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Insurance-meaning-nature and principles —life and general insurance —principles
— types of policies — Life insurance vs. General insurance

INSURANCE:

Insurance is a contract in which the individual or an entity gets the financial
protection in other words reimbursement from the insurance company for the
damage (big or small) caused to their property.

The insurer and the insured enter a legal contract for the insurance called the
insurance policy that provides financial security from the future uncertainties.

The parties - individual i.e. insured and the insurance company called insurer.

In this agreement, the insurer promises to make good the losses of the insured
on the happening of the contingency and the insured pays a premium in return
for the promise made by the insurer.

Definition - Insurance is defined as a co-operative device to spread the loss
caused by a particular risk over a number of persons who are exposed to it and
who agree to ensure themselves against that risk.

Insurance is a contract, represented by a policy, in which an individual or entity
receives financial protection or reimbursement against losses from an insurance
company. The company pools clients' risks to make payments more affordable
for the insured.

Nature or Characteristics of Insurance:

On the basis of the definitions of insurance discussed above, one can observe
the following nature or characteristics:

1. Contract

Insurance is a contract between the insurance company and the policyholder
wherein the policyholder (insured) makes an offer and the insurance company
(insurer) accepts his offer. The contract of insurance is always made in writing.

2. Consideration



Like other contracts, there must be lawful consideration in insurance also. The
consideration is in the form of premium which the insured agrees to pay to the
insurer.

3. Co-operative Device

All for one and one for all is the basis for cooperation. The insurance is a
system wherein large number of persons, exposed to a similar risk, are covered
and the risk is spread over among the larger insurable public. Therefore,
Insurance is a social or cooperative method wherein losses of one is borne by
the society.

4. Protection of financial risks

An insurer is protected from financial risks which can be measured in terms of
money. As such insurance compensates only financial or monetary loss or risks.

5. Risk sharing and risk transfer

Insurance is a social device for division of financial losses which may fall on an
individual or his family on the happening of some unforeseen events. When
insured, the loss arising out of the events are shared by all the insured in the
form of premium. Therefore the risk is transferred from one individual to a

group.
6. Based upon certain principles

The insurance is based upon certain principles like insurable interest, utmost
good faith, indemnity, subrogation, causa-proxima, contribution, etc.

7. Regulated by Law

Insurance companies are regulated by statutory laws in almost all the countries.
In India, life insurance and general insurance are regulated by Life Insurance
Corporation of India Act 1956, and General Insurance Business
(Nationalization) Act 1972, and IRDA Regulations etc.

8. Value of Risk

Before insuring the subject matter of the insurance contract, the risk is evaluated
in order to determine the amount of premium to be charged on the insured.
Several methods are being adopted to evaluate the risks involved in the subject
matter. If there is an expectation of heavy loss, higher premiums will be
charged. Hence, the probability of occurrence of loss is calculated at the time of
insurance.



9. Payment at contingency

An insurer is liable to pay compensation to the insured’s only when certain
contingencies arise. In life insurance, the contingency — the death or the expiry
of the term will certainly occur. In such cases, the life insurer has to pay the
assured sum.

In other insurance contracts, the contingency — a fire accident or the marine
perils, may or may not occur. So, if the contingency occurs, payment is made,
otherwise no payment need to be made to the policyholders.

10. Insurance is not gambling

An insurance contract cannot be considered as gambling as the person insured is
assured of his loss indemnified only on the happening of such uncertain event as
stipulated in the contract of insurance, whereas the game of gambling may
either result into profit or loss.

11. Insurance is not a charity

Premium collected from the policyholders under an insurance is the cost of risk
so covered. Hence, it cannot be taken as charity. Charity lacks the element

of contract of indemnity and compensation of loss to the person whosoever
makes it.

Major Categories of Insurance

Life and Health Insurance - life; accident and sickness; disability

General Insurance- automobile; home; liability; commercial; crime. It is also
referred to as Property and Casualty Insurance.

Social Insurance - Hospital and Medical Plans; unemployment insurance,
benefits; workers compensation.

PRINCIPLES OF INSURANCE:

The concept of insurance is risk distribution among a group of people, hence co-
operation becomes the basic principle of insurance in addition to probability.

However to ensure fairness and proper functioning of the Insurance contract the
following seven principles are essential:

1. Utmost Good Faith

2. Insurable Interest



3. Indemnity

4. Proximate Cause
5. Subrogation

6. Contribution

1. Principle of Utmost Good Faith:

The very basic principle is that both the parties in an insurance contract should
act in good faith towards each other i.e. they must provide clear and concise
information related to the terms and conditions of the contract.

The Insured should provide all the information related to the subject matter and
the insurer must give clear details regarding the contract.

Eg — Jacob took a health insurance policy. At the time of taking insurance, he
was a smoker and failed to disclose this fact. Later, he got cancer. In such a
situation the Insurance Company will not be liable to bear the financial burden
as Jacob concealed important facts, Mitigation of Loss (Minimization)

2. Principle of Insurable interest:

This principle says that the individual (insured) must have an insurable interest
in the subject matter. Insurable interest means that the subject matter for which
the individual enters the insurance contract must provide some financial gain to
the insured and also lead to a financial loss if there is any damage, destruction
or loss.

Eg — the owner of a vegetable cart has an insurable interest in the cart because
he is earning money from it. However, if he sells the cart, he will no longer
have an insurable interest in it.

To claim the amount of insurance, the insured must be the owner of the subject
matter both at the time of entering the contract and at the time of the accident.

3. Principle of Indemnity:

This principle says that insurance is done only for the coverage of the loss hence
insured should not make any profit from the insurance contract. In other words,
the insured should be compensated the amount equal to the actual loss and not
the amount exceeding the loss. The purpose of the indemnity principle is to set
back the insured at the same financial position as he was before the loss



occurred. Principle of indemnity is observed strictly for property insurance and
not applicable for the life insurance contract.

Eg — The owner of a commercial building enters an insurance contract to
recover the costs for any loss or damage in future. If the building sustains
structural damages from fire, then the insurer will indemnify the owner for the
costs to repair the building by way of reimbursing the owner for the exact
amount spent on repair or by reconstructing the damaged areas using its own
authorized contractors.

4. Principle of Proximate Cause:

This is also called the principle of ‘Causa Proxima’ or the nearest cause. This
principle applies when the loss is the result of two or more causes. The
insurance company will find the nearest cause of loss to the property. If the
proximate cause is the one in which the property is insured, then the company
must pay compensation. If it is not a cause the property is insured against, then
no payment will be made by the insured.

Eg Due to fire, a wall of a building was damaged, and the municipal authority
ordered it to be demolished. While demolition the adjoining building was
damaged. The owner of the adjoining building claimed the loss under the fire
policy. The court held that fire is the nearest cause of loss to the adjoining
building and the claim is payable as the falling of the wall is an inevitable result
of the fire.

In the same example, the wall of the building damaged due to fire, fell down
due to storm before it could be repaired and damaged an adjoining building. The
owner of the adjoining building claimed the loss under the fire policy.In

5. Principle of Subrogation:

Subrogation means one party stands in for another. As per this principle, after
the insured i.e. the individual has been compensated for the incurred loss to him
on the subject matter that was insured, the rights of the ownership of that
property goes to the insurer i.e. the company.

Subrogation gives the right to the insurance company to claim the amount of
loss from the third-party responsible for the same.

Eg — If Mr A gets injured in a road accident, due to reckless driving of a third
party, the company with which Mr A took the accidental insurance will
compensate the loss occurred to Mr A and will also sue the third party to
recover the money paid as claim.



6. Principle of Contribution

Contribution principle applies when the insured takes more than one insurance
policy for the same subject matter. It states the same thing as in the principle of
indemnity i.e. the insured cannot make a profit by claiming the loss of one
subject matter from different policies or companies.

Eg — A property worth Rs.5 Lakhs is insured with Company A for Rs. 3 lakhs
and with company B for Rs.1 lakhs. The owner in case of damage to the
property for 3 lakhs can claim the full amount from Company A but then he
cannot claim any amount from Company B. Now, Company A can claim the
proportional amount reimbursed value from Company B.

7. Mitigation of Loss (Minimisation)

This principle says that as an owner, it is obligatory on part of the insurer to
take necessary steps to minimise the loss to the insured property. The principle
does not allow the owner to be irresponsible or negligent just because the
subject matter is insured.

Eg — If a fire breaks out in your factory, you should take reasonable steps to put
out the fire. You cannot just stand back and allow the fire to burn down the
factory because you know that the insurance company will compensate for it.

Life Insurance

Risk Sharing: Life Insurance means pooling of funds Of people and meeting the
loss of those few who have met a mishap i.e. an early death. After the death of
the bread-winner of a family, the members of the family may be compelled to
live a life of misery, but for the insurance cover that comes to their rescue by
providing money for sustenance, education and growth.

Predictable Mortality: The third principle of life insurance is predictable
nature of mortality. It is not possible to tell when a person will die. But as more
than a century has passed for the insurers recording data about health, lifestyle
and mortality trends, insurers can project life expectancies. This data is recorded
in mortality tables.

The life insurance policies can be divided on the basis of:

e Methods of premium payments
¢ Single premium policy
e Level premium Participation in profit



e With profit policy

e Without profit policy Number of lives covered
¢ Single life policy multiple life policy
e Joint life policies

e Method of payment of sum assured
¢ Instalments or annuity policies

e Lump-sum policies

e Duration of policy

e Methods of Duration

e Whole life policy

e Limited payment Whole life policy
e Convertible Whole life policy

e Methods of Term Insurance

e Temporary assurance policy

e Renewable term policies

e Convertible term policies

e Methods of Endowment

e Pure endowment policy

e Ordinary endowment policy

e Joint endowment policy

e Double endowment policy

e Fixed term endowment policy

e Educational annuity policy

e Triple benefit policy

e Anticipated endowment policy

e Multi-purpose endowment policy

e Children's deferred endowment policy
e Money back plans

e Annuity plans

e Market linked insurance plans

The above types of products offered are categorized as follows:
Pure insurance products — Term plans.
Pure investment products — Pension plans.

Investment cum insurance products — Endowment plan, Money-back plan,
Whole-life and Unit Linked insurance plans.



LIFE INSURANCE VS GENERAL INSURANCE

BASIS FOR LIFE INSURANCE | GENERAL
COMPARISON INSURANCE
Meaning Life insurance can be | General insurance
understood as the refers to the
insurance contract, in | insurance, which are
which the life risk of | not covered under
an individual is life insurance and
covered. includes various
types of insurance,
I.e. fire, marine,
motor, etc.
What is it? It is a form of It is a contract of
investment. indemnity
Term of contract Long term Short term

Claim payment

Insurable amount is
paid, either on the
occurrence of the
event, or on
maturity.

Loss is reimbursed,
or liability incurred
will be repaid on the
occurrence of
uncertain event.

Premium

Premium has to be
paid over the years.

Premium should be
paid in lump sum.

Insurable interest

Must be present at
the time of contract.

Must be present,
both at the time of
contract and at the
time of loss.

Policy value It can be done for The amount payable
any value based on | under non-life
the premium the insurance is confined
policy holder willing | to the actual loss
to pay. suffered or liability
uncured, irrespective
of the policy amount.
Savings Life insurance place | General insurance

has a component in
savings.

has no such savings
component.







