examples of non-economic losses can be love and affection to the family, attachments,
innovative and creative abilities, etc.
These are not quantifiable in monetary terms.
Risks: Perils differ according to frequency and intensity. If such perils can cause
damage to an asset, we say that the asset is exposed to that risk. Risk is the uncertainty
of the outcome. If there is a chance that the outcome will be different from
expectations, there is a risk.
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Example
People staying in buildings in the hills are not exposed to the risk of tidal waves. They
are exposed to the risk of landslides. Similarly, people staying near the seashore, may
not be that much exposed to the risk of landslides. But, they are certainly more exposed
to the risk of tidal waves.
 Perils are events, like, land-slides or tidal waves, which can lead to losses or
damages.
 Risks are the likelihood of loss or damage, resulting from the occurrences of
perils. The risk to the owner of a building, due to the occurrence of peril, like,
fire, can be a few lakhs or a few crores of rupees, depending on the extent of
the damage.
It is also possible that there may be no damage, at all. Insurance is not taken to prevent
the peril or to pay compensation if the peril happens. Insurance is taken against the
likely damage or the loss that the peril may cause. A person takes fire insurance for
his office. Here, the fire is the peril.
Insurance cannot prevent the fire from occurring. Now, take a hypothetical situation,
in which, the fire (peril) occurs, and there is no damage or loss. The peril has occurred,
but there is no damage or no loss, therefore, there will be no compensation, paid by
the insurance company. The insurance company will pay compensation, only when,
there is accidental fire (peril) in the office, and financial loss arises due to the fire. This
example makes it clear, that, insurance is for the risk (loss or damage) arising out.
1.3

CLASSIFICATION OF RISK

Broadly there are 5 types of Risks:
Catastrophic Risks & Important Risks:Risks can be classified based on damage, likely to be caused.
 Critical risks or catastrophic risks are the risks, where, a single event of major
magnitude leads to a significantly higher than usual number and/or amount of
claims on an insurer.
 Catastrophic risks are big enough to cause the bankruptcy of the owner, or even
the insurer.
Examples can be, natural disasters, like, earth-quake, floods, or tsunami, where,
everything gets destroyed. It can also happen, if the deceased person had a lot of
outstanding loans, like, home loans, car loans, credit card dues, etc.
There could be important risks, which may upset family finances or business finances,
badly, requiring a lot of time to recover.
But, such risks may not be categorised as catastrophic risks.
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Examples can be, credit card dues and personal loans, taken for enjoying the vacations.
These don’t add much value, but still, have to be paid for. Adverse effects of an
economic recession, like, temporary job loss or huge losses due to a fall in the stock
markets are important risks. Risks, that are less damaging, like, temporary illnesses or
accidents, may not be that important for the insurer, though, they may be important
for the affected person, for some time.
Financial and Non-Financial Risks:
Risks can also be classified as financial risks and non-financial risks.
 Financial risks are those risks that lead to losses that can be quantified or
measured in monetary terms.
For example, financial risks are related to changes in the value of assets, like, shares
or property.
 Non-financial risks are those, that can’t be measured or quantified in monetary
terms.
An example of non-financial risk can be healthy, but it can lead to financial losses,
through treatment and temporary loss of income due to incapacity to work. Bad
business decisions may cause an inability to pay debts. Non-financial risks are not
insurable as such, but are, sometimes, paid through insurance. Though ill-health is
non-financial, loss of earnings due to ill-health or treatment costs can be quantified
and insured. Similarly, courts impose damages for mental agony or loss of reputation,
due to reasons, like, professional misconduct, misuse of power and harassment.
Mental agony and loss of reputation are not financial losses. When the court imposes
a penalty, a person becomes duty-bound to pay the amount. The financial liability is
insurable under insurance policies. Non-financial risks, where, the financial impact
cannot be estimated, cannot be insured.
Dynamic Risks and Static Risks:
Dynamic risks are those resulting from changes in the economy. Changes in the price
level, consumer tastes, fashions, income and output, technology, political upheavals
or government suddenly losing vote of confidence may cause financial loss to the
members of the economy. Dynamic risks normally benefit society over the long run.
Since dynamic risks may affect a large number of individuals, they are generally
considered less predictable than static risks. Static risks involve those losses, that
occur, even if, there were no changes in the economy. If consumer tastes, output and
income, and the level of technology do not change, some individuals would still suffer
financial loss. These losses arise from causes, other than, the changes in the economy,
such as perils of nature and the dis-honesty of other individuals. Unlike dynamic risks,
static risks are not a source of gain to society. Static losses involve either the
destruction of an asset or a change in its possession as a result of dishonesty or human
failure. Static losses tend to occur with a degree of regularity over time and, as a result,
are generally predictable. Because they are predictable, static risks are more suited to
treatment by insurance, than are dynamic risks.
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An example of static risk can be a small fire or theft in one particular house. Static
risks are more predictable and more likely to occur, as compared to dynamic risks.
Static risks can be managed through insurance, as, their frequency and possibility can
be studied and forecasted.
Pure Risks and Speculative Risks:
Speculative risks are under the control of the person concerned. Examples of
speculative risks can be, horse-racing, lottery, gambling or speculating in stock
markets. In speculative risks, there is a chance of loss as well as gain. For example, a
person betting in a lottery or horse racing, may win or lose the money. Pure risks are
not under the control of the concerned person. In pure risks, there is a chance of loss,
but no chance of gain. Insurance covers only pure risks and not speculative risks.
Some examples of pure risks are fire, earthquake, theft, or death of a person.
Fundamental Risks and Particular Risks:
Fundamental risks are those risks that affect a lot of people, together.
Example: A train accident is a fundamental risk, as, it affects a lot of people.
Particular risks affect only specific persons.
Example: Theft in a particular house, affects only the owner. Life assurance business
deals with particular risks. But in the case of a natural disaster, like, earth-quake, a lot
of individual people, get affected. Such events affect the experience of the life
assurance company, in calculating probabilities and pricing the premium.
1.4

HAZARDS

It is a condition that increases the chances of loss. It is something that accelerates the
peril.
Example:
If there is a fire in an explosives manufacturing unit, the explosives will result in a
rapid spread of fire, destroying everything in a very short time.
Hazards can be classified into two categories, physical hazards and moral hazards.
Physical Hazard: this refers to the characteristics and qualities of the subject matter,
which is proposed to be insured.
Example:
Petrol is more hazardous than edible oil for a fire-peril. Physical hazards consist of
those physical attributes or physical conditions that affect the risk.
Some examples of Physical Hazards are:
 Smoking is a physical hazard that can increase the likelihood of a fire.
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 Loose wiring or open live wires in a house, can result in short-circuits and fire.
These are physical hazards in the case of fire insurance.
 Houses, located near the seashore, where, tidal waves occur frequently, are
physical hazards.
 Warehouses, storing inflammable material, like, oil and fire-crackers, have
physical hazards, relating to fire insurance.
 Individuals, having a history of tuberculosis, have physical hazards, relating to
life assurance. The probability of damage is greater in these cases.
Moral Hazard:
 This refers to the character of the person, who is approaching the insurance
company, for insurance. If his or her intentions are malafide, (cheating the
insurers or making a profit out of insurance), then the moral hazard is high.
 Moral hazards are losses that result from dis-honesty. Dis-honest persons are
likely to attempt fraud and make money, taking advantage of the available
facilities of insurance. Insurance companies suffer losses, because of
fraudulent or inflated claims. Moral hazard can also increase, because of
carelessness on the part of individuals. This is referred to as a morale hazard.
In some contexts, the term: morale hazard, is used to specifically identify the attitude
of the person, who is insured. If the person becomes careless, just because he or she is
insured, and does not take adequate care of the subject matter, there is a morale hazard
in the proposal. Morale hazard increases the possibility of a loss, that results from the
insured person, not taking due care about losses, and taking fewer precautions.
An example of moral hazard can be, a person, taking life assurance, by fraudulently
suppressing the fact, that he or she is suffering from a critical or terminal illness.
Advanced technology has resulted in better assessment of hazards and risks, for
insurance companies. This has helped insurance companies, in pricing their products,
better. Early warning systems and new construction materials have reduced the
probable extent of damages, in the event of natural calamities.
Example
Installation of smoke-detectors, water-sprinklers, fire alarm systems, emergency exits,
fire-extinguishers in office premises, etc., help in reducing the extent of damage in the
case of fire. Increased availability of better medical facilities in rural areas has
considerably reduced the mortality rate of newborn babies and mothers.
Definition
A hazard can be defined as a condition or situation that creates or increases the chance
of loss in insured risk. Hazards could be of two kinds:
(1) Physical hazard, where, the physical environment could increase or decrease
the probability or severity of a loss. It can be managed through risk
improvement, insurance policy terms, and/or premium rates.
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(2) Moral hazard refers to the attitude and ethical conduct of the insured. This
cannot be managed but can be avoided, by declining to insure the risk A hazard
influences the operation or effect of the perils, like fire, floods, etc. Some
conditions may reduce the probability of damage from a peril. In the case of
fire insurance, installing smoke detectors, fire extinguishers and water
sprinklers, can reduce the potential damage from a peril like fire. The term:
hazard, is generally used, when the condition causes, increases or influences
the risk, resulting in a loss.
1.5

RISK IDENTIFICATION AND ANALYSIS

The purpose of risk management is to identify and eliminate, or at least reduce, the
risks.
Risks are possibilities, not certainties, and are measured by the loss, that may happen
if a peril strikes.
Actual losses will include the costs of:
 Repair, replacement, or reinstatement;
 The consequential losses, until repair, replacement, or reinstatement.
Consequential losses will be:
Expenses for cleaning-up and removal of debris:
 Loss of rent, production, revenue, and profits; until normalcy is restored.
 Possible liability losses for third-party injuries
The total loss, that can happen, is referred to as the maximum possible loss (M.P.L.).
The risk-exposure is the maximum possible loss (M.P.L.) Multiplied by the probability
of the peril striking. This is called the probable maximum loss (P.M.L.).
Maximum possible loss (M.P.L.)× probability of peril-striking = probable
maximum loss (P.M.L.)
Both these measures are necessary to understand the risk.
Risk management begins with identifying and then analysing the risks. Maximum
possible loss (M.P.L.) And probable maximum loss (P.M.L.) Are two factors, that help
identify and analyse, the risks. The third factor that must be looked at is the credibility
of the data that has been used in the analysis.
Occasionally, comparing the forecasts of losses, made in the past, with the actual
losses; will establish the credibility of the data, as well as, the steps, necessary to
improve credibility.
Risk-Management: There are four ways to manage the risks
When a risk is retained, it is implied that the cost of the damage will be met, out of
internal resources. Organizations can meet these costs in two ways:
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1. From the current revenue, as and when the losses occur;
2. Create a special fund, specifically to meet these costs, in future
Loss-Reduction Techniques:
There are financial risks, related to financial resources. Some of the reasons for this
are:
 Fluctuations in the stock market,
 Exchange-rate fluctuations
Political disturbances.
Hedging is a technical term, used, to describe the spreading of risk, among different
avenues, that are un-likely to be affected, in the same way, by the same cause
Methods, used in industrial establishments, to reduce physical risks, include:
 Early detection systems,
 Automatic responses to dangerous situations through instrumentations,
 Regular drills (mock drills), to test the readiness of people and systems, to meet
the accidents.
Loss-Reduction Techniques include:
Separation:
This involves isolating the subjects, exposed to the same risk.
Examples of separation, include:
 Keeping the inventories, in different places;
 The ‘keep away from ‘instructions, that are found on gas-cylinders,
flammable materials, and dangerous medicines;
 Carriers of goods, separating the cargo, which may ignite or contaminate,
if placed within a certain proximity of something else.
 Duplication: This involves keeping ‘Back-Up’ copies, so that, any loss
will neither interrupt the business nor be irretrievable.
 Diversification: This involves spreading the risks, across areas, which
may not be affected equally, or at the same time. Diversification is possible
in business (making the products, which are in demand at different times
or the products for different markets), and in investments (not investing all
the funds in one company).
Retention and transfer are referred to as risk-financing techniques; they seek to make
good the losses. Other than insurance; risk-transfer techniques, include:
 Indemnity Agreements is where, one party agrees to compensate another party,
for losses, they may incur. Indemnities are common when the risk is
attributable to the behaviour of the indemnifying party.
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 Hedging is where, a financial transaction is made, to offset the loss in another.
This is done, when, the risks in the 2transactions, are considered reciprocal or
moving in opposite directions. Implementation and monitoring of riskmanagement techniques, excluding, financial alternatives, must have the total
involvement of all personnel concerned with the operation
Example:
A watchman at an oil storage depot, caused a major fire when he was smoking in the
depot. The watch-man was aware that, smoking was banned in the depot, and so, hid
in a corner, before lighting his cigarette. His concern was, not getting caught, breaking
the rules.
The choice of alternatives for risk management should focus on its consequences or
impact on others. It is wrong to discharge effluents into a river, to avoid risk in one’s
premises. When products are found to be defective, producers usually resort to one of
the following:
 Withdraw the entire product from the market, until it is tested for safety and
quality standards.
 Blame others: some blame bottlers, retailers, or distributors, for im-proper
storage. Others blame competitors for causing problems.
Understand, risk-retention for individuals.
Risk-management, as a subject of study, evolved formally, as a function of business
enterprise. The principles of risk management apply to individuals as well but in a less
complicated manner.
Example:
In the case of the life of an individual, there is an option to transfer the risk to an
insurer, by way of a life assurance policy; or the risk can be retained, by not taking life
assurance. In the event of un-timely death of the individual, if the risk has not been
transferred to an insurer, the surviving dependants bear the brunt of coping with the
loss of income. The risk has then effectively been transferred to the dependants. How
would the individual’s decision to retain the risk, impact the surviving dependants?
 They may be required to dispose-off the assets, such as cars, motor-cycles, etc
 Housewives may need to learn new skills, to start working, possibly in jobs
that are beneath their status.
 The family may need to move to a new dwelling in new surroundings, to avoid
the dis-respect of their reduced status in life.
 Children may need to forego their education, to support the family.
1.6 CONCEPT OF INSURANCE
How an accident changed the life of a family, and how insurance helped.
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It was an ill-fated evening for Mr Satish. That evening, he was travelling home, after
a hectic day in the office. He was running late and was speeding, to get home on his
motorbike. The road had no adequate street lights. He did not notice a truck,
approaching him at great speed. It was too late for him, to change the lanes. The truck
ran over him. He couldn’t survive the accident and was declared dead when he was
bought to the hospital.
Mr Satish was survived by his wife, Mrs Poonam, and 2school-going kids. Mrs
Poonam’s life was shattered since Mr Satish was the only earning member in the
family. Fortunately, for her, Mr Satish had bought a life assurance policy, which
proved helpful at this critical juncture of her life. Although Mr Satish’s un-timely
death, can never be forgotten by Mr Satish’s small children, his old parents, and Mrs
Poonam, they can now manage to maintain, more or less, the same standard of living.
Mrs Poonam has now taken up a job in a private firm and has bought an insurance
policy, for herself. She believes that her husband’s decision of buying an insurance
policy supported her in his absence.
The motorbike, that was purchased on a loan, from a local bank, was damaged. The
bank approached Mrs Poonam, for the balance payment of the loan amount. As Mr
Satish’s motorbike was covered under a motor insurance policy, the insurer paid the
value of the motorbike to Mrs Poonam, and the loan could be paid back. In essence,
though the death of Mr Satish left a vacuum in their lives; because of the insurance
system, the family could get some financial assistance after his death, whereby, they
could pay off his debts, and also be financially secure. This event underlines the fact
that life is uncertain, and one has to be prepared for any contingencies. Herein lies the
importance of insurance.



Understand, the Concept of Insurance.
Need for insurance:

To understand the concept of insurance, first, we have to understand the need for
insurance. The three situations, discussed below, will explain the need for insurance.
Situation-1:
Imagine that, you own a car. Think of some of the risks, associated with your car.
These can include:





The risk of damage to the car, due to any unexpected event.
The risk of a car accident and injury to the driver.
The risk of the car being stolen.
The risk of the car running over someone on the road, causing injury
and the legal liability on the owner of the car, to compensate the
injured.
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Situation-2:
Imagine that, you are working with a company. Think of some of the risks, related to
your job. These can include:
 The risk of un-timely death, due to some un- or loss of income, for the
remaining working life-span.
 In case of un-timely death, the responsibilities you leave behind, such
as children’s education, children’s marriage, home-loans, etc.
 The risk of falling ill, and loss of income for a temporary period.
 The risk of an accident, temporary disability or loss of earning capacity,
for the remaining working life.
Situation-3:
Imagine that, you own a business. Think of some of the risks, associated with your
business. These can include:
 The risk of damage to your premises or machinery, due to floods, fire,
earthquakes, etc.
 The risk of damage to the raw materials or finished goods.
 The risk of theft of stock or money. Do all the above risks, worry you?
You need not panic, as, insurance can provide a cover, against all the above risks.
 In the first situation, motor insurance can provide you, with a cover
against risks, related to your car.
 In the second situation, life assurance can provide you, with a cover
against risks, related to your life. If you fall sick, health insurance
provides you, the medical costs.
 In the third situation, fire insurance or property insurance can provide
you, with a cover against risks, related to your business.
So, to protect yourself from the risks, associated with the assets, and to
continue enjoying the benefits from it, you need insurance.
For Your General Awareness:
Assets are economic resources. Anything, tangible or in-tangible, that is capable of
being owned or controlled, to produce value, and that is held to have positive economic
value, is considered an asset. Simply stated, assets represent ownership of value, that
can be converted into cash (although, cash itself, is also considered an asset).
Concept of Insurance:
The business of insurance is related to the protection of the economic value of assets.
An asset is valuable to the owner, because they get income or benefits from it, in the
form of comfort and convenience. In the first situation, owning the car as an asset,
does not give the end-user, any monetary income. But, at the same time, the car
provides the owner, comfort and convenience in transportation. In the second
11

situation, human life is an income-generating asset. In the third situation, the
business owner can sell finished goods, and generate income.
So, here, the business is an income-generating asset. This includes the premises and
the contents of the building, like, machinery, raw material, and finished goods.
Therefore, in all the above three situations, the owner would be interested in the
continued enjoyment of the benefits from these assets
All the assets have timelines, and cannot be expected to last forever. So, the benefits,
provided by these assets, will last, only for a certain period. In the above situations,
the car, as an asset, has a lifetime of, say, 10 years or 15 years. Human beings work,
until the age of 60 years, which is, the normal retirement age. After retirement, the
monthly salary income benefit will not be available. During its lifetime, the asset will
be exposed to certain risks, such as:
 The car can be stolen.
 A human being can fall ill, or die.
 The business can be destroyed by fire.
If any of the above happens, the owner and those enjoying the benefits from these
assets will be deprived of the benefits. At the same time, there may be no immediate
substitutes, ready. Also, any substitution would involve an unforeseen economic
burden. This may lead to an adverse or unpleasant situation. In such situations,
insurance comes in handy. Insurance is a mechanism that helps to reduce, the financial
effects of such adverse situations.
An accident or an event, like, fire, may happen or may not happen. The owner can take
precautionary steps to prevent the event. But, still, there is a likelihood that the event
may happen. There is an uncertainty, against which, the owner would like to safeguard
himself or herself. If an unexpected event does occur, there will be a situation, where,
the owner will lose the benefits, he or she was deriving from the asset. It is in such
situations, that insurance steps-in, and assures the owner that, the benefits will be
protected. The insurance company covers only those events that are possible to occur
but are not certain. If the occurrence of an event, at a given point in time, and its impact
is certain; then, the insurance company may not cover such events. In short, insurance
means ‘loss of a few, shared by many’.
Be Aware, How Insurance Evolved
 Life is uncertain, and so are, the businesses. Just as the life of a person is prone
to various risks, businesses are prone to various risks. Persons and businesses,
need something, to spread these risks, among all, who are exposed to similar
risks; and transfer these risks to the entities, that can bear them. This is how
the business of insurance evolved. The history of insurance is almost as old as
the existence of humans. Some of the mile-stones, related to the history of
insurance, are:
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 Over 5,000 years back, Chinese traders used insurance as a preventive measure
against piracy. The cargo of each ship, used to be distributed among other
ships, so that, if one ship gets lost or captured by pirates, the loss would only
be partial.
 The first written insurance policy was on a Babylonian obelisk monument,
with the code of King Hammurabi. The Hammurabi code was one of the first
forms of written laws. The basic insurance gave the Babylonian traders,
protection against loss of cargo.
 In 1666, the great fire of London destroyed more than 13000 houses. To
counter such events in future, the fire officer, the first fire insurance company
was started, in 1680.
 Traders in London used to gather at Lloyd's coffee house, and agree to share
the losses of goods, due to piracy; or the ship-sinking, due to bad weather, or
other reasons.
1.7

HISTORY OF INSURANCE IN INDIA

In India, insurance began formally in the 18thcentury. The following are some of the
early companies, who started operating, in India.
 Year Event 1818 1st life assurance company, oriental life insurance company,
was established in Kolkata.
 1829 Madras equitable was established in Madras (Chennai) presidency.
 1850 1st non-life insurance company, triton insurance company limited.
 1870 Bombay mutual was started in Mumbai.
 1874Oriental was started in Mumbai.
 1896Bharat insurance company limited was started in Delhi.
 1897Empire of India was started in Mumbai.
Liberalisation of the Indian Insurance Sector:
Insurance in India is governed by the insurance act, 1938, as amended from time to
time. It lays down the rules and regulations for the insurance industry. Insurance
Regulatory and Development Authority (I.R.D.A.) the act was enacted in 1999.
Renamed, Insurance Regulatory and Development Authority of India (I.R.D.A.I.), in
March 2015, it is the regulator for insurance business in India.
 In the year: 2000, the insurance sector was liberalised and opened up for
business to the private sector. Foreign direct investment (F.D.I.) was allowed
in insurance, up to 26%, wherein, the foreign players were allowed to enter
into joint ventures with domestic players. The insurance laws (amendment)
act, 2015, have raised this limit of foreign direct investment (F.D.I.) from
26% to 49%.
 A lot of domestic players joined hands with foreign partners, who brought in,
valuable expertise and capital.
 Opening-up of the insurance sector has led to the emergence of innovative
insurance products and has also helped in the deeper spread of insurance.
13

 Liberalization brought in much-needed competition, and better customer
service.
1.8

HOW INSURANCE WORKS.

The insurance industry works on the concept of pooling. Persons, who are exposed to
similar risks, are brought together. The members in the group, agree that, if any one
of them suffers a loss, the other group members will share the loss, and compensate
the person, who suffered the loss.
Instead of the persons from the group coming together, on their own, the insurance
company acts as an intermediary and brings them together. The members, who are
exposed to the same risk, contribute money to a pool, which is maintained by the
insurance company. Each member’s contribution is known as a ‘premium’. When any
member suffers a loss, the insurance company pays compensation from this common
pool. In this way, the risk is spread, among the members of the group, and the probable
big impact on one is reduced to smaller, manageable impacts on all. The larger the
number of members in the group, the easier it is, to share the risk. The premium, paid
by each member, is proportionate to the risk, he or she is exposed to.


Person -A is shipping the goods, worth rupees 10,000/-; and person-b is
shipping the goods, worth rupees 20,000/-. In this case, the premium, paid by
person-b, will be higher than that, paid by person-a.



Person -A is shipping gold ornaments, and person-b is shipping plastic
ornaments. In this case, the premium, paid by person-a, will be higher than
that, paid by person-B.



Person -A is shipping the goods, for transit of 1day; and person-b is shipping
the goods, for a transit-time of 1 month. In this case, the premium, paid by
person-b, will be higher than that, paid by person-a.



Person -A is shipping the goods, from an Indian city to an Indian sea-port; and
person-B is shipping the goods, across the Pacific Ocean. In this case, the
premium, paid by person-B, will be higher than that, paid by person-A.

In the case of human beings, the premium will be influenced by the following factors:
Age-For persons, belonging to a given age bracket, say, 31 years to 40 years; the
higher the age, the higher will be the premium. Given that, all other factors are the
same in this age bracket, the premium for the person, aged 31 years, will be the lowest;
and the premium for the person, aged 40 years, will be the highest.
Sex-Insurance companies may charge different premiums for males and females,
based on their exposure to risks in their workplaces and longevity.
Profession-Persons, who are in the professions, where, the risk is more than other
normal professions; for example, persons, working in underground mines and
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explosive factories, are exposed to higher risks, than persons in other professions,
such as, information technology (I.T.) Industry.
Habits-Persons, who consume tobacco and alcohol, or smoke; will be charged higher
premiums, compared to other persons.
Health-Conditions-Persons, in good health, will be charged lower premiums than the
persons, suffering from some diseases, disorders, and disabilities.
Family History-If there is a family history of ailments, like, diabetes, cancer, heart
problems, etc., then, the person may be charged a higher premium, as compared to
others.
Premiums are worked out based on probabilities. Apart from the above-mentioned
factors, insurance companies take other things also into consideration, when
determining the premium. These can include, hobbies of a person, such as:





Mountaineering
Para-gliding
Water-sports
Trekking

The probability depends on the hazard. The company specifies the parameters of the
hazard and works out the appropriate premium. This will be the standard, against
which, any insurance proposal will be measured.
If the risk is assessed to be greater than the standard, it is described as sub-standard
and a higher premium may be charged.
Risks that are significantly lower than the standard risks are preferred by insurers.
Insurance companies arrive at the premium-to-be-charged, based on their experience.
The probability of risk will depend, partly on, how frequently the peril may occur, and
how severe its impact can be. How frequently perils, like, earthquakes or storms may
occur, are not in anyone's control. But, the extent of the damage will depend on the
quality of construction of buildings, prior warning systems and evacuation, quality of
communication, how soon the local authorities take up the relief work, etc. As and
when changes happen in such factors, the probabilities will change. The insurers
consider these factors, in arriving at the premiums.
To be insurable, the loss must be:





Likely to occur, by chance;
Identifiable in time (when it happened);
Quantifiable as an amount;
Significant in terms of amount.

Insurers don’t accept petty losses of little value. Insurers lay down the limits, below
which, insurance will not be accepted.
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Transfer of insurance policy:
Insurance is taken to compensate the losses, to the person, taking the insurance policy.
This means that, if the insured asset is transferred to another person, and it is damaged,
the insurance company will not pay the new owner, unless, the insurance policy is also
transferred. (However, in the case of marine cargo insurance, the practice is different,
which, you will study, later.)
1.9

CLASSES OF INSURANCE

The insurance business is broadly classified into life assurance health insurance and
general insurance.


Life Assurance:

Life assurance deals with covering the lives of human beings. In life assurance, the
asset-in-question is the ‘economic value’ of the person. A person’s earning capacity
depends on his or her, skills, knowledge, ability, and other factors. The family,
employer, and indirectly the users of products, created by this asset (human beings),
enjoy value and benefits. Human life is an income-generating asset. But, this asset can
be lost, through unexpected, early death, or made non-functional, through illnesses or
disabilities, caused by accidents. Death is certain, but its timing is uncertain. If death
occurs very early in the career, insurance contributes to helping those, dependent on
this asset.
Just as “dying too early” is a problem, “living too long” can also be a problem.


Health insurance:

Health insurance insures human lives against the financial losses arising out of
unexpected accidents or sicknesses or illnesses resulting in hospitalisation and is
offered through medical insurance. Death or disability arising out of an accident can
also affect the income-earning capacity of the insured (personal
accident).globalisation has resulted in the movement of humans across the globe,
emergency medical situations or accidents that can occur for which overseas medical
insurance is available.


General insurance:

Non-life insurance or general insurance deals with covering non-human objects, like
animals, crops, goods, factories, cars, etc. In some countries, non-life insurance is also
known as property and casualty insurance. Non-life insurance also covers the losses,
through individual behaviours, like, fraud, burglary, non-fulfilment of promises, (in
the case of re-payment of mortgage loans) and negligence by professionals in their
service. General insurance policies are mostly for 1 year and are renewable.
The general insurance business is further divided into three categories:


Fire insurance.
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Marine insurance.
Miscellaneous (motor insurance, engineering, liability, burglary, fidelity.)

Fire insurance deals with all fire-related risks and will include, damages due to riots,
malicious acts, typhoons, cyclones, earth-quakes and consequential expenditures
related to these events.
Marine insurance deals with goods, being transported by sea, air, rail, or road, as well
as, all marine-related risks.
Apart from fire insurance and marine insurance, all other businesses are included in
the miscellaneous class. These include motor insurance, engineering, liability,
burglary, fidelity, etc.
Accidents and illnesses to human beings are covered in health insurance in India. But,
these are covered in life assurance in many countries. In India, accidents and some
critical illnesses, are covered in life assurance, only as additional cover (riders), along
with, the main life assurance policy. In India, insurance on the life of a person for
death by accident only was treated as non-life insurance.
1.10

IMPORTANCE OF THE INSURANCE INDUSTRY.

 Trade and industry get some steadiness and stability.
 Business-owners can concentrate on their businesses, without worrying about the
vagaries of nature, like, floods, earth-quakes, cyclones, etc.
 Business owners know that, in the event of natural calamities, the insurance
companies will come to their rescue, to compensate the losses, faced due to these
perils.
 In the absence of insurance companies, the business owners will be exposed to
the risk of losses, due to these vagaries and will have to bear heavy losses, in the
event of any natural calamity.
 Insurance arrangements increase the capacity of those affected, to cope with these
losses and incidental problems.
Insurance introduces security, increases business efficiency, and creates equitable
distributions of losses. Insurance enhances creditworthiness, capitalises earning
power, makes savings, possible; and thus, enables investment. Insurance also reduces
destitution, facilitates better health care and trade. Broad Scope of Insurance Business:
The concept of insurance has been extended beyond the coverage of tangible assets.
If an exporter has exported goods, he or she faces the risk of the importer in the other
country, defaulting on the payment.
There is, normally, a time-lag of a few months, between the exporter, sending the
goods, and receiving the payment. During the time, till the payment comes, the
exporter is exposed to the risk of losses, due to sharp appreciation in the domestic
currency.
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Exporters also face a risk of changes in the economic policies in the home-country or
destination countries, which may make the export business, un-favourable. All these
risks can now be insured. These risks are insured by Export Credit and Guarantee
Corporation (E.C.G.C.), a government-owned company. Professionals, like, doctors,
lawyers, accountants, and engineers; run the risk of being charged with negligence and
subsequent liability for damages.
Example
 An accountant can be sued, by the client, if he or she faces a loss, because of
wrong advice.
 An engineering company can be sued, if a bridge, built by it, collapses claiming
some lives.
 A doctor can be sued, if a patient dies, because of his negligence.
The amounts claimed in damages can be fairly large, and beyond the capacity of the
individual to bear. These risks are insurable in the form of professional liability
insurance products. In some countries, the voice of a singer or the legs of a dancer can
also be insured.
1.11

LET US SUM UP

 Peril is an event or incident that may cause a loss. Examples of perils can be,
fire, flood, earth-quake, lightning, land-slide, etc.
 Insurance cannot prevent the occurrence of the peril or the resultant loss due to
a peril. Insurance only tries to reduce the financial loss to the owner or
beneficiary of the asset.
 Risk is the uncertainty of the outcome. If there is a chance that the outcome will
be different from expectations, there is arise.
 Risks can be classified as catastrophic risks and important risks, financial risks
and non-financial risks, dynamic risks and static risks, pure risks and speculative
risks, fundamental risks and particular risks.
 Hazard is a condition that increases the chances of loss. It is something that
accelerates the peril.
 Hazards can be classified as physical hazards and moral hazards.
 Physical hazard refers to the characteristics, and qualities of the subject matter,
which is proposed to be insured.
 Moral hazard refers to the character of the person, who is approaching the
insurance company for insurance.
 The actual loss, arising out of a peril-striking, includes the costs of (a) repair,
replacement, or reinstatement; and (b) consequential losses, until repair,
replacement or reinstatement.
 Ways of managing the risks include prevention of risk, reduction of risk,
retaining the risk, transferring the risk.
 Loss-reduction techniques include separation, duplication, diversification,
indemnity agreements, hedging, etc.
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 An individual can manage the risk, associated with his or her life, by transferring
it, to a life assurance company, by buying a life assurance plan.
 Insurance is needed to protect one, from the risks associated with an asset, and
to continue earning the benefits from it.
 Insurance transfers the risk from the asset-owner to the insurance company, in
return for a fee (premium).
 The first written insurance policy was on a Babylonian obelisk monument, with
the code of King Hammurabi.
 In India, the first life assurance company was an oriental life insurance company,
which was started in Kolkata, in the year: 1818.
 In India, in the year: 2000, the insurance sector was opened-up, to private
players.
 Insurance works on the concept of pooling, where, people exposed to the same
risk, are brought together, by the insurance company.
 Insurance is mainly divided into 3categories: life assurance health insurance and
general insurance.
 Insurance promotes trade and commerce.
1.12








1.13








KEYWORDS
Peril: Serious and immediate danger.
Speculative Risk: Speculative risk is a category of risk that can be taken on
voluntarily and will either result in a profit or loss
Hazard: A hazard is any source of potential damage, harm or adverse health
effects on something or someone. A hazard is a potential for harm or an adverse
effect
MPL (Maximum Possible Loss): The worst loss that could occur because of a
single event.
Hedging: Hedging is a risk management strategy employed to offset losses in
investments by taking an opposite position in a related asset.
IRDAI: The Insurance Regulatory and Development Authority of India is a
regulatory body under the jurisdiction of the Ministry of Finance, Government of
India and is tasked with regulating and promoting the insurance and re-insurance
industries in India
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1.14

MODEL QUESTIONS

Q1:
Q2:
Q3:
Q4:
Q5:
Q6:

What are the different classes of Insurance?
Write about the importance of the Insurance Industry
Briefly describe the history of Insurance in India
Differentiate between Physical Hazards v/s Moral Hazards
What are the Classification of Risk?
Write short notes on the following:
 Peril
 Speculative Risk
 Catastrophic Risks
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After studying this unit, you will be able to know:






2.1

How risk is managed by individuals.
Explain, re-insurance and its importance.
The role of insurance in economic development and social security.
Different types of customers, and how they differ.
Customer mindsets and customer satisfaction.
The importance of ethical behaviour
INTRODUCTION

This chapter aims to help you understand, the management of risk, insurance and
premiums. It also will help you understand, how insurers manage their risk, using reinsurance; and the contribution, insurance makes to society, as a whole.
Look at this Scenario:
Aban off-shore is a company that makes oil rigs, used for oil and gas exploration. On
13th May 2010, one of their oil rigs, ‘aban pearl’, sank in the waters, off the Coast of
Venezuela. Due to his disaster, the company had to deal with the loss of the rig and
also the loss of future earnings from using the rig. The company had insured the rig
with an Indian insurer, and they had re-insured it with a re-insurer. What aban offshore had not done though, was to insure for loss of income from the rig. The rig was
the highest revenue-earning rig for the company, and with its sinking, the company’s
cash-flow and debt-re-payment were affected. This caused the share price of the
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company to fall when the stock exchanges were aware of the event. The claim for the
oil rig was received; however, there was no way to recover the lost future income.
Therefore, it is essential for risk, to be managed, to ensure that, no loss affects the
business adversely, and to ensure that, not only are the assets insured but also the
income, they provide. When assessing risk, it is important to look at the ‘whole
picture.’ The above case study highlights the lapse of risk management on part of the
company. The company managed to insure the rig but did not insure the loss of income
from the risk of losing the rig. This led to near-term cash-flow problems for the
company.
2.2

HOW RISK IS MANAGED BY INDIVIDUALS

Understand The Ways To Manage a Risk:
Risk is unavoidable in life; we all, take risks, every-day, whether it is driving a car or
managing a business. The ways, in which, we manage risk, depends upon the type of
risk and the potential impact, it can have on our life.
Situation-1:
 Imagine that, you are buying a house. Think of some of the risks, associated
with this. These can include:
 The risk of damage to your house from fire or flood.
 The risk of being unable to make loan payments, if you are injured and unable
to work, or die unexpectedly.
There are ways, to manage the risks, described above. Before the risks can be
managed, they must be identified and analysed. There are 4ways, in which, risks can
be managed. These are:





Avoidance or prevention of risk.
Reduction of risk.
Retention of risk.
Transfer of risk to an insurance company

Avoidance or prevention:
Risks cannot be completely avoided or prevented, as, these are, often, caused by
natural perils, such as floods, earthquakes and land-slides or by the actions of others.
For example, car accidents are caused by mistakes or errors in judgement, made by
drivers, and buildings can collapse, due to a person’s negligence.
Reduction: It is possible to reduce risk. Moreover, risk reduction can occur, either
before or after, an incident has occurred. This can be done in many ways. Examples
of reducing risk, before an incident, would be, wearing seatbelts in cars, installing
smoke detectors and sprinkler systems in buildings, or regularly scheduled
maintenance of electrical wiring, to prevent fire. Reducing risk, after an incident, can
involve, having fire-extinguishers available for use, having regular fire drills in
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buildings, so, people know the procedure to evacuate the building in the case of an
emergency, etc. If a risk is to be reduced, plans and strategies must be put-in-place,
before an incident occurs. Reducing risk is a continual process, and efforts should be
made to find ways, to reduce the risk.
Retention: If a risk is retained, the person, exposed to the risk, determines that he or
she can bear the loss, associated with the risk.
They do not pass the risk, on to an insurer. Before determining that, risk can be
retained, the seriousness of the risk, must be assessed by considering:
 How often, the risk may happen.
 The extent of damage that may be caused to equipment, machinery, or to the
ability to continue with the business.
 Any potential damage to the safety of people, their health, and their jobs, both,
within and outside the organization.
 The possibility of any damage to the environment. It may be feasible, to retain
the risk.
 The possibility of the risk-occurring seems low;
 The cost of insurance is greater than the cost, should the risk occur;
 There would be no adverse impact on profit, should the risk occur; and
 A reserve fund is a set-up, to meet risk, should it occur.
2.3

HOW INSURERS MANAGE A RISK

Insurance allows for risk to be shared. Insurance companies are intermediaries in the
process, just like banks play the role of intermediaries between those who have money
to spare, and those who need it. Insurance spreads the losses of individuals over a
group of individuals, who are exposed to similar risks, thus, making the process, fair
and equitable for all. The potential for any of the individuals, to be compensated for a
loss, is, similar across all individuals.
The purpose of insurance, is, to:
 Bring the people, who are exposed to similar risks, together, (sharing the same
risk).
 Collect the premium from the individuals.
 Pay the compensation, called claims, in the event of a loss.
2.4

HOW PREMIUMS ARE FIXED?

Insurance companies receive substantial amounts of money from policy-holders, and
these funds must be managed carefully, to ensure, they have enough funds to pay the
claims.
1. Insurers’ revenue and expenses: Insurance companies’ revenue comes from:
 Premiums, paid by the insured.
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 Income from interest and dividends on investments that the insurance
companies have made. Expenses for the insurance company, include:
 Payment of claims.
Salaries, commission, rent, and expenses associated with managing the business. As
you would expect, the revenue is usually greater than the expenses, in any year. This
difference, however, is not treated as profit, as, the money is held as a reserve to meet
the costs associated with paying claims for policies, which are still in force. The costs
(liabilities) are calculated according to the principles relating to the valuation of
liabilities under insurance policies. The funds to be held in reserve, are determined,
after providing for the solvency margins, as required by law. Any profit, available for
distribution, as dividends to share-holders or as a bonus to policy-holders, is
determined after these provisions have been made.
2. Managing the Funds:
An insurer is effectively a trustee, as, it is managing a common fund on behalf of its
policy-holders, and as such, must ensure that, it protects the interests of these policyholders. To this extent, an insurer must:
 Not accept a risk, which is, not of the same kind, as faced by the people, already
in the group.
 Not pay the claims for losses, which are not accidental.

2.5

RE-INSURANCE AND ITS IMPORTANCE:

Just as individuals transfer their risk to insurance companies, insurance companies can
also transfer some of their risks to other insurance companies. Insurance companies
have to pay claims as they occur. They cannot be certain as to when claims would
occur, and how big the claims would be. They have estimates, based on probabilities,
but there can be huge variances between the estimates and the actual amount of claims,
as there can be no certainty regarding perils. Insurers normally have enough funds to
pay the claims, however, events, such as earthquakes or tsunamis, can put a strain on
the funds of the insurer, as there would be thousands of claims, amounting to
extremely large sums of money. In much the same way, as an individual transfers their
risk; insurers too can transfer their risk to other insurers. However, insurers do not
transfer all the risk. They retain some of it, themselves, up to a certain level, and
transfer the rest to another insurance company, known as, the re-insurer. These
transfers of risk are called re-insurance, and this allows the burden of paying the
claims, to be shared by the primary insurer and the re-insurer. An insurance company
issues general insurance for fire and has a significant number of policies. Think of
some of the risks, that the insurance company may face, in terms of payment of claims.
 Several major fires may occur, throughout 12 months, which results in a
substantial number of claims.
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 One catastrophic event may occur, such as, an earthquake, that results in severe
damage to several buildings, that were insured by the company, resulting in
huge claims.
Re-Insurance Fundamentals:
The transfer of risk from one insurance company to another is called re-insurance.
Catastrophic events, such as, earth-quakes or oil tankers spilling oil into the sea, can
generate claims, that could place a considerable financial burden on the insurer. To
ensure that, they can fulfil their promise to pay the claims, insurers transfer a part of
their risk to another insurer. Should one of the above events happen, the primary
insurer would pay a part of the claim, and the re-insurer would pay the rest In India,
all the insurers are to compulsorily cede 10% of their premium to the national reinsurer that is the general insurance corporation (G.I.C.) (Re-Insurance). Insurers
retain the risk, up to a certain limit (retention limit), and transfer the rest to the reinsurer. There are insurance companies that deal exclusively in re-insurance; although
re-insurance can be done with any insurer.
With effect from 9th March 2016, regulations permitting Lloyds to set up a branch in
India to carry on all functions in respect of the re-insurance business in India have
been notified.
 Re-insurance is not a simple business; it is complex and can be arranged in
numerous ways. Some of which, are:
 Re-insurance brokers act as intermediaries and find a re-insurer, willing to
accept the risk.
 Treaties between the insurance company and the re-insurer, specify retention
limits for various risks and agree to re-insure any amount above the retention
limit, on the terms, specified in the treaty.
 Treaties may specify that re-insurance would be a certain proportion of the
risk, underwritten by the insurance company.
 The re-insurer may or may not have the option, to refuse particular risks. In
some treaties, when the loss exceeds a certain limit, the re-insurer gets
involved.
2.6


ROLE OF INSURANCE IN ECONOMIC DEVELOPMENT
Insurance and Economic Development:

The non-life insurance business grows parallel to economic growth. Economic growth
depends on the business, and business depends on insurance. Without insurance, the
ability of a business to continue after a peril is reduced. For small businesses, having
no insurance could stop them from operating. If there is no way for a business to
recover from a loss, it cannot operate. This impacts the economic growth of the
country.
Fire destroys the premises, where, the business is run.
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Machinery used to manufacture the textiles is stolen.
The stock of finished goods is stolen. Insurance plays an important role in economic
development, as, the industry depends on insurers, to manage their manufacturing
risks and commercial risks.
As in the above example, if insurance was not available to businesses, and a fire
destroyed their premises, it would be likely that the business could, no longer,
continue. Although insurance cannot remove the risk of fire or theft, the impact of
these events is reduced, as, the compensation, paid by the insurance company, will
allow the business to continue. At any given time, insurers have a substantial amount
of money, and these funds must be invested. These funds are used for investments and
lead to economic growth. To make sure that, the funds are not invested in high-risk
investments, the insurance act has strict guidelines, ensuring, the money is invested
safely, in investments, such as, government bonds, and companies, that have stable
financial positions. Insurers also invest in Indian companies, by giving them loans and
subscribing to their shares. There are strict limits, placed on insurers, by law and
regulation, limiting the amount, they can invest, in any one company. Share of insurers
in the capital of companies, both: equity and debt, together, would not be 20% or more.
Insurers also contribute liberally to government funds. More than 60% of the funds
are directed towards the projects, enhancing the lives of people in villages, such as
water and sewerage schemes, electricity generation and supply, housing and other
projects, etc.


Insurance and social security:

Imagine, what would happen, if the income-earning member of a family, unexpectedly
dies, and they did not have life assurance.
The family would be affected, in some of the following ways:
 Inability to pay, any outstanding debt, as, the sole income-earner has died.
 Inability to pay, for basic essential items, such as food, clothing, and housing.
 Inability to pay, for children’s education.
The family would become a burden to the society, as, they would rely on the
government for income. Life assurance and general insurance social security schemes
prevent the families, from becoming a burden on society. If the income-earner in a
family, was to die, the family may have no income, to survive. With limited income
or no income, the family would rely on the government, for subsidies; and there would
be no money to pay, for the education of their children, limiting the future employment
opportunities of the children. With life assurance, in such an event, families can
continue to live in their homes, provide education for children, and look after their
financial needs. In India, the government Uses Life Insurance Corporation (L.I.C.) Of
India and General Insurance Corporation (G.I.C.) In India, it designs insurance
programmes for the promotion of its social welfare objectives. Insurers have an
obligation, by law, to provide insurance benefits to low income-earners of the weaker
sections of the society and the un-organised sector. Life assurance, pension products
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and annuities, for the persons, who live long, make it possible for them, to live
comfortably, without being a burden on the government for allowances and medical
costs. This reduces the government’s costs.
Who is insured?
Without the insured, there will, of course, be no insurance.
We have seen that the insured has been relatively easily identifiable in the past;
perhaps, a merchant, who wants marine insurance, or a guild-member, who wants his
or her family to be looked-after, in the event of death.
The aim is to identify niche customers and approach them with the products or
solutions, relevant to them. Some insurers restrict themselves solely to particular
niches;
The best examples in India being the health insurers. But, in other markets, this could
be as specialist as classic cars, blood-stock (race-horses), fine arts, etc.
a) Retail: Individual or Personal:
Here, we are talking of the individuals, in their capacity. The major products, bought
by individuals, include:
Personal accident, motor: third-party cover is compulsory insurance in most countries.
Health: this will vary from hospitalisation treatment costs to full medical
reimbursement.
b) Retail: Small and Medium Enterprises (S.M.E.):
In many ways, this is similar to the segment, mentioned above, with the major share
of sales, now being via the web. Much of it again, is seen as a commoditised market;
frequently via a packaged product, where, risks can be grouped into relatively simple
underwriting sectors, such as:





Small shops,
Offices,
Restaurants and cafes, and
Hotels.

Many insurers are also expanding this into small manufacturing sectors, but excluding
obvious heavy risks, such as woodworking, fireworks, risks with international links,
etc. Underwriting is simplified and terms and conditions are common, across most
covers.
c) Corporate:
The third general sector is the corporate market (for example, S.M.E.S). This is almost
exclusively the province of the professional insurance brokers, in major markets, such
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as the United States Of America (U.S.A.), Europe, Australia, etc. Over 90% of the
corporate market is in the broker province.
It can be sub-divided based on sector (for example, specialization in sectors, like,
energy, finance, leisure markets, etc.); or size (for example, mid-size companies,
companies having national footprint, Multi-National Corporations (M.N.C.s),
etc.).Here, the classes are big enough, to require and warrant, individual underwriting
and pricing.
2.7

DIFFERENT TYPES OF CUSTOMERS

 Customer Differences:
Not all customers are out-siders. The term: ‘internal customer’ is one, which is
commonly used in management. This expression refers to the inter-relationship of the
departments, that is, the work output of one department, being an input for another
department, in the same organization. Although, there is no purchase of goods or
services, the department, providing the output,
 How Insurance Customers are Different?
When customers make purchases, especially when purchasing tangible goods, there
is, in most cases, an immediate sense of gratification or satisfaction from that purchase.
Even in the case of purchases of services, such as holiday bookings, there is the same
sense of pleasure from the purchase. The purchasing of insurance is very different to
this, as, it does not give the customer, any immediate sense of pleasure; they receive
nothing tangible from the purchase. In most cases, the customer needs to wait for some
time, before the benefit of the insurance purchase can be experienced. During this
time, customers may doubt, the wisdom of their insurance purchase.
The purchase of insurance is based on the likelihood of tragedy, and not on the
expectation of immediate pleasure. Because of this, the customer’s perception is
Understand, Customer Mind-Sets and Customer-Satisfaction.
The Changing Mind-Sets of Customers:
The mindset of a customer differs, during the policy. The customer’s mindset, when
they are taking the policy, can be very different from their mindset, at the time of
making a claim.
In the case of life assurance, the customer, who buys the policy, may not be the same
customer, who is claiming the policy. The real value of life assurance is experienced,
at the time of claim. There are 3types of customers, in life assurance; and each one has
a different mindset. These are:
 The person, who buys the policy: his or her mindset, at the time of purchase,
may be, one of reluctance to set aside the money, which, they could spend on
other things that would provide more immediate enjoyment.
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 The person, collecting the maturity proceeds: he or she will be happy that he
or she has survived, and also may regret that he or she did not put his their
money to better use.
 The person, who receives the death claim: this person, while dealing with the
death of a loved one, will also be feeling relieved from anxiety, knowing, he
or she is receiving money, (perhaps, wishing it was more), and also will be
grateful for the help-received.
2.8

IMPORTANCE OF ETHICAL BEHAVIOUR.

Being Ethical in Business is about Doing the Right Thing, such as, Not Lying or
Stealing, but Being Honest. A Lot of Attention is focused on Ethics in Today’s
Business-World, as, there have been Numerous Reports of Un-Ethical Behaviour and
Practices in Companies. Bank-Funds, being misused by the Management; Officials
gaining Personal Benefits by Improper Use of their Authority, are, a Few Examples of
these
There has been increased discussion about Accountability and Corporate Governance,
which, together, are called Ethics in Business. The Right to Information Act, 2005,
and the Development of Public Interest Litigation (P.I.L.) have assumed Considerable
Importance, as Ways of achieving Better Accountability and Governance. The
Foundation of Good Governance is Ethical Behaviour. When People perform their
Duties, conscientiously and sincerely, the Result is Good Governance. Un-Ethical
Behaviour shows Little Concern for Others and a High Concern for Self. When People
try to serve their Self-Interest, using their Position, then, their Behaviour is Un-Ethical
Interests.
The Business of Insurance is based on Trust. Policy-Holders entrust their Savings to
an Insurer, trusting it to look after these Funds and to look after their Interests and
those of their Dependants, in Later Years. In General Insurance, Policy-Holders trust
that, in the Event of a Claim, the Insurer will keep up their Promise of Compensation.
Propriety and Ethical Issues are Important in Insurance. These Issues relate to Trust,
and a Breach of Trust amounts to Cheating. Things go wrong when In-Correct
Information is given to Potential Policy-Holders, in an attempt to get them to buy
Insurance. This is also known as Mis-Selling.
The Code of Ethics spelt out by the Insurance Regulatory and Development Authority
of India (I.R.D.A.I.), in the Various Regulations is directed towards Ethical Behaviour.
It is Important to Know, Every Clause in the Code of Conduct, to ensure, there is No
Violation of the Code
Some Characteristics of Good Ethical Behaviour, include:
 Placing the Best Interests of the Customer, above One’s Own Director InDirect Benefits.
 Keeping in the Strictest Confidence, All Business and Personal Information,
regarding a Customer’s Affairs.
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 Making full and adequate disclosure of all facts, to allow customers to make
informed decisions. There is a possibility for ethics to be compromised in the
following situations:
 Having to choose between 2plans, one of which, has considerably less
premium or commission, than the other.
 The temptation to recommend discontinuing an existing policy, and taking a
new one.
 Becoming aware of circumstances that, if known to the insurer, could
adversely affect the interests of the customer or the beneficiaries of a claim.
2.9

LET US SUM UP

There are four ways, in which, risk can be managed. These are prevention or
avoidance, reduction, retention, or transfer.
 Insurance spreads the losses of individuals, over a group of individuals, who
are exposed to similar risk, thereby, making the process, fair and equitable, for
all.
 The process of transferring the risk, from one insurance company to another,
is called re-insurance.
 The general insurance corporation of India is the national re-insurer.
 The difference in an insurer’s revenue and expenses is not treated as profit, it
is held in reserve, to cover claims costs. After maintaining a reserve, the
balance can be distributed as profit to share-holders, and bonuses to policyholders.
 Insurance premiums are based on the expectation of loss, and insurers use
statistical principles, such as, ‘law of large numbers’, to determine these.
 General insurance contributes to the continuation of trade, by fulfilling the
obligations at claim-time, which, in turn, can prevent businesses, going broke.
 The code of ethics, spelt out by the Insurance Regulatory and Development
Authority of India (I.R.D.A.I.), in various regulations, is directed towards
ethical behaviour.
 Unethical behaviour is, when, the benefits of self are considered more
important than the benefits to the policy-holder.
 Being ethical in business is, about doing the right thing, such as, not lying or
stealing, but being honest.
2.10





KEYWORDS
Premium: An amount to be paid for a contract of insurance.
Reinsurance: Reinsurance is the practice whereby insurers transfer portions of
their risk portfolios to other parties by some form of agreement to reduce the
likelihood of paying a large obligation resulting from an insurance claim
Ethical Behaviour: Ethical behaviour is characterized by honesty, fairness and
equity in interpersonal, professional and academic relationships and research and
scholarly activities
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2.12

PIL: Public interest litigation is the use of the law to advance human rights and
equality, or raise issues of broad public concern. It helps advance the cause of
minority or disadvantaged groups or individuals.
SME: Small and medium-sized enterprises or small and medium-sized businesses
are businesses whose personnel numbers fall below certain limits.
Trustee: A person or member of a board given control or powers of
administration of property in trust with a legal obligation to administer it solely
for the purposes specified.
Policy Holder: The owner of an insurance policy.
FURTHER READINGS
M.N. Mishra: Insurance Principles and Practice, S. Chand & Company Ltd, Delhi.
Indian Institute of Bankers (Pub) Commercial Banking Vol-I/Vol-II (part
I&II) Vol- III.
Hota P.K., and Das S.K. Financial Literacy and Banking, Kalyani Publishers
Dr P. Periasamy: Principles and Practice of Insurance, Himalaya Publishing
House, Delhi.
Mishra S. Banking Law and Practice – S Chand
Prasad – Banking Insurance – Vikash Publication
Inderjit Singh, Rakesh Katyal& Sanjay Arora: Insurance Principles and Practices,
Kalyani Publishers, Chennai.
G. Krishnaswamy: Principles & Practice of Life Insurance
Kothari &Bahl: Principles and Practices of Insurance.
MODEL QUESTIONS

Q1: What are the characteristics of good ethical behaviour?
Q2: How insurance customers are different?
Q3: What is the role of Insurance in Economic development?
Q4: Briefly describe the importance of Reinsurance.
Q5: How risk is managed by an individual?
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3.0

LEARNING OBJECTIVE

After studying this unit, you will be able to know:



3.1

The terms, apply to life assurance and non-life insurance.
The terms are specific to life assurance.
The terms are specific to non-life insurance.
INTRODUCTION

This chapter aims to help you understand, the common terms used in insurance. Some
terms are common to both: life assurance and non-life insurance, whereas, some terms
are specific to life assurance or non-life insurance.
Look at this Scenario:
Mr Vivek decides that he needs to buy insurance. He doesn’t know enough about
insurance, and the process involved in buying insurance; so, he goes to see Mr Mahesh,
who is his close friend and also an insurance advisor, to help him understand the
importance of insurance, as well as, the process of buying insurance. Mr Vivek has
worked hard, to build up the assets that he has, and so, wants to make sure, his car,
home, etc., are covered for risks. He also wants to take life assurance, as, he is married,
with children; and wants to be sure that, should anything happen to him, his family
would be taken care of, financially.
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3.2

UNDERSTAND THE TERMS, THAT APPLY TO LIFE & NON-LIFE
INSURANCE

Insurance is a contractual process, wherein, a person protects their physical assets
(such as a car or home), as well as, life, from certain events or perils, by transferring
the risk to an insurer.
An insurer is a company, who provides protection, by entering into a contract, with
the person, seeking protection for their assets.
The person, who applies for insurance protection is called the insured.
The insurance process starts with an application in writing, called a proposal, made by
the person, who wants to take insurance, and includes the details of what they want to
insure, and the type of cover, they require. The proposal is given to an underwriter,
whose job is to assess the proposal and decide:
 Whether insurance can be given or not;
 If given, what will be the terms of the policy
 What will be the amount of premium to be charged?
Premium is the amount of money or consideration that has to be paid in exchange for
the insurance. When a person, requesting insurance, agrees to the terms, offered by
the insurer, and pays the premium, the contract is complete, and the risk commences.
At this stage, an insurance policy is issued by the insurer.
The insurance policy is the evidence of the contract and states the terms and conditions
of the contract, details of promises made by the insurer, obligations of the policyholder, and conditions attached thereto.
It also contains the following:
 Any amendments to the standard policy conditions: these amendments are
called endorsements, and would normally be written separately, and signed by
the insurer.
 Details regarding what is being insured: called, the subject matter of insurance,
and maybe a car, building, machinery, stock, or, in the case of life assurance,
a human life.
 The sum-assured: which is, the value of the subject matter of insurance, and
becomes the basis for payments, made by the insurer, in the event of a claim.
The sum-assured is the maximum amount of the insurer’s liability under the
policy
 The tenure of the policy or period of insurance: this is called, the term, and
maybe as little as a few hours (for example, travel insurance for air travel from
one city to another), or as much as 1 year, for non-life insurance products, or
many years for a life assurance policy.
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 Exclusions: the policy may also have exclusions, which arise when the
underwriter excludes some losses, perils from the cover. These are included in
the terms of the policy as “exclusions” conditions or special endorsements.
 The policy will also state any conditions to the policy. There are 3types of
conditions for insurance policies. These are:
 Conditions precedent: which require the insured to disclose any material facts,
to make sure, the policy is valid.
 Conditions subsequent: which require notification of changes, while the policy
is valid. The policy may cease to operate if these conditions are not met.
 Conditions precedent to liability: which require the insured to give notice of an
event happening, within a specified period, and also comply with certain
stipulations, before the occurrence of the loss; for example, condition of dual
control in a policy, covering dis-honesty of employees.
A customer may innocently make a misrepresentation, believing that, the statement
they are making, is true. There are also fraudulent misrepresentations, where, the
customer is aware that, the statement they are making, is, false or misleading.
Representations can be based on fact (the car is 5 years old) or can be based on belief
(the ship will sail someday during next week, not exactly known).
When representations are based on fact, they have to be true; and if based on belief,
they may be substantially true. Representations must substantially be true. Warranties,
un-like representations, must be strictly complied with.
A warranty is a promise, assurance, or guarantee, made by the policy-holder. Warranty
is promissory. Breach of warranty in a general insurance policy, makes the policy,
voidable, even if, the breach has not resulted or contributed to the loss. If a warranty
is breached, there will be a penalty.
In some cases, a breach of the warranty will make the policy, void. An example of a
warranty is the declaration at the end of the proposal. There may also be warranties,
attached to policies, as terms or conditions of the policy. When an insured event
happens, and the policy-holder requests the insurance company, to compensate them
for their loss, the policy-holder is making a claim. A person, making the claim, is
known as the claimant. In non-life insurance policies, the claimant is the policy-holder.
In the event of death of a life-assured, the person, making the claim, is the claimant,
who could be a nominee, assignee, or legal heir. Sometimes, insurers pay a claim, even
if the claim is not payable, under the terms of the policy. These payments are called
ex-gratia payments. This is usually done if the conditions of insurance have been
substantially met, even though there has been a minor irregularity.
An assignment is the transfer of rights and liabilities of the policy-holder, to someone
else. The policy-holder, who transfers the rights and liabilities, is known as the
assignor; and the person, to whom they were assigned, is known as the assignee.
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On assignment, the assignor loses rights over the policy. Depending upon the type of
insurance policy, an assignment can only be made with the consent of the insurer. For
instance, a marine hull policy cannot be assigned, without the consent of the insurer,
whereas, a marine cargo policy can be freely assigned, without prior permission from
the insurer. For life assurance policies though, the insurer need not consent to the
assignment, but they must be notified when the assignment is made.
3.3

TERMS, THAT ARE SPECIFIC TO LIFE ASSURANCE.

Look at this scenario:
After explaining the basics of insurance to Mr Rajesh, insurance advisor, Mr Mohan
talks to him about life assurance specifically. He explains the process of paying the
premiums and the frequency of payment. He also explains, how life assurance differs
from non-life insurance and explains the terms that relate only to life assurance.
In the above example, Mr Mohan explains the process of paying the premium for life
assurance, to Mr Rajesh, and that, the premiums are paid over a long period, for this
type of policy. He also explains that there are options for the frequency of payments.
Mr Mohan explains that the premium paid initially, at the commencement of the
policy, is referred to as the first premium, and the subsequent premiums that are paid
after the first premium, are called renewal premiums. The frequency of premium
payments is called the mode of payment. Life assurance premiums can be paid at
varying intervals. The premiums may be paid in yearly, half-yearly, quarterly, or
monthly instalments. There is an option of a limited premium-payment policy, which
means, premiums are paid for a period, shorter than the term of the policy, or if chosen,
there is the option of a single premium policy, if all the premiums are paid in the first
year itself, at the start of the policy. Depending upon the mode of payment, an insurer
will allow the insured, a certain number of days of grace to pay the premium. If the
insured does not pay the premium within this time, the policy is in default of premium
payment, and it will then, lapse. When a policy lapses, the benefits of the policy can
either be lost or partially lost. The loss of benefits will depend upon the terms of the
policy, and the amount of time that has passed since the policy commenced. It may be
possible for a lapsed policy, to be converted into a paid-up policy, which will provide
the benefits of the original policy, but, with a reduced sum-assured, and without
payment of any further premiums. There is also a revival process that can return a
lapsed policy, to its original status. The term: ‘deferred date’, can have 2meanings in
life assurance. Firstly, it can be used, in the case of a children’s policy, where, riskcover begins on a different date than the commencement date of the policy. Secondly,
the term: deferred date, is also used, to describe the date, when the annuity begins. In
both cases, the time between the commencement date and the deferred date is called
the deferment period. It is possible for a policy-holder, to transfer his or her rights
under a policy, to another person. This process is called an assignment. The one, who
transfers his or her rights, is called the assignor, and the other person, is known as, the
assignee.
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A policy-holder can make a nomination under the policy. The person-nominated is
known as the nominee and will be able to give a valid discharge to the insurer, in the
event of a death claim. Unlike an assignment, the policy-holder still owns the policy.
If the policy matures, the policy-holder gives the discharge, and not the nominee. a
life insurer can collect a fee of rupees 50/-in case of policies issued in electronic form,
and rupees 100/-in case of policies issued in another form; for registering the
cancellation or change of the nomination by the policy-holder; effected after the
inception of the policy.
It is possible to have a “with-profits” or “participating” life assurance policy, or, a
“without-profits” or “non-participating” life assurance policy. With-profits or
participating policies have payable bonuses based on the insurer’s profits. Withoutprofits or non-participating policy-holders do not receive any bonus, and premiums
for such policies are lesser than the with-profits policies. If a policy-holder chooses to
terminate their policy before maturity of the policy or a death claim, they are said to
surrender the policy. They will then receive an amount called the surrender value. This
amount may be lesser than the premiums-paid and differs among insurers.
3.4

TERMS, THAT ARE SPECIFIC TO NON-LIFE INSURANCE

Look at this Scenario:
Mr Rajesh, now, has all the information, he needs, about life assurance, but he also
wants to protect his assets, like, his car and house, so, he asks Mr Mohan, to help him
with non-life insurance.
Mr Mohan explains that the non-life insurance basics about proposals and premiums
are similar to life assurance; however, non-life insurance is more complex, as, there is
more variety of products. He then highlights the differences between the two. Unlike
life assurance policies, non-life insurance policies are generally for the short term.
Policies are issued for one 1year, at a time, and at the end of that year, the policy can
be renewed. The policy requires renewal, every year, for it to remain valid; if it is not
renewed, the policy comes to an end. Unlike life assurance, the risk is re-assessed at
renewal time, and the terms of the policy may be changed. With each renewal, there
is a new contract. The right to decide and grant the insurance lies with an underwriter,
and the process takes time. However, to assist the customers, who require insurance
to be granted quickly, such as, in the case of motor vehicles, which should be insured,
before they are driven on the road, as required by law, a cover note can be issued
immediately, by authorized officials of insurance companies, who grant insurance
cover. A condition of a cover note is that, once the proposal is assessed by an
underwriter, the premium can be changed retrospectively.
Certificates of insurance are issued for motor insurance policies, to provide evidence
that, the motor vehicles act has been complied with. The certificate of insurance must
be kept in the vehicle and produced when required by authorities. If a policy-holder
has not had a claim and renews their policy, they may be given a no claim bonus. This
is effectively either a discount on their premium, or an increase in benefits (sum36

assured in medi-claim policies), and is offered as an incentive. If the policy-holder has
had a claim, and it exceeds a specified limit, the premium is increased. This increase
or loading on the premium is called malus.
If a policy-holder suffers a loss and makes a claim on the insurance policy, they will
need to bear or pay a deductible or excess. This amount is the portion of the claim,
which is not covered by the insurer. The term: ‘franchise’, denotes that, one can only
claim, if the amount they are claiming, exceeds a specified amount. Deductible or
excess, however, is the amount, that is deducted from the claim amount. A franchise
is similar to an excess, where, the insurer will pay when the claim exceeds a specified
amount. The difference between an excess and a franchise is that, under a franchise, if
the claim exceeds the specified amount, the entire amount is paid, and not just the
portion, that exceeds the specified amount, which is, the amount paid under excess.
There are different types of policies, available, depending upon the type of insurance.
These are:
 Valued policies: also called, agreed value or admitted value policies, where,
the insurer agrees to pay a certain amount in the event of a total loss, without
taking into account, the allowances for depreciation or appreciation. This is not
relevant for partial losses.
 Full value policies: where the policy-holder states that the sum-assured is the
true and full value of the subject matter of insurance. This type of policy can
be used for household goods
 First loss policies: these policies fix the sum-assured as, less than the full value,
as, it is unlikely that, the loss would be total. This can be used in burglary
insurance.
 Floater policies: these policies are issued to cover fire risks on stock at different
locations, under one sum-assured. The locations have to be specified. These
types of policies can be issued, when the total value of the stock at all locations,
can be declared, but not the value at the separate locations.
 Declaration policies: in cases, where, there can be substantial fluctuations in
stock or goods at a location, a declaration policy with a provisional premium
may be issued. The declarations, required to be made periodically, show the
value of the stock during the relevant period. The final premium on the expiry
of the policy is determined as the average of these declarations.
For marine insurance, the cover is provided as per the institute cargo and hull clauses,
drafted by the Institute of London underwriters and used internationally. If cargo is to
be moved within the country, the in-land transit clauses, drafted by the erstwhile Tariff
Advisory Committee (T.A.C.), are used.
The types of policies, available in the marine department, are, as follows:
 A specific policy is issued to cover a single consignment for a single transit
 An open policy is a contract for a specific period, usually, 12 months, and
covers shipments, as they are made, when the consignments are reported to the
insurer, within a specified period by declarations. Terms are agreed, and the
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final premium is settled at specified intervals, based on declarations of
quantities and other details of the shipment, every time, a shipment is made.
Increased value policies provide for an increase in the value of goods, due to
the increase in the market value of the goods, at the destination. This type of
policy applies to marine cargo insurance.
Duty insurance covers the custom duty paid, in case of loss to goods-imported.
Time policies or voyage policies are issued for hull insurance and are for a
fixed term, generally 12 months, or a specific voyage.
Institute cargo clauses are drafted by the Institute of London underwriters and
used internationally. These clauses are used in marine insurance, when goods
are being moved from One Country to another, and clarify the Cover. If Goods
are being moved locally, then Local Clauses are used.

Definition:
When a loss occurs, it can be either partial or total. There are two types of total losses.



Actual total loss is, where, the subject matter of insurance is destroyed, beyond
repair. The insured is irretrievably deprived of the subject matter.
A constructive total loss occurs, when, the actual loss appears inevitable or the
prevention of the actual loss would require expenditure that would exceed the
saved value of goods. Constructive loss is common in marine insurance,
including air cargo. It may also occur in fire insurance policies and motor
insurance policies, where, the cost of repair exceeds the value of the subject
matter.

The average clause is used, when, an insured deliberately under-states the value of the
property insured, and as a result, their contribution to the insurance pool is lower than
the risk-insured. So, in the event of a claim, the claim amount also would be reduced
by the same proportion as the property value was understated. If the policy-holder
overstated the value, the amount would not be increased.
General average is related to marine insurance; is a loss, caused by extraordinary
sacrifice or expenditure, voluntarily and reasonably, made or incurred, at the time of
peril, to preserve the property. Examples would be, cargo-jettisoned (thrown-off), a
vessel in an attempt to re-float it, or tugs employed to tow the vessel to safety.
The particular average loss is a partial loss, caused by a peril, insured against; and is
not a general average loss. The concepts of general average and partial average, are
the terms, used in marine insurance. The meaning of ‘average’, in marine insurance,
is, ‘losses.
Whatever is recovered from damaged property, is called salvage. This happens, when,
a claim is settled as a total loss. Some parts of the salvage might have some value for
recycling. Etc. If so, the insurer may either sell the salvage themselves, or return it to
the policy-holder, and deduct that value from the claim-payable.
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Another way of settling a claim, is, using a replacement. This is where the lost property
is replaced with a new one.
Examples would be, jewellery, where, the value is difficult to assess or shop windows,
which are, unable to be repaired.
General information:
There are in-formal agreements, known as, market agreements, which, exist between
the four public sector insurers. These agreements are made, so that, insurers do not
compete on premiums, for certain kinds of businesses; and prevent unhealthy
competition.
A solarium fund has been established by the central government. The central
government and the state governments and the general insurers, contribute to this fund,
and it is used to pay the claims for third parties, involved in accidents, where, the motor
vehicle disappears after the accident, and cannot be identified. These accidents are
commonly referred to as “hit and run” cases. The common fund is managed by one of
the insurers.
Where there are disputes under insurance policies, where liability is admitted but the
amount is disputed, they can go through a process of arbitration, to resolve the issue,
without going to court. It is not a judicial process, and the arbitrators need not be
formal judges or lawyers. Arbitrators are appointed by the parties to the dispute. If
there is only one arbitrator appointed, both parties must agree. If they cannot agree,
they will appoint one each, and the two will select the third one, making it a panel of
3. Arbitration is a quick and less expensive way of resolving disputes.
Incurred But Not Reported Claims (I.B.N.R. Claims) are the claims that occurred in a
particular year, but not reported to the insurer, till the end of the year. These claims
are accounted for in the year they occurred, so, an accurate estimation of claims and
liabilities will be reflected. When insurance is placed simultaneously with more than
one insurer, it is called co-insurance. This happens in the case of large businesses. The
insurance business is divided, with a lead-insurer, who negotiates the terms of the
policy, and then passes on the respective shares of premium to the other insurers.
3.5

LET US SUM UP

For the modern Indian family, life insurance is proven to be one of the most important
financial tools. It provides financial protection to a person's family in the event of the
life insured's an untimely death. The significance of life insurance in India cannot be
emphasised. According to current figures, 75% of the Indian population, or about 988
million people, do not have life insurance. This is largely due to a lack of
understanding of its key features and distinct advantages. To boost life insurance
penetration in India, the goal should be to spread awareness of the essential ideas and
characteristics of life insurance.
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KEYWORDS
Warranty: The definition of warranty in insurance is an agreement between the
two parties (the insured and the insurer) that must be carried out with full
responsibility by the insured. A warranty is a promise (assurance) that must be
met by the insured in regards to the risks to do or not do something
IBNR: Incurred but not reported (IBNR) is a type of reserve account used in the
insurance industry as the provision for claims and/or events that have transpired
but have not yet been reported to an insurance company.
TAC (Tariff Advisory Committee): TAC is the Statutory Body under Insurance
Act 1938. The main task of the Tariff Advisory Committee is to regulate and
control the rates, benefits, terms and conditions offered by life insurance
companies in India.
Valued Policy: Valued policy law (VPL) is a legal statute that requires insurance
companies to pay the full value of a policy to the insured in the event of a total
loss. Valued policy law does not consider the actual cash value of the insured
property at the time of the loss; instead, the law mandates total payment.
FURTHER READINGS
M.N. Mishra: Insurance Principles and Practice, S. Chand & Company Ltd, Delhi.
Indian Institute of Bankers (Pub) Commercial Banking Vol-I/Vol-II (part
I&II) Vol- III.
Hota P.K., and Das S.K. Financial Literacy and Banking, Kalyani Publishers
Dr P. Periasamy: Principles and Practice of Insurance, Himalaya Publishing
House, Delhi.
Mishra S. Banking Law and Practice – S Chand
Prasad – Banking Insurance – Vikash Publication
Inderjit Singh, Rakesh Katyal& Sanjay Arora: Insurance Principles and Practices,
Kalyani Publishers, Chennai.
G. Krishnaswamy: Principles & Practice of Life Insurance
Kothari &Bahl: Principles and Practices of Insurance.

3.8

MODEL QUESTIONS

Q1:

What are the various types of policies, available depending upon the type of
insurance?
What are the terms specific to life insurance?
Write short notes on the followings
 IBNR
 TAC
 Valued Policy

Q2:
Q3:
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4.0

LEARNING OUTCOMES

After studying this unit, you will be able to know






4.1

About traditional products, offered by life assurance companies.
The features of linked policies.
The features of annuities and group policies.
About the products, offered by non-life insurance companies.
The features of fire insurance products and marine insurance products.
About various insurance products.
INTRODUCTION

The insurance industry in India classified into two categories LIFE & GENERAL
Insurance
Diagram-1: Insurance classification:

41

Life assurance covers the perils, related to the life of human beings. These are mainly
the risks, related to dying too early or living too long. Life assurance companies offer
the products, such as term assurance policies, endowment assurance policies, moneyback assurance policies, etc., to cover the risk of dying too early. Life assurance
companies offer the products, such as annuities, pension plans, etc., to cover the risk
of living too long. Human beings are also exposed to other risks, such as,
unemployment, illness, and disabilities; that are covered by general insurance
companies. Apart from offering these basic products, insurance companies keep
coming up with new and innovative products, regularly, to meet the evolving needs of
society, and to take care of the competition. Most of the plans, offered by insurance
companies, have standard terms and conditions. However, plans can also be
customized, to meet the needs of individual policy-holders.
4.2

PRODUCTS, OFFERED BY LIFE ASSURANCE COMPANIES

Life assurance products are usually referred to as ‘plans’ of insurance. These plans
have, either or both of, the 2basic elements:
Death benefit: This is also known as ‘death cover’. It is payable on the death of the
life-assured (insured person), during the tenure of the policy.
Survival benefit: This is also known as ‘maturity benefit ‘or ‘survival benefit’. It is
payable on the maturity of the policy if the life-assured (insured person) survives the
entire tenure of the policy.
Definitions:
 Term assurance plan: An insurance plan, that provides only death-cover, is
known as, ‘term assurance plan’.
 Pure endowment assurance plan: An insurance plan, that provides only
survival benefit, is known as, ‘pure endowment assurance plan’.
Example
Term assurance plan: Mr Wasim takes term assurance plan, for a sum-assured
(death-cover) of rupees 50 lakhs, for 25 years, at an annual premium of rupees 10,000/. The policy specifies that, if Mr Wasim dies any time, during the 25 years ‘tenure of
the policy, the insurance company will pay the nominee or beneficiary, the sumassured (death-cover) of rupees 50 lakhs.
Pure endowment assurance plan:
Mr Ashok takes a pure endowment assurance plan, for a sum-assured (survival benefit)
of rupees 50 lakhs, for 25 years. The policy specifies that the survival benefit amount
of rupees 50 lakhs, will be paid, at the end of 25 years, if Mr Ashok survives the entire
tenure of the policy. In the first example, that we have seen, the insurance company
will pay the death-cover amount, only if, Mr Wasim dies during the tenure of the
policy. But, what if, Mr Wasim does not die, during the tenure of the policy? He will
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keep paying premiums, for 25 years, and will not get anything in the end. In the second
example, the insurance company will pay survival benefit, only if, Mr Ashok survives
the entire policy tenure of 25 years. But, what if, Mr Ashok dies during the policytenure, say, in the 24thyear? His nominee or beneficiary will not get anything. Life is
very uncertain. No one knows, how many years, a person will survive, and when he
or she will die. People like Mr Wasim and Mr Ashok, will not be able to decide, which
policy to go for, if they are given an option, to choose between a term assurance plan
and a pure endowment assurance plan. So, life assurance companies combine the
2features of the 2basic plans, and offer them as a single product to their customers, in
the form of an ‘endowment assurance’ plan.
Mr Wasim and Mr Ashok can both go for an endowment assurance plan, for 25 years,
which will pay, the nominee or beneficiary, rupees 50 lakhs, if the life-assured (insured
person) dies, during the tenure of the policy; or pay rupees 50 lakhs, at the end of 25
years, if the life-assured (insured person) survives the entire tenure of the policy. This
endowment assurance plan is nothing, but, a combination of the two plans:
1. Pure endowment assurance plan, which will pay, rupees 50 lakhs, if the life-

assured (insured person) survives the entire tenure of the policy of 25 years;
and
2. Term assurance plan, which will pay, rupees 50 lakhs, if the life-assured
(insured person) dies, during the tenure of the policy. Under such a plan, the
sum-assured (s.a.) is paid, on survival of the specified period or death, if it
happens earlier.
Whole Life Assurance Policy:
A term assurance plan, with an unspecified period, is called, a ‘whole life assurance
policy. This policy can extend even up to the age of 100 years of the life-assured
(insured person). Under this policy, the sum assured is paid on the death of the policyholder, whenever it happens. In the United States Of America (U.S.A.) And Canada,
whole life assurance plans are called, permanent life assurance plans.
Money-back assurance policy:
It is a combination of a term assurance plan and multiple pure endowment assurance
plans. Mr Rajesh has bought a money-back assurance policy, with a sum assured of
rupees 2, 00,000/-, for a tenure of 20 years. The policy specifies a payment of 20% of
the sum assured, every 5 years; and 40% on the maturity of the policy. If Mr Rajesh
dies any time during the policy period, then the insurance company, along with the
payments made till that date, will pay the sum-assured of rupees 2,00,000/-, and the
policy will be closed. This policy, offered by the insurance company, to Mr Rajesh, is
effective, a combination of 5 plans:


Pure endowment assurance plans, which promise to pay, rupees 40,000/-, each,
at the end of 5 years, 10 years, and 15 years, respectively.
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Pure endowment assurance plan, which promises to pay, rupees 80,000/-, at
the end of 20 years.
Term assurance plan, which promises to pay, rupees 2, 00,000/-, if Mr Rajesh
dies any time during the tenure of the policy (20 years).

Diagram-2: Types of Life Assurance Plans:

4.3

FEATURES OF A TRADITIONAL LIFE ASSURANCE PLAN:

A traditional life assurance plan has a set of features. By making certain changes in
these features, or adding and combining some of them, any number of plans can be
developed.
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Diagram-3: Features of a Traditional Life Assurance Plan:
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4.4

FEATURES OF LINKED POLICIES

Unit-Linked Insurance Plans (U.L.I.P.s):
A Unit-Linked Insurance Plan (U.L.I.P.) Is an insurance plan, which is, a combination
of insurance protection and investment. A Unit-Linked Insurance Plan (U.L.I.P.) can
be an Ideal Investment Vehicle, for the People, who are looking for the Triple Benefits
of:




Insurance Protection;
Investment; and
Income-Tax Benefits.

Diagram-4: Unit-Linked Insurance Plan (U.L.I.P.) Premium–Break-Up.

The policy-holder can select from various funds, available, to invest his or her
premium.
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Claim-settlement:
A Unit-Linked Insurance Plan (U.L.I.P.) is, effectively, a combination of 2plans. One
plan covers the risk of protecting the life-assured. The second plan acts like a mutual
fund, where, the life-assured can make regular investments. On maturity of the plan,
the fund value is paid. On the death of the life-assured, during the tenure of the policy,
either the sum-assured (along with bonus) or the fund-value, which-ever is higher, is
paid. Some insurance companies have the provision to pay both.
Switching and re-direction:
The life-assured can transfer their existing investments, from one fund to another,
during the tenure of the policy. This process is known as ‘switching’. The life-assured
also has the option to invest their new premium money (after deductions), in a fund,
other than the fund, which has their existing investments. This process is known as,
re-direction. In a Unit-Linked Insurance Plan (U.L.I.P.), the policy-holder chooses the
fund, in which, the money is to be invested. So, the risk of investment is borne by the
policy-holder and not the insurance company. In Unit-Linked Insurance Plans
(U.L.I.P.s), sometimes, there is a risk of capital loss, as, financial markets are exposed
to price fluctuations.
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4.5

GROUP INSURANCE POLICIES

Group insurance policies offer benefits to a large number of persons, through a single
policy. This single policy, covering multiple people, is known as, the master policy. It
is issued in favour of the person, representing the group of beneficiaries. Group
insurance policies can be issued to:
 Employers, representing companies or organizations.
 Professional associations, representing a group, such as an association of
lawyers.
 Trade unions.
 Banks for their loan-account-holders.
 Any other professional organization, representing a group of people, brought
together, for a common objective.
Diagram-5: Group Insurance Policy:
A bank may take a master policy, covering all the persons, to whom, loans are given,
to the extent of the outstanding amount of loan.
Group insurance policies are issued by life assurance companies, as well as, non-life
insurance companies
A life assurance company may issue a group policy, covering the lives of members of
a group, for example, a master policy, issued to an employer, covering the lives of
employees of the organization. A non-life insurance company may issue a group
policy, covering the health of the members of the group and their family members
(optional).
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For example, a master policy is issued to an employer, providing the healthcare cover,
for employees of the organization. Some companies may extend the health-cover, to
the family members of the employees, also. In a group insurance policy, the benefits
for the members of the group, are decided on a uniform basis. Individuals will not have
the option of choosing, what the benefit should be, such as, the coverage amount and
the various facilities, that come with the master policy. The benefit may be fixed as a
multiple of income, or based on rank or level in the organization, or any other
consideration, that can be uniformly applicable to all persons covered.
For example, in an organization, all the new employees, who join the organization,
will automatically become members of the group and participate in the benefits of the
policy. None of them will have the option of opting out.
Innovative plans:
4.6

PRODUCTS, OFFERED BY NON-LIFE INSURANCE COMPANIES.

Non-life insurance companies provide the products that protect the policy-holder,
against financial losses due to various perils, such as, fire, earthquakes, floods, storms,
accidents, etc. As per the insurance act, 1938, non-life insurance products are
bifurcated into 3major categories: fire, marine, and miscellaneous. All the insurances,
which do not fit into the fire or marine category, fall into the miscellaneous category.
In earlier times, fire and marine were the major types of insurances. Today, the biggest
group is ‘motor’, followed by ‘health’ insurance.
However, in modern-day terminology, terms, like, ‘property’ insurance and ‘casualty’
insurance, are also used. ‘Property’ insurance includes insurance of buildings and their
contents, money and securities, accounts-receivable records, inventory, furniture,
machinery, supplies, and even intangible assets, such as, trade-marks; which were
conventionally covered under fire, engineering insurance, and loss of profits
insurance. ‘Marine’ or ‘transit’ insurance denotes, all cargo shipments by air, sea, or
land. Ships are also part of the marine. ‘Casualty’ or ‘accident’ insurances denote,
mainly, auto-mobile or motor accidents. However, sometimes, it is used to refer to
other accidents, too. ‘Liability’ insurances take care of the liability of the insured, to
anyone, arising out of lawsuits or similar situations. Liabilities can be to the public or
arising out of contractual obligations.
4.7

FEATURES OF FIRE AND MARINE INSURANCE PRODUCTS.

Fire Insurance:
Fire insurance policies provide cover for financial losses due to damage to property
arising out of the fire, explosions, etc. Fire insurance policies may also cover damage
through the impact of vehicles, riots, typhoons, cyclones, strikes, or other malicious
acts, etc. Fire insurance policies are ‘named peril policies’, where, the perils are listed.
Exclusions are mentioned separately under the relevant section. Add-on covers, which
are, additional perils, offered by the insurers, maybe opted for separately.
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Example: earth-quake cover. War-risks are excluded. Such inclusions and exclusions
become necessary, due to the variety of causes of possible damage in real life and the
expenditure related to the damage, such as debris removal and consequential losses.
The basic cover may be extended to cover things, like:
 Professional fees for architects and consulting engineers.
 Deterioration of stocks in refrigerated warehouses, due to power failure.
 Leakage and contamination.
 Loss of rent.
 Start-up expenses.
Only items that are specifically included, will be paid for, by the insurance company.
Exclusions are mentioned for avoiding any disputes in future.
.
Marine Insurance:
Marine insurance two types
a) Marine Cargo
b) Marine Hall
Diagram-2: Classification of Marine Insurance:
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4.8

INSURANCE PRODUCTS, OFFERED UNDER THE HEALTH
CATEGORY

Health Insurance:
In the Indian market, health insurance premium has been steadily increasing over the
years, (and now it is next to a motor insurance premium), comprising 22% of the gross
direct premium income of general insurers. Over the last few years, our economy has
done well, leading to good Gross Domestic Product (G.D.P.) Growth. This has led to
the rise in disposable income and better quality living standards. The increase in life
expectancy, exposes a person, to health problems and diseases, with an increase in
age. For an average person, in their retirement years, they do not have the income to
meet the healthcare costs. Moreover, healthcare costs have soared in the last few years.
This leads to a double blow to the person, who falls prey to critical illnesses or other
diseases, which require hospitalization and result in huge medical bills. This
underlines the importance of health insurance, which is gaining popularity, among the
masses.
Cash-less treatment:
Health insurance covers treatment costs, which require hospitalization (including,
domiciliary treatment). Health insurance claims are now being serviced by a network
of Third Party Administrators (T.P.A.s), who has been licensed by the Insurance
Regulatory and Development Authority of India (I.R.D.A.I.). Third-Party
Administrators (T.P.A.s) tie-up with hospitals, across the country, and include them
in their network. Insurance companies issue cash-less cards to the insured, which does
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not require them to pay for treatment (allowed costs), when admitted to one of the
network hospitals. If the insured gets admitted to a non-network hospital, then they
have to pay the hospital bill, and claim the amount, from the insurance company, on a
reimbursement basis.
Health-care policies are available in 3 variants:
 Individual policy:
This type of health insurance policy caters to the medical needs of only one individual.
For example, Mr Ram has taken a health insurance policy, from company: ABC, for
a sum-insured of rupees 2, 00,000/-, by paying a premium of rupees 4,000/-. Under
this policy, Mr Ram will be covered against expenses for any illness, (covered as per
the policy terms), which requires him to be hospitalized, up to a limit of rupees 2,
00,000/-, in that particular year. A family can also be covered under an individual
policy with a separate sum insured for each individual,
For example, Mr Sunil has taken a health insurance policy for himself, his wife, his 5year-old daughter and his mother from company: ABC, for a sum-insured of rupees
2,00,000/-for each person, by paying a premium of rupees 14,000/-. Under this policy,
Mr Sunil and each of his family members will be covered against expenses for any
illness, (covered as per the policy terms), which requires to be hospitalised, up to a
limit of rupees 2,00,000/-, per person in that particular year.
 Family-Floater Policy:
This type of health insurance policy caters to the medical needs of a family. In familyfloater policies, normally, insurance companies allow coverage for up to 2 adults and
2 children in a family. The sum-insured can be shared by the family members, covered
in the policy. There are no fixed proportions, in which, the sum-insured is shared by
the family members.
For example, Mr Amit has taken a family-floater policy, from company: ABC, for
rupees 3, 00,000/-, for his family. The policy covers Mr Amit, his wife, and his 2
children. In this policy, the sum assured of rupees 3, 00,000/-, will be shared by all 4
members of the family, on one or all basis. It can happen that, Mr Amit’s wife suffers
a heart attack, and the entire rupees 3, 00,000/-, is used up for her treatment.
 Group Policy:
This type of health insurance policy caters to the medical needs of a group of people,
brought together, for a common objective or purpose. As per general insurance
corporation directives, the group should have a common purpose other than insurance.
The principle of ‘all or none’ applies. That is, if the group needs to be covered, all the
members of the group, are to be covered. No selection will be allowed. For example,
company: XYZ, has taken a group health insurance policy, from the insurance
company: ABC, for all their employees. This policy will take care of the medical needs
of the employees of the company: XYZ, up to a fixed amount, say, rupees 2, 00,000/, provided, all the employees are included. The sum-insured covered may differ, but
every employee needs to be covered.
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Diagram-3: Types of Health Insurance Plans:

Health-care policies normally have some exclusions, such as dental treatment,
diagnostic tests, expenses on vitamins, cosmetic treatment, homoeopathic treatment,
etc. These policies also exclude treatment for diseases, prevalent at the time of taking
the policy, for the first time, known as, ‘pre-existing diseases’ or contract within 30
days of such commencement. In the Indian market, companies cover pre-existing
diseases, after a continuous cover for 48 months.
 Personal accident insurance:
Personal accident insurance policies cover death or disablement, arising out of
accidents of any kind (caused by external, violent, and visible means).In the case of
personal accident insurance policies, there is no need for assessment of risk, except on
the factor of occupation. The conditions are standard. The policy can also cover
consequential costs, medical care, and loss of income due to disability, leading to
absence from the workplace.3.3travel insurance:
 Overseas medical insurance:
The policy covers medical expenses, incurred while travelling abroad. Hospital bills
are paid by the insurer’s representatives, directly. The policy also covers loss of
baggage or passport, during overseas travel. This policy is meant for Indian residents,
travelling abroad, for specified purposes, like, business, studies, holidays, or
employment.
4.9

MISCELLANEOUS INSURANCE

Motor insurance:
Motor insurance is the biggest portfolio in the miscellaneous class of insurance.
Motor insurance deals with insurance of motorized vehicles on road, whether used for
private comfort or public service, whether carrying passengers or goods. As per the
motor vehicles act, every vehicle, plying on Indian roads, should be insured for
liability to third parties, including property damage.
Motor insurance may cover:
a. Damage to vehicles;
b. Injury or death of persons; and
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c. Damage to property, belonging to third parties.
Premium will depend on the specifications of the vehicle, as well as, on usage.
Restrictions may relate to:
a. Areas, in which, the vehicle may be used;
b. The nature of usage (private usage or public usage);
c. Adherence to laws (relating to driver, needing a licence, permitted load), etc.
(premium does not depend on this factor.)Third-party insurance, also called
liability-only policies, is compulsory under the law.
Liability Insurance:
Liability insurance provides indemnity (protection against financial loss, payable
under law) for injuries to third parties or their property. The policy covers indemnity
for professionals, providing services, such as doctors, lawyers, accountants, engineers,
etc. These professionals run the risk of being charged with negligence and subsequent
liability for damages. Liability insurance can be broadly categorised into a public
liability, (industrial and non-industrial), product liability, professional indemnity, and
errors and omissions policy. While the first three cover bodily injury -death or
disablement, due to the insured’s negligence, errors and omissions policies cover
financial loss due to negligent actions of professionals, like, chartered accountants,
surgeons, engineers, etc.
 An accountant can be sued, by the client, if they face a loss, because of wrong
advice.
 An engineering company can be sued, if a bridge, built by it, collapses,
claiming some lives.
 A doctor can be sued, if a patient dies, because of the doctor’s negligence.
 An industry may be held liable, for causing death or injury, due to its
operations.

4.10

LET US SUM UP

 When it comes to buying insurance, selecting the correct product or plan is very
important.
 Insurance is broadly classified into life assurance and general insurance.
 The 2most basic plans, offered by life assurance companies, are the term
assurance plan, which pays, only if the life-assured dies during the tenure of the
policy, and the pure endowment assurance plan, which pays, only if the life
assured does not die during the tenure of the policy. Most of the traditional plans,
offered by life assurance companies, are a combination of these 2basic plans.
 A Unit-Linked Insurance Plan (U.L.I.P.) Is an insurance plan, which is, a
combination of insurance protection and investment.
 An annuity is an insurance plan, which makes periodic payments (annuities) to
the annuitant.
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 Group insurance policies offer insurance cover, to a group of people, who are
brought together for a common goal or common objective.
 Non-life insurance products are bifurcated into 3 major categories: fire, marine,
and miscellaneous.
 The miscellaneous category includes motor, health, personal accident, liability
insurance, and various other products.
 Marine insurance is further classified into marine cargo insurance and marine hull
insurance.
 Motor insurance may cover damage to vehicles, injury or death of persons, and
damage to property belonging to third parties.
 Personal accident policies cover death or disablement, arising out of accidents of
any kind, (caused by external, violent and visible means). Health-care policies
are available in 3variants: individual health insurance policy, group health
insurance policy, and family-floater health insurance policy.
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KEYWORDS
Liability Insurance: Liability insurance is a type of insurance policy that
safeguards individuals and/or businesses against risks that they may be held
legally liable.
Floater Policy: An insurance policy that covers personal property that is easily
movable and provides additional coverage over what normal insurance policies do
not. Also known as a “personal property floater,” it can cover anything from
jewellery and furs to expensive stereo equipment.
Cargo: The method used in protecting shipments from physical damage or theft.
Ensuring cargo ensures that the value of goods is protected against potential losses
which may occur during air, sea or land transportation.
Endowment Policy: An endowment policy is a life insurance contract designed
to pay a lump sum after a specific term (on its 'maturity') or on death. Typical
maturities are ten, fifteen or twenty years up to a certain age limit. Some policies
also payout in the case of critical illness.
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4.13

MODEL QUESTIONS

Q1:
Q2:
Q3:
Q4:
Q5:
Q6:

What are the products offered by life assurance companies?
Write a brief note on the group insurance policy.
What are the features of fire insurance?
Distinguish between Marine Cargo Insurance and Marine Hull Insurance.
Explain three variants of healthcare policy.
Write a brief note on Motor Insurance.
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