
“Principles of Risk management”.

In Section 1 of this course you will cover these topics:
Risk In Our Society

Insurance And Risk

Introduction To Risk Management

Advanced Topics In Risk Management

Types Of Insurers And Marketing Systems

Insurance Company Operations

Topic Objective:

At the end of this topic student would be able to:

 Describe what is Risk?

 Describe chance of Loss

 Describe peril and Hazard

 Describe basic Categories of Risk

 Describe types of Pure Risks

 Describe burden of Risk on Society

 Describe methods of Handling Risk

 Describe the effect of Social Policy on human service

Key Points:

1. Risk

There is no single definition of risk. Many insurance authors traditionally have defined risk in

terms of uncertainty. We define risk as uncertainty concerning the occurrence of a loss.

Objective risk is the relative variation of actual loss from expected loss. As the number of

exposure units under observation increases, objective risk declines. Subjective risk is

uncertainty based on ones mental condition or state of mind. Accordingly, objective risk is

measurable and statistical; subjective risk is personal and not easily measured.
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2. Chance

Chance of loss can be defined as the probability that an event will occur. Objective

probability refers to the long-run relative frequency of an event based on the assumption of

an infinite number of observations and no change in the underlying conditions. Subjective

probability is the individuals personal estimate of the chance of loss.

3. Peril

Peril is the cause of loss. Hazard is a condition that creates or increases the chance of loss.

Physical hazard is a physical condition that increases the chance of loss. Moral hazard is

dishonesty or character defects in an individual that increase the chance of loss. Morale

hazard is carelessness or indifference to a loss because of the presence of insurance. Legal

hazard refers to characteristics of the legal system or regulatory environment that increase the

frequency or severity of losses.

4. Pure Risk

Pure risk is defined as a situation in which there are only the possibilities of loss or no loss.

Speculative risk is defined as a situation where either profit or loss is possible. A fundamental

risk is defined as a risk that affects the entire economy or large numbers of persons or groups

within the economy. In contrast, a particular risk is a risk that affects only the individual and

not the entire community or country.

5.Enterprise risk

Enterprise risk is a term that encompasses all major risks faced by a business firm, which

include pure risk, speculative risk, strategic risk, operational risk, and financial risk. Financial

risk is the uncertainty of loss because of adverse changes in commodity prices, interest rates,

foreign exchange rates, and the value of money.

6. Enterprise risk management

Enterprise risk management combines into a single unified treatment program all major risks

faced by the firm. These risks include pure risk, speculative risk, strategic risk, operational

risk, and financial risk. Traditional risk management considered only major and minor pure

risks faced by a corporation. Enterpriserisk management considers all risks faced by a

corporation as described in above.

7.Burden of Risk on Society

Pure risks associated with great financial and economic insecurity include the risks of

premature death, insufficient income during retirement, old age, poor health, and

unemployment. In addition, persons owning property are exposed to the risk of having their

property damaged or lost from numerous perils. Finally, liability risks are also associated
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with great financial and economic insecurity. Pure risk is a burden to society for at least three

reasons:

 The size of an emergency fund must be increased.

 Society may be deprived of needed goods and services.

 Worry and fear are present.

8. Direct and Indirect Loss

Indirect loss results from or is the consequence of a direct loss. For example, if a students car

is stolen (direct loss), he or she will lose the use of the car until it is replaced or recovered

(indirect loss).

9. Methods of Handling Risk

There are five basic methods of handling risk:

 Avoidance: A drug manufacturer can avoid producing a dangerous drug that may result in a

lawsuit.

 Loss control: Certain activities are undertaken that reduce both the frequency (loss

prevention) and severity (loss reduction) of losses. An example of loss prevention is periodic

inspection of boilers to prevent an explosion. An example of loss reduction is an automatic

sprinkler system in a department store.

 Retention: An individual may retain the first $500 of physical damage loss to his or her

automobile by purchasing an automobile collision policy with a $500 deductible.

 Noninsurance transfers: The risk of a defective television set can be shifted or transferred to

the retailer by the purchase of a service contract by which the retailer is responsible for all

repairs after the warranty expires.

 Insurance: An automobile insurance policy can be purchased covering the negligent operation

of an automobile

Topic Objective:

At the end of this topic student would be able to:

 Describe Meaning of Insurance

 Describe Requirements of an Insurable Risk
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 Describe Insurance and Gambling Compared

 Describe the Insurance and Hedging Compared

 Describe Types of Insurance

 Describe Social Benefits and Costs of Insurance

Key Points:

1. Characteristics of Insurance Plan

Insurance plans have four distinct characteristics:

 Pooling: Losses incurred by the few are spread over the entire group, so that in the

process, average loss is substituted for actual loss.

 Fortuitous loss: Insurance plans provide for the payment of fortuitous losses. A

fortuitous loss is one that is unforeseen and unexpected and occurs as a result of

chance.

 Risk transfer: In private insurance, a pure risk is transferred from the insured to the

insurer, which typically is in a better financial position to pay the loss than the

insured.

 Indemnification: Compensation is given to the victim of a loss, in whole or in part, by

payment, repair, or replacement.

2. Law Of Large Numbers

The law of large numbers states that the greater the number of exposures, the more closely

will the actual results approach the probable results expected from an infinite number of

exposures. As the number of exposures increases, the relative variation of actual loss from

expected loss will decline. Thus, the insurer can predict future losses with a greater degree of

accuracy as the number of exposures increases. This is important since an actuary must

charge a premium that is adequate for paying all losses and expenses during the policy

period. The lower the degree of objective risk, the more confidence an insurer has that the

actual premium charged will be sufficient to pay all claims and expenses and leave a margin

for profit.

3. Requirements of an insurable risk

There are several requirements of an insurable risk:

 There must be a large number of exposure units.
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 The loss must be accidental and unintentional.

 The loss must be determinable and measurable.

 The loss should not be catastrophic.

 The chance of loss must be calculable.

 The premium must be economically feasible.

Insurers can deal with the problem of a catastrophe loss by:

Reinsurance

Avoiding the concentration of risk by dispersing coverage over a large geographical area.

Use of certain financial instruments in the capital markets, such as catastrophe bonds.

These risks are generally uninsurable for several reasons. First, many of these risks are

speculative risks, which are difficult to insure privately. Second, the potential for a

catastrophic loss is great; this is particularly true for political risks, such as the risk of war.

Finally, calculation of the correct premium may be difficult because the chance of loss cannot

be accurately estimated. Adverse selection is the tendency of persons with a higher-than-

average chance of loss to seek insurance at standard (average) rates, which if not controlled

by underwriting, results in higher-than-expected loss levels. Adverse selection can be

controlled by careful underwriting, by charging higher premiums to substandard applicants

for insurance, and by certain policy provisions.

4. Insurance and Gambling

Insurance differs from gambling in two ways. First, gambling creates a new speculative risk

that did not exist before, while insurance is a technique for handling an already existing pure

risk. Second, gambling is socially unproductive, since the winners gain comes at the expense

of the loser. Insurance is always socially productive, since both the insured and insurer win if

the loss does not occur.

5. Insurance and Hedging

Insurance differs from hedging. An insurance transaction usually involves the transfer of

risks that are insurable since the requirements of an insurable risk generally can be met.

Hedging is a technique for handling risks that are typically uninsurable, such as protection

against a substantial decline in the price of commodities. A second difference is that

insurance may reduce objective risk because of application of the law of large numbers. In

contrast, hedging typically involves only risk transfer, not risk reduction.
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6. Major Fields of private insurance

The major fields of private insurance are life and health insurance and property and liability

insurance (also called property and casualty insurance). Property and casualty coverages can

be divided into personal lines and commercial lines. Personal lines include private passenger

auto insurance, homeowners insurance, umbrella liability insurance, and boat owners

insurance.

Commercial lines include fire and allied lines insurance, commercial multiple peril insurance,

general liability insurance, workers compensation insurance, commercial auto insurance,

accident and health insurance, inland marine and ocean marine insurance, professional

liability insurance, equipment breakdown insurance, fidelity and surety bonds, and crime

insurance.

Social insurance programs are government insurance programs with certain characteristics.

The programs generally are enacted into law to deal with social and economic problems. The

programs generally are compulsory and financed by contributions from covered employers

and employees; benefits are paid from specifically earmarked funds; benefits are skewed or

weighted in favor of lower income groups; benefit amounts generally are related to the

covered individuals earnings; and eligibility requirements and benefit rights are prescribed by

statute.

Major social insurance programs are the following:

 Old-Age, Survivors, and Disability Insurance (Social Security)

 Medicare

 Unemployment insurance

 Workers compensation

 Compulsory temporary disability insurance

 Railroad Retirement Act

Objective:

At the end of this topic student would be able to:

 Describe Meaning of Risk Management
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 Describe Objectives of Risk Management

 Describe Risk Management Process

Key Points:

1. Risk management

Risk management is defined as a systematic process for the identification and evaluation of

pure loss exposures faced by an organization or individual and for the selection and

administration of the most appropriate technique for treating such exposures.

2. Preloss risk management

Preloss risk management objectives include the goals of economy, reduction in anxiety, and

meeting legal obligations. Postloss objectives include survival of the firm, continued

operation, stability of earnings, continued growth, and social responsibility.

3. Risk management process

There are four steps in the risk management process:

Potential losses must be identified.

The potential losses must then be analyzed in terms of loss frequency and loss severity.

An appropriate technique or combination of techniques for treating loss exposures must

be selected.

The program must be implemented.

4. Potential losses

Several sources of information can be used to identify potential losses. They are as

follows:

 risk analysis questionnaire

 physical inspection

 flow charts

 financial statements

 historical loss data

The risk manager must consider the maximum possible loss and maximum probable loss for

each loss exposure. The maximum possible loss is the worst loss that could possibly happen

to the firm during its lifetime. The maximum probable loss is the worst loss that is likely to

happen.
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5. Risk control

Risk control refers to techniques that reduce the frequency and severity of accidental

losses. Specific techniques are avoidance, loss prevention, and loss reduction.

 Avoidance means that a loss exposure is never acquired, or an existing loss exposure is

abandoned. The major advantage of avoidance is that the chance of loss is zero if the loss

exposure is never acquired. However, abandonment may still leave the firm with a residual

liability exposure from the sale of previous products.

 Loss prevention refers to measures that reduce the frequency of a particular loss. For

example, measures that reduce lawsuits from defective products include installation of safety

features on hazardous products, warning labels on dangerous products, and quality control

checks.

 Loss reduction refers to measures that reduce the severity of a loss after it occurs. Examples

include installation of an automatic sprinkler system, rehabilitation of injured workers with

job-related injuries, and limiting the amount of cash on the premises.

6. Risk financing

Risk financing refers to techniques that provide for the funding of losses after they occur.

Specific risk financing techniques include retention, noninsurance transfers, and insurance.

 Retention means that the firm retains part or all of the loss that can result from a given loss

exposure. Retention can be active or passive. Active risk retention means that the firm is

aware of the loss exposure and plans to retain part or all of it. Passive risk retention, however,

is the failure to identify a loss exposure, failure to act, or forgetting to act.

 Noninsurance transfers are methods other than insurance by which a pure risk and its

potential financial consequences are transferred to another party. Examples include contracts,

leases, and hold-harmless agreements.

 Commercial insurance can also be used to fund losses. Insurance is appropriate for loss

exposures that have a low probability of loss but the severity of loss is high.

7. Retention

Retention can be used if no other method of treatment is available, the worst possible loss is

not serious, and losses are highly predictable. A captive insurer is an insurer owned by a

parent firm for the purpose of insuring the parent firms loss exposures. Captive insurers have

several advantages.
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 The parent firm may have difficulty in obtaining certain types of insurance from commercial

insurers, so a captive insurer can be formed to provide coverage

 Insurance costs may be lower because of lower operating expenses, avoidance of an agents or

brokers commission, and retention of interest earned on invested premiums and reserves that

commercial insurers would otherwise receive

 A captive insurer provides easier access to a reinsurer

 A captive insurer can be a profit center if the captive insures the public and other parties as

well

8. Self-insurance

Self-insurance is a special form of planned retention by which part or all of a given loss

exposure is retained by the firm. A risk retention group is a group captive that can write any

type of liability coverage except employer liability, workers compensation, and personal

lines. For example, a group of physicians may form a risk retention group to obtain

malpractice insurance because professional liability insurance is difficult to obtain or too

expensive to purchase.

9. Advantages

Insurance has several advantages in a risk management program:

 The firm will be indemnified after a loss occurs

 Uncertainty is reduced, which permits the firm to lengthen its planning horizon

 Insurers can provide valuable risk management services, such as loss control, identification of

loss exposures, and claims adjusting

 Premiums are deductible for income-tax purposes

 Insurance has several disadvantages in a risk management program:

 The payment of premiums is a major cost

 Considerable time and effort must be spent in negotiating the insurance coverages

 The risk manager may have less incentive to follow a loss control program, because the

insurer will pay the claim if a loss occurs

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

9
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Topic Objective:

At the end of this topic student would be able to:

 Describe The Changing Scope of Risk Management

 Describe Insurance Market Dynamics

 Describe Loss Forecasting

 Describe Financial Analysis in Risk Management Decision Making

 Describe Other Risk Management Tools

Key Points:

1. Speculative financial risks

Three speculative financial risks that a risk manager may consider are commodity price risk,

interest rate risk, and currency exchange rate risk. Traditionally, these risks were addressed

by financial managers rather than risk managers. The role of some risk managers has

expanded to consider not only pure risks, but also speculative financial risks.

2. Traditional risk management

Traditional risk management was limited in scope to property, liability, and personnel-related

loss exposures. Enterprise risk management is a much broader concept, encompassing

traditional risk management. In addition to considering property, liability, and personnel

exposures, enterprise risk management considers speculative risks, strategic risks, and

operational risks.

3. Underwriting Cycle

The underwriting cycle refers to the tendency for commercial property and liability insurance

markets to fluctuate between periods of tight underwriting with high insurance premiums and

periods of loose underwriting with low insurance premiums. When the property and liability

insurance industry is in a strong surplus position, insurers can lower premiums and loosen

underwriting standards to compete with other insurers. As competition sets in, the surplus is

depleted through underwriting losses that develop because of low premiums and less

stringent underwriting. If investment income is not available to offset the underwriting losses,

at some point premiums must be increased and underwriting standards tightened. Higher

premiums and stricter underwriting help to restore the insurer to profitability. As profitability

returns, the depleted surplus is restored, making it possible for insurers to enter into
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competition with lower premiums and less strict underwriting. The market is hard when

premiums are high and underwriting standards are tight. The market is soft when premiums

are low and underwriting standards are loose.

4. Consolidation

Consolidation in the insurance industry refers to the combining of insurance business

organizations through mergers and acquisitions. Three types of consolidation have been

occurring. First, insurance companies have been merging with or acquiring other insurance

companies. The combination of St. Paul Insurance with Travelers Insurance is an excellent

example. Second, insurance brokerages have been merging with or acquiring other insurance

brokerages (Marsh acquired Sedgwick, for example). Finally, there has been cross-industry

consolidation. Cross-industry consolidation occurs when a company in one financial services

area merges with or acquires a company in another financial services area. For example, a

bank may acquire an insurance company or an insurance company may purchase an

investment (mutual fund) company.

5. Securitization

Securitization transfers insurable risk to the capital markets through the creation of a financial

instrument, such as a catastrophe bond. Prior to securitization, the capacity of the insurance

industry was limited to the capacity of insurers and reinsurers operating in the industry. Risk

securitization provides an avenue through which insurable risk is spread to capital market

participants

(e.g. bondholders).

6. Loss forecasting

Loss forecasting is necessary to enable the risk manager to make an informed decision about

whether to retain or transfer loss exposures. The risk manager will be unable to evaluate an

insurance coverage bid unless he or she has some level of confidence about the magnitude of

expected losses and the reliability of the estimate. Based on the forecast, the risk manager

may believe that an insurance bid is too high and opt for retention, or that the insurance bid is

low relative to the expected losses, and opt for insurance. The risk manager may use several

techniques to forecast losses. Probability analysis, regression analysis, and forecasting

through loss distributions may be employed.

 Using past losses alone to predict future losses is not wise. While past losses may have some

bearing upon future losses, underlying conditions may have changed. The company may have

sold-off or acquired new operations, expanded into new markets, or altered production
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processes. There may be other exposures that produce losses this year that did not produce

losses in the past. While past loss data may be helpful, additional information should be

considered.

 Time value of money analysis is employed in risk management decision making to account

for the interest earning capacity of money. The same amount of money to be received or paid

in different time periods is of different value in terms of todays dollars, once the interest

earning capacity of the money is considered. Failure to consider the interest-earning capacity

of money may lead to bad risk management decisions.

 The future cash flows that a project will generate are estimated in the capital budgeting

process. In addition to the cash benefits (reduced costs and increased revenues), some values

that are difficult to quantify may be considered. For example, a loss control investment may

result in fewer lost work days, improved morale of employees, reduced absenteeism, reduced

pain and suffering, an improved public image of the company, and less down time when a

replacement worker must be trained to substitute for an injured worker. These items are

difficult to quantify in capital budgeting.

 A risk management information system (RMIS) is a computerized database that permits a

risk manager to store and analyze risk management data and to use the data to predict future

loss levels. Many organizations use an RMIS as a tool to help manage claims. Some risk

management departments have established their own Web sites. These sites contain a wealth

of risk management information about the company and answers to frequently asked

questions (FAQs). Risk management intranets are web sites that incorporate search

capabilities designed for an internal audience. Company personnel can access the web site

and search for the desired information

Topic Objective:

At the end of this topic student would be able to:

 Describe Overview of Private Insurance in the Financial Services Industry

 Describe Types of Private Insurers

 Describe Agents and Brokers

 Describe Types of Marketing Systems

 Describe Group Insurance Marketing
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Key Points:

1. Stock insurer

A stock insurer is a corporation owned by stockholders who participate in the profits and

losses of the company. The stockholders elect a board of directors who appoint the executive

officers to run the company. The board of directors has the ultimate responsibility for the

companys financial success. A mutual insurer is a corporation owned by the policy owners.

The policy owners elect the board of directors who appoint the executives to manage the

company. Because relatively few policy owners bother to vote, the board of directors has

effective management control of the company. A mutual insurer may pay a dividend or give a

rate reduction in advance. In life insurance, a dividend is largely a refund of a redundant

premium that can be paid if the mortality, investment, and operating experience of the

company is favorable. Dividends, however, cannot be guaranteed. Mutual insurers include

advance premium mutuals, and assessment mutuals.

The corporate structure of mutual insurers is changing because of three major trends. First,

there has been an increase in company mergers and acquisitions over time, which has reduced

the number of active insurers. Second, some mutual insurers have converted to a stock form

of ownership, which is called demutualization. Finally, because demutualization is slow,

some insurers have formed holding companies. A holding company is a company that

directly or indirectly controls an authorized insurer, such as a stock insurer.

2. Lloyds of London

Lloyds of London has several important characteristics. First, Lloyds technically is not an

insurance company, but is a society of members (corporations and individuals) who

underwrite insurance in syndicates. Second, as noted earlier, insurance is written by various

syndicates, and members receive profits or bear losses in proportion to their share in the

syndicate. Third, new individual members or Names who belong to the various syndicates

now have limited legal liability. Fourth, corporations with limited legal liability can also join

Lloyds of London. In addition, individual members must meet stringent financial

requirements. Finally, Lloyds is licensed only in a small number of jurisdictions in the United

States.

3. Reciprocal Exchange

A reciprocal exchange is an unincorporated mutual. In its purest form, insurance is

exchanged among the members; each member of the reciprocal insures the other members

and, in turn, is insured by them. Thus, there is an exchange of insurance promises; hence the

name reciprocal exchange. In addition, the reciprocal is managed by an attorney-in-fact,
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usually a corporation that is authorized to seek new members, pay losses, collect premiums,

and perform other administrative duties. An agent is someone who legally represents the

insurer and has the authority to act on the insurers behalf. In contrast, a broker is someone

who legally represents the insured. An agency building system is a marketing system by

which an insurer builds its own agency force by recruiting, financing, training, and

supervising new agents.

A non-building agency system is a marketing system by which an insurer sells its products

through established agents who are already engaged in selling life insurance. Under this

system, an insurer enters into contracts with successful agents who agree to sell the insurers

products. The direct response system is a marketing system by which life and health

insurance is sold directly to customers without the services of an agent. Insurers use web

sites, television, telephones, mail, and other mass media to market the insurance.

Under the independent agency system, the agent is an independent businessperson who

represents several companies. The agent is authorized to write business on behalf of these

companies and, in turn, is paid a commission based on the amount of business produced. In

addition, the agency owns the expirations or renewal rights to the business. Finally, the

independent agent is compensated solely by commissions that vary by line of insurance.

Under the exclusive agency system, the agent represents only one company or group of

companies under common ownership.

 Agents under the exclusive agency system do not usually own the expirations or renewal

rights to the policies.

 A direct writer is a company in which the salesperson is an employee of the insurer and is not

an independent agent.

 Employees of direct writers are usually compensated on the basis of a salary plus bonus or

commission that is related to the amount of insurance sold.

 The direct response system refers to insurers that sell through the mail or other mass media,

such as newspapers, magazines, radio, or television. No agents are used to sell the insurance.

 A multiple distribution system describes a marketing system in which more than one

distribution system is used. For example, some independent insurers also sell directly to

consumers over the Internet or by television.
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4. Agency

The agency owns the expirations or renewal rights to the business. If a policy comes up for

renewal, the agency can place the business with another insurer if it chooses to do so. Mass

merchandising in property and liability insurance is a plan for insuring individuals in a

group.Property and liability insurance is sold to individual members of a group, such as auto

and homeowners. Individual underwriting is used; rate discounts are typically given;

premiums are paid by payroll deduction; and employers do not usually contribute to the plan

Topic Objective:

At the end of this topic student would be able to:

 Describe Basic Company Functions

 Describe Rate Making

 Describe Underwriting

 Describe Production

 Describe Claim Settlement

 Describe Reinsurance

 Describe Investments

 Describe Other Insurance Company Functions

Key Points:

1. Rate making

Rate making differs from the pricing of other products. When other products are sold, the

company generally knows in advance what its costs of production are, so that a price can be

established to cover all costs and yield a profit. However, an insurer does not know in

advance what its actual costs are going to be. The premium may be inadequate for paying all

claims and expenses during the policy period. It is only after the period of protection has

expired that an insurer can determine its actual losses and expenses.

Underwriting is the process of selecting and classifying applicants for insurance.

There are several important underwriting principles:

 selection of insureds according to the companys underwriting standards
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 proper balance within each rate classification

 equity among policy owners

In determining whether to accept or reject an applicant for insurance, underwriters have

several sources of information. They include the application, agents report, inspection report,

physical inspection, physical examination, attending physicians report, and old MIB report.

2. Production

Production refers to the sales and marketing activities of insurers. Agents who sell insurance

are frequently referred to as producers. The key to the insurers financial success is an

effective sales force. Marketing activities include the development of a marketing philosophy

and strategy; identification of short-run and long-run production goals; marketing research;

developing new products; and advertising the insurers products. From the insurers viewpoint,

there are several basic objectives in settling claims:

 verification of a covered loss

 fair and prompt payment of claims

 personal assistance to the insured

Several steps are involved in settling a claim:

 Notice of loss must be given to the company

 The claim is investigated by the company

 A proof of loss may be required

 A decision is made concerning payment

An agent typically has the authority to settle small first-party claims up to some maximum

limit. This type of claim settlement is speedy, reduces adjustment expenses, and preserves the

policy owners good will. A company adjustor is usually a salaried employee who represents

only one company. After notice of the loss is received, the company adjustor will investigate

the claim, determine the amount of loss, and arrange for payment. An independent adjustor is

a person who offers his or her services to insurance companies and is compensated by a fee.

An insurer may use an independent adjustor in certain geographical areas where the volume

of claims is too low to justify a branch office with a staff of full-time employees. An

adjustment bureau is an organization for adjusting claims that is supported by insurers that

use its services. An adjustment bureau is frequently used when a catastrophic loss occurs in a
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given geographical area, such as a hurricane, and a large number of claims are submitted at

the same time. A public adjustor represents the insured rather than the insurance company

and is paid a fee based on the amount of the settlement. A public adjustor may be employed

by the insured in a complex loss situation and in those cases where the insured and insurer

cannot resolve a claim dispute.

3. Reinsurance, Securitization, and Facultative reinsurance

Reinsurance is an arrangement by which the primary insurer that initially writes the insurance

transfers to another insurer (called the reinsurer) part or all of the potential losses associated

with such insurance. Reinsurance is used for several reasons:

 to increase the companys underwriting capacity

 to stabilize profits

 to reduce the unearned premium reserve

 to provide protection against a catastrophic loss

Securitization of risk means that an insurable risk is transferred to the capital markets through

the creation of a financial instrument, such as a catastrophe bond, futures contracts, options

contract, or other financial instrument. These financial instruments are used as alternatives to

traditional reinsurance.

Facultative reinsurance means the primary company shops around for reinsurance. The

primary company is under no obligation to reinsure, and the reinsurer is under no obligation

to accept the insurance. But if the primary company and reinsurer enter into a valid contract,

it is known as a facultative treaty. In contrast, under treaty reinsurance, if the business falls

within the scope of the agreement, the primary company must cede insurance to the reinsurer

and the reinsurer must accept.
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Under a quota-share treaty, the ceding insurer and reinsurer agree to share premiums and

losses based on some agreed-on percentages. The ceding insurers retention limit is stated as a

percentage rather than as a dollar amount. Premiums are also shared based on the same

agreed-on percentages. However, the reinsurer pays a ceding commission to the primary

insurer to help compensate for the expenses incurred in writing the business.

Under a surplus-share treaty, the reinsurer agrees to accept insurance in excess of the primary

insurers retention limit, up to some maximum amount. The primary insurer and reinsurer then

share premiums and losses based on the fraction of total insurance retained by each party,

Premiums are also shared based on the fraction of total insurance retained by each party.

However, the reinsurer pays a ceding commission to the primary insurer to help compensate

for the acquisition expenses incurred in acquiring the business. An excess-of-loss treaty is

designed largely for a catastrophe loss. Losses in excess of the primary companys retention

limit are paid by the reinsurer up to some maximum limit.

A reinsurance pool is an organization of insurers that underwrites insurance on a joint basis.

Pools are formed because a single insurer alone may not have the financial capacity to write

large amounts of insurance, but the insurers as a group can combine their financial resources

to obtain the necessary capacity. Each pool member agrees to pay a certain percentage of

every loss. Another arrangement is similar to the excess-of-loss reinsurance treaty. Pool

members are responsible for their own losses below a certain amount. Losses exceeding that

amount are shared by all pool members.

4. Computer in Insurance Industry

The computer has revolutionized the insurance industry by speeding up the processing of

information and by eliminating many routine tasks. The computer is now used in accounting,

policy processing, premium notices, information retrieval, telecommunications, simulation

studies, market analysis, forecasting sales, and training and education. Information can

quickly be obtained with respect to premium volume, claims, loss ratios, investments, and

underwriting results.
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The accounting department is responsible for the financial accounting operations of an

insurer. Accountants prepare financial statements, develop budgets, analyze the companys

financial operations, and keep track of the millions of dollars that flow into and out of a

typical company each year. Accountants also prepare state and federal income-tax returns and

file an annual convention statement for review by state regulatory officials.

In property and casualty insurance, the legal department is often part of the claims

department. The attorneys may serve as defense counsel for the company if claims are

litigated. In life insurance, attorneys are widely used in advanced underwriting and estate

planning. Attorneys also review insurance contracts before they are marketed to the public,

provide testimony at rate hearings, and provide general legal advice concerning taxation,

marketing, investments, and insurance laws. Finally, attorneys lobby for legislation favorable

to the insurance industry.

The loss control department is responsible for helping individuals and firms reduce the

frequency and severity of losses. Loss-control services include advice on alarm systems,

automatic sprinklers, fire prevention, occupational safety and health, reduction of

occupational exposures, prevention of boiler explosions, and other loss-prevention activities.

Also, the loss control department can provide valuable advice on the construction of a new

building or plant to make it safer and more resistant to damage

In Section 2 of this course you will cover these topics:
Financial Operations Of Insurers

Government Regulation Of Insurance

Fundamental Legal Principles

Analysis Of Insurance Contracts

Life Insurance

Life Insurance Contractual Provisions

Topic Objective:

At the end of this topic student would be able to:

 Describe Property and Casualty Insurance Companies

 Describe Life Insurance Companies
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 Describe Rate Making in Property and Casualty Insurance

 Describe Rate Making in Life Insurance

Key Points:

1. Major sections of a balance sheet

The three major sections of a balance sheet are the assets, the liabilities, and owners equity.

Assets are items of value that the company owns. Liabilities are what the business owes.

Owners equity (called policyholders surplus) is the difference between the assets and the

liabilities. Owners equity is the amount that would remain if a company paid-off all of its

liabilities using its assets. Owners equity is not observed directly, and is the balancing item

on the balance sheet. The balance sheet equation is:

 Assets

 Liabilities

 Owners Equity

The assets of an insurance company are primarily financial assets. An insurance company

invests premium dollars and retained earnings. These assets back the insurers liabilities and

help to generate investment income. Specific assets held include bonds, common stock,

preferred stock, real estate, and mortgage-backed securities. Two additional asset categories

for life insurance companies are life insurance policy loans and separate account assets.

Liabilities are difficult to measure because one of the largest liability items, loss reserves, is

not known for certain. Loss reserves are an estimated value, but the actual loss experience

could be different from the expected loss experience.

2. Revenue and Expense

The two major sources of revenue for a property and casualty insurance company are the

premiums that it earns for providing insurance coverage and investment income generated

from its portfolio of invested assets. The major expenses for a property and casualty

insurance company are loss payments, loss adjustment expenses, commissions, premiums

taxes, and general expenses.
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3. Ratio

The combined ratio is the sum of the loss ratio and the expense ratio. The loss ratio is

calculated by dividing the sum of losses and loss adjustment expenses by premiums earned.

The expense ratio is calculated by dividing underwriting expenses by premiums written. The

combined ratio measures underwriting profitability. If the ratio exceeds 1 (or 100 percent),

the insurer has lost money from its underwriting activities. If the combined ratio is less than 1

(or 100 percent), it means that the insurer has made money from its underwriting activities. It

is important to remember that the combined ratio measures underwriting performance only.

Insurance companies have a second source of revenues: investment income. An insurance

company can lose money on its underwriting activities, but still be profitable, overall, if its

investment income offsets the underwriting loss.

4. Assets of a life insurance

Although the assets of a life insurance company are quite similar to the assets of a property

and casualty insurance company, there are three important differences. First, an important

asset for many life insurance companies is policy loans. Policyholders who own cash value

life insurance products may borrow the cash value from the insurer. Life insurance policy

loans are an interest-earning asset for a life insurance company. The second difference

between a life insurance companys investments and the investments of a property and

casualty insurance company is investment duration. Life insurers tend to invest with a longer

time horizon, matching the maturity of the contracts offered with the investments backings

the contracts. Finally, life insurers have separate account assets. Some insurers sell products

that are interest-sensitive (e.g. variable life insurance and variable annuities). The assets

backing these products are held separate from the insurers general assets in a separate

account.

In life insurance, reserves are liability items on the companys balance sheet. Policy reserves,

also called legal reserves, are a major liability item. A policy reserve is defined as the

difference between the present value of future benefits and the present value of future net

premiums. Policy reserves or legal reserves are a formal recognition of a companys

obligation to pay future benefits. Also, the reserve is a legal test of the companys solvency

since the company must hold assets equal to its legal reserves and other liabilities.

The major expenses for a life insurance company are benefits paid (death benefits, health

benefits, annuity benefits, matured endowments, and policy surrenders), claims expenses,

commissions, premium taxes, and general insurance expenses. The rates charged by insurers

must meet certain regulatory objectives: they must be adequate, not excessive, and not
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unfairly discriminatory. The rating system must also meet certain business objectives: rates

should be easy to understand, stable, responsive, and encourage loss prevention. The rate is

the price per unit of insurance. The exposure unit is the unit of measurement used in

insurance pricing. For example, in fire insurance, the exposure unit is $100 of coverage. The

pure premium refers to the portion of the rate that is needed to pay losses and loss adjustment

expenses. The gross premium is the gross rate multiplied by the number of exposure units.

The gross rate, in turn, is the pure premium plus the loading for expenses, profit, and other

contingencies.

The pure premium is that portion of the gross rate needed to pay losses and loss-adjustment

expenses. The pure premium can be determined by dividing the dollar amount of incurred

losses and loss-adjustment expenses by the number of exposure units. A loading for expenses

is then added to the pure premium to determine the gross premium. Under the loss ratio

method, the actual loss ratio is compared to the expected loss ratio, and the rate is adjusted

accordingly. The actual loss ratio is the ratio of incurred losses and loss-adjustment expenses

to earned premiums. The expected loss ratio is the percentage of the premium that is expected

to be used to pay losses. Under schedule rating, each exposure is individually rated, and

debits and credits are applied based on the physical characteristics of the exposure to be

insured. Experience rating means that the insureds past loss experience is used to determine

the premium for the next policy period. Retrospective rating means the insureds loss

experience during the current policy period determines the actual premium paid for that

period

Topic Objective:

At the end of this topic student would be able to:

 Describe Reasons for Insurance Regulation

 Describe Historical Development of Insurance Regulation

 Describe Methods for Regulating Insurers

 Describe Areas that are Regulated

 Describe State versus Federal Regulation

 Describe Current Issues in Insurance Regulation
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Key Points:

1. Regulation of Insurance Industry

The insurance industry is regulated for the following reasons:

 Maintain insurer solvency

 Compensate for inadequate consumer knowledge

 Ensure reasonable rates

 Make insurance available

2. Paul V. Virginia

Paul V. Virginia, the court held that insurance was not interstate commerce and that the states

rather than the federal government had the right to regulate the insurance industry. This

decision stood for about 75 years until the Supreme Court reversed it in 1944. In the South-

Eastern Underwriters Association Case in 1944, the Supreme Court ruled that insurance was

interstate commerce when conducted across state lines and was subject to federal regulation.

To resolve the confusion and doubt that existed after the South-Eastern underwriters decision,

Congress passed the McCarran-Ferguson Act (Public Law 15) in 1945. The McCarran Act

states that continued regulation and taxation of the insurance industry by the states are in the

public interest and that federal antitrust laws apply to insurance only to the extent that the

insurance industry is not regulated by state law. The Financial Modernization Act of 1999

(also called the Gramm-Leach-Bliley Act) has had a significant impact on insurance

regulation. The legislation changed federal law that earlier prevented banks, insurers, and

investment firms from competing fully in other financial markets outside their core area. As a

result, insurers can now buy banks; banks can underwrite insurance and sell securities;

brokerage firms can sell insurance; and a company that wants to provide insurance, banking,

and investment services through a single entity can form a new holding company for that

purpose. Three principal methods are used to regulate the insurance industry:

 legislation

 courts

 state insurance department

The principal areas that are regulated include the following:
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 formation and licensing of insurers

 solvency regulation

 rate regulation

 policy forms

 sales practices and consumer protection

3. Prior approval law

Under prior approval law, the rates must be filed and approved by the state insurance

department before they can be used. In most states, if the rates are not disapproved within a

certain period, such as 30 or 60 days, they are deemed to be approved. Under a modified prior

approval law, if the rate change is based solely on loss experience, the insurer must file the

rates with the state insurance department, and the rates can be used immediately (i.e. file and

use). However, if the rate change is based on a change in rate classifications or expense

relationships, then prior approval of the rates is necessary (i.e. prior approval). Under a file-

and-use law, insurers are required only to file the rates with the state insurance department,

and the rates can be used immediately. A variation of file and use is a use-and-file law. Under

this law, insurers can put into effect immediately any rate changes, but the rates must be filed

with the regulatory authorities within a certain period after first being used, such as 15 to 60

days. Under a flex-rating law, prior approval of rates is required only if the rate increase or

decrease exceeds a specific predetermined range. A small number of states makes rates that

apply to specific lines of insurance. Finally, under open competition, insurers are not required

to file their rates with the state insurance department. Twisting is the inducement of a policy

owner to drop an existing policy in another company because of misrepresentation or

incomplete information. Twisting laws apply primarily to life insurance policies. The

objective is to prevent policy owners from being financially harmed by replacing one life

insurance policy with another. Rebating is giving a premium reduction or some other

financial advantage not stated in the policy as an inducement to purchase the policy. An

example is rebating part of the agents commission to the policy owner. Rebating is illegal in

the vast majority of states.

4. Advocates of federal regulation

Advocates of federal regulation present the following arguments in support of their

position:

 Uniformity of laws

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

24
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



 Greater efficiency

 More competent regulators

The major advantages claimed for state regulation are as follows:

 Greater responsiveness to local needs

 Uniformity of laws by naic

 Greater opportunity for innovation

 Unknown consequences of federal regulation

 Decentralization of political power

Critics argue that state regulation has several shortcomings, which include the following:

 Inadequate protection against insurer insolvency

 Inadequate protection of consumers

 Improvements needed in handling complaints

 Inadequate market conduct examinations

 Many states have not conducted current studies to determine the availability of property and

casualty insurance

 Regulators overly responsive to the insurance industry

Arguments for repeal of the McCarran Act include the following:

 The insurance industry no longer needs broad anti-trust exemption

 Federal legislation is needed because of the defects in state legislation

Arguments against repeal of the McCarran Act include the following:

 The insurance industry is already highly competitive

 Small insurers would be harmed

 Insurers may be prevented from developing common coverage forms

 Dual regulation may result from repeal of the McCarran Act

5. Solvency

To ensure solvency, insurers must meet certain risk-based capital requirements based on the

riskiness of their investments and insurance operations. Insurers are also periodically
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examined by insurance examiners; annual financial statements must be submitted; and there

are restrictions on the types of investments that insurers can purchase. The risk-based capital

requirements in life insurance are based on a formula that considers four types of riskasset

default risk, insurance risk, interest rate risk, and general business risk. The companys total

adjusted capital is compared with the amount of required risk-based capital (RBC). Certain

regulatory and company actions must be taken if an insurers total adjusted capital falls below

its required RBC level

Topic Objective:

At the end of this topic student would be able to:

 Describe Fundamental Legal Principles

 Describe Basic Requirements of an Insurance Contract

 Describe Special Characteristics of an Insurance Contract

 Describe Law and the Insurance Agent

Key Points:

1. Principle of indemnity

The principle of indemnity states that the insurer agrees to pay no more than the actual

amount of the loss; stated differently, the insured should not profit from a loss. The normal

rule for determining actual cash value is replacement cost less depreciation. However, some

courts have ruled that fair market value should be used to determine the actual cash value.

Finally, some states use the broad evidence rule to determine the actual cash value. The broad

evidence rule means that the determination of actual cash value should include all relevant

factors an expert would use to determine the value of the property. Insureds are indemnified

when they are restored to approximately the same financial position they were in before the

loss occurred. Actual cash value, which is defined as replacement cost less depreciation,

supports the principle of indemnity because it is designed to prevent profiting from insurance.

A valued policy pays the face amount of insurance in the event of a total loss. Valued policies

are used to insure valuable property, such as antiques, fine arts, rare paintings, and family
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heirlooms. Because of the difficulty of determining the actual value of the property at the

time of loss, the insured and insurer both agree on the value of the property when the policy

is first issued. A valued policy law requires payment of the face amount of insurance if a total

loss to real property occurs from a peril specified in the law.

2. Replacement cost insurance

Replacement cost insurance means there is no deduction for depreciation in determining the

amount paid for a loss. The principle of insurable interest means that the insured must stand

to lose financially if a loss occurs. An insurable interest is required in every insurance

contract in order to prevent gambling, to reduce moral hazard, and to measure the amount of

the insureds loss in property insurance.

3. Subrogation

Subrogation is taking over another persons right to recover in a legal action against a

negligent third party. It is used to support the principle of indemnity by preventing an insured

from collecting twice, once from the insured and a second time from the negligent party.

Representations are statements made by the applicant for insurance. A misrepresentation is a

statement that is material, false, and relied on by the insurer. A material misrepresentation

allows the insurer to void the policy. Concealment is the intentional failure of the applicant

for insurance to reveal a material fact to the insurer. The legal effect of a material

concealment is the same as a misrepresentationthe contract is voidable at the insurers option.

A warranty is a statement that becomes part of the insurance contract and is guaranteed by the

maker to be true in all respects. For example, a bank may warrant that a guard will be on the

premises 24 hours a day. In the past, under the common law, any breach of the warranty,

even if slight, permitted the insurer to deny liability for the claim. However, this harsh

doctrine has been substantially modified by court decisions and legislation. Four

requirements must be met for a valid insurance contract:

 There must be an offer and acceptance

 There must be consideration to support the contract

 There must be competent parties

 To be enforced, the contract must be for a lawful purpose

4. Insurance contract

The insurance contract is aleatory. The values exchanged are not equal. If a loss occurs, the

insured may recover an amount in excess of the premiums paid. In a commutative contract,
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theoretically, there is an equal exchange of values. The insurance contract is unilateral since

only the insurer makes a legally binding promise. Most ordinary contracts are bilateral, and

either party may be sued for breach of contract. A property insurance contract is personal.

Personal characteristics of the insured influence the insurers willingness to issue a policy.

Accordingly, these contracts can be validly assigned only with the consent of the insurer. A

life insurance policy is not a personal contract and can be freely assigned. The contract is

conditional. In order to collect, a number of duties must be complied with, such as giving

prompt notice of loss and submitting proof of loss. Insurance is a contract of adhesion in that

it is not bargained. Rather, the policy is offered on a take-it-or-leave-it basis, and any

ambiguity is construed against the insurer. The general rules are:

 There is no presumption of agency.

 There must be evidence sufficient to establish that a person has authorized someone to act on

his or her behalf.

The agent must have authority to bind the principal. There are three sources of such authority:

 expressed authority,

 implied authority, and

 apparent authority.

The principal is responsible for acts of an agent who is acting within the scope of his or her

authority. Accordingly, the principal can be bound by contracts that the agent has entered into

and is also liable for the agents torts.

5. Waiver

Waiver is defined as the voluntary relinquishment of a known legal right. The insurer

voluntary waives a legal right under the contract, and in so doing cannot later deny payment

of a claim by the insured. Estoppel is a representation of fact made by one person to a second

person that is reasonably relied upon by that second person to such an extent that it would be

inequitable to allow the first person to deny the truth of the representation. Based on the legal

doctrine of estoppel, an insurer legally may be required to pay a claim that it ordinarily would

not have to pay

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

28
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Topic Objective:

At the end of this topic student would be able to:

 Describe Basic Parts of an Insurance Contract

 Describe Definition of the Insured

 Describe Endorsements and Riders

 Describe Deductibles

 Describe Coinsurance

 Describe Other Insurance Provisions

Key Points:

1. Insurance Contract

There are six basic parts to an insurance contract:

 declarations

 definitions

 insuring agreement

 exclusions

 conditions

 miscellaneous provisions

All policies contain one or more exclusions. There are three major types of

exclusions:

 excluded perils

 excluded losses

 excluded property

Exclusions are necessary for several reasons. The peril may be uninsurable by private

insurers; extraordinary hazards may be present; coverage may be provided by other contracts;

moral hazard may be present to a high degree; and coverage may not be needed by the typical

insureds. Conditions are provisions inserted in the policy that qualify or place limitations on

the insurers promise to perform. The legal significance is that if the policy conditions are not

met by the insured, the insurer can refuse to pay the claim. The named insured is the person
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or persons named in the declarations section of the policy. The policy may cover additional

insureds even though they are not specifically named in the policy. For example, in addition

to the named insured, the homeowners policy also covers resident relatives of the named

insured or spouse and any person under age 21 who is in the care of any insured.

2. Endorsement Or Rider

An endorsement or rider is a written provision that adds to, deletes, or modifies the

provisions in the original contract. An endorsement normally has precedence over any

conflicting terms in the contract to which the endorsement is attached. With a straight

deductible, the insured must pay a certain number of dollars before the insurer is required to

make a loss payment. Such a deductible applies typically to each loss. A calendar-year

deductible is typically present in major medical policies. Eligible medical expenses are

accumulated during the calendar year, and once they exceed the deductible amount, the

insurer pays the promised benefits. Once the deductible is satisfied during the calendar year,

no additional deductibles are imposed on the insured. Commercial insurance contracts may

contain an aggregate deductible. An aggregate deductible means that all losses that occur

during a specified time period, usually a policy year, are accumulated to satisfy the deductible

amount. Once the deductible is met, the insurer pays losses in excess of the deductible.

3. Coinsurance

The fundamental purpose of coinsurance is to achieve equity in rating. Most property losses

are partial and not total. If everyone insures only for the partial loss rather than the total loss,

the premium rate for each $100 of insurance must be higher. This would be inequitable to the

insured who wishes to insure his or her property to its full value. Thus, if the insured meets

the coinsurance requirement, he or she will receive a rate discount, and the person who is

underinsured will be penalized through application of the coinsurance formula.

In health insurance, a typical coinsurance provision requires the insured to pay 20 or 25

percent of covered expenses in excess of the deductible. The purposes are to reduce

premiums and prevent over-utilization of policy benefits. Other-insurance provisions are

typically present in many insurance contracts. These provisions apply when more than one

policy covers the same loss. The purpose of these provisions is to prevent profiting from

insurance and violation of the principle of indemnity. Some important other-insurance

provisions include the pro rata liability clause, contribution by equal shares, and primary and

excess insurance. For an example of the pro rata liability clause, see page 202 in the text. The

primary insurer pays first, and the excess insurer pays only after the policy limits under the
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primary policy are exhausted. No more than 100 percent of the loss is paid. Thus, profiting

from insurance by duplicate payment of benefits is avoided

Topic Objective:

At the end of this topic student would be able to:

 Describe Premature Death

 Describe Financial Impact of Premature Death on Different Types of Families

 Describe Amount of Life Insurance to Own

 Describe Types of Life Insurance

 Describe Variations of Whole Life Insurance

 Describe Other Types of Whole Life Insurance

Key Points:

1. Premature death

Premature death means that a person dies with outstanding unfulfilled financial obligations,

such as children to support or a mortgage to be paid off. There are at least four costs

associated with premature death. There is the loss of the human life value; additional

expenses may be incurred; because of insufficient income, some families may experience a

reduction in their standard of living; and noneconomic costs are incurred, such as the

emotional grief of surviving dependents. The purchase of life insurance can be economically

justified if a person has an earning capacity, and someone is dependent on those earnings for

part or all of their financial support. The financial impact of premature death on the family

varies by type of family. Premature death can cause considerable economic insecurity if a

family head dies in a single-parent family; in a family with two-income earners with children;

or in a traditional, blended, or sandwiched family. In contrast, if a single person without

dependents or an income earner in a two-income family without children dies, financial

problems for the survivors are unlikely. The human life valueis defined as the present value

of the familys share of the deceased breadwinners earnings. This approach crudely measures

the economic value of a human life.
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2. Human life value

The human life value can be measured by the following steps:

 Estimate the individuals average annual earnings over his or her productive lifetime.

 Deduct federal and estate income taxes, Social Security taxes, life and health insurance

premiums, and the costs of self-maintenance.

 Determine the number of years from the persons present age to the contemplated age of

retirement.

 Using a reasonable discount rate, determine the present value of the familys share of earnings

for the period determined in step.

An estate clearance fund is immediately needed when a family head dies. Cash is needed for

burial expenses; uninsured medical bills; installment debts; estate administration expenses;

and estate, inheritance, and income taxes. Income needs include income during the

readjustment period, income during the dependency period, and life income to a surviving

spouse. Special needs include a mortgage redemption fund, educational fund, and emergency

fund. The capital retention approach is based on the assumption that the capital needed to

provide income will not be liquidated. Three steps are involved. First, prepare a personal

balance sheet that includes all death benefits from life insurance and other sources. Second,

determine the amount of income-producing capital. Finally, determine the amount of

additional capital (if any) that is needed. Term insurance provides temporary protection. Most

term insurance policies are renewable and convertible to some stated age with no evidence of

insurance. Term insurance policies do not accumulate cash values. The major types of term

insurance are yearly renewable term; 5, 10, 15, or 20-year term; term to age 65; decreasing

term; reentry term, and return-of-premium term. Term insurance is appropriate when income

is limited, or temporary needs must be met. Term insurance can also be used to guarantee

future insurability. Term insurance has several limitations. Premiums increase with age; term

insurance is not suitable for lifetime protection; and because term insurance does not

accumulate cash values, it is inappropriate for retirement or saving purposes.

3. Ordinary life insurance

Ordinary life insurance provides lifetime protection. The premiums are level and payable for

life. The policy develops an investment or savings element called cash surrender values,

which result from the overpayment of premiums during the early years. Under the level-

premium method, the insured pays more for the insurance protection in the early years than is
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actuarially needed. The redundant or excess premiums are invested and used to supplement

the inadequate premiums that are being paid in the later years of the policy. In recognition of

the fact that the redundant premiums paid in the early years will be needed later, the policy

develops a legal reserve. As the legal reserve increases, the net amount at risk declines. Thus,

lifetime protection is possible.

Ordinary life insurance is appropriate when lifetime protection is desired or additional

savings are desired. Because of higher premiums that are required, some people may still be

underinsured after an ordinary life policy is purchased. For the same premium, substantially

higher amounts of term insurance could be purchased.

4. Variable life insurance

Variable life insurance is a policy in which the death benefit and cash surrender value vary

according to the investment experience of a separate account maintained by the insurer. The

entire reserve is held in a separate account and is invested in equities or other investments.

The cash surrender values are not guaranteed. Universal life insurance is another form of

whole life insurance. Universal life insurance has the following features:

 unbundling of protection, savings, and expense components

 two forms of universal life available

 relatively higher investment returns

 considerable flexibility

 cash withdrawals permitted

 favorable income tax treatment

Universal life insurance has several limitations. The rates of return advertised are gross rates

and not net rates and do not reflect the true rate of return on the saving component. In

addition, the attractiveness of universal life to consumers may decline as interest rates

decline. The insurer also has the right to increase the mortality charge to the maximum

permitted under the policy. Finally, because of the flexibility in paying premiums, some

policy owners do not have a firm commitment to pay premiums.

5. Variable universal life insurance

Variable universal life insurance allows the policy owner to invest the premiums in a wide

variety of investments, such as a stock fund, bond fund, or money market fund. There is no

minimum guaranteed rate of interest on the cash values, and the cash values are not

guaranteed. In addition, the policy has relatively high expense charges and a substantial
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investment risk. There are two major differences. First, under a variable universal life policy,

the policy owner can invest the cash values in a wide variety of investments; a universal life

policy does not have this feature. Second, there is no minimum guaranteed interest rate on the

cash values; a universal life policy has a guaranteed minimum interest rate. Expense charges

may include a front-end load; back-end surrender charge; states premium and federal taxes;

investment management fee; mortality and expense charges (M&E), and administrative fees.

Current assumption whole life insurance is a nonparticipating whole life policy in which the

cash values are based on the insurers current mortality, investment, and expense experience.

The policy has an accumulation account that reflects the cash value under the policy. If the

policy is surrendered, a surrender charge is deducted from the accumulation account. The

policy also has a guaranteed minimum interest rate and a higher interest rate based on current

market conditions and company experience. A fixed death benefit and maximum premiums

are stated in the policy at the time of issue. Under the low premium product, premiums are

guaranteed only for a fixed period, such as three to five years. After that time, the insurer can

change the premiums.

Many life insurers sell life insurance at lower rates to preferred risks whose mortality

experience is expected to be lower than average. The insurance is carefully underwritten and

is sold only to individuals whose health, history, weight, occupation, and habits indicate more

favorable mortality experience than average. Certain minimum amounts of insurance must be

purchased

Topic Objective:

At the end of this topic student would be able to:

 Describe Life Insurance Contractual Provisions

 Describe Dividend Options

 Describe Nonforfeiture Options

 Describe Settlement Options

 Describe Additional Life Insurance Benefits
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Key Points:

1. Suicide Clause

The suicide clause states that if the insured commits suicide within two years after the policy

is issued, the face amount of insurance is not paid. There is only a refund of the premiums

paid. The grace periodallows the policy owner a period of 31 days to pay an overdue

premium. Universal life and other flexible premium policies have a longer grace period, such

as 61 days. The insurance remains in force during the grace period. Thereinstatement clause

allows the policy owner to reinstate a lapsed policy. Certain requirements must be fulfilled

(see 3 a). The incontestable clause states that the company cannot contest the policy after it

has been in force two years during the insureds lifetime. The purpose of the incontestable

clause is to protect the beneficiary from financial hardship if the company tries to deny

payment of the claim years after the policy was first issued on the grounds of material

misrepresentation or concealment.

2. Lapsed Policy

To reinstate a lapsed policy, the following requirements must be met:

 Evidence of insurability must be furnished.

 All overdue premiums plus interest must be paid from their respective due dates.

 All policy loans must be repaid or reinstated through payment of past-due interest.

 The policy must not have been surrendered for its cash value.

 The policy must be reinstated within three or five years.

The advantages are lower premiums based on the insureds original age; acquisition expenses

do not have to be paid a second time; cash values and dividends are higher; and the suicide

and incontestable clause may have already expired.

The major disadvantage is that a substantial cash outlay may be required because of the

premiums and interest that must be paid. Also, reinstating an older policy may be more

expensive because newer policies may have lower premiums; it may cost less to purchase a

new policy even though the insured is older when the new purchase is made.

A primary beneficiary is the party who is first entitled to receive the policy proceeds upon the

insureds death.

A contingent beneficiary is entitled to the proceeds if the primary beneficiary dies before

receiving the guaranteed number of payments under an installment settlement option.
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A revocable beneficiarydesignation means that the policy owner can change the beneficiary

without the beneficiarys consent.

An irrevocable beneficiarydesignation is one that cannot be changed without the beneficiarys

consent.

A specific beneficiary means the beneficiary is specifically named and identified. In contrast,

under a class beneficiary, a specific person is not named but is a member of a group

designated as beneficiary, such as children of the insured.

3. Absolute Assignment

Under an absolute assignment, all ownership rights in the policy are transferred to a new

owner. For example, the policy owner may wish to donate a life insurance policy to a church

by an absolute assignment; the church is the new owner of the policy. Under a collateral

assignment, the policy owner assigns a cash value policy to a creditor as collateral for the

loan. Under this type of assignment, only certain rights are transferred to the creditor to

protect its interest, and the policy owner retains the remaining rights. The policy loan

provision allows the policy owner to borrow the cash value at a specified rate of interest

stated in the policy. If the insured dies with the loan outstanding, the face amount of

insurance is reduced. The policy owner must pay interest on the loan to offset the loss of

interest income to the insurer. If the loan had not been granted, the insurer could have earned

interest on the funds. The major advantage of a policy loan is the relatively low rate of

interest paid as compared with interest on credit cards. Also, there is no credit check, and the

policy owner has complete financial flexibility in determining the amount and frequency of

loan repayments. The major disadvantage is that the policy owner is not legally required to

repay the loan, and the policy could lapse if the total indebtedness exceeds the available cash

value. Also, the face amount of insurance is reduced if the insured dies with the loan

outstanding.

4. Dividends

Dividends are paid from three principal sources:

1. The difference between expected and actual mortality experience;

2. Excess interest earnings on the assets required to maintain legal reserves;

3. The difference between expected and actual operating expenses.

There are several ways in which dividends can be taken:

Cash,

Reduction of premiums,

Dividend accumulations,
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Paid-up additions,

Term insurance in some policies.

If a cash value policy is purchased, the policy owner pays more than is actuarially necessary

for the life insurance protection. Thus, if the insurance is no longer needed, the policy owner

should get something back. This payment to a withdrawing policy owner is known as a cash

surrender value. The cash values during the early policy years are relatively small, but over a

long period, the cash values can be sizable. The policy can be surrendered for its cash value,

at which time all benefits under the policy cease.

Under the reduced paid-up option, the cash surrender value is applied as a net single premium

to purchase a reduced paid-up policy. The reduced paid-up policy is the same as the original

policy, but the face amount is reduced. Under the extended term insurance option, the net

cash surrender value is used as a net single premium to extend the full face amount of the

policy (less any indebtedness) into the future for a certain number of years and days. In

effect, the cash value is used to purchase a paid-up term insurance policy equal to the original

face amount (less any indebtedness) for a limited period.

Under the interest option, the policy proceeds are retained by the insurer, and interest is paid

periodically to the beneficiary. Insurers typically guarantee a minimum interest rate on the

policy proceeds retained under the interest option. Under the fixed-period (income for elected

period) option, the policy proceeds are paid to a beneficiary over some fixed period of time.

Both principal and interest are systematically liquidated under this option. Under the fixed-

amount (income of elected amount) option, a fixed amount is periodically paid to the

beneficiary. The payments are made until both principal and interest are exhausted. The

policy proceeds can be paid under a life income option. The major life income options are life

income only with no refund feature, life income with guaranteed period, life income with

guaranteed total amount, and joint-and-survivor income option.
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In many current waiver-of-premium provisions, total disability means that, because of disease

or bodily injury, the insured cannot do any of the essential duties of his or her job, or of any

job for which he or she is suited based on schooling, training, or experience. If the insured

can perform some but not all of these acts and duties, the disability is not considered to be

total, and premiums will not be waived. If the insured is a minor and is going to school,

premiums are waived if the minor is unable to go to school.

Another definition of totaldisability found in some policies is more liberal. Total disability is

initially defined in terms of your own occupation. For the first two years, total disability

means the insured cannot work in the occupation that he or she had at the time the disability

occurred. After the initial period expires, the definition becomes stricter. The insured is

considered totally disabled only if he or she cannot work in an occupation for which he or she

is qualified by education, training, and experience

In Section 3 of this course you will cover these topics:
Buying Life Insurance

Annuities And Individual Retirement Accounts

Individual Health Insurance Coverages

Employee Benefits: Group Life And Health Insurance

Employee Benefits: Retirement Plans

Topic Objective:

At the end of this topic student would be able to:

 Describe Determining the Cost of Life Insurance

 Describe Rates of Return on Saving Component

 Describe Taxation of Life Insurance

 Describe Shopping for Life Insurance

 Describe Calculation of Life Insurance Premiums
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Key Points:

1. Net Cost Method

The most glaring defect is that the traditional net cost method did not consider the time value

of money. Interest that the policy owner could have earned on the premiums by investing

them elsewhere was not considered. As a result, the true cost of insurance was understated.

The interest adjusted cost method is a more accurate cost method since the time value of

money is taken into consideration by the application of an interest factor to each element of

cost. The surrender cost index is based on the assumption that the insured will surrender the

policy at the end of some time period. Under this method, the annual premiums and dividends

are accumulated at 5 percent interest. The cash value at the end of the period is then

subtracted from the net premiums, which results in an interest-adjusted cost for the time

period under consideration. The final step is to convert the interest-adjusted cost for the entire

period into an annual cost. This is done by dividing the interest-adjusted cost by the annuity

due factor of $34.719, which is the amount to which $1 deposited annually will accumulate to

in 20 years at

5 percent.

The net payment cost index is useful if the insured intends to keep the policy in force and

cash values are of secondary importance. The net payment cost index measures the relative

cost of a policy if death occurs at the end of some specified time period, such as 10 or 20

years. The net payment cost index is calculated in a manner similar to the surrender index

except that the cash value is not subtracted. Cost data can be obtained from certain toll-free

price quoting services; from Web sites on the Internet; and from life insurance agents.

2. Negative returns

The negative returns during the early years can be explained by the heavy first-year

acquisition and administrative expenses incurred when the policy is first sold. In recognition

of the first-year load, cash-value policies generally do not have any cash value at the end of

the first year, and the cash values are relatively low during the first few years of the policy.

The Linton yield is the average annual rate of return on a cash value policy if it is held for a

specified number of years. It is based on the assumption that a cash value policy is a

combination of insurance protection and a savings fund. To determine the average annual rate

of return for a given period, that part of the annual premium that is deposited into the savings

fund must be determined. This can be done by subtracting the cost of the insurance protection

for that year from the annual premium (less any dividend). The balance of the premium is the

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

39
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



amount that can be deposited into the savings fund. Thus, the average annual rate of return is

the compound interest rate that is required to make the savings deposits equal the guaranteed

cash value in the policy at the end of a specified period.

The yearly rate of return is based on a formula developed by Joseph M. Belth (see text for

formula). Based on assumed benchmark prices per $1000 of protection for the various ages,

the yearly rate of return on the saving component in a cash value policy can be calculated.

Life insurance premiums paid in a lump sum to a designated beneficiary are generally

received income tax free by the beneficiary. Dividends on life insurance policies generally

are received income-tax free. However, interest on dividends retained under the dividend

accumulations option is taxable to the policy owner. The annual increase in a cash value

policy is income-tax free. However, if the policy is surrendered for its cash value, any gain is

taxable as ordinary income. Life insurance proceeds paid in a lump sum to a designated

beneficiary are generally received income-tax free by the beneficiary. If the proceeds are

liquidated under a settlement option, the principal is received income-tax free, but the interest

is taxable as ordinary income.

If the insured has any incidents of ownership in the policy at the time of death, the entire

proceeds are included in the gross estate of the deceased for federal estate-tax purposes. A

federal estate is payable if the decedents taxable estate exceeds certain limits. Under current

law, the federal estate tax will be repealed in 2010. Unless Congress changes the law, the

federal estate tax will be reinstated in 2011.

3. Rules

The following rules should be followed when shopping for life insurance:

 Determine whether you need life insurance

 Estimate the amount of life insurance needed

 Decide on the best type of insurance for you

 Decide whether you want a policy that pays dividends

 Shop around for a low-cost policy

 Consider the financial strength of the insurer

 Deal with a competent agent

The policy illustration contains a narrative summary that describes the basic characteristics of

the policy, the elements of the policy that are not guaranteed, federal tax guidelines, and

interest-adjusted cost data. The policy illustration also has a numeric summary that shows the
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premium outlay, value of the accumulation account; cash surrender values, and the death

benefit. Three policy values must be provided based on:

1. The current interest rate credited to the policy

2. The guaranteed minimum interest rate under the policy

3. Midpoint interest

The illustration also shows the number of years the insurance protection will remain in force

under the three sets of interest assumptions.

A low-load policy is a policy that life insurers sell directly to the public by using telephone

representatives or fee-only financial planners. The loading for expenses is lower than under

policies sold by regular agents. The major advantage is that marketing expenses account for

only 10 to 25 percent of the first years premium rather than 90 to 125 percent on policies sold

by agents

Topic Objective:

At the end of this topic student would be able to:

 Describe Individual Annuities

 Describe Taxation of Individual Annuities

 Describe Individual Retirement Accounts

Key Points:

1. Life insurance

Life insurance provides protection against dying too soon before financial assets can be

accumulated; annuities are designed to provide protection against excessive longevity and the

exhaustion of ones savings while still alive. A fixed annuity pays periodic income payments

that are guaranteed and fixed in amount. During the accumulation period, investment income

accumulates income-tax free. At retirement, the accumulated funds can be paid out under one

of the annuity settlement options. Annuity settlement options typically include the cash

option, life annuity with no refund feature, life annuity with guaranteed payments, installment

refund or cash refund option, and a joint-and-survivor annuity. A variable annuity provides
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an inflation hedge by maintaining the real purchasing power of the periodic payments during

retirement. During the accumulation period, premiums are invested, and accumulation units

are acquired. At retirement, the accumulation units are converted into annuity units. The

number of annuity remains constant, but the value of the annuity unit changes periodically

depending on the value of the subaccount in which the premiums are invested. As a result, the

amount of monthly income changes periodically based on the value of the subaccount.

2. Equity-indexed annuity

An equity-indexed annuity is a fixed, deferred annuity that allows the annuity owner to

participate in the growth of the stock market and also provides downside protection against

the loss of principal and prior interest earnings if the annuity is held to term. The interest

credited to the annuity is based on a stock market index, typically Standard and Poors 500

Composite Stock Index (S&P 500). The annuity is credited with part of the gain in the index.

Participation rates generally range from 30 percent to 100 percent of the gain in the stock

index.

A traditional IRA has two eligibility requirements. First, the participant must have taxable

compensation during the year, which can include wages and salaries, bonuses, commissions,

and self-employment income. Second, the participant must be under age 70 1/2. For 2007, the

maximum annual contribution is $4,000, or 100 percent of earned compensation, whichever

is less. Older workers age 50 and over can contribute an additional $1,000, or a maximum of

$5,000. For 2008, the maximum annual contribution limit will increase to $5,000. For

workers age 50 or over, the maximum contribution limit will increase to $6,000.A traditional

IRA is an IRA that allows workers to deduct part or all of their IRA contributions. The

deduction is limited to workers whose taxable compensation is below certain annual

thresholds, or are not active participants in an employer sponsored retirement plan. The

investment income accumulates income-tax free on a tax-deferred basis, and the distributions

are taxed as ordinary income.

3. Contributions to a Roth IRA

The annual contributions to a Roth IRA are not income-tax deductible. However, the

investment income accumulates income-tax free, and qualified distributions are not taxable if

certain requirements are met. A qualified distribution is any distribution that (1) is made after

a five-year period beginning with the first tax year for which a Roth contribution is made, and

(2) is made for any of the following reasons:

 The individual is age 59 1/2 or older.
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 The individual is disabled.

 The distribution is paid to a beneficiary or to the estate after the individuals death.

 The distribution is used to pay qualified first-time homebuyer expenses (maximum of

$10,000).

A rollover is a tax-free distribution of cash or other property from one retirement plan, which

is then deposited into another retirement plan. The amount you roll over is tax free but

generally becomes taxable when the new plan pays out that amount to you or to your

beneficiary. For example, if you quit your job and receive a lump sum distribution from your

employers qualified retirement plan, the funds can be deposited into a special IRA rollover

account. If you receive the funds directly, the employer must deduct 20 percent for federal

income taxes. However, the tax is deferred if the employer transfers the funds directly into

the IRA rollover account

Topic Objective:

At the end of this topic student would be able to:

 Describe Health Care Problems in the United States

 Describe Individual Health Insurance Coverages

 Describe Individual Medical Expense Contractual Provisions

 Describe Shopping for Health Insurance

Key Points:

1. Health Care Problems In The United

Four major health care problems in the United States are rising health care expenditures;

large number of uninsured persons in the population; uneven quality of medical care; and

considerable waste and inefficiency. A typical major medical insurance plan has certain basic

characteristics:

 broad coverage

 high maximum limits
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 benefit period (usually 3 years)

 deductible

 coinsurance (percentage participation clause)

 exclusions

Since a major medical policy is designed to pay catastrophic medical expenses, a deductible

is used to eliminate small claims. The purposes of coinsurance are to reduce premiums and

prevent over-utilization of policy benefits. Federal legislation allows all eligible persons

under age 65 to establish health savings accounts and receive favorable income tax treatment.

A health savings account (HSA) is a tax exempt or custodial account established exclusively

for the purpose of paying qualified medical expenses of the account beneficiary who is

covered under a high-deductible health insurance plan. Health savings accounts have two

components: (1) a high deductible health insurance policy that covers catastrophic medical

bills, and (2) an investment account from which the account holder can withdraw money tax-

free to pay for medical costs.

2. Long-term care insurance

Long-term care insurance has the following characteristics:

 Most policies are guaranteed renewable.

 The types of policies include (1) a facility-only policy, (2) a home health care policy, and (3)

a comprehensive policy that covers care in a nursing home, assisted living facility, and

hospice, and also makes available optional benefits for home health care and adult care.

 Purchasers have a choice of benefits, such as daily benefits of $150, $200, $250, or even

higher.

 Elimination periods range from zero to 365 days; common elimination periods are 30, 60,

100, or 180 days.

 To be eligible for benefits, the insured must meet one of two benefit triggers. The first trigger

is that the insured is unable to perform a certain number of activities of daily living (ADLs).

The second trigger is that the insured needs substantial supervision because of a severe

cognitive impairment.

 Some type of inflation protection is frequently made available as an optional benefit.

 Coverage is expensive, especially at the older ages.

The definition of total disability is stated in the policy. There are several definitions

of total disability:
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 inability to perform all duties of the insureds own occupation

 inability to perform the duties of any occupation for which the insured is reasonably fitted by

education, training, and experience

 inability to perform the duties of any gainful occupation

 loss-of-income test in some companies

Individual disability income policies often combine the first two definitions. For an initial

period of disability, such as one to five years, total disability is defined in terms of the

insureds own occupation. After the initial period expires, the second definition is applied.

 Residual disability means that a pro rata disability benefit is paid to an insured whose earned

income is reduced because of an accident or sickness.

 The benefit period is the length of time that disability benefits are payable after the

elimination period is met.

 An elimination period is a waiting period during which time benefits are not paid. Insurers

offer a range of benefit periods, such as 30, 60, 90, 180, or 365 days.

 Most policies include a waiver-of-premium provision. The insured must meet the definition

of disability stated in the policy. If the insured is totally disabled for 90 days, future

premiums will be waived as long as the insured remains disabled.

3. Optional benefits

Several optional benefits include a cost-of-living rider, an option to purchase additional

insurance, a Social Security rider, and a return of premium rider. Renewal provisions include

the following:

 Optionally renewable. The company cannot cancel during the policy term, but the right to

renew the policy for another period is at the insurers option.

 Nonrenewable for stated reasons only. The insurer may refuse to renew the coverage but only

for certain reasons stated in the policy, such as attainment of a certain age, or the insured is

no longer employed.

 Guaranteed renewable. Under this type of policy, the company guarantees to renew the policy

to a stated age. The policy cannot be canceled, and renewal of the policy is at the insureds

sole discretion. However, the company has the right to increase premium rates for the

underwriting class in which the insured is placed.
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 Noncancellable. A noncancellable policy is one that cannot be cancelled, the insurer

guarantees renewal of the policy to some stated age, and the premiums stated in the policy are

guaranteed and cannot be increased during that period.

A preexisting condition is a physical or mental condition of the insured that existed prior to

issuance of the policy. A typical clause states that the preexisting conditions are not covered

until the policy has been in force for a specified period, such as one or two years, unless the

condition is disclosed in the application and is not excluded by a rider. After the policy has

been in force two or three years, the company cannot void the policy or deny a claim on the

basis of a preexisting condition or misstatements in the application, except for fraudulent

misstatements. Guidelines for purchasing individual health insurance include the following:

 Insure for the catastrophic loss.

 Consider group insurance first.

 Purchase a policy that has a preferred provider network.

 Dont ignore disability income insurance.

 Avoid limited policies.

 Watch out for restrictive policy provisions.

 Use deductibles and longer elimination periods to reduce premiums

Topic Objective:

At the end of this topic student would be able to:

 Describe Group Insurance

 Describe Eligibility Requirements in Group Insurance

 Describe Group Life Insurance

 Describe Group Medical Expense Insurance

 Describe Consumer-driven health plans

 Describe Patients Bill of Rights

 Describe Group Medical Expense Contractual Provisions

 Describe Group Dental Insurance
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 Describe Group Disability-Income Insurance

 Describe Cafeteria Plans

Key Points:

1. Underwriting Principles

Certain underwriting principles are followed in group insurance to obtain favorable loss

experience:

 Insurance must be incidental to the group.

 There should be a flow of persons through the group.

 The benefits should be automatically determined by some formula that precludes individual

selection of insurance amounts.

 A minimum percentage of eligible employees should participate in the plan.

 There should be a third-party sharing of costs.

 There should be simple and efficient administration.

Most groups today are eligible for group insurance benefits. An individual employee

typically must meet the following eligibility requirements:

 be a full-time employee

 satisfy a probationary period

 apply for insurance during the eligibility period

 be actively at work when the insurance becomes effective

Group term life insurance is yearly renewable term insurance. The amount of insurance is

typically one to five times the workers salary. If the employee quits or is laid off, he or she

has the right to convert to an individual cash-value policy within 31 days without evidence of

insurability. Group accidental death and dismemberment (AD&D) insurance pays additional

benefits if the employee dies in an accident or incurs certain types of bodily injury. The

AD&D benefit is some multiple of the group life insurance benefit, such as one or two times

the insurance on the employees life. The full AD&D benefit, called the principal sum, is paid

if the employee dies in an accident. A percentage of the principal sum is paid for certain types

of dismemberment. Some employers make group universal life insurance available to

employees. These plans are similar to individual universal life insurance policies, but have

important differences. Plan design varies by insurer (see text). The insurance is issued on a

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

47
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



guaranteed basis up to certain limits with no evidence of insurability. The employee pays

premiums by payroll deduction. Employees have flexibility in the payment of premiums and

can make loans and withdrawals. In addition, employees have the option of continuing the

insurance after retirement.

2. Blue Cross and Blue Shield plans

Blue Cross and Blue Shield plans are medical expense plans that cover hospital expenses,

physicians and surgeons fees, ancillary charges, and other medical expenses. In the majority

of states, Blue Cross and Blue Shield plans are nonprofit organizations that receive favorable

tax treatment and are regulated under special legislation. Under ERISA, self-insured plans

generally are not subject to state regulation, and a national employer does not have to comply

with separate state laws. Also, costs may be reduced or increase less rapidly because of the

savings in state premium taxes, commissions, and the insurers profit. In addition, the

employer retains part or all of the funds needed to pay claims and earns interest until the

claims are paid. Finally, self-insured plans are exempt from state laws that require insured

plans to offer certain state-mandated benefits. Basic medical expense plans typically provide

hospital expense insurance, surgical expense insurance, physicians visits insurance, and

miscellaneous benefits, such as diagnostic X-ray and laboratory benefits.

 Supplemental major medical insurance is designed to supplement the benefits provided by a

basic plan. Some medical expenses are not covered under a basic plan, or the benefits paid

may be exhausted. Medical expenses not covered under a basic plan may be eligible for

reimbursement under the supplemental major medical plans.

 Comprehensive major medical insurance is a combination of basic benefits and major

medical insurance in one policy. This type of plan is widely used by employers who want

both basic benefits and major medical protection in a single policy.

3. Managed care

Managed care is a generic name for medical expense plans that provide covered services to

the members in a cost-effective manner. Under such plans, the employees choice of

physicians and hospitals may be limited to certain health-care providers; cost control and

reduction are heavily emphasized; utilization review is done at all levels; the quality of the

care provided by physicians is carefully monitored and evaluated; health-care providers share

in the financial results through various risk-sharing techniques; and preventive care and

healthy life styles are emphasized.
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 A health maintenance organization (HMO) is a managed care plan that provides broad

comprehensive services to its members for a fixed, prepaid fee. Traditional HMOs typically

limit the choice of health care providers to providers who are part of the HMO network.

However, some HMOs allow employees to use health care providers outside of the plan

network by the payment of higher out-of-pocket fees. In addition, cost control and cost

reduction are heavily emphasized; utilization review is done at all levels; and the quality of

care provided by physicians is monitored and evaluated.

 A preferred provider organization (PPO) is a plan that contracts with health care providers to

provide medical services to the members at reduced fees. Plan members are free to use any

health care provider of their choice. However, employees have a strong financial incentive to

use a preferred provider because the deductible and coinsurance charges are reduced. In

addition, if the health care providers actual charge exceeds the negotiated fee, the provider

absorbs the excess amount, with substantial cost savings to the patients.

 A point-of-service (POS) plan is typically structured as an HMO, but members can go outside

the network for medical care. If patients see health care providers who are part of the

network, they pay little or nothing out of pocket, which is similar to an HMO. However, if

the patients receive care from providers outside the network, they must pay substantially

higher deductibles and coinsurance charges.

 A consumer-driven health plan (CDHP) is a generic term for a plan that gives employees a

number of choices of health care plans, which are designed to make employees more

sensitive to health care costs, to provide a financial incentive to avoid unnecessary care, and

to seek out low-cost providers.
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Under the Health Insurance Portability and Accountability Act (HIPAA), a preexisting

condition is defined as a medical condition diagnosed or treated during the previous six

months. The Health Insurance Portability and Accountability Act of 1996 places limits on the

right of insurers and employers to deny or limit coverage for preexisting conditions. The

major provisions dealing with preexisting conditions are as follows:

 Employer-sponsored group health insurance plans cannot exclude or limit coverage for a

preexisting condition for more than 12 months (18 months for late enrollees). A preexisting

condition is defined as a medical condition diagnosed or treated during the previous six

months. A preexisting condition exclusion cannot be applied to pregnancy, newly born

children, or adopted children.

 After the initial 12-month period expires, no new preexisting condition period may ever be

imposed on workers who maintain continuous coverage, with no more than a 63-day gap in

coverage, even if the workers should change jobs or health plans.

 Insurers and employers must give credit for previous coverage of less than 12 months with

respect to any preexisting condition exclusion found in the new health plan. For example, a

worker with a preexisting condition who was previously insured for eight months under a

group plan when he or she changes jobs or health plans would face a maximum additional

exclusion of four months for a preexisting condition, rather than the normal 12 months.

4. Group medical insurance plans

Group medical insurance plans typically contain a coordination-of-benefits provision, which

specifies the order of payment when an insured is covered under two or more group health

insurance plans. Total recovery under all plans is limited to 100 percent of all covered

expenses. The purpose is to prevent overinsurance and duplication of benefits if an insured is

covered by more than one plan. The coordination-of-benefit provisions in most group plans

are based on complex rules developed by the National Association of Insurance

Commissioners (NAIC). The following summarizes the major provisions based on the NAIC

rules:

 Coverage as an employee is usually primary to coverage as a dependent.

 With respect to dependent children, if the parents are married or are not separated, the plan of

the parent whose birthday occurs first during the year is primary; the plan of the parent with

the later birthday is secondary.
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 If the parents of dependent children are not married, or are separated (regardless of whether

they have ever been married), or are divorced, and if there is no court decree specifying who

is responsible of the childs health-care expenses, the following rules apply:

 The plan of the parent who is awarded custody pays first.

 The plan of the stepparent who is the spouse of the parent awarded custody pays second.

 The plan of the parent without custody pays third.

 The plan of the stepparent who is the spouse of the parent without custody pays last.

Employees often quit their jobs, are laid off, or fired. If a qualifying event occurs that results

in a loss of coverage, employees and covered dependents can elect to remain in the employers

plan for a limited period under the Consolidated Omnibus Budget Reconciliation Act of 1985

(also known as COBRA). The COBRA law applies to firms with 20 or more employees. A

qualifying event includes termination of employment for any reason (except gross

misconduct), divorce or legal separation, death of the employee, and attainment of a

maximum age by dependent children. If the worker loses his or her job or no longer works

the required number of hours, the terminated worker and covered dependents can elect to

remain in the employers plan for up to 18 months. However, they must pay 102 percent of the

group rate. If the worker dies or is divorced or legally separated or has a child who is no

longer eligible for coverage, covered dependents have the right to remain in the group plan

for up to three years.

5. Group dental insurance plans

Group dental insurance plans typically cover a wide variety of dental services. Dentists are

reimbursed on the basis of reasonable and customary charges subject to any limitation on

benefits stated in the plan. An annual deductible and coinsurance are used to control costs.

Dental services are typically grouped into different levels with varying coinsurance

requirements. In many plans, coinsurance does not apply to diagnostic and preventive

services, such as cleaning of teeth, or the coinsurance percentage is lower. Group short-term

disability income plans typically have the following characteristics:

 benefits paid from 13 weeks to two years

 short elimination period (e.g., one to seven days)

 benefits are a percentage of earnings

 only nonoccupational disability covered

 relatively few exclusions
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Group long-term disability-income plans typically have the following characteristics:

 benefits paid to age 65 or later

 dual definition of disability used

 elimination waiting period of 3 to 6 months

 both occupational and nonoccupational disabilities covered

 workers compensation and Social Security offset

 accrual of pension benefit

 cost-of-living adjustment

Cafeteria plans allow employees to select those employee benefits that best meet their

specific needs. Employees typically are given a certain number of dollars or credits that can

be spent on the different benefits or taken as cash. Many cafeteria plans also make available

an optional flexible spending account (also called a reimbursement account) by which the

employee agrees to a voluntary reduction in salary. The amount of salary reduced is then used

to pay for any plan benefits or covered expenses. Because the workers salary is reduced, the

taxes deducted are less, and spendable income is increased

Topic Objective:

At the end of this topic student would be able to:

 Describe Fundamentals of Private Pension Plans

 Describe Types of Qualified Retirement Plans

 Describe Funding Agency and Funding Instruments

Key Points:

1. Employers contributions

The employers contributions are tax deductible up to certain limits as an ordinary business

expenses. In addition, the employers contributions are not taxed as income to the employee.

As noted above, employer contributions are not considered taxable income to the employee.

Also, investment earnings on plan assets are not taxed as current income but accumulate on a

tax-deferred basis. Finally, the pension benefits attributable to the employers contributions

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

52
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



are not taxed until the employee retires or receives the funds. To reduce discrimination in

favor of highly compensated employees, a qualified retirement plan must meet certain

minimum coverage requirements. Under the ratio test, the plan must benefit a percentage of

non-highly compensated employees that is at least 70 percent of the highly compensated

employees covered by the plan. For example, if the retirement plan covers 100 percent of the

highly compensated employees, it must also cover at least 70 percent of the non-highly

compensated employees.

2. Early retirement age

The early retirement age is the earliest age that workers can retire and receive a retirement

benefit. In a defined benefit plan, the retirement benefit is actuarially reduced for early

retirement. The normal retirement age is the age that the worker can retire and receive full,

unreduced pension benefits. Age 65 is the normal retirement age in most plans. The deferred

retirement age is any age beyond the normal retirement age. Employees who continue

working beyond the normal retirement age continue to accrue benefits under the plan. A

defined contribution plan is a retirement plan in which the contribution rate is fixed, but the

actual retirement benefit varies, depending on the workers age of entry into the plan,

contribution rate, investment returns, and age of normal retirement. A defined benefit plan is

a plan in which the retirement benefit is known in advance, but the contributions vary

depending on the amount needed to fund the desired benefit. Such plans typically pay

benefits based on a unit-benefit formula that considers both earnings and years of

participation in the plan.

3. A cash balance plan

A cash balance plan is a defined benefit plan in which the benefits are defined in terms of a

hypothetical account balance; actual retirement benefits will depend on the value of the

participants account at retirement. Each year, the participants account is credited with a pay

credit, such as 4 percent of compensation, and an interest credit, such as 5 percent of the

account balance. The amount of retirement benefits depends on the value of the account at

retirement. A Section 401 (k) allows participants the option of putting money into the plan or

receiving the funds as cash. For 2007, participants under age 50 can elect to have their annual

salaries reduced up to a maximum of $15,500. For 2007, participants age 50 and older can

contribute an additional $5,000. The amount of salary deferred is then invested in the

employers Section 401 (k) plan. In addition, employees typically have a choice of investing

the contributions into several investment accounts. Finally, to avoid discrimination in favor of

highly compensated employees, the plan must satisfy an actual deferral percentage test.
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A Section 403 plan is a retirement plan for employees of public educational systems and tax-

exempt groups, such as hospitals, nonprofit organizations, and churches. These plans are also

called tax-sheltered annuities (TSA). Eligible employees can voluntarily elect to reduce their

salaries by a fixed amount, which is then invested in the plan. Employers may make a

matching contribution, such as 50 percent for each dollar contribution by the employee by

salary reduction. For 2007, the maximum salary reduction for workers under age 50 is

$15,500. Employees age 50 and older can make an additional catch-up contribution of

$5,000.

4. A profit sharing plan

A profit sharing plan is a defined contribution plan in which the employers contributions are

typically based on the firms profits. The profit sharing contributions can be discretionary, or

they can be based on a formula. There are annual limits, however, on the amount that can be

contributed into an employees account. For 2006, the maximum annual employer

contribution is limited to 25 percent of the employees compensation or $44,000, whichever is

lower. Persons with self-employment income can establish a qualified retirement plan and

receive favorable income-tax treatment. The same rules that apply to qualified corporate

pension plans generally apply to retirement plans for the self-employed. For 2007, the

maximum annual contribution to a defined contribution plan by a self-employed individual is

limited to 20 percent of net earnings (after subtracting one-half of the Social Security self-

employment tax), or $45,000, whichever is lower. For 2007, if the plan is a defined benefit

plan, a self-employed individual can fund for a maximum annual benefit equal to 100 percent

of average compensation for the three highest consecutive years of compensation, or

$180,000, whichever is lower. This latter figure is indexed for inflation.

5. Simplified employee pension (SEP)

A simplified employee pension (SEP) is a retirement plan in which the employer contributes

to an IRA established for each eligible employee. For 2007, the maximum annual tax-

deductible employer contribution to a SEP-IRA is limited to 25 percent of the employees

compensation, or $45,000, whichever is less. The paperwork requirements of the plan are

minimal. The SIMPLE retirement plan is limited to employers that employ 100 or fewer

eligible employees and do not maintain another qualified plan. Small employers are exempt

from most nondiscrimination and administrative rules that apply to qualified plans. Under a

SIMPLE plan, for 2007, participants under age 50 can elect to contribute a maximum of

$10,500 to the plan. Participants age 50 and older can elect to contribute an additional

$2,500. The employer has the option of either matching the employees contributions on a
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dollar-for-dollar basis up to 3 percent of salary, or making a non-elective contribution of 2

percent of salary for all eligible employees

In Section 4 of this course you will cover these topics:
Social Insurance

The Liability Risk

Homeowners Insurance, Section I

Homeowners Insurance, Section Ii

Auto Insurance

Topic Objective:

At the end of this topic student would be able to:

 Describe Nature of Social Insurance

 Describe Old Age, Survivors, Disability, Insurance (OASDI)

 Describe Unemployment Insurance

 Describe Workers Compensation

Key Points:

1. Social insurance programs

Social insurance programs are necessary for several reasons. First, they are often enacted into

law to help solve a complex social problem. The problem may be so serious that direct

government intervention is necessary. Second, social insurance programs are necessary

because certain perils are difficult to insure privately, such as the peril of unemployment.

Finally, these programs are necessary to provide a base of economic security to the

population. Social insurance programs provide a layer of financial security to most persons

against the long-term financial consequences of premature death, old age, occupational and

nonoccupational disability, and unemployment.

Social insurance programs are compulsory insurance programs with certain characteristics

that distinguish them from other government insurance programs. Social insurance programs

have the following characteristics:
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 compulsory programs

 floor of income

 emphasis on social adequacy rather than individual equity

 benefits related to earnings

 benefits prescribed by law

 no means test

 full funding unnecessary

 financially self-supporting

To be eligible for retirement benefits, you must be fully insured. You are fully insured for

retirement benefits if you have 40 credits. You are currently insured if you have earned at

least six credits during the last 13 calendar quarters ending with the quarter of death,

disability, or entitlement to retirement benefits. The number of credits required to be

disability insured depends on your age when you become disabled. In addition, at least 20 of

the credits must be earned during the past 10 years immediately before you became disabled.

Younger workers under age 31 can acquire a disability-insured status with fewer credits. For

ages 24 though 30, you must have worked half the time between age 21 and the time you

become disabled. For example, a worker disabled at age 27 needs credit for three years of

work out of the past six years. If you become disabled before age 24, you must have earned

six credits during the three-year period ending when your disability begins. Finally, blind

persons are required only to have a fully insured status. They are not required to meet the

recent-work test requirement that applies

to other disability applicants. A retired worker can receive full unreduced monthly retirement

benefits at the full retirement age. Reduced benefits are payable as early as age 62. Benefits

can also be paid to a spouse of a retired worker age 62 or older; to unmarried children under

age 18; to unmarried disabled children disabled before age 22; and to a spouse caring for

dependent children under age 16. The benefits are automatically adjusted each year for

changes in the cost of living.

2. Monthly survivor benefits

Monthly survivor benefits can be paid to the dependents of a deceased worker. Benefits can

be paid to unmarried children under age 18; to unmarried disabled children disabled before

age 22; to a surviving spouse caring for children under age 16; to a surviving spouse age 60

or older; to a disabled widow or widower, ages 50 through 59; and to dependents parents age

62 or older. A lump sum death benefit of $255 can also be paid. A disabled worker who
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meets the eligibility requirements can receive monthly disability benefits. Benefits can also

be paid to the spouse of a disabled worker caring for children under age 16; to unmarried

children under age 18; and to unmarried disabled children disabled before age 22. The worker

must have a physical or mental condition that prevents any substantial gainful work and is

expected to last at least 12 months or result in death. Benefits are paid after a full five-month

waiting period.

 Hospital Insurance (Medicare Part A) provides inpatient hospital care, inpatient care in a

skilled nursing facility, home health care services, and hospice care.

 Medical Insurance (Medicare Part B) provides for the payment of physicians services,

outpatient hospital services, home health care services, and other medical and health care

services.

 Beneficiaries covered under the Original Medicare Plan can obtain prescription coverage by

joining a stand-alone Medicare Prescription Drug Plan that covers only prescription drugs.

Alternatively, beneficiaries can join a Medicare Advantage Plan or other Medicare Health

Plan that provides prescription drug coverage. Beneficiaries covered for prescription drugs

under the group plans of former employers or labor unions can elect to remain in their present

plan. All plans, however, must offer coverage at least as good as the standard coverage,

which Medicare has set.

Unemployment insurance programs have the following objectives:

 to provide cash income to unemployed workers during periods of involuntary unemployment

 to help unemployed workers find jobs

 to encourage employers to stabilize employment

 to help stabilize the economy

An unemployed worker generally must meet the following eligibility requirements in

most states:

 earn qualifying wages during his or her base period, or work a certain number of weeks or

calendar quarters, or some combination of both

 be able and available for work

 actively seek work

 be free from disqualification
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 serve a one-week waiting period

3. Workers compensation laws

Workers compensation laws have the following basic objectives:

 broad coverage of employees for occupational injury and disease

 substantial protection against the loss of income

 sufficient medical care and rehabilitation services

 encouragement of safety

 reduction in litigation

 Unlimited medical care

 Disability-income benefits based on the degree of disability

 Death benefits to eligible surviving family members

 Rehabilitation services

Topic Objective:

At the end of this topic student would be able to:

 Describe Basis of Legal Liability

 Describe Law of Negligence

 Describe Specific Applications of the Law of Negligence

 Describe Current Tort Liability Problems

Key Points:

1. Negligence

Negligence is defined as the failure to exercise the standard of care required by law

to protect others from harm. There are four elements of negligence:

 existence of a legal duty to use reasonable care

 failure to perform that duty

 damages or injury to the claimant

 proximate cause relationship
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Strict liability means that liability is imposed regardless of negligence or fault. Because the

potential harm is so great, an individual may be held liable for the harm or injury to another

even though negligence cannot be proven. Another name for strict liability is absolute

liability. Compensatory damages are awards that compensate injured victims for losses

actually incurred. Compensatory damages include both special damages and general

damages. Special damages are awards for losses that can be determined and documented,

such as medical bills and lost wages. General damages are awards that cannot be specifically

measured or itemized, such as pain and suffering, disfigurement, or loss of companionship of

a spouse. Punitive damages are designed to punish people or organizations so that others are

deterred from committing the same wrongful act.

2. Contributory negligence law

Under a contributory negligence law, if the injured person contributed in any way to the

accident, he or she cannot collect damages. Under a comparative negligence law, the injured

person could collect, but the damage award would be reduced. Under the last chance rule, the

plaintiff who is endangered by his or her own negligence can still recover damages from the

defendant if the defendant has a last clear chance to avoid the accident but fails to do so.

Under the assumption of risk doctrine, a person who understands and recognizes the danger

inherent in a particular activity cannot recover damages in the event of injury. Under certain

conditions, the negligence of one person can be imputed to another. Imputed negligence may

arise from an employer-employee relationship, vicarious liability law, family-purpose

doctrine, joint business venture, or a dram shop law. Under this doctrine, the very fact that the

event occurs is a presumption of proof that the defendant is negligent. The accident or injury

normally would not have occurred if someone had not been careless.

3. Property owner

The property owner owes the least degree of care to a trespasser; if the trespasser is injured,

the property owner usually has no liability. In the case of a licensee, a higher degree of care is

owed. The licensee must be warned of any dangerous condition or activity on the premises,

which may not be readily apparent to the licensee. The highest degree of care is owed to an

invitee, In addition to warning the invitee of any dangerous conditions, the occupant has the

obligation to inspect the premises and to eliminate any dangerous condition revealed by the

inspection. Many states have abolished either partly or completely the preceding common-

law classifications.

An attractive nuisance is a condition that one has created that can attract and injure children.

A high degree of care is imposed on property owners to protect children from harm. If
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children are injured because of an attractive nuisance, the owner can be held liable. All states

clearly require the owner of an automobile to exercise a high degree of care to protect others

from harm while operating the automobile. In addition, the general rule is that the owner is

not liable for the negligent acts of operators, but there are several exceptions. The owner is

liable for an operators negligence if an agency relationship exists. The owner can be held

liable for damages caused by the drivers negligence under a vicarious liability law. Finally,

permissive use statutes impose liability on the owner of an automobile for the negligence of

anyone who is operating the automobile with the owners consent.

Governmental units and charitable institutions generally were immune earlier from legal

liability. Governmental units today can be sued if the negligence arises out of a proprietary

function. Also, tort claim acts have been enacted that permit an individual to sue a

governmental unit for damages. Charitable institutions can be held liable for negligence

arising out of fund-raising or money-making activities. Under the doctrine of respondeat

superior, employers can be held liable for the negligent acts of employees who are acting on

behalf of the employer. The employer is held liable when both the workers status legally is

that of an employee and the employee is engaged in furthering the employers business. Under

the common law, parents usually were not responsible for their childrens torts. Today, parents

can be held liable under certain conditions. The parents can be held liable if the children are

acting as agents for the parents, or if a child has a dangerous weapon, and the parents fail to

take it away from the child. Also, under the family-purpose doctrine, the parents can be held

liable for the negligent operation of an automobile by a minor child. Finally, numerous states

have passed laws that hold the parents liable for the willful and intentional acts of children

that result in property damage to others.

4. Owners of wild or dangerous animals

Owners of wild or dangerous animals can be held liable based on the doctrine of strict

liability for injuries to others, even if the animals are domesticated. With respect to domestic

pets, the majority of states hold the owner liable based on strict liability for injury to another

even if the domestic pet is not vicious. Major defects in the tort liability system include rising

tort liability costs, inefficiency in compensating injured accident victims, uncertainty of legal

outcomes, higher liability awards, and long delay in settling lawsuits. Some tort reform

proposals include capping noneconomic damages, such as pain and suffering; reinstating the

state-of-the art defense; restricting punitive damage awards; modifying the collateral source

rule; modifying the joint and several liability rule; and using alternative dispute resolution

(ADR) techniques; and restrictions on obesity lawsuits.
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The medical malpractice crisis is due to several factors. These include medical errors by

health care providers; large underwriting losses by insurers that result in substantial premium

increases for malpractice insurance; increased willingness of patients to sue physicians;

exploitation of malpractice suits by the media; loss of the intimate relationship between

physicians and patients that existed in the past; willingness of physicians and medical experts

to testify against other physicians; increased tendency for attorneys to file malpractice suits

because of potentially high fees; and the ineffectiveness or reluctance of some state medical

boards to discipline physicians. Some approaches for dealing with the medical malpractice

problem include placing caps on noneconomic damages; using arbitration panels to resolve

disputes; placing limits on attorney fees; reducing the time period for filing suits; more

effective medical review boards in identifying problem physicians; and training programs to

reduce medical errors, especially in the use of new technology.

5. Corporate fraud and lax corporate governance

Corporate fraud and lax corporate governance are important tort liability issues. Many

corporations have been sued because of dishonest or aggressive accounting practices to

inflate earnings and profits, concealment or misstatement of certain accounting transactions

that have resulted in enormous investor losses, violation of security laws, destruction of

company records, and obstruction of justice. In addition, boards of directors have been sued

because of lax corporate governance and inadequate oversight of management.

The numbers of asbestos suits has increased over time. Insured losses for asbestos claims so

far exceed the amounts paid for the September 11, 2001 terrorist attacks and for the worlds

largest ten catastrophes. One reason for the surge in suits is the increased number of

claimants who file claims against more than one company. Many claimants file multiple

claims because the company responsible may be bankrupt because of asbestos claims. Some

proposals to deal with asbestos claims include the establishment of a trust fund to pay

claimants over several decades, requiring evidence of an asbestos-related disease before a

claim can be filed, creation of a single venue for asbestos litigation to eliminate forum

shopping, and placing a cap on legal fees
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Topic Objective:

At the end of this topic student would be able to:

 Describe Homeowners Insurance

 Describe Analysis of Homeowners 3 Policy (Special Form)

Key Points:

1. HO-2

HO-2 is a named-perils policy that insures the dwelling, other structures, and personal

property against loss from certain named perils; it can be used by homeowners who desire

basic coverage on the home and personal property. HO-3 is a special form that covers the

dwelling and other structures against all direct physical losses except certain losses

specifically excluded. Personal property is covered only for certain named perils. HO-3 is

designed for homeowners who desire broader coverage than that provided by HO-2. HO-4

covers the personal property of renters and also provides personal liability insurance; it is

designed for renters. HO-5 covers the dwelling, other structures, and personal property on an

open perils (all-risks) basis. HO-5 is designed for insureds who want all risks coverage on

both the dwelling and personal property. HO-6 is designed for condominium owners. HO-8 is

designed for insureds who have older homes with a replacement cost exceeding market value.

Persons insured under a homeowners policy are the named insured and spouse, resident

family members, other persons under age 21 in the care of an insured, and full-time students

under age 24 away from home.

2. Coverage

Coverage A covers the dwelling, attached structures, and materials and supplies used to

construct, repair, or alter the dwelling or other structure. An example of a covered loss is

damage to the roof because of a windstorm or tornado. Coverage B covers other structures,

such as a detached garage, tool shed, or horse stable. The amount of insurance is 10 percent

of Coverage A. An example of a covered loss is damage to the detached garage because of a

fire. Coverage C covers personal property anywhere in the world. The amount of insurance

under Coverage C is 50 percent of Coverage A, which can be increased if desired. If personal

property is usually located at another residence, such as a cabin or vacation, the off-premises

coverage is limited to 10 percent of Coverage C, or $1000, whichever is greater. Special

limits apply to items that are particularly subject to theft. An example of a covered loss is the

theft of a camera from a motel room while the insured is on vacation. Coverage D covers the
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loss of use. The Coverage D amount is 30 percent of Coverage A. Three benefits are

providedadditional living expenses, fair rental value, and prohibited use. For example, if the

insured must rent a temporary apartment for three months while his or her home is being

repaired because of a fire, the additional living expenses would be covered under this

provision. Additional coverages include the cost of debris removal, repairs to prevent further

damage, limited coverageof trees, shrubs, plants, and lawns, unauthorized use of credit cards

and fund transfer cards, broad coverage of property removed from the premises threatened by

a covered peril for up to 30 days, loss assessment charge up to $1000, certain collapse losses,

coverage for glass or safety glazing material, coverage for landlords furnishings up to $2500,

limited coverage for increased construction costs because of some ordinance or law, and

coverage of grave markers up to $5000. An example of a covered loss is the cost of removing

debris after a tornado occurs.

3. Special limits of liability

The special limits of liability on certain types of property are as follows:

 $200 on money, bank notes, bullion, gold, silver, platinum, coins, medals, stored value cards,

and smart cards

 $1500 on securities, valuable papers, manuscripts, passports, tickets, and stamp collections

 $1500 on watercraft of all types

 $1500 on trailers not used with watercraft

 $1500 for theft of jewelry, watches, furs, precious and semiprecious stones

 $2500 for theft of firearms and related equipment

 $2500 for theft of silverware, goldware, platinumware, and pewterware

 $2500 on business property on the residence premises

 $500 on business property away from the premises (except adaptable electronic apparatus)

 $1500 on electronic apparatus while in or upon a motor vehicle

 $1500 on electronic apparatus used primarily for business while away from the premises and

not in or upon a motor vehicle

Because of moral hazard and loss-adjustment problems, and a desire by the insurer to limit its

liability, certain types of property have maximum dollar limits on the amount paid for any

loss. The dwelling and other structures are insured against risk of direct physical loss to

property. This means that all direct physical losses are covered except certain losses

specifically excluded. Under Coverage C, personal property is covered for fire or lightning;
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windstorm or hail; explosion; riot or civil commotion; aircraft, vehicles; smoke; vandalism or

malicious mischief; theft; falling objects; weight of ice, snow, or sleet; accidental discharge

or overflow of water or steam; sudden and accidental tearing apart, cracking, burning, or

bulging of a steam, hot water, air conditioning, or automatic fire protective sprinkler system,

or household appliance; sudden and accidental damage from an artificially generated

electrical current; and volcanic eruption.

4. Major exclusions

The major exclusions that apply to the dwelling and other structures are collapse, except

certain collapse losses; freezing of plumbing, heating, air conditioning, or automatic fire

protection sprinkler system unless heat is maintained; damage to pavements, patios,

swimming pools, and similar structures from ice, water pressure, freezing, and thawing; theft

of materials and supplies from a dwelling under construction; vandalism, malicious mischief,

and glass breakage if the dwelling is vacant for more than 60 consecutive days immediately

before the loss; wear and tear; inherent vice; smog; smoke from agricultural smudging;

release or escape of pollutants unless caused by a Coverage C peril; settling, cracking,

shrinking or bulging of pavements, foundations, walls, floors and roofs; animals owned or

kept by an insured; and certain additional exclusions. Certain types of personal property are

also excluded, including articles separately described and specifically insured; animals, birds,

and fish; motor vehicles and motorized land conveyances; aircraft and parts; hovercraft and

parts; property of roomers, boarders, and other tenants; property rented or held for rental to

others off the residence premises; and business records.

Certain other exclusions apply to the dwelling, other structures, and personal property. They

include losses from an ordinance or law; earth movement; certain types of water damage;

power failure away from the premises; neglect of the insured to protect the property; war;

nuclear hazards; intentional loss; government action; weather conditions that otherwise are

excluded; failure to act by any person, group, or government body; and faulty, inadequate, or

defective planning and design. The conditions section imposes certain duties on the insured

after a loss occurs. The insured must give immediate notice of the loss; the property must be

protected from further damage; the insured must prepare an inventory of the damaged

personal property, and may be required to show the damaged property to the insurer as often

as is reasonably required; and may be required to file a proof of loss at the insurers request

within 60 days.
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Covered losses to the dwelling and other structures are paid on the basis of replacement cost

with no deduction for deprecation if certain conditions are fulfilled. If the insured carries

insurance at least equal to 80 percent of the replacement cost at the time of loss, full

replacement cost is paid with no deduction for depreciation.

If the insurance carried is less than 80 percent of the replacement cost, the insured receives

the larger of the following amounts: Actual cash value of that part of the building damaged or

5. Extended Replacement Cost

The extended replacement cost endorsement pays an additional 20 percent or more above the

policy limits, depending on the insurer. The insured agrees to insure the home to full

replacement cost and must also notify the insurer if alterations increase the value of the

dwelling. Under a guaranteed replacement cost policy, the insured agrees to insure the home

to 100 percent of its estimated replacement cost rather than 80 percent. If a total loss occurs,

the insurer agrees to replace the home exactly as it was before the loss even if the

replacement cost exceeds the amount of insurance stated in the policy. Under the mortgage

clause, the mortgagee is entitled to receive a loss payment from the insurer to the extent of its

interest regardless of any policy violation by the insured. Even if the insured violates a policy

provision, the insurer must make a loss payment to the mortgagee. Thus, the mortgagees

insurable interest is protected

Topic Objective:

At the end of this topic student would be able to:

 Describe Personal Liability Insurance

 Describe Endorsements to a Homeowners Policy

 Describe Shopping for a Homeowners Policy
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Key Points:

1. Occurrence

An occurrence is defined as an accident, including continuous or repeated exposure to

substantially the same general harmful conditions, which results in bodily injury or property

damage during the policy period. An occurrence can be a sudden accident, or it can be a

gradual series of incidents that occur over time. Personal liability insurance (Coverage E)

protects the insured against a claim or suit for damages because of bodily injury or property

damage caused by the insureds negligence. The company will defend the insured and pay out

those sums that the insured is legally obligated to pay up to the policy limits. Medical

payments to others coverage (Coverage F) pays the reasonable medical expenses of another

person who may be accidentally injured while on an insured location, or by the activities of

an insured, or by an animal owned by or in the care of an insured. It is not necessary to

provide negligence and establish legal liability before medical expenses are paid. Medical

payments to others coverage applies only to other persons who may be injured on the

premises or by the activities of an insured or by an animal owned by an insured. The

coverage does not apply to the named insured and regular residents of the household other

than residence employees.

2. Insured locations

Insured locations include the residence premises described in the declarations; other

residences acquired during the policy period; a residence where the insured is temporarily

residing; vacant land other than farm land; cemetery or burial plots; and occasional rental of a

premise for other than business purposes. Coverages E and F do not apply to motor vehicle

liability; watercraft liability for larger watercraft; aircraft liability; hovercraft liability;

expected or intentional injury; business activities; rendering or failure to render professional

services; uninsured locations; war; communicable disease; sexual molestation, corporal

punishment, or physical or mental abuse; and controlled substances. Coverage E (personal

liability) also excludes contractual liability; damage to property owned by an insured; damage

to property in the care of an insured; workers compensation claims; nuclear energy liability;

and bodily injury to an insured. Coverage F (medical payments to others) excludes injury to a

residence employee off an insured location and not in the course of employment; workers

compensation and nuclear energy claims; and injury to persons regularly residing on an

insured location. Coverage F also does not cover the named insured and resident family
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members. Damage to the property of others pays up to $1000 per occurrence for property

damage caused by an insured. The damaged property is valued on the basis of replacement

cost. The insured is not required to be legally liable for coverage to apply. The loss is paid

even when there is no legal obligation to do so.

An earthquake endorsement can be added that covers earthquakes, landslides, volcanic

eruption, and earth movement. A single earthquake is defined as all earthquake shocks that

occur within a 72-hour period. A deductible must be satisfied. The inflation guard

endorsement provides for an annual pro rata increase in the limits of insurance under

Coverages A, B, C, and D. The percentage increase is selected by the insured, such as 4

percent or 6 percent. The specified annual percentage increase is prorated throughout the

policy year. A personal property replacement cost loss settlement endorsement can be added

to a homeowners policy. Claims are paid on the basis of replacement cost with no deduction

for depreciation. The endorsement applies to personal property, awnings, carpets, domestic

appliances, and outdoor equipment. Under the scheduled personal property endorsement

(with agreed valued loss settlement), the insurer agrees to pay the stated amount of insurance

for a scheduled item if a total loss occurs. The endorsement insures property against risks of

direct physical loss, which means the property is insured on an all risk or open perils basis.

All direct physical losses to scheduled property are covered except those losses specifically

excluded.

3. Cost Of A Homeowners Policy

The cost of a homeowners policy is determined by several factors. They include the type of

construction, location of the dwelling, quality of fire protection, construction costs, age of the

home, type of homeowners policy purchased, size of the deductible, and the choice of insurer

from which the policy is purchased. The applicants insurance score is also important for

rating purposes. An applicants credit record is used to determine an insurance score. An

insurance score is a credit-based score that is highly predictive of future claim costs. The

insurance score is used for purposes of rating and underwriting. Insurers claim there is a

strong and statistically significant relationship between insurance scores and underwriting

experience. Insureds as a group with poor credit and low insurance scores generally file more

homeowner claims than insureds with good credit and higher insurance scores. Suggestions

for buying a homeowners policy include the following:

 Carry adequate insurance

 Add necessary endorsements
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 Shop around for a homeowners policy

 Consider a higher deductible

 Take advantage of discounts

 Dont ignore floods and earthquakes

 Improve your credit record

 Consider purchasing a personal umbrella policy

Topic Objective:

At the end of this topic student would be able to:

 Describe Liability Coverage

 Describe Medical Payments Coverage

 Describe Uninsured Motorists Coverage

 Describe Coverage for Damage to Your Auto

 Describe Your Duties After an Accident or Loss

 Describe General Provisions

Key Points:

1. Liability Coverage

Under liability coverage, the insurer agrees to pay damages for which an insured is legally

liable arising out of an auto accident. The insurer also agrees to defend the insured and pay

the legal defense costs. For example, if you carelessly run a red light and injure someone, you

are covered for any suit or claim arising out of the incident. Medical payments coverage pays

all reasonable medical and funeral expenses incurred by an insured for services rendered

within three years from the date of the accident. For example, if you are involved in an auto

accident and have a broken arm, your medical expenses will be paid under medical payments

coverage up to the limit of the policy. The uninsured motorists coverage pays for the bodily

injury of a covered person (and property damage in some states) caused by an uninsured

motorist, by a hit-and-run driver, or by a driver whose insurer is insolvent. For example, if

you are injured by a negligent driver with no liability insurance, you can collect for your

injury under the uninsured motorists coverage. Coverage for damage to your auto pays for

any direct or accidental physical damage loss to a covered auto less any deductible. A
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collision loss or other-than-collision loss is covered only if the declarations page indicates

that such coverages are in effect. For example, if you lose control of your car on an icy

highways and it overturns, the physical damage to the car is covered under collision

insurance. A covered auto is any auto shown in the declarations, a newly acquired auto, a

trailer owned by the named insured, and a temporary substitute vehicle. Insured persons

include the named insured and spouse, resident family members, other persons using a

covered auto if there is a reasonable belief that permission to use the auto exists, and any

person or organization legally responsible for the acts of an insured person. The following

supplementary payments can be paid under the liability section of the PAP:

 premiums on a bail bond up to $250

 premiums on an appeal bond

 interest accruing after a judgment

 loss of earnings up to $200 daily because of attendance at a hearing or trial

 other reasonable expenses incurred at the insurers request

2. Exclusion

Liability coverage excludes liability arising out of intentional injury or damage, property

owned or transported by an insured, property rented or in the insureds care, workers

compensation claims, using the vehicle as a public or livery conveyance, vehicles used in the

automobile business, other business vehicles, using a vehicle without a reasonable belief of

permission, nuclear energy exclusion, vehicles with fewer than four wheels, vehicles

furnished or made available for the named insureds or family members regular use, and using

the vehicle as a racing vehicle inside a racing facility.

Medical payments coverage excludes injuries sustained while occupying a vehicle with fewer

than four wheels, using the vehicle as a public or livery conveyance, using the vehicle as a

residence, work injuries covered by workers compensation, vehicles furnished or made

available for the named insured or family members regular use, using a vehicle without a

reasonable belief of permission, and racing vehicles.

Uninsured motorists coverage pays for the bodily injury of a covered person (and property

damage in some states) caused by an uninsured motorist, by a hit-and-run driver, or by a

driver whose insurer is insolvent. The major features of the uninsured motorists coverage are

as follows:

 Coverage applies only if the uninsured motorist is legally liable.
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 Some states include coverage for property damage from an uninsured motorist in their

uninsured motorists law.

 The maximum amount paid for any single accident is the amount shown in the declarations.

 The claim is subject to arbitration if the covered person and insurer disagree over the amount

of damages.

3. Collision

Collision is defined as the upset of your covered auto or nonowned auto or its impact with

another vehicle or object. Other-than-a-collision loss refers to a physical damage loss to a

covered vehicle other than by a collision. To distinguish between collision and other-than-

collision losses, certain losses are considered to be other-than-collision losses. These losses

include damage to the car from missiles or falling objects; fire; theft or larceny; explosion or

earthquake; windstorm, hail, water, or flood; malicious mischief or vandalism; riot or civil

commotion; contact with a bird or animal; and glass breakage. Exclusions under Part D

include using the vehicle as a public or livery conveyance; damage from wear and tear,

freezing, and mechanical or electrical breakdown; radioactive contamination or war, contain

electronic equipment unless permanently installed in a covered auto or nonowned auto; tapes,

records, and disks; government destruction or confiscation; loss to a trailer, camper body, or

motor home not shown in the declarations; using a nonowned auto without a reasonable

belief of permission; radar detection equipment; custom furnishings or equipment; nonowned

auto used in the automobile business; using the vehicle in a racing facility; and loss to a rental

car if a state law or rental agreement precludes the rental company from collecting from the

insured.

4. Nonowned Auto

A nonowned auto is a private passenger auto, pickup, van, or trailer not owned by or

furnished or made available for the regular use of the named insured or family member while

such vehicle is in the custody of or is being operated by the named insured or family member.

No. You can occasionally drive another persons car, and your PAP will cover you. However,

if you drive the car on a regular basis, or it is make available for your regular use, your PAP

coverage does not apply. Certain duties are imposed on the insured after an accident occurs.

The insurer must be notified promptly. The insured must cooperate with the insurer in the

investigation and settlement of a claim and send to the insurer copies of any legal paper or

notices received in connection with the accident. Certain other duties are also required. The
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PAP will not provide coverage in all foreign countries. The PAP provides coverage only in

the United States, its territories or possessions, Puerto Rico, and Canada

In Section 5 of this course you will cover these topics:
Auto Insurance And Society

Other Property And Liability Insurance Coverages

Commercial Property Insurance

Commercial Liability Insurance

Crime Insurance And Surety Bonds

Topic Objective:

At the end of this topic student would be able to:

 Describe Approaches for Compensating Automobile Accident Victims

 Describe No-Fault Auto Insurance

 Describe Auto Insurance for High-Risk Drivers

 Describe Cost of Automobile Insurance

Key Points:

1. Financial responsibility laws

Financial responsibility laws require motorists to show proof of financial responsibility at the

time of an accident involving a bodily injury or property damage over a certain amount, for

conviction of certain offenses, and for failure to pay a final judgment resulting from an

automobile accident. Motorists can meet the financial responsibility law requirements by

carrying auto liability insurance limits equal to a certain minimum amount; by posting a

bond, money, or securities; or by showing that the person is a qualified self-insurer.

Compulsory insurance laws require the owners and operators of automobiles to carry at last a

minimum amount of liability insurance before the vehicle can be registered or licensed.

Five states have unsatisfied judgment funds to compensate accident victims who have

exhausted all other means of recovery. The accident victim must obtain a judgment against
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the negligent driver who caused the accident and must show that the judgment cannot be

collected. Funding varies by the state. Funds can be obtained by charging a fee to each

motorist, by assessments against insurers in the state, and by surcharging drivers with

convictions for moving vehicle violations. Many drivers are uninsured because of the high

cost of auto insurance. A small number of states have low-cost auto insurance plans that

provide minimum amounts of liability insurance at reduced rates to motorists who cannot

afford regular insurance or have few financial assets to protect. Some states have enacted no

pay, no play laws that prohibit uninsured drivers from suing negligent drivers for

noneconomic damages, such as compensation for pain and suffering. This approach deals

with uninsured drivers. An uninsured driver who is injured in an auto accidents caused by a

negligent driver is prohibited from suing the negligent driver for noneconomic damages.

2. No-fault auto insurance

No-fault auto insurance means that after an accident has occurred, each party collects from

his or her own insurer, regardless of who is at fault. A monetary threshold is a dollar amount

in a no-fault law; if a bodily injury claim is below the threshold amount, an injured motorist

would not be permitted to sue but would instead collect from his or her insurer. A verbal

threshold means that a suit for damages is allowed only in serious cases, such as those

involving death, dismemberment, disfigurement, or permanent loss of a bodily member or

function. There are four types of no-fault plans:

 Pure no-faultlawsuits are not permitted, regardless of the size of the loss.

 Modified no-faulta lawsuit is allowed only if the claim exceeds a certain dollar threshold or

meets a verbal threshold.

 Add-on planadditional benefits are paid, but there is no restriction on the right to sue.

 Choice no-faultmotorists can elect to be covered under no-fault or the tort liability system.

The arguments for no-fault automobile insurance laws are summarized as follows:

 Difficulty of determining fault

 Inequities in claim payments

 High transactions costs and attorney fees

 Fraudulent and excessive claims

 Delay in payments

The arguments against no-fault automobile insurance laws are summarized as follows:
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 The defects of the negligence system are exaggerated

 Claims of efficiency and premium savings are exaggerated

 Court delays are not universal

 Safe drivers may be penalized

 There is no payment for pain and suffering

 The tort liability system needs only to be reformed

3. Automobile insurance plans

Automobile insurance plans are designed specifically for persons who are unable to obtain

coverage in the voluntary markets. Insurers doing business in the state are assigned their

proportionate share of high-risk drivers, based on the amount of liability insurance premiums

written in the state. Persons applying for insurance must show that they have tried but were

unsuccessful in obtaining insurance. The amount of insurance provided is at least equal to the

states financial responsibility law requirement. Other coverages may be available. The

premiums paid are substantially higher than insurance obtained in the voluntary markets. The

purpose of an automobile insurance plan is to provide auto liability insurance to persons who

are unable to get protection in the voluntary markets.

Some states have established joint underwriting associations to make insurance available to

high-risk drivers. The JUA is an organization of all insurers operating in the state. All

underwriting losses are shared proportionately by insurers on the basis of premiums written

in the state. The JUA designs the policy and sets the rates charged. Each agent or broker is

assigned a servicing company that provides claim services to the policy owners. Although

only a limited number of larger insurers provide policy owner services, all insurers writing

insurance in the state share in the underwriting losses.

Some states have established a reinsurance facility for high-risk drivers. Under this

arrangement, a company must accept all applicants, both good and bad. If the applicant is a

high-risk driver, he or she can be placed in the reinsurance facility or pool. The applicant for

insurance is not aware of this transfer. The original company services the policy. All insurers

in the state pay their share of the underwriting losses.

Specialty auto insurers are insurers that specialize in insuring drivers with poor driving

records. Premiums are substantially higher than premiums paid in the standard market. The

actual premium paid is based on the individuals driving record. In addition, the medical

payments coverage limit is relatively low, and collision insurance is sold with a high

deductible.
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4.Premium Charged For Automobile

The premium charged for automobile insurance is a function of numerous variables,

including territory, age, gender, marital status, use of automobile, driver education, good-

student discount, number and types of automobiles, the insureds driving record, and the

applicants credit-based insurance score. An important rating factor is an insurance score

based on the applicants credit record. An insurance score is a credit-based score that

proponents claim is highly predictable of future claim costs. Drivers as a group with poor

credit tend to file relatively more claims than drivers with good credit and tend to have

relatively poorer loss experience. Auto insurers believe that the use of credit in underwriting

enables insurers to underwrite applicants at rates that reflect their specific risk. Consumer

experts suggest several rules to follow when shopping for automobile insurance:

 Carry adequate liability insurance

 Carry higher deductibles on collision and comprehensive insurance

 Drop collision insurance on an older vehicle

 Shop around for insurance

 Take advantage of discounts

 Improve your driving record

 Maintain good credit

Topic Objective:

At the end of this topic student would be able to:

 Describe ISO Dwelling Program

 Describe Dwelling Property I (Basic Form)

 Describe Dwelling Property 2 (Broad Form)

 Describe Dwelling Property 3 (Special Form)

 Describe Insurance on Mobilehomes

 Describe Inland Marine Floaters

 Describe Watercraft Insurance

 Describe Government Property Insurance Programs

 Describe Title Insurance

 Describe Personal Umbrella Policy
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Key Points:

1. Dwelling Property

Dwelling Property I is a basic form that provides coverage for a limited number of perils. The

coverages provided are similar to the homeowner policy coverages. Dwelling Property 2 is a

broad form that includes all perils covered under the basic form and adds additional perils.

Dwelling Property 3 is a special form that provides coverage on the dwelling and other

structures for all direct physical losses except for those losses specifically excluded. Personal

property is covered on a named perils basis. Certain endorsements can be added to a dwelling

policy to broaden the coverage provided. The personal liability supplement can be added that

provides personal liability insurance similar to the liability coverages found in the

homeowners policy. Inland marine floaters have certain characteristics. Coverage can be

tailored to the specific type of property to be insured; desired amounts of insurance can be

selected; broader and more comprehensive coverage can be obtained; most floaters cover

insured property anywhere in the world; and inland marine floaters can be written without a

deductible.

First, valuable jewelry can be insured under a personal articles floater. If the jewelry is stolen,

the homeowners policy would pay a maximum of $1500. Higher amounts of insurance may

be desired. Second, fine arts, antiques, rare paintings, and similar property can be valued and

specifically insured under a personal articles floater. The amount of insurance listed in the

schedule for that item is the amount paid for a total loss. Finally, a valuable stamp collection

can be specifically insured under a personal article floater; the homeowners policy would pay

a maximum of $1500 for a covered loss; higher amounts of insurance may be desired.

2. Boatowners policy

A boatowners policy is generally written on an all risks or risks-of-direct physical loss basis.

All physical damage losses to the boat are covered except certain losses that are excluded.

Liability insurance is also included that covers property damage and bodily injury liability

arising out of the negligent operation of the boat. Medical payments coverage is also

provided. Uninsured boaters coverage is optional. The flood peril is difficult to insure

privately because of the problems of a catastrophic loss, high premiums, and adverse

selection. Federal flood insurance covers buildings and personal property in flood zones.

Under the regular program, the amount of flood insurance that can be purchased is limited to

$250,000 on a single-family dwelling and $100,000 on the contents. A $500 deductible

applies separately to both the building and contents. Private insurers sell the coverage, adjust
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losses, and pay claims. If the insurers losses are not covered by premiums and investment

income, they are reimbursed by the federal government. A flood is a partial or complete

inundation of two or more acres of normally dry land or two or more properties (at least one

of which is the insureds property) from the overflow of inland or tidal water, from unusual

and rapid accumulation or runoff of surface water from any source, or from mudflows. For

example, damage caused by an overflow of rivers, streams, high waves, or severe storms

would be covered. The accumulation or runoff of surface water can come from any source,

including heavy rain, melting snow, or melting ice.

With certain exceptions, there is a 30-day waiting period for new applications and for

endorsements to increase the amount of insurance on existing policies. Without a waiting

period, property owners in flood zones could delay purchasing insurance until a flood is

imminent, which would result in adverse selection against the program.

3. Purpose of a FAIR plan

The basic purpose of a FAIR plan is to make property insurance available to property owners

who are unable to obtain coverage in the normal markets. Title insurance provides protection

against title defects that have occurred in the past prior to the effective date of the policy. The

policy is written by the insurer based on the assumption that no losses will occur; title defects

are listed in the policy and are excluded from coverage. In addition, the premium is paid only

once, and the policy term runs indefinitely in the future. If a loss occurs, the insured is

indemnified in dollar amounts up to the policy limits. The Personal Umbrella Policy provides

excess liability insurance over basic underlying insurance contracts; coverage is broad and

includes protection against certain losses not covered by the underlying contracts; a self-

insured retention must be met for certain losses that are covered by the umbrella policy but

not by any underlying contract; and the umbrella policy is reasonable in cost

Topic Objective:

At the end of this topic student would be able to:

 Describe Overview of Commercial Package Policy

 Describe Building and Personal Property Coverage Form

 Describe Causes-of-Loss Forms

 Describe Reporting Forms
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 Describe Business Income Insurance

 Describe Other Commercial Property Coverages

 Describe Transportation Insurance

 Describe Businessowners Policy (BOP)

Key Points:

1. Package policy

A package policy is one that combines two or more property and liability insurance coverages

into a single policy. The advantages are fewer gaps in coverage, relatively lower premiums

because individual policies are not purchased, savings in insurer expenses that can be passed

on to policyholders, and the convenience of a single policy. The causes-of-loss basic form

provides coverage for fire, lightning, explosion, windstorm or hail, smoke, aircraft or

vehicles, riot or civil commotion, vandalism, sprinkler leakage, sinkhole collapse, and

volcanic action. The causes-of-loss broad form includes all causes of loss covered by the

basic form plus several additional causes, including falling objects, weight of snow, ice, or

sleet, and water damage. The broad form also covers collapse of a building as an additional

coverage if the building collapses from certain specified causes. The causes-of-loss special

form insures against risks of direct physical loss. All direct physical damage losses to insured

property are covered unless specifically excluded or limited in the form itself.

2. Building And Personal Property Coverage

The building and personal property coverage form is used to insure commercial property.

Covered property includes:

1. The building

2. Business personal property of the insured

3. Personal property of others in the care, custody, and control of the insured

Additional coverage include

1. Debris removal

2. Preservation of property

3. Fire department service charge

4. Pollutant cleanup and removal

5. Increased cost of construction

6. The cost to repair or replace electronic data
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Optional coverage is an agreed value clause, inflation guard endorsement, and replacement

cost coverage.

The business income and extra expense coverage form covers the loss of business income due

to the suspension of operations during the period of restoration. Business income is defined

as the net profit or loss that would have been earned if the loss did not occur and normal

operating expenses that continue during the period of suspension. The business income form

also covers extra expenses. Extra expenses are the necessary expenses incurred by the firm

during the period of restoration that would not have been incurred if the loss had not taken

place, such as the cost of relocating temporarily to another location, increased rent at another

location, and the rental of substitute equipment.

Builders risk insurance is used to insure buildings under construction. The form can be used

to cover the insurable interest of a general contractor, subcontractor, or building owner.

Under the builders risk coverage form, insurance is purchased equal to the full value of the

completed building. Because the building is initially over insured, the rate charged is adjusted

to reflect the average value exposed. If desired, a builders risk reporting form can be attached

as an endorsement, which requires the builder to report monthly the value of the building

under construction.

3. Condominium Association

The condominium association coverage form covers the condominium building and

equipment used to maintain the building; business personal property of condominium

association; and personal property of others in the condominium associations care, custody,

and control. The condominium commercial unit-owners coverage form is designed for

business or professional firms that own individual units in a commercial condominium. The

form covers business personal property of the unit owner and personal property of others.

Equipment breakdown insurance covers losses due to the accidental breakdown of covered

equipment, such as steam boilers, air conditioning and refrigeration equipment, and turbines

and engines.Difference in conditions (DIC) insurance is an all-risks policy that covers other

perils not insured by basic property insurance contracts. It is a separate contract that

supplements the coverage provided by the underlying contract. As such, it excludes perils

that are covered by the underlying contracts.

4. Hull insurance

Hull insurance covers the physical damage to the ship or vessel. It is similar to automobile

physical damage insurance. Cargo insurance protects the shipper of the goods against

financial loss if the goods are damaged or lost. Liability insurance is provided by protection

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

78
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



and indemnity insurance. Freight insurance indemnifies the shipowner for the loss of earnings

if the ship is damaged or lost and the goods are not delivered. A particular average is a loss

that falls entirely on a particular interest. A general average is a loss incurred for the common

good that is shared by all parties to the venture. Each party pays its share of the loss based on

the proportion that its interest bears to the total value in the venture. Four conditions must be

satisfied to have a general average loss:

1. Necessary

2. Voluntary

3. Successful

4. Free from fault

Commercial property that can be insured by inland marine contracts are the following:

 Domestic goods in transit

 Property held by bailees

 Mobile equipment and property

 Property of certain dealers

 Means of transportation and communication

5. Accounts receivable coverage

The accounts receivable coverage form indemnifies the firm if it is unable to collect

outstanding customer balances because of damage or destruction of the records. The valuable

papers and records coverage form covers loss to valuable papers and records. The form

covers the cost of reconstructing the damaged or destroyed records. A bailees customers

policy can be used to cover loss or damage to the property of others regardless of legal

liability. It is designed for firms that hold the property of others that have high value, such as

fur coats. A covered loss is paid regardless of legal liability, and the goodwill of customers is

maintained.

6.BOP

The BOP covers the buildings described in the declarations, including completed additions,

fixtures and outdoor fixtures, and permanently installed machinery and equipment. The limit

of insurance on the building is automatically increased each year by a stated percentage

shown in the declarations. Business personal property is also covered. It includes property

owned by the named insured used in the business; property of others in the insureds care,

custody, and control; tenants improvements and betterments; and leased personal property for
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which the named insured has a contractual responsibility to insure. The current edition of the

BOP drafted by the Insurance Services Office (ISO) insures property against risks of direct

physical loss. All direct physical losses are covered unless specifically excluded or limited in

the form itself. If desired, the BOP can be issued on a named perils basis by an endorsement

to the policy. Additional coverages include debris removal ($10,000 maximum); preservation

of property after a loss occurs; fire department service charge; collapse; water damage, other

liquids, powder or molten material damage; business income and extended business income

insurance; extra expense insurance; pollutant clean-up and removal; loss of business income

because of action by a civil authority; money orders and counterfeit paper currency ($1,000

maximum); forgery and alteration losses ($2,500 maximum); increased cost of construction

because of an ordinance or law ($10,000 maximum for each described building); business

income from dependent properties ($5,000 maximum); glass expenses incurred to put up

temporary plates or board up openings if repair or replacement of damaged glass is delayed;

fire extinguisher systems recharge expense ($5,000 maximum); replacing electronic data

destroyed or corrupted by a covered cause of loss ($10,000 maximum); interruption of

computer operations ($10,000 maximum); and limited coverage for fungi, wet or dry rot, and

bacteria ($15,000 maximum)

Topic Objective:

At the end of this topic student would be able to:

 Describe General Liability Loss Exposures

 Describe Commercial General Liability (CGL) Policy

 Describe Overview of CGL Claims-Made Policy

 Describe Employment-Related Practices Liability Insurance

 Describe Workers Compensation and Employers Liability Insurance

 Describe Commercial Auto Insurance

 Describe Aircraft Insurance

 Describe Commercial Umbrella Policy

 Describe Liability InsuranceBusinessowners Policy

 Describe Professional Liability Insurance

 Describe Directors and Officers Liability Insurance
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Key Points:

1. General liability

General liability refers to the legal liability of business firms arising out of business

operations other than liability for automobile or aviation accidents or employee injuries. The

most important general liability loss exposures are as follows:

 premises and operations

 products liability

 completed operations

 contractual liability

 contingent liability

Products liability refers to the legal liability of manufacturers, wholesalers, and retailers to

persons who are injured or incur property damage from defective products. Completed

operations refer to liability arising out of faulty work performed away from the premises after

the work is completed. Contractual liability means that the individual or business firm agrees

to assume the legal liability of another party by a written or oral contract. Contingent liability

means the firm can be held liable for work done by independent contractors. A firm can be

held liable for work performed by independent contractors when:

1. The activity is illegal

2. It is a situation that does not permit delegation of authority

3. The work is inherently dangerous

A general liability policy provides coverage for both products liability and completed

operations. Both products liability and completed operations loss exposures are included in a

definition called products-completed operations hazard. This term refers to bodily injury and

property damage liability losses that occur away from the premises and arise out of the

insureds product or work after the insured has relinquished possession of the product, or the

work has been completed. For example, assume that a gas water heater is improperly installed

and explodes one month later.

2. Loss

The loss is covered under the products-completed operations hazard. The insurer agrees to

pay on behalf of the insured all sums the insured is legally obligated to pay up to the policy

limits because of bodily injury or property damage to which the insurance applies. The bodily
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injury or property damage must be caused by an occurrence. An occurrence is an accident,

including continuous or repeated exposure to substantially the same general harmful

condition. Under this coverage, the insurer agrees to pay those sums that the insured is legally

obligated to pay as damages because of personal and advertising injury. This term is defined

in the policy and includes false arrest, detention, or imprisonment; malicious prosecution;

wrongful eviction or entry; oral or written publication that slanders or libels; oral or written

publication that violates a persons right to privacy; using anothers advertising idea in your ad;

and infringing upon anothers copyright or slogan or image.

3. Medical payments

Medical payments cover the medical expenses of persons who are injured in an accident on

the premises or on ways next to the premises, or as a result of the insureds operations. The

medical expenses must be incurred within one year of the accident and are paid without

regard to legal liability. An occurrence policy is one that covers claims arising out of

occurrences that take place during the policy period, regardless of when the claim is made. In

contrast, the claims-made policy only covers claims that are first reported during the policy

period, provided the event occurred after the retroactive date (if any) stated in the policy

Topic Objective:

At the end of this topic student would be able to:

 Describe ISO Commercial Crime Insurance Program

 Describe Commercial Crime Coverage Form (Less Sustained Form)

 Describe Financial Institution Bonds

 Describe Surety Bonds

Key Points:

1. Robbery

Robberyis the unlawful taking of property from a person by someone who has caused or

threatens to cause that person bodily harm or has committed an obviously unlawful act

witnessed by that person. Burglary is typically defined as the unlawful taking of property
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from inside the premises by a person who unlawfully enters or leaves the premises, as

evidenced by marks of forcible entry or exit. Safe burglary is the unlawful taking of property

from within a locked safe or vault by a person unlawfully entering the safe as evidenced by

marks of forcible entry upon its exterior, or from a safe or vault from inside the premises.

Theft is the unlawful taking of money, securities, or other property to the deprivation of the

insured.

Employee theft pays for the loss of money, securities, and other property that results directly

from theft committed by an employee. The theft is covered even if the employee cannot be

identified, or the employee is acting alone or in collusion with other persons. Forgery or

alteration pays for a loss that results directly from forgery or from the alteration of checks,

drafts, promissory notes, or similar instruments made or drawn by the insured or insureds

agent. The coverage applies only to forgery or alteration of the insureds checks or

instruments and not to losses that result from the acceptance of forged checks or the

instruments of others. This coverage pays for the loss of money and securities inside the

premises or banking premises that result directly from theft, disappearance, or destruction.

Coverage also applies to damage to the premises or its exterior from the actual or attempted

theft of money if the insured owns the premises or is liable for damage to it. In addition,

coverage applies to damage to a locked safe, vault, cash register, or cash box because of

actual or attempted theft or unlawful entry. This coverage pays for the loss or damage of

other property inside the premises by the actual or attempted robbery of a custodian, or by

safe burglary inside the premises. This agreement covers the theft, disappearance, or

destruction of money and securities outside the premises while in the custody of a messenger

or an armored-car company.

2. Discovery Form

The discovery form covers losses discovered during the policy period or within 60 days after

the policy expiration date, regardless of when the loss occurred. The loss-sustained form

covers losses that occur during the policy period and are discovered during the policy period

or within one year after the policy expires. An underwriter may believe that large

undiscovered losses might exist prior to the policys inception date. To deal with adverse

selection, a retroactive date endorsement could be added to the policy, which covers losses

that occur only after the retroactive date and are discovered during the current policy period.

If the retroactive date is the same as the policys inception date, losses that occurred prior to

the policys inception date would not be covered. The crime coverage form contains the

following exclusions:
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 Dishonest acts or theft committed by the named insured, partners, or members knowledge of

dishonest acts of employees prior to policy period.

 Dishonest acts or theft by employees, managers, directors, trustees, or representatives

confidential information

 Indirect loss

 Inventory shortages (applies only to the employee theft insuring agreement)

 Trading losses

3. Provision states

This provision states that the employee theft insuring agreement terminates as to any

employee once the insured has knowledge that the employee has committed a theft or

dishonest act. Once the insured becomes aware of the theft or dishonest act committed by the

employee either before or after the worker is employed, employee theft coverage on that

worker is terminated. Under this provision, the current policy provides coverage for a loss

that occurred during the term of the prior policy but was discovered only after the discovery

period under the prior policy had expired.

This provision is important tecause it enables an employer to change insurers without penalty.

The provision applies only if there is no break in the continuity of coverage under both

policies. Another requirement is that the loss is one that would have been covered by the

current policy if it had been in force when the loss occurred. Fidelity coverage covers losses

that result directly from the dishonest or fraudulent acts of employees acting alone or in

collusion with others, with the active and conscious purpose of causing the insured to sustain

such loss. This provision covers the loss of property on the premises from robbery, burglary,

misplacement, mysterious unexplained disappearance, theft, and a number of additional

perils. Loss or damage to furnishings, fixtures, and office equipment as a result of the robbery

or burglary is also covered.

This provision covers in-transit losses, which include losses from robbery, larceny, theft,

misplacement, unexplainable disappearance, and other specified perils. The property must be

in the custody of a messenger or in the custody of a transportation company. This is an

optional provision that covers loss from forgery or alteration of most negotiable instruments

and certain financial instruments specified in the bond.
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4. Surety bond

There are three parties to a surety bond:

 Principalthe party who agrees to perform certain acts or fulfill certain obligations

 Obligeethe party who benefits from the bond if the principal fails to perform

 Suretythe party who agrees to answer for the debt, default, or obligation of another

5. Insurance contracts

Insurance contracts and surety bonds differ in the following respects:

 There are two parties to an insurance contract; there are three parties to a surety bond.

 The insurer expects to pay losses; the surety theoretically expects no losses to occur.

 The insurer normally does not have the right to recover a loss payment from the insured; the

surety has the right to recover from a defaulting principal.

 Insurance is designed to cover losses outside the insureds control; the surety guarantees

character, honesty, integrity, and ability to perform, which are within the insureds control.

 A performance bond can be used to guarantee the performance of a construction firm. A

public official bond can be used to guarantee the performance of a public official, such as a

city treasurer. A bail bond guarantees that the person bonded will appear in court at the

appointed time
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