Paper-1: Principles and Practice of Insurance
November 2008

1. From the answers of the following questions, indicate the one that is accurate or nearing accuracy: 
(i) Peril means 
(a) Danger   (b) Risk  (c) Cause of loss   (d) Uncertainty 
                  Answer: (c) Cause of Loss 

(ii) Risk means 
(a) Fear of loss    (b) A cause of loss   

(c) Measurable uncertainty   (d) Unpredictability 
                      Answer: (c) Measurable Uncertainty 

(iii) Which one of the following is not Peril? 
(a) Theft       (b) Fire    (c) Burglary   (d) Wet road 
                              Answer: (d) Wet Road 

(iv) Selling defective medicines create 
(a) Personal risk   (b) Liability risk  (c) Property risk  (d) Speculative risk 
                              Answer: (b) Liability risk  

(v) Insurance covers 
(a) Speculative risk  (b) Investment risk  (c) Impure risk  (d) Pure risk 
                                 Answer: (d) Pure Risk 

(vi) Life Insurance contracts provides 
(a) Economic security     (b) Emotional security 
(c) Legal security   (d) Physical security 
                  Answer: (a) Economic Security 

(vii) Under which policy is the Sum assured payable in case of survival only till the end of the term? 
(a) Term insurance policy    (b) Term endowment policy 
(c) Pure endowment policy   (d) Endowment insurance policy  
                    Answer: (c) Pure Endowment Insurance Policy 

(viii) In which case the principle of indemnity is applicable? 
(a) All types of insurances   (b) Non-Life insurance only 
(c) Life insurance only   (d) None of the above  
                   Answer: (b) Non-Life Insurance only  

(ix) Which one of the following is not a part of the policy document? 
          (a) The heading    (b) The preamble  (c) The objective clause  (d) The operative clause 
Answer (c) The objective clause 

(x) The broker in an insurance business is the representative of a/an 
(a) Agent     (b) Insurer    (c) Insured    (d) Principal  
                   Answer: (c) Insured 

(xi) Excess of loss treaties can be classified as 
(a) per occurrence  (b) per risk  (c) aggregate excess  (d) All the above 
                    Answer: (d) All the above 

(xii) The TAC in India is mainly concerned with the 
(a) Regulating of rates                        (b) Insurance of policies 
  (c) Investments of the funds            (d) Licensing of the agents 
            Answer: (a) Regulating of rates  

(xiii) Personal accident policies are 
(a) Valued policies          (b) Indemnity policies 
(c) Unvalued policies      (d) Open policies 
Answer: (a) Valued Polices 

(xiv) Forceful entry is the chief characteristic of 
(a) Theft  (b) Arsow   (c) Larceny   (d) Burglary  
                    Answer: (d) Burglary 

(xv) Investment regulations in India are now defined by 
(a) IRDA  (b) Central Govt.  (c) State Govt.   (d) Ministry of Finance 
                   Answer: (a) IRDA  
2. Distinguish between the following: 
(a) Pure risks and Speculative risks 
Answer: Pure risks involve situations where there is a chance of loss or even a break-even situation but no profit. They don’t have favourable outcomes. On the other hand, speculative risks have happy or favourable outcomes namely profit or gain in addition to the out comes of a pure risk. 

Pure risks are generally insurable but not the Speculative risk. 
(b) Insurance and Hedging. 
Answer: Insurance involves the transfer of insurable risk but hedging is a technique of handling the risk that are typically uninsurable. Insurance can reduce the objective risk of an insurer by application of large numbers, where as hedging typically involves only risk transfer, not risk reduction 

3.Fill in the blanks 
(a) I.R.D.A.’ primary duty is Protection of policy holders interest 

(b) Lire Insurance Contracts are long term/benefits contracts 

(c) In Machinery Insurance , premium is charged on the replacement Value 
(d) Warranty is a Stipulation in writing asking the insured not to take certain steps 

(e) Representation is a statement made by an applicant for insurance before a contract is made which effects the willingness of the insurer to accept the risk. 

(f) Reinsurance is insurance of insurance 

(g) Rider is an attachment of an Insurance policy that alters the policy coverage or terms. 

(h) Rate is the cost of a unit of insurance 

(i) Deductible is the amount of loss borne by the policy holder. 

(j) Act of God perils are those perils that cannot reasonably be guarded against. 

(k) Balance Sheet provided a snapshot / statement of a company’s financial condition at one point of time. 

(l) Dividends are moneys returned to the policyholders from the Insurance Company’s arnings. 

(m) Immediate Annuity is an Annuity in which benefits begin / accrue soon after the annuity is purchased. 

(n) Mortality Table is a table that shows the number of deaths per thousand and the expectation of life at various stages. 

(o) Solvency is Insurance Companies ability to pay the claim of policy holders. 

4. Explain the eligibility requirements that are commonly required in Group Insurance Plans. 
ANS: 
Eligible groups for group insurance. 
1) Employer - employee   2) Creditor – debtor group 

 3) Professional group      4) Cooperative Societies    5) Nodal Agencies 

Eligible requirements: 
1) Be full time employees  2) Satisfy a probationary period  3) Be actively at work 

4)  Apply for insurance during the eligibility period. 

Marks 5 
5. (a) A jewellery trader took Burglary Insurance of his shop and covered the stock in-trade for Rs.50 lacs on the condition that the jewellery will be kept locked in a Vault at night at all times. 
A Burglary occurred in his shop and it was observed that jewellery valued at Rs10 lacs which was taken away by Robbers was not kept in the Vault. What is the liability of the Insurance Company? 
ANSWER: The Insurer is not liable for the loss of Rs10 lacs as the express Condition of the policy was not observed. 

Marks 2.5 
(b) Can a Driver who is not the owner of a car purchase Insurance of the car? 
What would be the liability of the Insurance Company on the happening of a Claim in the above situation? 
ANSWER: The Driver has no insurable interest in the car, and hence a Contract entered by him would be void. The Insurance Company would not be liable for any damages to the vehicle. 
(C) “Bharat Steamer Company” owns an Ocean Steamer valued at Rs.50 crores. The Steamer is insured with three Insurance Companies X, Y and Z. The amount underwritten by X is 25 crores , by Y is 20 crores and by Z is 5 crores. The Steamer meets with an accident and the loss is assessed at Rs.10 crores. What is the liability of each Individual insurer? 
ANSWER: Insurer X - Liability Rs.5 Crores 

Insurer Y - Liability Rs.4 Crores 

Insurer Z - Liability Rs.1 Crore 

Marks 10 
6. Discuss the scope of coverage under Institute Cargo Clause (ICC clauses) for Marine policy. 
ANSWER: Institute Cargo Clauses”C” (Basic Cover) covers the following: 

(a) Loss or damage to the subject matter 

(i)Insured reasonably attributed to 

  Fire or explosion   􀂾 Vessel or craft being grounded, bunker capsized 

􀂾 Overturning or derailment of land conveyance 􀂾 Discharge of cargo at the port of distress 
(ii) Loss / Damage to the subject matter insured caused by: 

􀂾General Average Sacrifice  􀂾Jettison 

(b) General Average Contribution and salvage charges to avoid loss from any cause except those excluded 

(c) Liability under “Both to Blame Collusion “ clause of contract of Affreightment 

   ICC :B” Covers the risks of clause c and 

o Loss / damage by earthquake, volcanic etc., 

o Loss / damage by entry of sea, lake, river water into vessel, craft, lift van or place of storage 

􀂾    Institute of Cargo Clause “A” comprehensive Cover 

o All risks of loss to cargo insured except exclude 

o General Average contribution & Salvage Charges 

o Liability under “Both to Blame Collusion” clause of contract of afreightment. 

Marks 10 
7. (a) A building is insured against Fire Insurance for Rs.25 crores for the period 1.4.2008 to 31.3.2009. 
At fire occurred in the building on 10.7.2008 destroying one portion of the building. The loss was assessed at Rs.8 crores by the surveyors. 
In the course of their assessment and investigation, the surveyors also found that the building in question was under insured to the time of Rs.5 crores. 
Discuss the liability of the Insurance Company under the Fire Policy. 
ANSWER: (a) Fire Insurance is a Strict Contract of indemnity. Since the market value of the property on the day of Fire was 30 crores and not 25 crores , the insurer will be his own insurer for the balance and will be indemnified on the formula of S1 x Loss 

M.V 

i.e., 25 x 8 =Rs.6.66 crores 

30 

And not Rs.8 crores as assessed by the surveyors. 

Marks 5 
(b) A life assured took a life policy on 10.7.2004 for Rs.2 Lacs. He died on 14.11.2007. According to the treatment file it was observed that he was treated for Cancer of the Intestines in Tata Memorial Cancer Hospital. The patient was admitted on 5.7.2007 and was discharged on 7.8.2007. 
Discuss the liability of the Insurer Company under the Life Policy 
ANSWER: Since the cancer treatment has been taken after purchase of Insurance by the insured, the claim will be paid in full. 

Marks 5 
(C) Name five important Health Insurance Policies which are available in India. 
ANSWER: (i) Mediclaim Policy (Individual & C-Group) 

(ii) Overseas Mediclaim Policy                     (iii) Janata Personal Accident Policy 

(iv) Raj Rajeshwari Mahila Kalyan Yojna       (v) Cancer Insurance Policy 

******
SUGGESTED ANSWERS DIRM TECHNICAL EXAMINATION MAY 2008
PAPER – I (PRINCIPLES AND PRACTICE OF INSURANCE)
1. Choose the correct answer to the following : 
i) Risk of the premature death is a 

(a) Financial risk          (b) Dynamic risk 

(c) Personal risk           (d) Subjective risk 

Ans: (c ) Personal risk 
. 

ii) Selling defective medicines create 

(a) Personal risk         (b) Liability risk 

(c) Property risk         (d) Speculative risk  

Ans : (b) Liability risk 

(iii) Insurance covers 

(a) Speculative risk           (b) Investment risk 

(c) Impure risk                  (d) Pure risk 

                 Ans: (d ) Pure risk 

(iv) In which case the principle of indemnity is applicable 

(a) All types of insurance           (b) Non-life insurance only 

(c) Life insurance only                (d) None of the above 

Ans: (b) Non-life insurance only 

(v) Which of the following is Not a part of the policy document 

(a) The headings                              (b) The preamble 

(c) The objective clause                  (d) The operative clause 

             Ans: (c ) The objective clause 

(vi) Which one of the following is considered an uninsurable peril? 

(a) Losses arising out of fire        (b) Losses arising out of war and war-like operations 

(c) Property risk                           (d) Travel risks 

Ans: (b) Losses arising out of war and war-lie operations 

(vii) According to the Marine Insurance Act, 1963, a contract of marine insurance is valid 

(a) Only when it is in writing          (b) Only when it is in verbal 

(c) Only if it fulfils some of the essentials of the valid contract 

(d) It can be an oral agreement or a written agreement 

Ans: (a) Only when it is writing 

(viii) The regulator of Insurance companies in India is 

(a) SEBI                  (b) IRDA             (c) LPA                    (d) TAC 

Ans: (b) IRDA 

(ix) Ombudsman is a 

(a) Governmental body                 (b) Semi-governmental body 

(c) Semi-quasi body                      (d) Semi-judicial body 

Ans: (c ) semi-quasi body 

(x) The TAC is India is mainly concerned with  

(a) Regulating the erstwhile Tariff rates                 (b) Issuance of policies 

(c) Investment of funds                                         (d) Licensing of the agents 

               Ans: (a ) Regulating the erstwhile Tariff rates 

(xi) Personal Accident policies are 

(a) Benefit policies                         (b) Indemnity policy 

(c) Unvalued policy                       (d) Open policies 

              Ans: (a) Benefit policies 

(xii) Workmen’s compensation policy indemnifies the losses of the 

(a) Worker                         (b) Employer 

(c) Government                 (d) Surveyor 

Ans: (b) Employer 
(xiii) The standard erection all risk insurance policies do not cover 

(a) Fire risk                                         (b) Negligence 

(c) Storm caused damages                  (d) Removal of debris 

Ans: (d) Removal of debris 
xiv) For which annuity, the investment risk is an integral part ? 

(a) Fixed annuity                        (b) Variable annuity 

(c) Immediate annuity                (d) Deferred annuity 

Ans: (b) Variable annuity 

(xv) Life Insurance Companies generally invest in 

(a) Short term investments                    (b) Long term investments 

(c) Only bonds                                      (d) Only equity shares 

                 Ans: (b) Long term investments 

2. Discuss the scope of coverage under Institute Cargo Clause (ICC) “C” in Marine Insurance. 

Ans: Institute Cargo Clause “C” (Basic Cover) covers the following. 

(a) (i) Loss or damage to the subject-matter insured reasonable attributable to 

• Fire or explosion. 

• overturning or derailment of land conveyance 

• Vessel or craft being grounded sunk or capsized. 

• Discharge of cargo at the post of distress 

(ii) Loss or damage to the subject matters caused by 

• General Average Sacrifice                  • Jettison 

(b) General Average contribution & Salvage charge incurred to avoid loss from any cause except those excluded. 

(c) Liability under “Both to blame collusion” clause of contract of Affreightment. 

(i) Institute Cargo clause “B” covers the risks of ICC (c) and 

• Entry of sea, lake or river water into vessel, craft, lifts van or place of storage. 

• Total loss of any package lost over board, dropped while loading/unloading in to or from vessel or craft. 

(ii) Institute Cargo clause “A” cover 

• All risks of loss/damage to cargo insured 

• General average contribution and salvage charges 

• Liability under both to blame collision clause of contract of Affreightment 

3. Fill in the blanks: 

           (a ) Human life value forms the foundation of _______________ 

              Ans: Life Insurance 
(b) ________________ comes under “Miscellaneous Insurance”. 

Ans: Motor Insurance 
(c) The doctrine of ‘Caveat emptor’ governs ___________________. 
Ans: Commercial Contracts 
(d) Payment of premium to an LIC agent cannot be regards as payment to the insurer because LIC ________________. 
Ans: agents are not authorized to collect premium in accordance with 
rule of Agents Regulations 1972. 
(e) The person responsible for selecting, classifying and assessing risk in an insurance company is called ___________. 

Ans: Underwriter 
(f) A re-insurer is called insurer’s insurer because ______________________ 

Ans: The reinsurer insures insurer’s risk above retention limit. 
(g) An award made by ombudsmen is binding on ____________________
 Ans:the insurer provided it is acceptable to the claimant. 
(h) Personal Accident Insurance does not cover the injuries resulting from ____________________ 

Ans: Intentional Self injury. 
(i) Forceful entry is the chief characteristic of _____________ 

Ans: Burglary 
(j) Master policy is issued for _____________________ 

Ans: Group Insurance Schemes 
4. Describe the basic characteristics of Term Life Insurance. 

Ans: 
Term life Insurance has some of the following characteristics: 
• Furnishes protection for a limited number of years. 

• It terminates with no maturity value 

• The face amount of the policy is payable only if the insured’s death occurs during the stipulated term 

• Nothing is paid in case of survival 

• Issued for a short period but customarily provides protection for at least a set number of years, such as 10 or 20 years, or to a stipulated age, such as 65 or 70 years. 

• It is more comparable to property and liability insurance contracts than to any other life insurance contract. 

• Initial premium rates are low compared to other life products because the period of protection is limited 

• Prices of term products of different insurers can be easily compared 

• The term market is more price competitive than the market for cash value policies. 

• Usually, term products have no cash values and often no dividends, thus permitting policy comparisons on the basis of premiums. 

• Three features applicable to many term life policies. 

- Renewability – continuation of the policy for another term without reference to insured’s insurability; premiums increase at each interval 

- Convertibility – is an option to change over to a cash value policy [ whole life or endowment] without reference to insured’s insurability; conversion allowed on attained age method or on original age method 

- Reentry – is the facility to pay lower premium than otherwise if insureds can demonstrate that they meet certain continuing insurability conditions. Insurers use three types of mortality tables. 1. Select [mortality experience of newly insured lives - generally exhibit lower mortality], 2.Ultimate [mortality experience beyond the select years – generally it exhibits higher mortality], and 3.Aggregate [includes both select and ultimate] mortality tables. 

5. State which of the following statements is true or false : 

I. Wet road is not a peril. (True) 
II. Insurance business is based on Parkinson’s Law. (False) 
III. Subrogation means sharing of indemnity by a group of insurers. (False) 
IV. Pure premium means premium covering expected loss. (True) 
V. Janata Personal Accident Policy is meant for people from weaker section of the society. (True) 
VI. Total loss in motor insurance means theft of the vehicle. (False) 
VII. Professional Indemnity insurance does not cover acts of negligence. (False) 
VIII. Money back plans are with profit policy. (False) 
IX. Annuity schemes offer capital appreciation. (False) 
X. The power or function of the IRDA is to adjudge that policy holders are solvent. (False) 
6. a). The insurance regulator will work towards creating an environment that generates confidence among potential policyholders. Why is there a need for creating such an environment? What measures has the IRDA taken in this regard? 

b). what strategies do you recommend to a new Private Sector Insurance in the Indian Market? 

Ans 6 (a) 
Till recently the government owned companies offered insurance services in India and hence there is little doubt in the minds of the policy holders about the safety of their savings. However, the same level of confidence con not be expected in case of private companies. To gain the confidence it is essential that there will be a fairly high level of transparency in their operations. Further, as the risk involved is high, there should be adequate capital bare for companies offering there services. In this regard, IRDA has issued the following guidelines: 

-Minimum paid-up capital of Rs. 100 crores, for life/ general insurance and Rs.200 crores in case of reinsurance business. 

-Annual Actuarial investigation 

-Solvency margins. 

-Deposit with RBI, the least of the following 

(a) Rs. 10 crores, in cash or remarkable approved securities. 

(b) A sum of 1 % (for life insurance) 

(c) 3% (for general insurance) 

(d) Rs. 20 crores in case of reinsurance 

Ans 6 (b) 
Insurance is comparatively a new business to the Indian corporate world as the LIC and GLC and its subsidiaries were the only players in this market. In this new market, the following strategic issues are to be identified: 

-Tap the potential market. 

-Investment in secured assets 

-Customized products. Earlier there was no proper product innovation that has been taking place in the country 

-Market research to identify the customers needs with the help of historical data. 

7. (a) Ram has recently retired from service. He does not want to take risk with his 

VRS funds. He wants to have safe, guaranteed and fixed returns from his 

VRS fund investment. 

Suggest a suitable Policy which Ram should take from life Insurance 

Company? 
(b) Ashok has recently purchased a car by taking loan from Auto Finance. 

He wants to retain the car for his family members even in his absence. 

What Life Policy should he go in for ? 
Ans: 7(a) 
The best policy which Ram should take would be an immediate Annuity plans or single premium Annuity plans. This would give him both guaranteed and fixed returns. At the same time his Fund will also be safe. 

Ans: 7(b) 
The best policy for Ashok would be a Mortgage Redemption Policy. This plan offers safe Insurance Covers for specific number of years till the Loan is enclosed at the least cost. 

8. (a) The existence of Insurance prompts some Insureds to deliberately cause a 

loss so as to profit from Insurance. These social costs fall directly on 

Society. 

Give some examples of such fraud. 

(b) Mr. Jacob who is the owner of a Maruthi Zen Car sold his car for Rs. 1.75 

lakhs after two years of limited use. When the cheque could not be en- cashed, he claimed indemnity from the Insurance Company for the loss of 

the Car 

. 

Is this claim valid ? 

Ans:8(a) The examples of deliberate loss care:- 

(i) Creating a fraudulent claim 

(ii)Over-stating the amount of house 

(iii) Misrepresenting facts to receive payment 

(iv) Misrepresentation to receive payments by giving false information. 

(v) Resorting to Misrepresentation to obtain a policy by his representing facts. 

(vi) Insider and internal fcaud by convivance with the Aqcut /Insurer. 

Ans:8(b) 
The claim put forward by Mr. Jacob is not valid because the loss suffered 

by him is the loss of the sale proceed of his Marathi Zen Car and not the loss of the car as a result of accidental damage/ theft. Hence the insurance is not liable for any compensation.
******
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Question 1

Choose the correct answers to the following :

(i) Personal accident policies are

(a) Valued policies             (b) Indemnity policies

(c) Open policies                (d) None of the above.

Answer

(a) Valued policies

 (ii) Forceful entry is the chief characteristic of

(a) Theft         (b) Arson            (c) Larceny            (d) Burglary

Answer

(d) Burglary

 (iii) What does deferred annuity plan consist of

(a) Accumulation period only             (b) Liquidation period only

 (c) Payment period only                   (d) Both (a) and (b) above.

Answer

(d) Both (a) and (b) above

(iv) Which of the following needs are satisfied by Life Insurance products?

(a) Risk coverage                    (b) Compulsory savings

(c) Tax savings                        (d) Both (a) and (b) above

(e) All (a), (b) and (c) above

Answer

(a) and (c) above

(v) Risk which cannot be totally eliminated by the insurer is called as

(a) Market risk             (b) Credit risk          (c) Systematic risk

(d) Operational risk       (e) All the above

Answer

(e) All the above

(vi) Liquidity risk arises due to

(a) Mismatch in maturities of assets and liabilities

(b) Non-withdrawal of deposits on the due date

(c) Default in repayments of loans

(d) Both (a) and (b) above

Answer

(a) Mismatch in maturities of assets and liabilities

 (vii) The Controller of Insurance is now replaced by

(a) IRDA         (b) IIRM           (c) IBRD           (d) SEBI         (e) None of the above

Answer

(a) IRDA

 (viii) Which of the following is not the function of IRDA?

(a) To regulate and promote orderly growth of insurance sector

 (b) To register insurance company

(c) To invest in the capital of the insurance company

(d) To supervise the functioning of TAC

Answer

(c) To invest in the capital of the insurance company

 (ix) Life Insurance companies generally invest in

(a) Short-term investments                 (b) Long-term investments

(c) Only bonds                                    (d) None of the above

Answer

(b) Long-term investments

 (x) Workmen’s Compensation policy indemnifies the losses of the

(a) Worker      (b) Employer            (c) Government          (d) None of the above

Answer

(b) Employer

 (xi) TAC in India was mainly concerned with

(a) Regulating the rates                   (b) Issuance of policies              

(c) Investment of funds                   (d) Licensing of the agents

Answer

(a) Regulating the rates

(xii) The broker in insurance business is the representative of

(a) Agent           (b) Insurer           (c) Insured            (d) Principal

Answer

(c) Insured

 (xiii) Which of the following is not a part of policy document?

(a) The heading                      (b) The preamble

(c) The objective clause           (d) The operative clause

(e) The proviso

Answer

(e) The proviso

 (xiv) In which case the principle of indemnity is applicable?

(a) All types of insurances                   (b) Non-life insurance only

(c) Life insurance only                         (d) None of the above

Answer

(b) Non-life insurance only

 (xv) When are the proceeds of a term Insurance policy payable?

(a) Only on death during term                            (b) Only on survival till the end of the term

(c) Any time during the term of the policy            (d) Never payable.

Answer

(a) Only on death during term
Question 2

Explain the major characteristics and limitations of Universal Life Insurance.

Answer

Universal life insurance policy is an important variation of the whole life insurance. It can be defined as a flexible premium policy that provides lifetime protection under a contract that unbundles the protection and saving components. It is sold as an investment rather than as protection.

Major characteristics are :

· Greater premium flexibility

· Adjustable face amount

· Contemporary interest rates

· Unbundling of the savings, expenses and protection elements and associated pricing

· Policy loans are permitted at competitive interest rates

· If the policy permits, additional insurance can be added to the policy

· Favourable income tax treatment as traditional cash value  policies

Limitations :

· Administrative costs are high

· Misleading rates of return (insurers advertise gross return which do not reflect sales  commission, expenses and cost of  insurance protection)

· Policy owner often lacks a firm commitment to pay premiums. As a result, the policy may lapse because of non-payment of premium

· Uncertainty in cash flows has proven a challenge in the operation of this policy

· Insurer has the right to increase current mortality charge up to the maximum limit

· Decline in interest rates

· Incomplete disclosure (the policy owner is not given information on how the expenses are allocated between the savings and protection components in the policy)

Question 3

Describe the basic parts of an Insurance Contract.

Answer

Insurance contracts generally can be divided into:

(a) Declarations    

(b) Definitions

(c) Insuring agreement / Operative clause

(d) Exclusions

(e) Conditions

(f) Miscellaneous provisions

Generally, most of the insurance contracts contain these parts :

Declaration : In this part, information regarding property or activity to be incurred by the insurer is presented. It is useful for underwriting and rating purposes. In life insurance, it contains the insured’s name, age, premium amount, issue date and policy number.

Definitions : They are in either quotation marks or in bold face type, e.g., the insurer is always referred to as “we”, “our” or “us” and the insured is referred to as “you” and “your”.

Insuring Agreement : This part summarizes the major promises and conditions to fulfil those promises by the insurer. In property and liability insurance, there are two forms of an agreement :

(i) Named peril policy and (ii) All risk coverage.

Exclusions : Three types of exclusions:

1. Excluded perils (e.g. the peril of war is excluded in disability income policy)

2. Excluded losses (e.g. Professional liability losses are excluded from personal liability sections of home owners policy)

3. Excluded property (e.g. cars and planes in home owners policy).

Conditions : To meet promises by the insurer, the conditions section imposes certain duties on the insured. If the policy conditions are not met, the insurer can refuse to pay the claim.

Miscellaneous Provisions : In property and liability insurance, miscellaneous provisions refer to cancellation, subrogation and assignment of the policy and in life insurance, grace period,

reinstatement of lapsed policy and misstatement of age, etc.

Question 4

State which of the following statements is right or wrong :

(i) Peril is a factor which creates the chances of loss

Answer  Right

 (ii) Insurance contracts are unilateral contracts

Answer  Wrong

 (iii) Speculative risks are insurable

Answer   Wrong

(iv) Pure risks have both favourable and unfavourable outcomes

Answer   Wrong

 (v) Personal accident contracts are not contracts of indemnity

Answer    Right

 (vi) Life Insurance is a contract of Indemnity

Answer

Wrong

(vii) Insurance enhances credit worthiness and reduces credit risk

Answer    Right

(viii) Tax Savings Law is availed under immediate annuity policies

Answer     Right

(ix) In determining “proximate cause”, the sequence of events according to their time of occurrence is relevant

Answer    Wrong

 (x) An award made by Ombudsman is binding on the insured 

Answer  Wrong

 (xi) Professional liability policy usually excludes any agreement guaranteeing results

Answer  Right

 (xii) Marine insurance policies are freely assignable

Answer   Right

 (xiii) Assignor of a policy can cancel the assignment any time during the tenure of the policy

Answer   Wrong

 (xiv) Under the Erection All Risk Policy, no extra premium will have to be paid for including cover against flood risks

Answer  Right

 (xv) Unless extra premium is paid, the standard fire policy offered now in India does not cover explosion

Answer  Wrong

Question 5

Differentiate between the following :

(a) Group insurance and Individual insurance

Answer

Group insurance differs from individual insurance in several aspects as follows :

(i) In group insurance, there is coverage of many persons under one contract whereas in individual insurance, there is coverage of single person in one contract.

(ii) There is group underwriting in group insurance, whereas individual underwriting is there in individual insurance.

(iii) Administrative and marketing expenses are reduced as a result of mass distribution methods in group insurance but in Individual insurance these expenses are more as a result of individual attention.

(iv) Employees receive a certificate of insurance in group insurance but individual policy owner holds the contract in individual insurance.

(v) There are many other differences between group insurance and individual insurance.

Question 5

(b) Machinery Insurance policy and Machinery Loss of Profits

policy

Answer

Machinery breakdown insurance policy covers all the costs involved in bringing the machinery back to pre-breakdown state. This policy covers almost all the stationary capital equipment. It also covers all sorts of events that can cause breakdown of the machinery. All electrical accidents, mechanical breakdown due to internal causes, external causes, operational deficiencies or human errors are covered under this policy. The Machinery Loss of Profits insurance primarily aims at covering the consequential losses, e.g. due to simultaneous failure of standby equipment. This policy helps to make good such losses. This policy

covers the losses due to

(a) Decrease in turnover due to damaged machinery

(b) Rise in cost of working as the additional expenditure is necessarily incurred for avoiding or reducing the fall in turnover for the interrupted period.

Question 6

Complete the following sentences :

(i) Endowment policies are eligible for loans within the ____________ of the policy.

(ii) In reinsurance, proportional treaties are classified into ____________

(iii) Professional indemnity insurance is also called ____________

(iv) In machinery insurance, premium is charged on the____________

(v) Master policy is issued for ____________ Scheme in Life Insurance

(vi) Risk of Premature death is ____________

(vii) ______________ forms the largest chunk of investments for L.I.C.

(viii) Annuity Schemes offer ____________

(ix) The premium is lowest for _______________ in Life Insurance

(x) A lapsed term Insurance policy can be revived during the lifetime of the assured, but before termination of a period of ____________ from the ____________

Answer

(i) Endowment policies are eligible for loans within the Surrender value of the policy.

(ii) In reinsurance, proportional treaties are classified into Quota and Surplus

(iii) Professional indemnity insurance is also called Errors and Omission Insurance

(iv) In machinery insurance, premium is charged on the Reinstatement value of the property

(v) Master policy is issued for Group Insurance Scheme in Life Insurance

(vi) Risk of Premature death is Personal risk

(vii) Government securities form the largest chunk of investments for L.I.C.

(viii) Annuity Schemes offer Regular assured sum

(ix) The premium is lowest for Endowment policy in Life Insurance

(x) A lapsed term Insurance policy can be revived during the life time of the assured, but before termination of a period of 2 years from the due date of unpaid premium

Question 7

What do you mean by referring to an insurance company as a financial ntermediary? Briefly enumerate the risks faced by an insurer in the process.

Answer

A financial intermediary is a firm or organization that brings together users and providers of funds. Financial intermediaries help channellize household savings into the corporate sector. Even small households often prefer to hold assets / scrips issued by financial intermediaries rather than those issued by the new corporations.

Insurance companies assume various types of risks in providing their services to the public. Insurers identify and manage risks according to a classification of risks developed by the actuarial profession. Insurance companies, which are basically financial intermediaries,

face some unique risks such as :—

(a) Asset risk

(b) Pricing risk

(c) Interest rate risk

(d) Market/Systematic risk

(e) Credit risk

(f) Off balance-sheet risk

(g) Technology risk

(h) Operational risk

All the above are inter-related and an effective management of these is central to the performance of an insurance company as a financial intermediary.
Question 8

(a) One Subash insured his machinery and stock of goods stored in the factory premises against damage by fire. A ‘Protection note’ was given subject to the usual conditions of the company’s policy, one warranty being “smoking and cooking” be strictly prohibited in and around the premises. The stocks were damaged by fire said to be of an accidental nature around dusk on 15th September, 2007. The Insurance Company, on being faced with claim, refused to pay on the ground that smoking a cigarette or a bidi carelessly by some employee occasioned the fire. Is the denial justified?

Answer

The insurance company denied the claim on the ground that there was an apparent breach of warranty as the fire was occasioned by smoking–which is strictly prohibited. But as there was no eyewitness to the origin of fire, the belief of the insurer was a mere matter of conjecture based on no evidence (see Bhattacharjee vs.Sentinal Insurance Company) In a well known case Dekhari Tea Co. vs. Assam Roadways Company, it was also held that fires cannot always be explained and it must be a matter of conjecture. As regards the warranty, as the company / insured had put up notices strictly prohibiting smoking in and around the place, in fact there was no breach of warranty. Hence the denial of the claim by the insurer is not justified. It should make good the loss.

Question 8

(b) A General Insurer has 10,00,000 earned car years and Rs. 5,000 of incurred losses. The cost of issuing a policy and collecting the premium would be Rs. 200 per car year. The other underwriting expenses vary with the size of the premium and  total up to 20 per cent of the gross premium. Calculate the gross rate using the pure premium method, assuming that the fixed cost does not change with the size of the premium, the rating class or the rating territory. 

Answer

The pure premium method consists of three basic steps :

(i) Calculating the pure premium

(ii) Calculating the expense loading

(iii) Combination of the above two into a gross rate.

The pure premium is calculated by dividing the number of earned exposure units by the amount of incurred losses, viz. 10,00,000 / 5,000 = Rs. 200 per year.

So, gross rate is G = (P+F) (1 – V) where

G is gross premium, P pure premium, F stands for fixed expenses and V stands for percentage of variable expenses.

G = (200 + 200) / (1 – .20)

= 400 / .80

= Rs. 500

The gross premium will thus be Rs. 500

Question 8

(c) Mr. Dheeraj insured his new Swift Car with Tata AIG Insurance Co. in the month of April, 2002 and allowed his son to drive it. Dheeraj died in June, 2002. His son

continued to drive the car and caused an accident in January, 2003 and claimed indemnity under the father’s policy. Justify the claim.

Answer

The insurance company will contend that the permission lapsed automatically with the death of his father. Hence, the son is not entitled for any compensation under the policy. Thus, the claim is not sustainable.
*****
PAPER – 1 : PRINCIPLES AND PRACTICE OF INSURANCE (MAY 07)

Question : 1

Choose the correct answer of the following:

a) Which of the following considerations is deemed to be lawful?

i) The consideration which is forbidden by law

ii) The consideration which will defeat the provision of any other law of the land.

iii) The consideration which will impose rrestriction on both the parties.

iv) The consideration which will lead to some fraudulent activity.

v) The consideration which is opposed to public policy.

Answer:

(iii) The consideration which will impose restriction on both the parties

b) When is the communication of acceptance by post treated as complete as against the proposer or the offerer

i) on receipt by the offerer

ii) as soon as the letter is posted

iii) anytime during the transit of the letter

iv) as soon as the letter of offer is accepted by the offerer

v) as soon as the letter is prepared by the offerer

Answer:

(ii) As soon as the letter is posted

c) The policyholder’s duty to disclose material facts lies at the time of

i) taking a policy

ii) revival of the policy

iii) reinstatement of a surrendered policy

iv) not at any tiime.

v) all the above stated in (i), (ii) and (iii).

Answer:

(v) all the above stated in (i), (ii) and (iii)

d) In order to avoid the forfeiture clause, premiums for at least, how many years have to be paid by the policyholder on a life policy?

i) One Year              ii) Three Years          iii) Two Years

iv) Five Years          v) Seven Years

Answer:

(ii) Three years

e) Disability income policies pay for

i) disability arising out of sickness

ii) disability arising out of sickness/accident

iii) disability arising out of employment injuries

iv) hospitalisation only for injuries.

Answer:

(ii) disability arising out of sickness / accident

f) Workmen’s Compensation policy indemnifies the losses of the

i) Worker             ii) Government           iii) Employer          iv) Head Workman

Answer:

(iii) Employer

g) What is the exemption under the condition of automatic renewal available to the insured 
i) the insured need not hav e to pay the premium

ii) the insured need not hav e to give his consent again

iii) the insured need not undergo any fresh medical test

iv) the insured need not have to pay any extra premium for the higher attained age.

Answer:

(iii) the insured need not undergo any fresh medical test.

h) Sources of investments funs for an insurer come from

i) policy premium              ii) assurance of loans

iii) issue of shares             iv) none of the above
Answer:

(i) Policy premium

i) Collateral assignment implies

i) temporary/conditional transfer               ii) absolute transfer

iii) transfer of only obligations                    iv) transfer of all rights

Answer:

(i) temporary/conditional transfer

j) Liquidity risk arises due to

i) mismatch between assets and liabilities

ii) non-withdrawal of deposits on due dates.

iii) default in the repayment of loans.

iv) none of the above.

Answer:

(i) mismatch between assets and liabilities

Question : 2

a) Why are the Indian companies desirous of setting up an insurance company adopting the joint venture route to become an insurer? Discuss.

Answer:

There are three important reasons, which impel an Indian party decisions to set up an insurance company in India to adopt the route of joint venture. Firstly, the area of insurance has been thrown open for the private sector after a long period of nationalization. Life business was nationalized in 1956 and the general business in 1972 and since the entire industry was nationalized – unlike the nationalization of banks selectively – Indian industrialists had no domain knowledge of the business and its intricacies. The experience

in the public sector could not be used effectively for various reasons including one of lack of competitiveness and a total negligence to scientific principles of under-writing. Secondly, the insurance business in the seat of the world had been in existence for a number of years- in some cases more than 100 years – and in the process the industry had developed an expertise and technical competence in various areas – which knowledge etc. was made available to the Indian partner. Thirdly, the formation of an insurance company under the new

regulations called for a minimum equity capital of Rs. 100 crores which the Indian investor was reluctant to part with, even a minority participating to the extent of 26% in the capital base by a foreign partner was welcome to the Indian partner. The large pockets of funds, which the foreign partner had in many cases made the proposal of starting an Indian insurance company initiating to many Indian promoters. Additionally the foreign insurer had access to professional skills like actuarial assistance, under-writing mechanics etc. which was

found wanting in the Indian market. These companies made a joint venture programme between an Indian investor and a foreign insurer attractive.

Question : 2

b) What is a principal intermediary? State its role in the financial market.

Answer:

A financial intermediary is an organization or agency that brings together the users and the providers of funds. In the absence of such an agency, households generating savings by consuming loss of incomes would have the basic choice of either holding large amounts of cash as an idle household or invest in securities like corporate debt. The intermediary helps channelise the savings to access where finance is required – like the corporate sector. Even small households often prefer to hold financial claims issued by financial intermediaries rather than securities issued by the companies.

Question : 3

Indicate which of the following statements is true or false:

a) Producers of insurance business are agents.

(True)

b) The objective of a good underwriting policy aims at achieving the expansion of the insurance market.

(False)

c) A financial audit helps to check the adherence of the insurers to the rating plans and pricing of a policy.

(False)

d) Excess in a fire policy implies a discount.

(False)
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e) Capital management aims to balance the interests of owner and the management.

(True)

f) The person engaged in the forecasting and pricing of insurance products is called an actuary.

(True)

g) Tariff Advisory Committee carries on business in India as a general insurance.

(False)

h) Damage to property due to floods is called a speculative risk.

(False)

i) Under the terms of a term insurance life policy, proceeds are to be paid by the insurer on payment of premium for 25 years.

(False)

j) The principle of indemnity is applicable only to non-life contracts.

(True).

Question : 4

(a) The market value of an asset is Rs. 2,40,000. The owner has taken a policy only for a sum of Rs. 1,80,000. He has also agreed to a deductible of Rs. 15,000. Which of

the two methods- deductible applied first or co-insurance applied first – is favourable to the insured in settling a claim where the loss has been estimated at Rs. 45,000?

Answer:

First method:

Deductive applied first:

Loss – deductible = amount payable to the policy holder

Rs. 45,000 – Rs. 15,000 = Rs. 30,000

Under insurance – coverage actually maintained by the insured against coverage required to be maintained.

1,80,000 x 30,000 = 22,500

2,40,000

Claim that will be due under this method Rs. 22,500

Co-insurance applied first.

Coverage actually maintained by the policy holder against the required one.

1,80,000

2,40,000 x claim (Rs. 45,000) = Rs. 33,750

Hence claim due : Rs. 33,750 – 15,000 = Rs. 18,750/-

By comparing the recoverable amount of loss, under the two methods, it is clear that the deductible applied first method is favourable to the insured.

Question : 4

b) Specify the circumstances when a member of the Insurance Regulatory and Development Authority can be removed from office.

Answer:

A member of the IRDA can be removed from office by the Central Government in the following circumstances

i) when he is adjudged as an insolvent

ii) when he has become physically or mentally incapable

iii) when he has been convicted of any offence involving moral turpitude
iv) when he has acquired financial interest which is likely to affect prejudicially his functioning as a members of the Authority

v) when he has abused his position so as to render his continuation in office detrimental to public interest.

Question : 5

A, a dealer in timber supplied timber to a number of companies on a contract basis. He has a fire policy with a general insurance company, A has different payment

arrangements with each of his clients. While some paid cash on delivery, some others are allowed credit. C Ltd. is one of the parties who are regular customer of A.

For one of the supplies made to C, A received payment by way of fully paid up equity shares in C. A had also financed C from time to time and is one of the unsecured creditors of the company. In February, 2007, A and C sign a contract for supply of 100 cubic feet of timber by A to C. The delivery was agreed to be made on 24 February, 2007. Unfortunately, on the night of 22 February, 2007, due to an electrical short circuit, the godown in which the timber was stored along with other stocks was gutted and the entire stock was destroyed by fire. A filed a claim with the insurance company for the loss that has been occasioned by fire, but the insurance company rejected the claim and refused to pay the loss stating that A was no longer the owner of the timber contracted to be sold to C and hence cannot make a claim. On the basis of the above facts, indicate clearly:

a) Whether A is entitled to receive the claim from the insurer

b) What is insurable interest and what are the policy requirements.

Answer:

Insurable interest is the legal right the owner of the property has an absolute right to insure it. One of the conditions of a fire policy is that the policy holder should have an insurable interest in the property throughout the policy period. Further, during the tenure of the policy, the policyholder may lose his insurable interest by way of transfer of ownership etc. In such situation, he is no longer entitled to claim or loss the insured property as the property no longer belongs to him as having been said. Additionally, a shareholder or a creditor cannot insure property that belongs to a company to whom the property has been sold and where insurable interest vests. The company is a distinct and different person than its shareholder. In this case since the timber is covered by an agreement of sale and has been appropriated by A to the account of C and since A cannot claim insurable interest in 100 cubic feet that belongs to C, no claim is payable to the insurer. If the other stocks (not sold to C) have been insured and had been destroyed in the same fire, A can make an appropriate claim against the insurer. 
Question : 6

Fill the blanks in the following cases with an appropriate term(s):

a) Rates which reflect the incidence of sickness by age are called morbidity rates

b) Reserves maintained by General insurance companies for claims / losses incurred, but not reported on the date of Balance Sheet are called IBNR claims (incurred but not reported)

c) The powers of the Controller of Insurance are now vested in IRDA.
d) When a reinsurer shares his risk exposures with other reinsurers, the arrangement is called a Retrocession

e) Insurance companies are basically financial institutions

f) The economic theory of insurance is based on the concepts of spreading risks and large numbers

g) A life insurance contract provides economic security

h) Investment risk is an integral part of variable Annuity

i) Risks which cannot be totally eliminated by an insurer are called systemic risk.

Question : 7

7. What are the differences between subrogation and contribution? Discuss

Answer:

Subrogation – the loss shifts to one person to another; it is against a third party; one insurer and one policy; the right of the insured is claimed.

Contribution – the loss is distributed among the insurers- it is between insurers – where more than one insurer is involved – the right of the insurer is claimed.

Question : 8

How will you assess the impact of the Life Insurance Industry on the country’s general economy?

Answer:

UNCTAD on the basis of a study noted that an efficient insurance market can aid in the over-all development in the following manner:

Contribution to social stability by permitting individuals to minimize financial stress and worry.

Can reduce the financial burden on the state by taking care ofthe aged and the destitutes;

Can benefit the economy by creating a source of financing new businesses, housing etc – replacement capital and investment policies. Generate employment Permit more favourable terms to borrowers – decrease the risk of defaults and minimize financial disruption due to death of key employers and owner. Promote better employment, employer-employee 
relationships, provide low cost benefits to a broad spectrum of persons who may otherwise be denied a protection. Insurance also provides three categories of services important

to economies – 
Substitute for government security programmes Mobilizes savings Foster a rational and efficient capital allocation.

Question : 9

Write short notes on the following:

a) Characteristics of risk

Answer:

Following are the characteristics of risk:

• Risk is the likelihood of an unfortunate occurrence 
• Risk is unpredictable

• Risk is uncertainty about the future

• Risk is possibility of adverse deviation from expected outcomes

• Risk is an outcome that is not favorable

Question : 9

b) Distinction between Insurance and Speculation

Answer:

Both are different. Insurers insure pure risks. Pure risk is a situation in which there are possibilities of loss or no loss, while speculation deals with speculative risk in which a situation

exists where either profit or loss is possible. Law of large numbers which is the basic characteristic of insurance can be applied more easily to pure risks than to speculative risks. Insurers predict future loss experience based on this principle. Society may benefit from a speculative risk even though a loss occurs but it is harmed if a pure-risk is present and a loss occurs.

Question : 9

c) Exceptions to the principle of indemnity

Answer:

The life of a person is different from a material or property. The principle of valuing material property like replacement cost less depreciation and discounted cash flows cannot be applied to determine the monetary value of the life of a person. The value of life is broadly determined by certain qualitative factors and is subject to one’s opinion. The most important factor here is the earning capacity of the person and the insurable value is the value of the policy taken up by the person. A life insurance policy is not subject to the principle of indemnity but is a valued policy wherein the agreed upon amount in full is paid to the beneficiary in case of loss of life.

Question : 9

d) Exceptions under a personal accident policy

Answer:

Personal accident policy does not cover the injuries resulting out of war, self-inflicted injury, diseases or insanity, death due to war operations, attempted suicides, accidents in armed forces, aircraft accidents, accidents due to nuclear weapons etc.

Question : 9

e) Functions of capital in an insurance company.

Answer:

An insurer’s capital serves the following purposes:

Protection of the policyholders in the event of insurer’s insolvency minimize or eliminate the direct costs to the other insurers and tax payers from insolvency assessments. Absorb unanticipated losses and thereby inspire confidence in the public and enable the insurer to continue as a going concern (solvency margin requirements) Provide basis for future growth.
*****
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1. (a) The principle of indemnity is not applicable to a ‘Life Insurance Contract’, because

Ans: (iii) The monetary value of a person cannot be measured accurately

(b) Insurance business is based on

Ans: (i) The theory of probability and law of large numbers

(c ) What is meant by ‘pure premium’?

Ans: (i) Premium covering expected loss

(d) An award made by Ombudsman is binding

Ans: (iii) on the insurer provided it is acceptable to the claimant

(e) Subrogation means

Ans: (iv) Transfer of rights of an insured to the insurer against third party

(f) The doctrine of ‘Caveat emptor’ governs

Ans: (i) Commercial contracts

(g) Personal accident insurance does not cover the injuries resulting from

Ans: (i) Intentional self-injury

(h) Contractors all risk insurance forms part of

Ans: (ii) Commercial general insurance

(i) Forceful entry is the chief characteristic of

Ans: (iv) Burglary

(j) The standard erection all risk insurance policies does not cover

Ans: (ii) Negligence

2. (a) What was the necessity for the Government to establish the Insurance Regulatory and Development Authority as an independent authority? Discuss the duties, powers and functions of authority.

Ans: The insurance industry in India is in existence since 1818 and is one of the oldest industries in the country. Initially the insurance business was governed by the Companies Act. In the later years with the growth of the life insurance business the need for regulation of life insurance business was felt. But no proper action was taken until 1912 when the Indian Life Insurance Companies Act was enacted with the objective of regulating the life insurance business and safeguarding the rights of the policyholders. In the year 1928 the Indian insurance companies act was enacted in order to collect statistical data on mortality and other relevant matters. The Insurance Act was passed in the year 1938. In accordance with the provision made in Insurance Act 1938, the Institution of Controller of Insurance was set up. It played a major role for a long period. But after nationalisation of life insurance business in 1956 and general insurance business in 1972 the role played by the controller of insurance got reduced to an insignificant level. In the year 1993 the Malhotra Committee was set up by the government to recommend reforms in the insurance industry. It submitted its report in the year 1994. It suggested among other things that an insurance regulatory body should be set up in the form of a statutory autonomous board. When this view was widely supported, the government introduced the Insurance Regulatory Authority Bill in 1996 for the creation of an authority to safeguard the interest of the policyholders and to regulate the conduct of insurance business. The Insurance Regulatory and Development Authority Act finally came into force in the year 1999. The IRDA Act of 1999 was drawn up to provide for establishment of an Authority to protect the interests of the holders of insurance policies, to regulate, promote and ensure orderly growth of the insurance industry and for matters connected therewith or incidental thereto and further to amend the Insurance Act, 1938, the Life Insurance Corporation Act, 1956 and the General Insurance Business (Nationalisation) Act, 1972. This Act has been enacted inter alia to provide for the establishment of an Authority to protect the interests of holders of insurance policies and to regulate, promote and ensure orderly growth of the insurance industry. This Act also brought to an end the monopoly of nationalised insurance companies and paved the way for the entry of private players into the life and general insurance industries. 
Duties, powers and functions of the Authority

 to regulate, promote and ensure orderly growth of the insurance business and reinsurance business

 to issue to the applicant of insurance, a certificate of registration, renew, modify, withdraw, suspend or cancel such registration

 To protect the interests of the policyholders in matters concerning assigning of policy, nomination, insurable interest, settlement of insurance claim, surrender value of policy, other terms and conditions of contracts of insurance;

 to specify requisite qualifications, code of conduct and practical training for insurance intermediaries and agents;

 to specify the code of conduct for surveyors and loss assessors;

 to promote efficiency in the conduct of insurance business;

 to promote and regulate professional organisations connected with the insurance and reinsurance business

 to levy fees and other charges for carrying out the objectives of the act;

 to call for information from, undertake inspection of, conduct enquires and investigations, including audit of the insurers, intermediaries and other organisations connected with the insurance business

 To specify the form and manner in which books of account shall be maintained and statement of account shall be rendered by insurers and other insurance intermediaries;

 To regulate investment of funds by insurance companies;

 To regulate maintenance of margin for solvency;

 To settle disputes between insurers and intermediaries or insurance intermediaries;

 To supervise the functioning of the Tariff Advisory Committee;

 To specify percentage of premium income of the insurer to finance schemes for promoting and regulating professional organisations;

 To specify the percentage of life insurance business and general insurance business to be undertaken by the insurer in the rural or the social sector; and

 To exercise such other powers as may be prescribed.

(b) What are IRDA (Licensing of Insurance Agents) (Amendment) Regulations,

2002?

Ans: IRDA (Licensing of Insurance Agents) (Amendment) Regulations, 2002. This Regulation provides for the issue and renewal of licence to the insurance agents, qualification of agents, matters relating to practical training, code of conduct, cancellation of the licence and the like. In order to become an agent an applicant shall possess the minimum qualification of a pass in 12th Standard or its equivalent where the applicant resides in a place where the population is

five thousand or more and in other cases he should have passed the 10th standard or its equivalent. The applicant is also required to complete one hundred hours of practical training in life or general insurance business from an approved institution if he is seeking licence to act as insurance agent for the first time. The training may be spread over a period of three to four weeks. In case he wants to act as a composite agent he needs to complete at least one hundred and fifty hours practical training. The training should be in both life and general insurance business. The training may be spread over a period of six to eight weeks.

The authority will issue a licence if he is satisfied that applicant

1. Possess the required qualification

2. He has undergone the required training

3. Has passed the required examination

4. Has furnished the complete application

5. Has knowledge to solicit and procure insurance business

6. Has knowledge and capability to provide the services to policy holders

On complying with the requirements, the designated person shall grant or renew the licence to the applicant within a period of three months from the date of application.
3. Which of these statements is True or False?

(i) As per the doctrine of insurable interest, insurable interest should be present in a contract of life insurance at the time of claim settlement only.     (Ans: False)
(ii) Reserve for unexpired risks in respect of Fire business is 50%.    (Ans: True)
(iii) Pure risks have both favourable and unfavourable outcomes.    ( Ans: False)
(iv) According to Marine Insurance Act, 1963, a contract of marine insurance is valid only if it is in writing.   (Ans: True)
(v) Insurance contracts are aleatory contracts.   (Ans: True)
(vi) Marine insurance policies are freely assignable.  (Ans: True)
(vii) Corporate agents are the agents of the insured.   (Ans: False)
(viii) Speculative risks are insurable.  (Ans: False)
(ix) Money back policies are eligible for bonus.  (Ans: False)
(x) Human life value forms the economic foundation of liability insurance. (Ans: False)
(xi) Under the Group Life Insurance Scheme, no tax benefit is available for the employee.

(Ans: True)
(xii) Investigation of early death claims in Life Insurance is compulsory as per IRDA regulations.

(Ans: False)
(xiii) Product liability policy pays for the cost of product found to be defective. (Ans: True)
(xiv) Insurance enhances credit worthiness and reduces credit risk. (Ans: True)
(xv) Peril is a factor which creates the chances of loss.   (Ans: False)
4. (a) What is solvency margin? Why is it important for an Insurance Company?
Ans: Solvency margin is the excess of asset value over the value of the liabilities. The valuation of assets and the liabilities are done as per the provisions of section 114A of the Insurance Act, 1938, and section 26 of the IRDA ACT, 1999. It is important for insurance companies because they operate in a complex environment with lot of competition from other financial intermediaries like banks, mutual funds and other financial institutions. Moreover, they deal with the public money. That is the reason insurance regulatory authorities regulate maintenance of margin for solvency to protect the interest of the policyholders.
(b) What are the sources of cash inflows and outflows of Insurance Company?
Ans: The cash inflows from insurance operations consist of premium from policies sold to the policyholders. The outflow is with respect to claim payments, annuity payment and expenses related to normal business operations. Cash inflows from investment operations consist of net interest income from investments and loans, dividends, capital gains, amounts realized from sale of securities, realisations from maturity of the instruments, repayment of principal and others. Investment outflows consist of initial investments, any trading losses, and transaction costs etc. 

Ques. 5. Saurabh was a highly successful Sales Manager in a Life Insurance Company. An expert salesman Saurabh was often approached by his agents for help in finalizing high sum assured policies. Having been a high profile agent himself at one time, Saurabh enjoyed going out for joint calls with his agents and had many successes in finalizing big cases in the recent past. His ambition was now to get one of his senior agents to sell a policy for Rs. 10 crores. The opportunity to do so soon came his way, when a senior agent identified a mega star who was persuaded to give a proposal for 10 crores. Saurabh had played a key role in finalizing the deal. All his energies were now focused on getting this proposal passed by the underwriting department. All special medical reports required were quickly secured and filed. Saurabh himself wrote and submitted a moral hazard report exhaustively covering the health,

financial, social and other aspects of the life to be insured. He was sure, he could get it this time, as the mega star was according to him a ‘first class life’. However, this was not be.

The underwriting department was headed by a formidable person, Kaushik, who was also an actuary. Kaushik thought that it was his duty as the underwriter to have strict control over new business flowing into the organization. He was all for the quality of new business without much concern for quantity. Saurabh and his people on the contrary believed that new business was the bread and butter of the company and therefore, the underwriters should not be allowed to stifle the flow of new business by being too rigid. When the proposal came back from the head office, Saurabh found that the proposal has been cut to size. The mega star was offered Rs. One crore against Rs. Ten crores asked for, under a lower risk plan and for a shorter term. It did not take long for Saurabh to know, who had done the damage. Head office had merely confirmed Kaushik’s underwriting decision. Saurabh felt thoroughly discouraged and went on sick leave for a month. He felt that the underwriting decision was clearly unfair. 

(i) Discuss the points of view of the two officers in this case. If they are both working under you, whom would you support and why?

Ans: It is true ‘new business’ is bread and butter to insurance companies. At the same time insurance contracts are different from other contracts. As per the principle of utmost good faith it is binding on the part of parties the insured and the insurer to expressly disclose all material facts pertaining to the contract. Any concealment of material facts may lead to negative repercussions on the functioning of the insurance company’s normal business. It is the duty of the underwriter to select and classify lives according to the ‘material facts’ of the applicant. If Kaushik, the underwriter do not do his duty properly it leads to adverse selection. Here the Adverse Selection is that the insured has more information about his health and financial conditions than the insurer. The high demand for insurance may due to the fraudulent intent of the part of the proposer. In the extreme case, adverse selection may lead to closure of business. Hence, if both of them are working under me, I feel the act of underwriter is justified. 

(ii) Is there any way, this conflict can be resolved for the smooth working of the organization?

Ans: The way to resolve this conflict for the smooth working of the organization is that giving proper training to agents to understand the concepts of insurance business and recognizing and encouraging them with same incentives for their work.

6. Complete the following:

(i) The investment regulations are as per Section 27 of the Insurance Act, 1938.

(ii) Fixed return and debt instruments form the largest chunk of investments for LIC.

(iii) The premium is lowest for Term policy in Life Insurance

(iv) Annuity schemes offer financial support to the persons who outlive income

(v) Master policy is issued for Group scheme in Life Insurance.

(vi) The income-tax relief available for premium paid towards Mediclaim policy is subject to a maximum of Rs. 10,000
(vii) Janata Personal Accident Policy is meant for handling accident risks

(viii) Total loss in Motor Insurance means the damage is beyond repair.

(ix) The person responsible for selecting, classifying and assessing the risk in an insurance company is called underwriter

(x) Risk of premature death is personal risk

(xi) Organisations are mainly concerned with managing all types of risks

(xii) Insurance is a risk management technique involving risk transfer

(xiii) Motor Insurance is classified in India under Miscellaneous

(xiv) Profit policies under Life Insurance business are policies under which bonus is paid.

(xv) Advisory Committee constituted by the Insurance Regulatory and Development Authority cannot consist of more than 25 persons.

7. (a) What are the exclusions under a normal Mediclaim policy issued in

India?

Ans: Exclusions

This policy will not cover the following:

 Any sickness or illness for first 30 days during the policy

 Any medical expenses relating to pregnancy

 Diseases caused by war, invasion or due to nuclear weapons etc.

 Any expenses incurred for spectacles, cosmetic treatment etc.

 Medical expenses incurred for purchasing tonics, vitamins unless incurred as part of the treatment

(b) Manish owns a car which is comprehensively insured with an insurance company. On his way to office one day, Manish was hit from the rear by a lorry, whose driver was found drunk by the police. Manish lodged a claim with his insurer and received the amount. Manish now wants to proceed against the lorry owner and the driver for negligence. Is that possible in terms of the policy? Discuss.

Ans: No, It is not possible in terms of the policy due to the principle of subrogation. Subrogation means the restitution of the rights of an assured in favour of the insurer against the third party for any damages caused by him in place of the assured after the insurer has indemnified him for the loss. The principle of subrogation is invoked when a third party is responsible for the loss. It is to be noted that on the happening of the event for which the asset has been insured and after the damage has been caused the insured can sue the party who has caused the damage to claim compensation for the loss. Alternatively the insured can seek compensation from the insurance company. In case the insured opts for the latter course he loses the right to sue the party, who has caused the damage and seek further compensation from him. In accordance with the principle of subrogation the insurance company acquires the right of the insured to sue the third party to compensate for his Negligence and loss inflicted upon when it indemnifies the insured for the losses suffered by him. 
(c ) A Shipping Company owns an ocean-going steamer valued at Rs. 32 crores.

The steamer has been insured with three different insurance companies X, Y and Z. The amount underwritten by X is Rs. 6 crores, by Y is Rs. 10 crores and by Z is Rs. 16 crores. The steamer met with an accident and the loss is valued at 4 crores.

Calculate the liability of each individual insurer.

Ans: This is based on co-insurance Agreement. As per the agreement the loss has to be shared proportionately. Hence total loss is shared by XYZ is as follows:

X share is = 6/32 x 4,00,00,000 = 75,00,000

Y share is = 10/32 x 4,00,00,000 = 1,25,00,000

Z share is = 16/32 x 4,00,00,000 = 2,00,00,000

---------------

= 4,00,00,000

---------------

8. Write short notes on any four of the following:

(i) Experience rating

Ans: The receipts and claims of the policy is verified (known as experience rating) and rate of premium is decided upon after matching the tables according to the category accorded to the group 
(ii) Suicide clause

Ans: The suicide clause states that the policy shall be void and the insurers shall not pay death benefits if the owner commits suicide within one year of commencement of insurance policy except to the extent of third party’s bonafide beneficial interest acquired in the policy for valuable consideration for which notice had been given to the insurer in writing. In some countries the stipulated time is two years.

(iii)Reinstatement clause

Ans: Reinstatement clause refers to the restoration of the lapsed policy to inforce status. Reinstatement is only after the end of a grace period. The essential requirements of reinstatement are as under:

 Proof of insurability and if the health status has changed, the reinstatement can be denied

 All premiums plus their interest are duly paid

(iv) Non-forfeiture options

Ans: If the policyholder pays premiums regularly for three years and stops thereafter, the policy does not become void but the sum assured is reduced. When a policy owner withdraws the policy the amount paid to him is called cash surrender value or non-forfeiture value. The following are the nonforfeiture options

 Cash value                           Reduced paid-up insurance

 Extended term insurance

Cash value: When the policy owner surrenders the policy, he receives an amount equal to the accumulated value after deducting surrender charges. The amount so received is called cash value or cash surrender value. When this option is exercised all benefits of the policy cease.

Reduced paid-up insurance: Under this option the policy owner uses surrender value as a net single premium to purchase a reduced paid-up policy. The reduced paid-up policy is similar to the original policy but with a reduced face value. The policy owner exercises this option when he requires life insurance but cannot pay premiums. Extended term insurance: The policy owner under this option can use the net cash value as a net single premium to purchase term insurance extending the full-face amount of the original policy.

(v) Co-insurance

Ans: Coinsurance has different meanings for different types of insurance policies. For property related policies the insured bears a portion of the risk only when it is underinsured. The main reason behind this is to ensure that the insured willingly protects the property insured. Generally it costs more to insure a business partially. The premium of the policy is linked to the probability of their occurrence. And since the probability of partial loss is much higher than the probability of total loss, the rates charged by the policy are higher for partial policies. This is applicable mainly in marine insurance. Different meanings of coinsurance

1. Coinsurance is a method by which more than one insurer share a risk in agreed proportion.

Example: An industry that is insured for Rs. 1000 crores with a premium of Rs. 50 crores is shared by three insurers. Insurer Share Sum insured Premium

A 40% 400 crore 20 crore

B 30% 300 crore 15 crore

C 30% 300 crore 15 crore

If and when a claim arises it is paid in the same proportion. Insurer A who is having a larger share is the leader and he will issue policy and services the account.

2. Coinsurance also means sharing the loss by the insured. When a claim arises under the policy the insured bears an agreed portion of loss. This may be expressed as a percent or certain specified amount. Example: Under a Mediclaim policy it may be agreed that in every claim the insured bears 10% and the balance is paid by the insurer. This is also known as deductible or excess. In some policies there will be compulsory deductible. Along with compulsory deductible there can be provision for voluntary deductible, which will result in reduction in premium depending upon the size of deductible. Higher the deductible more the discount in the premium. 

3. The insured intentionally or unintentionally becomes coinsurance when he under insures his risk or property or the subject matter. Example: A building complex worth 100 cores is insured for 75 crores, When a claim comes the insured will be able to recover only ¾ of the claim. Whether it is total or partial loss, the condition of average is applied. This is justified because the insured saved 25% of premium. E has chosen to remain self insured for that part of the risk. However this is not usually called coinsurance.

9. What are the merits and demerits of Group Insurance and the reasons for their low cost in comparison to individual policies. Also discuss their main types.

Ans: The following points illustrate the merits of group insurance:

• Low cost of insurance

• Simple administration

• Simple underwriting process

• In case of a contributory scheme the tax benefits are available for both employer and employee

• Easy and speedy claim settlement procedure

• Option to convert into an individual policy in case the employee discontinues with the present employer or when the master policy is discontinued. This attractive feature particularly benefits an employee who is aged, in poor health or is uninsurable. Unfortunately this option is not available in India

• Persons who may not be in a position to secure individual insurance policies can be covered as member of the group 
Disadvantages of Group Insurance:

• An individual cannot avail a policy as per his own requirement

• The coverage is provided only when the person is part of the group

• A small group is not feasible for the insurance company. It may

happen that a single claim may exceed the premium payments, which are very low in case of group policies

• The young employees may resent paying a higher amount to level the premium due to the participation of old employees Reasons for low cost of group schemes in comparison to Individual policies 
Group insurance policies are cheaper than individual insurance policies for the following reasons:

• By nature, they are comparable to the term policies which are renewable on a yearly basis

• The average age of the group as a whole remains constant as attritions and retirements are substituted with new employees

• No medical examinations are conducted in most cases since general health of the whole organisation becomes homogeneous according to the law of averages and the law of large numbers

• The risk is spread out over the group as a whole. So claims on death are quite predictable as per the law of probability and large numbers

• Here the whole group is treated as one underwriting unit. Hence costs are lower

• There is economy of scale as the number persons covered is large. Hence the cost of sales and administration are low

• These policies are eligible for tax rebates in respect to the contributions made by both the employer and the employees

• The marketing of these policies involves lower sales cost and lower commission rate as the groups often come forward to avail these schemes out of their own accord

• Employer-employee groups are preferred by insurers as medical services and benefits are provided by most large organisations. Besides, there is usually a medical examination before appointment. So these groups have good health records.

Types of Group Insurance policies

1 Group Term Insurance

These policies are most popular in India. Here the group, association or the employer buys the policy on behalf of members or employees. The period of coverage is usually one year after which the policy lapses and it has to be renewed again. The premium paid is lower than individual policies and the process of operation is simple. In case of death or disability of the member his beneficiaries are eligible to make claims. These policies are availed by employers, corporates, various organisations, co-operatives, labour unions, welfare groups, etc.

All the features and principles relating to group insurance discussed above apply to term insurance. 

The following are the main types of term insurance policies:

Group insurance scheme sponsored by employers (both single and multiple employers) These schemes enable the employer to buy insurance for the employees as a group under a single policy. Cover can be provided as either flat or graded insurance cover where gradation can be according to the position of the employee. Group insurance schemes create a better employer employee relationship, since they provide for additional benefits to the employees and is a relevant factor in reducing employee turnover. Many companies particularly those belonging to a group can come together to avail policies covering all the companies in the group. Such policies are known as multiple Group Insurance policies. It is to be noted that this type of schemes account for more than 70% of all group insurance business done in India.

Group Insurance for Non-Employee groups An important objective of group insurance schemes is to provide an element of security to weaker sections of the society who cannot afford to take or maintain individual insurance policies. Various non-employee groups such

as rural and urban associations of artisans, labourers, handicapped persons, self-employed women etc., can benefit from such schemes. Insurance schemes for creditor and debtor groups covering outstanding loans. The creditor always runs the risk of losing his advance in case of demise of the debtor before the loan payment obligations are over. These schemes

provide security against such loans. The creditor takes a group policy covering all the debtors. Thus the creditor is protected as he is entitled to receive the proceeds of the policy in the event of the death of a loanee. Following are some of the popular schemes under this category: Group insurance scheme covering housing loan: This group scheme is designed to cover the outstanding amount of the housing loan and can be taken up by the creditor covering a group of debtors. Group insurance scheme covering vehicle loan: This scheme covers employer sponsored vehicle loans to employees. And in the case of an unfortunate death of the employee the scheme covers the outstanding vehicle loan amounts. Thus the terminal dues are unaffected. A similar coverage can be obtained by banks and financial institutions in respect of housing and vehicle loan schemes for their customers. 2 Group Gratuity scheme Payment of gratuity is a statutory liability of an employer who comes under

the purview of The Payment of Gratuity Act 1972. According to the Act, gratuity is payable to an employee on termination of his employment (provided he has rendered a continuous service for not less than 5 years) on his retirement/resignation or on his death or disablement. The stipulation regarding 5 years is not applicable in case of death or disablement. As per the above act, employer has to pay 15 days of salary for each year of

service rendered by the employee subject to a maximum of Rs.3.5 lakhs. The 15 days of pay is based on the average salary drawn for the last 10 months in service.

• Gratuities are paid as a terminal benefit to the employee by the employer in recognition of the service offered by the employee during his term of service

• Gratuity liability can be met by an employer through the following means:

- As a direct payment by debiting to the current years revenue under “pay as you go policy” when the liability arises 

- The payment may be made from the Gratuity Trust fund of the company approved by Income Tax authorities. The company has to make annual payments to the trust. The contributions received towards the gratuity fund are invested by the trust according to the government guidelines provided and all gratuity payments are settled out of this fund. Trustee administered schemes are preferred as the employer is required to relinquish his proprietary control over the funds in the interests of the employees.

- Through trustees in conjunction with an insurance company offering gratuity schemes

• Gratuity can be provided through insurance companies who offer gratuity schemes to the employer and advise the master policy holder about the yearly contributions (including premium for the term assurance) to be made to the gratuity fund

• The unique feature of the insured scheme is that in the case of death of the employee, he receives an enhanced death benefit, i.e., gratuity based on anticipated years of service (the number of years an employee would have been in service if he had been alive). The scheme is therefore very well received by the employees associations and is among the more popular

group insurance schemes. Thus even if a person dies at a relatively young age, the benefits received by his beneficiaries are far larger than what they would have received in accordance with the Act provisions

• The employers subscribing to gratuity schemes offered by the insurance companies can claim tax benefits for premium payments 

3. Group Superannuation scheme (Group Annuity scheme)

The Group Superannuation scheme is introduced by employers for providing a steady source of income as pension to retiring employees. These schemes are offered by Insurance companies to the employers as group plans covering the categories of employees, the employer wishes to cover. These schemes are implemented by the employer to impart a feeling of security among the employees and serve as a mean for employee retention. It is to be noted that these schemes generally cover senior employees under different categories.

• Some employers provide for pension benefit to all or some categories of their employees on their retirement. Unlike gratuity this is not a statutory liability on the employer. The scheme under which the employer alone contributes is called a non-contributory scheme. There are also schemes where the employee pays a part of the premium, which are called contributory schemes. The trustees of the fund can adopt a group insurance scheme whereby the responsibility of administering the scheme is passed on to the insurance company

•If the quantum of benefit is predetermined by the rules of the scheme, the amount required to secure the benefit is paid as contribution. On the other hand, if the contribution is fixed as a percentage of salary the pension will depend on the corpus accumulated for each employee. The former is called as the defined benefit scheme and the latter as the money purchase scheme

•Pension schemes can be implemented in an organisation in the following two ways:

- The employer can pay the pension benefits through its own trust (approved by Income Tax authorities), which administers the Superannuation scheme. 

- The benefits can also be provided through a trustee-managed  arrangement, which can avail Group Superannuation scheme from an insurance company.

Benefits of Group Superannuation schemes

• On retirement the employee can commute 1/3 of the fund and this is taxfree. This means the retiring employee can withdraw upto one third of the accumulated corpus under the group annuity scheme as lump sum • The balance fund can be utilised as a purchase price of an annuity to provide for a regular pension • In event of unfortunate death of the member before his retirement, the corpus can be utilised to provide pension benefits to the beneficiary and the beneficiary can choose the type of payment of the benefits. Even when a member is incapacitated prior to retirement he is eligible to receive the Benefits  • In case of untimely death of an employee the accumulated corpus as per the scheme is quite small. Hence the pension received by the beneficiary is also small. So the employers avail term insurance policies along with Group Superannuation schemes to be able to pay a higher pension 

• On resignation or transfer the employee can opt for transferring the accumulated fund with the new employer under a similar scheme provided the same scheme is in operation there.
*****
PAPER – I – PRINCIPLES AND PRACTICE OF INSURANCE (MAY 2006)

1. (a) Which one of the following is not covered under the Standard Fire and special Perils policy unless by payment of additional premium?

Ans: (3) Earthquake

(b) Investment in shares is a

Ans: (3) Speculative Risk

(c ) Which one of the following is not the common feature between insurance and wager?

Ans: (1) A new risk is created after entering into the contract

(d) Which one of the following statements is correct as regards general insurance in India?

Ans: (1) No insurer shall assume the risk unless on payment of premium demanded.

(e) General Insurance Corporation of India is established in the year

Ans: (1) 1972

(f) Which one of the following is available under both the Endowment and Money Back Policies?

Ans: (1) Policyholer is eligible for bonus under both the policies

(g) Which one of the following is not applicable to either a Fire Insurance Policy or the Machinery Insurance Policy?

Ans: (1) Policy provides for Riot and Strike coverage

(h) Which one of the following is not a requisite to invoke the doctrine of Contribution.

Ans: (3) Same insurer must have issued all the policies.

2. Complete the following:

(1) A life insurer shall not have investments of more than 5% of its controlled funds in the companies belonging to the promoters’ groups.

(2) Endowment policies are eligible for loans within the Surrender value of the policy.

(3) A lapsed term insurance policy can be revived during the life time of the assured, but before termination of a period of Two years from the due date of the first unpaid premium

(4) Professional indemnity insurance is also called Errors and Omissions Insurance

(5) In machinery insurance premium is charged on the Reinstatement value of the property

(6) State Governments are empowered as per Section 110 of the Motor Vehicle Act, 1939 in establishing Motor Claims Tribunals.

(7) For grant of a Certificate of Registration insurer should make the application to the Authority in Form IRDA/R2

(8) In resinsurance proportional treaties are classified into Quota share and Surplus

(9) Insurance Regulatory Authority Bill was introduced in the Parliament in the year 1996 and the Insurance Regulatory and

Development Authority Act came into force in the year 1999 

3. Mention whether the following statements are right or wrong:

a) Unless extra premium is paid the standard fir policy offered now in India does not cover explosion. Wrong

b) Settlement for marine cargo insurance claims is based on the actual loss irrespective of the sum insured. Wrong

c) Professional liability policy usually excludes any agreement guaranteeing results. Right

d) Unless the Erection All Risks policy no extra premium will have to be paid for including cover against flood risks. Right

e) Contractors All Risks Insurance policy does not provide cover for electrical or mechanical breakdown of the contractor’s machinery. Right

f) Product Liability policy pays for the cost of the product found to be defective. Wrong

g) Reserve for unexpired risks in respect of Fire business is 50%. Right

h) Under the Boiler and Pressure Vessels policy cover for explosion caused by external fires can be procured by payment of extra premium. Wrong.

i) Pure risks have both favourable and unfavourable outcomes. Wrong

j) Personal accident contracts are not contracts of indemnity. Right
4. (a) Explain the significance of the doctrines “Caveat Emptor” and “Uberrimae Fides” in relation to any contract of sale.

Ans: “Caveat Emptor” governs the formation of all commercial contracts which means “let the buyer beware”. The buyer is responsible for examining the goods or the services availed and their features and functions. It is not binding on the parties to disclose the information, which is not asked for. But the insurance contracts are governed by the doctrine “Uberrimae Fides” which means utmost goodfaith. It implies that in a contract of insurance, the concerned contracting parties must rely on each other’s honesty. In insurance the products sold are intangible. Both the parties to the insurance contract will have to faithfully disclose all material facts known to them which are relevant in connection with the conclusion of the contract. To this extent the contract of insurance differs from all other commercial contracts.

(b) Mr. Ram submitted his fully completed proposal form to the insurer for insurance of his factory located in a slum area against Fire Risks. When the policy was in force Ram’s factory was gutted in a fire. During the survey conducted by the insurance surveyor, it was found that next to the factory there were few huts and that the fire which originated from one of those huts only spread to Ram’s factory and gutted the same. Insurer denied Ram’s claim for the loss of his factory on the plea that presence of huts adjacent the insured factory has been concealed by Mr. Ram and that this would amount to non-disclosure of a material fact. 

Discuss the stand taken by the insurer vis a vis liability under the policy.

Ans: When the factory itself is located in a slum area insurer could have reasonably expected the presence of huts and other risk aggravating circumstances before accepting the proposal for insurance of the factory in question. Insurer also should have arranged for an inspection of the factory and have taken appropriate decision with regard to granting of insurance and fixing rates of premium and other terms and conditions. Ram has submitted the proposal form fully completed there is no indication that in respect of any specific query in the proposal form he has not answered correctly or that he has suppressed any material information. 
The insurer in the circumstances is not correct in refusing the claim. 
5. (a) Highlight the objectives of the IRDA in regulating the investments of insurance companies.

Ans:

1. Ensure the safety of funds which belong to the policyholders

2. Maintain solvency of the insurer to enable it to serve the claims of the policyholder as and when they arise.

3. Make insurance available at reasonable cost

4. Higher income to be generated through investments

5. Limit investments in a particular company or group of companies or an industry thereby achieve diversification of the portfolio and reduction in investment risk

6. Compliance by the insurance companies of their social obligation, by investments towards community development, infrastructure development, rural development etc.

(b) ABC Assurance Co.Ltd. is in the pension and general annuity business. The investible funds of ABC Assurance Co.Ltd. amounting to Rs. 500 Crores have been invested as per details given below:

                                                  Rs. In Cr.

(i) Central Government Securities                                            150

(ii) Treasury Bills                                                                    100

(iii) Bonds of Food Corporation of India  
(Guaranteed by Central Government)                                         50

(iv) Debentures of

- Power Grid Corporation of India                            100

- Bharat Sanchar Nigam Ltd.                                    50

- NTPC                                                                   20

                                                                         --------           170

(v) Bonds of Nuclear Power Corporation 20

(v) Bonds of Bharat Road Construction Co.(Rated BBB)                 10

Comment whether the investments are in line with the provisions of IRDA (Investment ) Regulations, 2000.

Ans: The investments of ABC Assurance Co.Ltd. can be classified in accordance with the provisions of IRDA as follows:
	S.No.      
	Type of Investment
	%required
	Amountinvested (Rs.In Cr.)
	%maintained



	1
	Government securities
	Not less

than 20%
	250
	50

	2
	securities or

other approved securities

inclusive of 1 above
	Not less

than 40%


	300
	60

	3
	Balance to be invested in

Approved Investments

as specified in Schedule

I of the Regulations and

to be governed by

Exposure / Prudential

Norma
	Not

exceeding

60%


	190
	38


An investment in bonds of Bharat Road Construction Co., which is rated BBB, is not in line with the prudential norms prescribed by IRDA (Investment) Regulations, 2000.

6. State whether the following statements are right or wrong:

1. Peril is a factor which creates the chances of loss. Right

2. Speculative risk are insurable Wrong

3. Premium for a Life Insurance policy is calculated on the basis of past loss experience. Wrong

4. For marine insurance insurable interest need not exist with the insured at the time of taking the policy. Right

5. Insurance contracts are unilateral contracts. Wrong

6. Corporate agents are agents of the insured. Wrong

7. Premium paid by the senior citizen for a mediclaim policy is exempt from Income-tax upto a limit of Rs. 15,000 Right

8. Money Back policies are eligible for bonus Right

9. Under the Group Life Insurance scheme no tax benefit is available for the employee. Wrong

10. Investments by insurance companies are regulated as per the provisions of Section 27 of the Insurance Act, 1938 Right

7. Explain, how the following situations will be treated by life insurance companies.

a) Change of assignment sought for by the policyholder without the knowledge and approval of the original assignee.

Ans: The assured after the original assignment has no control over the policy. The control rests with the absolute assignee. Hence the insurer will refuse to change the original assignment unless such a change is sought for by the original assignee.

b) When the insurer finds on the death of the life assured that the nominee under the policy is not the legal heir of the life assured.

Ans: It is not necessary for the nominee to be the legal heir of the life assured. The nomination only indicates the hand, which is authorized to receive the amount on the payment of which the insurer gets a valid discharge of its liability under the policy. Insurer cannot deny the amount to be paid to the nominee. The amount however can be claimed by the heirs of the assured in accordance with the law of succession governing them.

c) Claim arising on the death of the life assured wherein it is found after the death that the life assured understated his age at the time of taking the policy.

Ans: If the death occurs after which only the fact relating to the understated age comes to light insurer is liable to pay the claim in proportion that the premium actually paid on the basis of the understated age bears to the actual premium for the correct age as at the time of

commencement of the policy.

8. Describe the different stages that a particular dispute placed before the General Insurance Ombudsman will undergo until the final disposal.

Ans: The policyholder having a grievance against his insurer shall apply in writing to the IO under whose jurisdiction the servicing office of the insurer fall,s furnishing the details of the insurer against whom the complaint is made, nature and circumstance giving rise to the dispute, nature of loss sustained and relief sought from IO. The complaint should be substantiated with documentary evidences. The IO shall try to settle the complaint through mediation between the parties to the dispute. If settlement is reached through such mediation, the Ombudsman shall make recommendations as he deems fit in the given situation within one month from the date of receipt of the complaint and mark copies to both the parties to the dispute. If the complainant accepts the recommendation of the Ombudsman he shall confirm his acceptance of the recommendation in totality within fifteen days of receipt of the recommendation. Where the complaint is not settled through such mediation and agreement between the parties to the dispute, the Ombudsman shall pass an award which he thinks is fair in the facts and circumstances of the complaint. Such an award shall be passed by the Ombudsman within three months of the receipt of the complaint. If the award is acceptable to the complainant the insurer should comply with the award without fail. If the Ombudsman deems fit, he may award an exgratia payment.

9. Write short notes on the following:

i) Annuity

Ans: A life insurance contract that pays periodic income benefits for a specific period of time or over the course of the annuitant’s lifetime. These payments can be made annually, quarterly or monthly.

ii) Business Interruption Insurance

Ans: Commercial coverage that reimburses a business owner for lost profits and continuing fixed expenses during the time that a business must get affected because of damage to the premises, machinery or stocks as the case may be in the premises by a covered peril and the consequent repair, replacement or rectification work being carried out.

iii) Constructive Total Loss:

Ans: Constructive total loss is said to occur when a property is so damaged that the cost of restoration of the property to its original state would exceed the value of the restored property.

iv) Experience rating:

Ans: The system of rating or pricing insurance in which the future premium reflects past loss experience of the insured

v) Key Man Insurance:

Ans: Insurance on the life or health of a key individual whose services are essential to the continuing success of a business and whose death or disability could cause the firm a substantial financial loss.

vi) Deductible:

Ans: The amount of loss borne by the policyholder, either a rupee amount, a percentage of the claim amount, or a specified amount of time that must elapse before policy benefits are paid. The bigger the deductible the lower the premium charged for the same coverage. This is also referred to as self insurance.
P-1: PRINCIPLES AND PRACTICE OF INSURANCE (NOV 2005)
1. (a) Distinguish between Peril and Hazard.

(b) Explain with example each of the following categories of Hazard:

(i) Physical Hazard

(ii) Moral Hazard

(iii) Morale Hazard

(a)

Peril is what causes a loss. Thus, Theft, Burglary, Fire, Collision, Cyclone,Earth Quake, and Flood are all perils as these have the potential to cause losses. Hazard on the other hand is a factor that creates the chances of loss. Hazard is also capable of increasing the frequency and severity of losses. Hazards are conditions that create or increase the chance of loss. Insurance companies consider Hazards while insuring the risk and based on the Hazard involved, Premium rate is decided.

(b)

(i) Physical hazards are the conditions in which the physical characteristics of an object or an individual tend to increase the frequency of loss. Ex: Bad weather conditions increase the chances of accidents for aeroplanes. Defective materials used in construction of buildings lead

to collapse of the Building. Unsafe conditions in the factory increase the chances of accidents to workers.

(ii) Moral Hazard refers to individual’s dishonesty or his defective attitude, which increases the frequency and severity of loss. Ex: Inflating the amount of claim intentionally False information in order to collect claim Faking an accident 
(iii) Morale Hazard refers to individual’s indifference or negligence Ex: Rash driving, Leaving the car unlocked, Not checking whether the house doors are locked before leaving for a Holiday

2. Which of these statements are true or false?

(i) Insurance enhances credit worthiness and reduces credit risk. True

(ii) Warranties are stipulations in writing asking the insured to comply with certain express conditions. True

(iii) Life Insurance is a contract of indemnity False

(iv) For transfer of rights of receiving the benefits under the policy, insurer’s approval is not required. True

(v) Marine Insurance Policies are freely assignable. True

(vi) Assignor of a Policy can cancel the assignment anytime during the tenure of the policy. False

(vii) Tax Savings can be availed under the immediate annuity policies. False

(viii) An award made by Ombudsman is binding on the insured. False

(ix) Investigation of early death claims in Life Insurance is compulsory as per IRDA Regulations. False

(x) In determining “Proximate Cause,” the sequence of events according to their time of occurrence is relevant. False

3. (a) Define the principle of Insurable Interest. Explain how the same ensurer legality to an Insurance contract.

(b) Mr. Srivastava sold his house to Mr.Kulwant and executed the sale deed on 21.2.2004 and the ownership transferred by registration in the name of Mr.Kulwant. Before selling Mr.Srivatsava had a fire insurance cover for his house taken with insurer Global Insurance Co. and the period of insurance was 18-8-2003 to 17-8-2004. As per the understanding between Kulwant and Srivatsava, 75% of the sale money was paid by the former to the latter at the time of execution of the sale deed and the balance was to be given within one year, which was agreed by means of a promissory note executed by Kulwant in favour of Srivatsava. On execution of the sale deed Mr.Kulwant obtained a fire insurance cover for the house in his name from his insurer Trinity Insurance Company. A fire accident took place on 13-5-2004 in which the whole house was destroyed by fire. When Kulwant filed a claim for the loss of the house with his insurer Trinity and after insurance surveyor investigated the whole case the

insurer agreed to pay the loss to the extent of 75% of the value of the house only saying that as on the date of loss Kulwant has not paid 25% of the value of the house to Srivatsava the claim cannot be paid to that extent and that the same has to be recovered by Srivatsava under his policy.

Discuss about the eligibility of claim recovery under both the policies.

Ans. (a) A person is said to possess insurable interest in a property if he has a legal relationship with the said property by which he would stand to lose financially if the property is lost or destroyed. The principle of insurable interest adds legal validity to an insurance contract without which such contracts would be wagering or gambling in nature according to Indian Contract Act. Presence of insurable interest prevents fraudulent practices. In the absence of insurable interest, an unconcerned person can purchase policies on someone else’s property and inflict loss on it deliberately to get the proceeds of insurance settlement. Insurable interest provides the right to secure insurance and claim compensation to the insured based on the principle of indemnity. 

Ans. (b) As long as the sale deed has been affected by Mr.Srivatsava in favour of Mr.Kulwant evidencing the sale of the house by the former to the latter and the ownership transferred in his name, the insurable interest is said to exist with Mr.Kulwant. The insurer of the policy taken by Mr.Kulwant is liable to pay for the loss in full subject to admissibility of the claim under the policy and subject to other conditions of the policy. Non-payment of 25% of the value of the house by Mr.Kulwant to Mr.Srivatsava will not affect the former’s claim under the policy with his insurer. Payment of the said 25% balance by Mr.Kulwant to Mr.Srivatsava is guaranteed by means of a separate promissory note, which will not in any way interfere with the settlement of claim of Mr.Kulwant under his insurance policy. Payment arrangement between the parties is no concern of the insurer. As long as the house has been registered in the name of the new purchaser by virtue of the sale deed, there will be no liability under the policy taken by Mr.Srivatsava and no benefit under the said policy can also accrue to the new purchaser as transfer of a fire insurance is not automatic unless the insurer is intimated of the

transfer and request made transferring the insurance in the name of the purchaser and acceptance of change and confirmation of cover in favour of the new owner is confirmed by the insurer. 

4. Explain the features of the Term Assurance Policy. Comment on the relevance of such policy to a self-employed person, who has limited income with no material savings and who is the sole breadwinner of the family.

Features of the policy: 

 The policy provides risk cover only for a prescribed period. If the policyholder survives till the end of this period, the risk cover ceases to exist and no benefit payment is made to him

 The policy has no surrender value. No loan or paid-up values are allowed

 Premium for this policy is lower than all other life insurance policies

 If the premium is not paid within the grace period, the policy will lapse without acquiring a paid up value

 A lapsed policy can be revived during the lifetime of the life assured but before the termination of a period of two years from the due date of the first unpaid premium

 Accident or disability benefits are not covered in policies under the term plan

 The sum assured is paid only in case of death of the assured person before the expiry of the prescribed term. Suitability for the case in question As the premium is comparatively less, the person with a limited income and no savings and has at the same time dependants to be looked after, can without much difficulty pay the premium for this cover. With minimum premium, the person can avail a cover for a reasonably larger sum, which will be available for the benefit of the dependant members in the unfortunate event of death taking place to the life assured. This policy can be availed by the person for a shorter period and if the financial position of the life assured improves in due course this policy can be converted into other types of insurance plans commensurate with the income and the premium paying capacity of the individual. 

5. Narayan Steel had insured its factory building and the machinery with two insurance companies as below : 
	Insurer
	Property Covered
	Sum Insured Rs.
	Total Sum Insured Rs.
	Risks covered



	A
	Building                  Machinery
	60,00,000      24, 00,000
	84, 00, 000
	Standard Fire and Special Perils Policy



	B
	Machinery                  Machinery
	30,00,000      24, 00,000
	30, 00, 000
	Standard Fire and Special Perils Policy




The policy is subject to an excess of 5% of the claim amount with a minimum of Rs.20, 000 for any one loss.

Due to heavy floods the insured’s factory building and the machinery were heavily affected. The market value of the property on the date of loss and the extent of damage to them as assessed by the surveyor are as below:

	Property
	Market Value (Rs.)
	Loss Assessed (Rs.)

	Building
	75, 00, 000
	15, 00,000

	Machinery
	60, 00, 000
	42, 00,000


Work out the amount payable by the insurers under their respective policies. 

Liability of Insurer A

Building

Market value of the building                                     :          Rs.75, 00,000

Sum Insured for the building under A’s policy            :          Rs.60, 00,000

Loss assessed for building                                        :          Rs.15, 00,000

Liability under the policy    :   60, 00,000
                                            75, 00,000 X 15, 00,000  =     Rs.12, 00,000

Excess 5% of claim amount                                                      Rs. 60,000

Amount payable for building                                                 Rs.11, 40,000

Machinery

Market value of Machinery                                         :               Rs.60, 00,000

Sum insured for Machinery under A’s policy                 :               Rs.24, 00,000

Total sum insured for Machinery under Two policies      :               Rs.54, 00,000

Loss assessed for Machinery                                       :               Rs.42, 00,000

Liability under the policy  :     24, 00,000
                                            60, 00,000 X 42, 00,000      =         Rs.16, 80,000

Excess 5% of claim amount                                                              Rs. 84,000

Amount payable for Machinery                                                      Rs.15, 96,000

Liability of Insurer B - Machinery

Sum insured for Machinery under B’s policy :                                 Rs.30, 00,000

Amount payable by B            :  30, 00,000
                                              60, 00,000 X 42, 00,000       =      Rs.21, 00,000

Excess 5% of claim amount                                                          Rs. 1, 05,000

Net Amount payable by B                                                           Rs.19, 95,000/-

B has not insured Building and hence no liability for insurer B for the building portion of the claim. As there is under insurance to the extent of 20% on building, 20% of the claim in addition to the excess will have to be borne by the insured for building. As there is under insurance to the extent of 10% on machinery even taking into account the sums insured for machinery under the both the policies 10% of the claim for machinery will have to be borne by the insured in addition to the excess under the policy.
6. Explain the following conditions in a policy giving two examples each:

(a) Conditions precedent to the validity of the policy

(b) Conditions subsequent to validity of the policy

(c) Conditions precedent to liability of insurer
a) Conditions precedent to validity of the Policy

These are matters, which precede the formation of the contract. Fulfillment of these conditions is essential for the validity of the contract. 

Ex: 1. Existence of the subject matter for which the insurance is proposed

2. Truthfulness of the statements made in the proposal

3. Existence of Insurable Interest in the subject matter of insurance

b) Conditions subsequent to validity of the Policy

These matters are to be complied with by the insured for the continued validity of the policy. If these conditions are violated the insurer can avoid the policy from the date of breach.

Ex: 1. Any alteration in the building insured for Fire by which the risk of fire would get enhanced

2. Transfer of interest in the property to another without the consent of the insurer

c) Conditions precedent to liability of insurer. These are conditions which are to be strictly complied with by the Insured in the event of any loss to the insured property in order that the insurer admits liability for the loss. The insurer may turn down the claim if these conditions are not complied with by the insured. 
Ex: 1. Production of proof of age and death certificate in connection with a claim under the Life insurance policy

2. No commitment or offer of settlement by the insured with any third party without the consent of the insurer in connection with a liability policy.

7. (a) What is the relevance of Tariff in Motor Insurance contracts ?

(b) How many types of Motor Vehicles are classified under Motor Vehicles Act, 1939?

(c) Explain the factors which are taken into consideration whilst underwriting Motor Insurance.

a) Motor Insurance in India is under a Tariff. Tariff is a bench mart gate and is supervised by the Tariff Advisory Committee which is the Statutory body under the Insurance Act. One cannot quote lower than the stipulated rate laid down for a vehicle under the tariff.

b) Under Motor Vehicles Act, 1939, Motor Vehicles are classified into three types :

i) Private Cars (Domestic and Business purposes)

ii) Motor Cycles (Three wheelers, Motor Scooters, Auto, Cycles)

iii) Commercial Vehicles (Public Carriers, Private Carriers, Trailers etc.

c) In Motor Underwriting, the following factors have to be kept in view:-

i) the type of vehicle

ii) the use to which the vehicle will be put to

iii) the geographical area of operation of the vehicle

iv) the age of the vehicle and the person driving the vehicle

8. Explain the significant features of the following two regulations notified by Insurance Regulatory and Development Authority:

(i) The Insurance Regulatory and Development Authority (General Insurance-Reinsurance) Regulations, 2000

(ii) The Insurance Regulatory and Development Authority (Obligations of Insurers to Rural Social Sectors) Regulation, 2000.

(i) IRDA (General Insurance – Reinsurance) Regulations, 2000 The reinsurance arrangement should be based on the following objectives:

a. Maximization of retention of business within the country b. To develop adequate capacity within the country

c. To obtain the best possible protection for the costs incurred

d. To simplify the administration of business Every insurer is required to maintain maximum possible retention based on its financial strength and volume of business. The percentage on the sum insured of each policy of every class of business as specified by th4e Authority in accordance with the provisions of the Insurance Act should be ceded to the national reinsurer.

The reinsurance programme of the insurer should be arranged on a yearly basis. Every insurer should submit at least before 45 days to the Authority its reinsurance programme for the forthcoming year. In addition, within 30 days of the commencement of the financial year, the details of the reinsurance arrangement with supporting documents will have to be filed with the Authority.

(ii) IRDA (Obligations of Insurers to Rural and Social Sectors) Regulations, 2000

Rural sector means any place as per the latest census, which has a. A population of not more than five thousand b. A density of population of not more than four hundred per square kilometer and c. At least seventy five percent of the male working population is engaged in agriculture Social Sector includes unorganized sector, informal sector and economically vulnerable or backward classes and other categories of persons both in rural and urban areas.

Every insurer is required to do a certain percentage of business as specified by the Authority, in rural areas for the purposes of Sections 32B and 32C of the Act.

9. Write short notes on any four of the following:

(a) Subrogation and Contribution

(b) Named Peril Policy

(c) Industrial All Risk Insurance

(d) Sources from where the investible funds of Insurance Companies are derived

(e) Adverse selection

(f) Policyholders’ surplus

(a) Subrogation and Contribution :

Subrogation means transfer of the rights of an assured in favour of the insurer against the third party for any damages caused by him for the loss.

For example: Cargo owner having lost his cargo by the negligence of the transport carrier

recovers loss from the marine insurer and the latter getting rights of the insured transferred to him sues the carrier for recovery. As per the principle of contribution if any asset or interest is insured with more than one insurer and any loss sustained by such asset or interest caused by a peril is recoverable from all such insurers, all the insurers will proportionately share the loss among them according to the sums insured under their respective policies so that ultimate aggregate recovery made by the insured equals and not more than the loss sustained. For example: A factory building insured against the risk of fire, by the owner with three insurers for different values, the total of all the insured amounts being the value of the building. When the building is destroyed fully, all the three insurers will in relation to the sum insured under their respective policies pay proportionately and the total recovery thus made by the owner will just be equal to the value of the building.

(b) Named Peril Policy:

Named Peril Policy contains the list of Perils covered in the Policy. Perils that are not named are not covered. For example: A Standard Fire and Special Perils Policy mentions specific perils against which coverage is granted.

( c) Industrial All Risk Insurance:

Industrial All Risk Insurance policy covers assets of all industrial and Business undertakings whose asset value exceeds Rs.100 crores. The policy covers the assets against all risks subject to specific exclusions. Primarily the cover is against Fire, other natural perils like flood, earthquake, and landslide, human actions like riot and strike including terrorism and against breakdown of the functional machinery and equipment. The cover is also extended to

business interruptionn arising out of asset loss or damage. 

(d) Sources from where the investible funds of Insurance Companies are derived:

The Investible funds of the Insurance companies come from both insurance related activities and investment operations. The cash inflows from insurance operations consist of premium from policies sold to the policyholders. The outflow is with respect to claim payments, annuity payments and expenses related to normal business operations. The cash inflows from investment operations consist of net interest income from investments and loans, dividends, capital gains, amounts realized from sale of securities, realizations from maturity of the instruments, repayment of principal and others. Investment outflows consist of initial investments, any trading losses, and transaction costs etc.

(e) Adverse selection:

Adverse selection involves Customers who are exposed to a higher risk to seek more Insurance coverage than those at a lower risk. Insurers react by either charging higher premiums or not insuring at all. In the case of natural disasters such as Earthquake, cyclone etc., adverse selection concentrates risk instead of spreading it Insurance works best when risks are shared amongst large number of Policyholders.

(f) Policyholders’ surplus:

Policyholders’ surplus is the amount of money remaining after an Insurer’s liabilities are subtracted from its assets. Policyholders’ surplus acts as a financial cushion beyond reserves, protecting policyholders against an unexpected or catastrophic situation.
PAPER – 1 : PRINCIPLES AND PRACTICE OF INSURANCE – NOV 2004

1. Distinguish briefly between :

(a) Peril and Hazard

(b) Assignment of the policy and Assignment of the proceeds of the policy

(c) Agent and Broker

(d) Actual cash value of the assets and Fair market value of the assets

(e) Implied conditions and Express conditions

(a) Peril is defined as the cause of Loss. Hazard refers to the conditions which may create or increase the chance of loss.

(b) Assignment of the policy means transfer of rights of the policy by the insured to another. This requires the permission of the insurer. Assignment of the proceeds of the policy means mere transfer of rights of receiving the benefits under the policy by the insured to another. This does not require the permission of the insurer.

(c) Agent is the representative of the insurer. He represents only one insurance company and the products and services which he offers is limited to that company. Broker is the representative of the insured. He can represent any number of insured and sell the products and services of various insurers.

(d) Actual cash value of the assets would mean the written down value of the assets after taking into account depreciation and inflation in the value of the assets over a period of time (Replacement cost – depreciation) Fair market value of the assets is the price that would normally be determined in a free market during a transaction entered into by a willing buyer and a willing seller. This can be taken as the actual cash value when the replacement cost of the assets cannot be determined. 
(e) Implied conditions are implied by law and are applicable to any contracts of insurance whether specifically included in the policy or not. Express conditions are special conditions agreed to between the insured and the insurer and are clearly stated on the face of the policy.

2. Define Risk Management and explain briefly the different techniques of the same.
Risk Management may be defined as a managerial function, which is directly concerned with:

 Identification of sources of risks to which the firm is exposed

 Estimation of the probable frequency and size of the potential losses

 Consideration of various techniques and methods available to tackle these risks

 Implementation of the selected techniques and methods

 Periodical evaluation of the results achieved Techniques dealing with the problem of risks

 Risk avoidance - Simplest way to deal with the problem of any risk is to avoid it altogether. This technique is not always possible nor is it practical in all cases.

 Loss prevention and reduction – Financial consequences of risks may be eliminated or minimized through various loss prevention and loss reduction measures. Some of these measures may prevent the loss from occurring while others may reduce the extent of loss.

 Risk retention – The firm may decide to bear the loss for its own by treating the losses as normal operating expenses of running the business. Or the firm may decide to create a fund to which periodical payments would be credited and from which losses would be paid as and when incurred.

 Risk transfer – The firm may decide to shift the risk burden on others. There are different ways the main one being Insurance. Other ways are hedging, sub-contracting, asking for sureties, diversification, indemnity agreements, incorporation etc.

3. (a) Explain the principle of Contribution.

If the asset is insured with more than one insurer against the same set of perils and in the event of loss to the said asset by any one of the insured perils, the said loss will be shared by all the insurers in proportion to the sum insured for which they have issued their policy. The application of the principle of contribution is subject to the following pre-requisites :

(i) All policies should have covered the item affected by the peril

(ii) The peril which causes the loss must be common to all the policies

(iii) The policies should have been effected in favour of a common insured

(iv) All the policies must be in force at the time of loss
(b) Ram insured all his factory machinery on market value basis with three different insurers as per details below:

Insurer                        Policy taken                                                   Sum Insured Rs.

  A                   Std. Fire and Spl., Perils Policy                                           25 lacs

  B                   Std. Fire and Spl. Perils Policy Excluding flood cover            15 lacs

  C                   Std. Fire and Spl. Perils Policy 
                       Excluding Riot and Strike cover                                          10 lacs

Because of a heavy flood in the area eight lacs worth of the machinery was damaged. How do insurers share this loss? Policy issued by the insurer B does not cover the flood peril. Hence the same will not contribute for the loss. On the date of loss the market value of the insured asset is Rs.50 lacs. As against this the aggregate of the sum insured under the policies issued by insurers A and C is only Rs.35 lacs. The balance Rs.15 lacs is deemed to be self insured by Ram. Accordingly, all the three as below will share the loss of Rs.8 lacs:

Insurer A pays : 25/50 X 8 = Rs.4.0 lacs

Insurer C pays : 10/50 X 8 = Rs.1.6 lacs

Ram bears: 15/50 X 8 = Rs.2.4 lacs
4. Explain the salient features of an Endowment Policy and its suitability to the Indian Market.

Endowment policy used to be the largest selling product in the Indian Market because of its features of assured periodical income. The term ‘endowment’ refers to the accumulated value of the investment made under the policy. Thus, endowment plans promise protection from risk in the event of death of the insured during the policy term as well as an assured sum upon the maturity of the policy. In this type of policy, the maturity of the policy is usually chosen to coincide with the retirement of the person. These policies are issued for specific terms chosen by the proposer who can choose the duration of the policy which may be 10,15,20 or 30 years. Where the duration is short the premium involved is higher. It is to be noted that whether the assured meets a premature death or not the full amount of the policy has to be paid by the insurance company provided the premiums have been paid as stipulated in the policy. Hence, it pays the face amount of insurance if the insured dies within a specified period; if the insured survives to the end of the endowment period, the face amount is paid to the policy owner at that time. The mathematical concept of endowment insurance = term life insurance + pure endowment [ to pay the face amount if the insured dies during the period + to pay the maturity amount only if the insured is living at the end of a specific period, with nothing paid in case of prior death.] The economic concept divides endowment insurance into two parts: decreasing term insurance and increasing savings. Variations of endowment insurance are enormous worldwide. Single premium endowment policies are popular in European countries. Long-term endowment policies are common in United Kingdom Retirement income policy, Semi endowment policy, Modified endowment policy Juvenile endowment policies are some of the types of endowment insurance policies. An Endowment Policy has the Following Features:

 It covers the risk for a prescribed time period at the expiry of which the sum under the policy, along with the accumulated bonus (if the policy is with profits) is paid back to the assured

 The payment of an endowment at the end of the term has made these policies very popular in our country

 This policy provides old age benefits. Generally, a parent’s responsibility ends once the children are financially independent and well established in life. Then, the individual has to provide for his old age i.e. on his retirement. At this stage of life when he receives the insured sum, he can use the amount in two ways:

O For purchasing an annuity policy for getting a stream of monthly pension for rest of his life

O For parking the money in some investment of his choice

 Premium on endowment policy is payable for the whole term of the policy, unless such period is preceded by the death of the policyholder

 Unlike whole life policies, the premium rates for endowment plans are higher and the bonus rates lower

 The cost of an endowment policy is much more than that of the whole life plans. But, the main advantage of this plan is the lump sum payments that the policyholder gets during his lifetime after the termination of policy

 These policies are eligible for loans within the surrender value of the policy

 These policies can be issued to people upto 65 years of age while the maximum age at maturity is 75 years. The minimum age at entry is 1 years (as per LIC plans). Suitability of the Product:

 Endowment plan is most suitable for a person who is the family’s bread earner, because it provides life insurance cover to him thus covering the risk to which his family is exposed

 Besides taking care of the risk of untimely death of the policy-holder, the insurance amount is also paid once the term is over 

 If a person wants to meet expenditure like his children’s education and marriage the term of the policy can be selected to suit these contingencies

 If the policyholder wants to channelise his funds towards any investment scheme which provides for a steady source of income during his retired life, he can buy this plan

 This plan is basically meant for those who look for savings besides taking life cover

Examples of endowment policies:

Endowment with and without profit plans, limited payment endowment with profits, Jeevan Mitra, Marriage or Educational Annuity, New Janaraksha, Bhavisha Jeevan, Jeevan Griha, Double and Triple Cover, Bima Nivesh, Jeevan Mitra Triple Cover and Bima Nivesh 2001 of LIC, Endowment Assurance Plan and Flexible Bond of HDFC Life, ICICI Pru Save n Protect Plan, ICICI Pru Assurance etc. 

Money Back Policy

Under these plans the policy proceeds are paid to the insured in a number of separate cash payments. The timing of receipt of payments can be as per the available option. As in case of other policies life insurance cover is provided. The premium can be paid by the insured in lump sum payment or in a number of separate instalments.

The following are the features of these policies:

 It provides for periodic payments of survival benefit at fixed intervals during the term of the policy as long as the policyholder is alive

 On de’ath of the policyholder, during the term of the policy, the death claim payable is the full sum assured without deducting any survival benefit amounts that may have been already paid

 However on survival, upto maturity of the policy the sum assured after deducting the survival benefits paid earlier is repaid.

 The bonus is also calculated on the full sum assured.  The minimum age for eligibility under this policy is twelve years (as provided by LIC).

Suitability of this policy:

 Persons desirous of receiving periodic payments in addition to insurance cover can opt for such a policy, which can be used for various purposes like down payment for a house, for the purchase of an asset or investment in business.

 Variants of such plans exist for children’s education and marriage wherein the periodical receipts can be used as required Examples of Money Back Plan are Money Back with Profits (75), New Money Back, Jeevan Surabhi 15, 20 and 25 years and Jeevan Shanchays Plans of LIC, Money Back Plan of HDFC Life and Dhana Shree of AMP Sanmar, etc.

5. Write short notes on the following :

(a) Subrogation

(b) Erection all risks insurance

(a) Subrogation :

Subrogation means the transfer of the rights of an assured against the third party for any loss/damages caused by him, in favour of the insurer after the insurer has indemnified the insured for such loss / damages. Principle of Subrogation is corollary to the principle of 
indemnity. By this while the insured recovers his loss from the insurer, he is prevented from making any profit by obtaining compensation once again from the offending party. Insurer by the right of subrogation is able to mitigate his libility which eventually leads to his lowering 
the premium rates to the advantage of the policy holder. Principle of subrogation is applicable only to general insurance contracts.

(b) Erection all risks insurance :

Erection All Risks Insurance, otherwise known as EAR Insurance provides cover for the projects under construction. It covers the project machinery and materials against all risks (subject to certain exclusions) right from the time when the project materials are unloaded at the site of erection till the time the project is erected, tested, commissioned and handed over.

As the projects may involve in addition to the Principal, Erection contractors, Sub-contractors etc., a single policy can protect the interest of all of them in the event of something happening to the project machinery and materials resulting in financial loss to any one or all of them. The policy sum insured will take into account the FOB/CIF value of all the items insured as well as various expenses like duty, incidentals and cost of erection. The sum insured initially selected is subject to adjustment based on actual construction cost after completion of project.

6. (a) What does the term “Material Fact” means in relation to insurance?

(b) When insuring his house Mr.Gupta furnished all the details in the proposal form but for a question “Whether any other property adjacent to the house is of inferior construction” did not reveal the fact that the next house was a thatched hut. Because of a short-circuiting in the insured house the clothes kept in the room caught fire which ultimately resulted in the entire house being gutted. The fire spread to the neighbouring hut also and destroyed the same. Insurance company refused to pay the claim on the plea that Mr.Gupta suppressed the fact that the neighbouring house was a thatched hut. Do you feel that the insurer’s stand is right and that Mr.Gupta cannot recover his loss?

(c) While insuring the generator in his factory for breakdown risks Mr.Johnson replied the query in the proposal form ‘Furnish the past claims history’ as “not relevant and hence not giving the details” inspite of the fact that he had few claims made with his previous insurer for breakdown losses for the same generator.

Mr.Johnson had to once again face a breakdown loss in the current year and lodged a claim with the present insurer. Having come to know of the past losses through the surveyor, the insurer denied liability on the plea that the past claims history was not furnished to them and there is a suppression of a material fact. 

Comment on the insurer’s stand of denying the claim.

(a) A material fact is a fact or information which affects the judgement of a prudent underwriter in deciding whether to accept the risk and if so, at what rate of premium and subject to what terms and conditions. It is binding on the part of the parties, the insured and the insurer, to expressly disclose all the material facts pertaining to the contract. Non-disclosure of material facts by either party will render the contract null and void.

(b) Non-disclosure of the fact that the adjacent house is a thatched house amounted to suppression of a material fact. Had it been revealed, the insurer’s decision with regard to acceptance of the risk or fixing rates terms and conditions of cover might have been different. Insurer can avoid the contract if it comes to know of this fact after issue of the

cover. But in this case it is clear that the fire loss to the insured house has neither taken place nor aggravated because of the existence of the thatched house. Considering this aspect insurer can waive this suppression and can settle the claim subject to other conditions of the

policy. Judiciary also favours such a customer friendly approach to disposal of claims by insurers. 
(c) The insurer’s stand is not maintainable in this case. To the specific query in the proposal form “Furnish the past claims history” Mr.Johnson had refused to give the details as “not relevant and hence not giving the details”. The insurer had then every opportunity to decide against acceptance of the risk and if accepted, fix whatever rates, terms and conditions of coverage that it would have desired. Action on its part in going ahead and providing coverage 
would amount to waiver of its right and the insurer cannot later put a question mark over this matter and deny liability when the claim arose.

7. Mr. Arun, as a bachelor, took a life policy from insurer “Life Secure” and named

his mother as his nominee. During the tenure of the policy, he married Miss Shaila, but he did not change the nomination in his policy. Subsequently when the policy was in 
force, Mr.Arun died of heart attack. Mrs. Arun lodged a claim with the insurance company, simultaneously as Mr.Arun’s mother filed a claim as the official nominee of the deceased.

Insurance company found the claim to be otherwise in order, but being confronted 
with the situation of two parties staking the claim, did not want to take any risk of being questioned for wrong payment, if payment was made to one of them. It advised both the parties to get the issue settled through legal process before it can make payment to any one of them. Is the stand taken by the insurer correct in the circumstances of the case? Discuss

the issue taking reference to the judicial disposals and the case law relating to nomination.

The stand taken by the insurer is not correct. The policyholoder is entitled to authorize an individual to receive policy monies. The insurance company is duty bound to make the payment to the nominee as mentioned in the policy. There is no need for any apprehension

on the part of the insurer that its action of making payment to the nominee would be questioned.Further simply because the nominee receives the policy monies the interest of any one who has the legal right to receive the money does not get affected as the mere nomination does not have the effect of conferring on the nominee any beneficial interest in the amount payable under the life insurance policy on the death of the assured. The nomination only indicates the hand which is authorized to receive the amount, on the payment of which the insurer gets a valid discharge of its liability under the policy. The amount however can be claimed by the heirs of the assured in accordance with the law of succession governing them.

8. (a) Write short note on Marine Cargo Insurance.

(b) Jackson & Co. imported 20,000 numbers of a particular type of bearing from UK. The consignment was packed uniformly in 40 boxes. The cost incurred by the company is as below :

Suppliers’ invoice amount including ocean freight : Rs.1,35,00,000

Duty : Rs. 81,00,000

Insurance, inland freight and incidentals : Rs. 2,00,000

Total : Rs.2,16,00,000

Jackson & Co., proposed to insure the consignment under a Marine cargo Insurance Policy for Rs.2,50,000 and the insurer issued the policy accordingly. As the ocean carrier delivered only 36 boxes and there was a short delivery of 4 boxes, the company lodged the claim both on the ocean carrier and the insurer for Rs.25,00,000. While the carrier refused to pay any claim, the insurance company offered to settle the claim only for Rs.21,60,000 being the actual value lost by the Jackson and Company which the insured did not agree. Do you feel that the insurer’s stand is in order and why? And what is the position with regard to the claim on carrier?

(a) Marine Cargo Insurance deals with insurance of all and any type of goods carried in the ship from one place to another and covers the goods against the risks associated with the ocean voyage and also the inland transit. The term marine cargo insurance refers not only to cargo carried by ship but also by rail. Road and air and any other normal mode of conveyance. Policies are issued to cover a single voyage or transit or in case of parties having regular transport of cargo an annual policy to take care all such transport of cargo. Policies are issued covering the cargo against limited perils or against all risks. The policy can also be extended to cover against war risks and strike and riots. Unlike policies like fire, marine policy is what is known as an Agreed Value Policy. The value of the cargo is agreed between the insurer and the insured and incorporated in the policy. And in the event of the claim irrespective of the market value of goods on the date of loss the settlement under the policy 
will be made in relation to the sum insured. The principle of subrogation is very significant with regard to marine insurance. As loss or damage to the goods take place mostly while they are in the custody of carriers, for which they are responsible as per relevant acts, the insurer after settling the claim with the insured, will pursue recovery from carriers under letter of subrogation. 

(b) As explained in part (a) above, a marine cargo policy is an agreed value policy. Irrespective of the market value of the goods on the date of loss the settlement under the policy will have to be made in relation to the sum insured unless there is intentional over insurance by the insured. Hence in this case the claim for loss of four boxes bearings will have to be settled for the proportionate sum insured namely Rs.25,00,000/- As regards refusal of claim by the ocean carrier, the insurer, while settling the claim with Jackson & Co., will obtain a letter of subrogation from them and pursue recovery from the carriers. Any recovery, if effected from the carrier will go to the credit of the insurer as long as Jackson & Co have

been fully indemnified under the policy.

9. Outline the areas on which the Statutory Auditor is required to express his opinion during certification of Financial Statements of insurance companies. 

The Statutory Auditor has to express his opinion on :

1. Whether the balance sheet gives a true and fair view of the insurer’s affairs as at the end of the financial year/period

2. Whether the revenue account gives a true and fair view of the surplus or the deficit of the financial year/period

3. Whether the profit and loss account gives a true and fair view of the profit or loss account for the financial year/period

4. Whether the receipts and payments gives a true and fair view of the receipts and payments for the financial year/period

5. The financial statements are prepared in accordance with the requirements of the Insurance Act, 1938

6. Investments have been valued in accordance with the provisions of Act and the regulations

7. The accounting policies are appropriate and are in compliance with the applicable accounting standards and the accounting principles 
8. Certify the management report and that there is no apparent mistake or material inconsistencies with the financial statement He has to certify that he has verified the cash balances and securities relating to the insurer’s loans reversions and life interest and investments.
*****
P1 – PRINCIPLES AND PRACTICE OF INSURANCE – MAY 2004

1. Do you agree that there is always a trade off between shareholders’ needs and policyholders’ needs in capital of an insurance company? Discuss in relation to capital management.

Ans. Yes, it is true that there needs to be a trade off between the shareholders’ and policyholders with respect to capital. Shareholders prefer less capital and maximize Return on Equity (ROE), whereas policyholders want more capital to maximize solvency. An insurance company need adequate capital related to risk exposure, for its present operation and for future growth.

The company has to keep in mind the following three factors:

(i) Regulatory needs

(ii) Rating agency guidelines

(iii) Solvency requirement

Regulators give guidelines on risk based capital. In this case the IRDA.

The following factors are considered in this regard.

(i) Risk characteristics based on size, nature of business, quality of investment etc.

(ii) Risk weightage for different class of assets like investment in government securities, private equity etc.

(iii) Total adjusted capital, which consist of statutory capital, asset valuation reserve etc.

(iv) Capital derived from risk-weighted formulae as per (ii) above. The two capitals as per (iii) and (iv) above are compared to find out whether the capital is adequate in relation to the risk of the company. Rating for financial products like deposits, debentures etc., are very important to Insurance companies like any other company, to get policyholders loyalty and confidence. Rating agency will look for adequate capital commensurate with risk, track record of claim settlement along with financial strength of insurance companies for rating purpose.

Solvency margin is the excess of asset value over the value of liabilities. The valuations are done as per IRDA regulations. It provides guidelines for valuation of assets, valuation of liabilities and determination of solvency margins.

2. Differentiate between co-insurance and re-insurance contracts.

Ans.  (i) Co-insurance is a method by which more than one insurer shares a risk in agreed proportions. It also means in some cases that the loss is shared or borne by the insured. For eg., when a premium of Rs.50 lacs is paid for a property worth Rs.1000 lacs with insurers A, B, and C sharing 40%, 30% and 30% respectively, when a claim arises, it is paid in the same

proportion. 

(ii) Under a Mediclaim policy, the insured may agree to bear 10% of loss (deductible) and the insurer will settle the balance loss. There can be compulsory or voluntary deductibles under

some policies.

(iii) The insured himself / herself becomes co-insurer when he /she under insurers the risk or property or the subject matter. One important factor to be considered in Co-insurance is increase in value of property due to inflation, increase in inventory, increase in price etc. If the corresponding adjustments are not made, it may attract penalties. In reinsurer, the insured does not share the risk, but the insurer transfers his risk amongst other insurers. A reinsurer is an insurer’s insurer. The original insurer is called the primary insurer or the ‘ceding company.’ The amount reinsured with the reinsurer is called ‘cession’ and the balance is ‘reteation’. In case of reinsurance, the insurer can limit his liability to the extent of the insurer’s financial capacity. It helps in stabilizing the profits of the insurer. The insurer can retire from underwriting and unearned premium reserve can be passed on to the reinsurer.

It must be clearly understood that the primary responsibility to settle the claim to the insured, when one arises, is that of the insurer and not that of the re-insurer. The lack of contribution from the reinsurer under the reinsurance agreement cannot be a basis for the

non-payment of the claim.

3. Very briefly describe the IRDA (Assets, Liabilities and Solvency Margin of Insurance) Regulations, 2000.

Ans. IRDA (Assets, Liabilities and Solvency Margin of Insurers) deals with preparation of different statements by the insurers. Valuation of Assets: 
Schedule I deals with valuation of assets. It has to be prepared in FORM IRDA Assets AA. It gives a list of assets whose value shall be placed zero. It also provides for the valuation of computer  equipments and other assets. 

Schedule II A: Deals with valuation of liabilities in life business. It defines the valuation date and Universal life contracts. It gives the method of determination of mathematical reserves, valuation parameters and the additional requirements that should be considered for linked business and provisions.

Schedule II B: Deals with the valuation liabilities in general insurance business. It has to be prepared in Form 4 G, which is required to be certified by an Auditor approved by the Authority. 
Schedule III A: Deals with determination of solvency margins, in case of life insurers. Every insurer must determine the required solvency margin, available solvency margin and solvency ratio in Form K. 

Schedule III B: Deals with determination of solvency margins in case of general insurers. The required margin, available margin and solvency ratio should be given in FORM KG. The required solvency margin is 150% of the absolute solvency.

4. (i) P’s husband ‘H’ took a policy on the life of ‘W’, who is the wife of an employee ‘E’ working for ‘H’. He later on assigned this policy to ‘P’. On the death of ‘W’, ‘P’ claimed the money from insurance company.

(ii) ‘MS’ is a school teacher drawing a salary of Rs.2,000 per month. He took a policy for Rs.3,00,000 and assigned the same in favour of ‘BD’, who paid the premium for 6 months. At this time ‘MS’ died and ‘BD’ claimed the amount from insurance company. Briefly discuss the liability of the insurance companies under the above policies and indicate whether the claims are allowable. Give reasons for your answers. Ans. An important factor for a valid contract is that it should not be expressly declared to be void by the Act. As per Section-30 of Contracts

Act, “agreements by way of wager are void”. A “wager” is a promise to give money or money’s worth upon the determination of an uncertain even. An insurance contract in certain cases resembles a wager when it is not supported by ‘insurable interest.’ And therefore such contracts are void. In both the cases there is a lack of insurable interest and so they are void.

Insurance and wager differs in many respects : 

	INSURANCE
	WAGER

	i) Effected to cover an existing risk
	No risk exists until the bet is made

	ii) The insured event say like fire can never happen(is a contingency)
	The event is bound to happen at a fixed time



	iii) Varying degree of loss happens
	Either won or lost

	iv) Happening of the event is not desired

by either party
	Desired by the party one way or other



	v) Insured get indemnity and not anything more
	The winner wins the amount of bet as per agreement

	vi) It is a contract requiring extreme good faith by both parties
	No such consideration in Wager



	vii) It is known which party is immune from loss
	Who will win or lose will not be known until after event


5. Mr. A had applied to a House Building Society for a loan of Rs.5,00,000 on a mortgage of the house to be purchased. The insurance policy had to be taken in the name of the society and Mr.A. There is a question in the form, which required Mr.A to state “any other matters” which he wished to be taken into account to which Mr.A said ‘none’. However, A had suffered a period of imprisonment of 12 years for conviction for a robbery in April, 1960. A fire broke out in the premises and the 
house was burnt down. Discuss, stating reasons, whether A can enforce the claim against the insurance company.

Ans. A’s claim with the insurance company will not be acceptable by the insurer. ‘A’ has not disclosed a material fact about his conviction for 12 years when he applied for insurance. This is a moral hazard. The criminal record of the insured is important information and has to be disclosed. Moral Hazard pertains to the human factor which may contribute to the occurrence of the event insured against. Not only the character or moral integrity of the insured but also his motive in seeking cover, his behaviour towards his employees and the behaviour of his employees all have a bearing on moral hazard. Moral hazard is good where the insured is honest and careful in dealing with his property and others having any sort of connection with the subject matter are also safety conscious. Moral hazards exist when the insured seek cover with fraudulent motives or is generally careless about the property or machinery being covered. Moral hazard is difficult to assess. Often it will reveal itself only when a claim arises when it will be too late to take appropriate remedial underwriting measures. In the present case, due to a failure to disclose material particulars in the proposal form, A’s claim will not be paid by the insurers.

6. There are some distinctive features/special principles in an insurance contract. What are these special principles? Explain each with an appropriate example.

Ans. The special principles of an insurance contract are:

(i) Utmost good faith

(ii) Insurable interest

(iii) Indemnity

(iv) Subrogation

(v) Contribution

(vi) Proximate cause

(i) Utmost good faith: In a contract of insurance, the concerned contracting parties must rely on each other’s honesty. Insurance products are intangible products. To decide on the terms of contract certain information is needed which is known only to the insured / proposer. The law imposes great duty and responsibility on the parties to an insurance contract to have utmost good faith, which implies full, complete and correct disclosure of all material facts by

both the parties. These material facts are such that they have a bearing on the determination of risk involved and account of premium (pricing) and the terms of coverage of policy. Any concealment of material facts will lead to negative repercussion on the functioning of the insurance company’s normal business. All disclosures should be made at the time of entering into the insurance contract. Example: The insurer in a particular contract had minor kidney problem and was advised by his doctor to take care. Later an X-ray showed lung infection, which would probably clear up with treatment. He also suffered from a heart attack. He did not disclose any of his ailments to the insurance company. These are material facts and the insurance company can repudiate claim, saying these are important for entering into contract and to assess risk and hence the premium.

(ii) Principle of Insurable interest: Insurable interest means the policyholder must have a pecuniary or monetary interest in the property, which he has insured. In life insurance contract insurable interest exist between husband and wife, parent and child.

(a) This principle adds legal validity without which such contracts would be considered as ‘Wager’

(b) Presence of insurable interest prevents fraudulent practices

(c) Insurable interest provides the right to secure insurance and claim a compensation

(d) The owner of the property has an insurable interest.

(e) Insurable interest exist between :

 Employer and employees

 Creditor and Debtor

 Partners

 Guarantors

Example: Mr. G and his wife each signed a proposal form for a joint life policy on their lives and both contributed towards premium. After the policy was taken, the wife committed suicide and the husband claimed the sum assured. The court held that the insurable interest exists between a husband and wife and the insurer has to pay the claim.

(iii) The principle of Indemnity: The meaning of the word ‘indemnity’ is making good the loss on the happening of the insured event for which the insurance policy is taken up the insured should be paid the amount of loss.

1. This principle sets the rule according to which insurance companies undertake to compensate the insured, on fulfilling the terms of contract.

2. This principle ensures that the insurance is liable to pay up to the amount of loss and not more than that. All general insurance contracts are contracts of indemnity. Example: Mr. A owns a clinic. He bought this about 5 years ago for Rs. 20 lakhs. He had bought fire insurance cover for Rs.16 lakhs, which is the present written down value of the asset. His clinic got fire and the loss suffered was worth Rs.9.00 lakhs. The amount of compensation to him would be : 16 X 9 = Rs.7.2 lakhs 
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(iv) Subrogation : Subrogation means the restitution of the rights of an assured in favour of the insurer against the third party for any damages caused by him in place of the assured after the insurer has indemnified him for the loss. This principle is invoked when a third party is responsible for the loss. When the asset is damaged, the insured can sue the party who has caused the damage or can seek compensation from the insurance company. In case he chooses to claim compensation from the insurance company, he cannot sue the third party who has damaged the property. Instead the insurance company gets the right to sue the party causing damage. In other words, the insurer steps into the shoes of the insured in the matter of enforcing the claim against the third party.

Example: Mr. X was on his way to office in his car, when it was hit by a lorry from behind. X can claim damage from insurance company, and the insurer in turn can sue the lorry owner for damages.

(v) The principle / doctrine of contribution: Insurance companies, while insuring a very high value asset, seek to diversify the risks with other insurance companies. That is part of value of the asset is taken up by a single insurer and the asset is insured by a group of two or more insurance companies. As per this doctrine, the loss shall be shared proportionately among the insurers according to the ratable proportion of the loss.

1) the insured asset must be common to all the policies

2) the risk insured against must be common to all the policies

3) the insured owner of the asset must be the same person

4) All policies must be in force during the occurrence of loss.

Example: Two insurers A and B independently cover a risk. When the loss occurs A fully indemnifies the insured and claimed 50% from B. In this case both the policies have the usual ratable proportion clause that the insurer will not pay more than its share of loss. When A pays the full loss to insured B need not pay to A as excess paid by A is voluntary.

(vi) Doctrine of Proximate Cause: When an insurance policy is issued it relates to some peril, which may result in loss to the policyholder. No policy can cover all types of risks. Insurer is liable to indemnify only against the insured perils. The term ‘Proximate cause’ means the nearest cause. Each policy in general insurance will state the protection from the risks that are mentioned in the policy. All details related to proximate cause should be clearly mentioned at the time of entering into contract. Sometimes the causes not covered by the policy have to be expressly mentioned. Example: A person has insured his asset against fire occurring due to electric short circuit. If the actual fire occurs due to leak of LPG cylinder the insurance company is not liable to pay for the losses.

7. Mr. Ram got insured his life on 7.2.1988 for Rs.1 lakh. The commencement date of the policy was given a 7.4.87 to take advantage of lesser age premium. The yearly premium was Rs.6,870 and the second yearly premium was due on 7.4.88.

Mr. Ram and Mr. Shyam were partners in a business. Shyam also insured his life for a premium of Rs.1,657 per annum. Both of them issued a joint cheque dated 7.5.88 for Rs.8,531.50 towards combined premiums on their respective lives. The insurance company issued a stamped receipt on 25.5.88 and sent the cheque for collection. The cheque was dishonoured and sent back by the bank on 8.6.88. The company sent the intimation of cheque dishonour dated 21.7.88 which was posted by it on 30.7.88. It was received at the residence of Ram on 1.8.88. The intimation required Mr. Ram to pay the premium with interest by 16.8.88. However Mr. Ram died on 28.7.88, in an accident. Mrs. Ram claimed the 
insurance money along with the accident cover also. She said that the insurance company’s services were “deficient” in not intimating of the cheque dishonour in time. To strengthen this statement, she quoted the insurance company’s circular that stated that all dishonour of cheques should be intimated immediately by the concerned staff by contacting the policyholder.

Required: State whether Mrs. Ram will get the insured money from the company, i.e. is her claim maintainable?

Discuss with reference to;

(i) Deficiency

(ii) Payment of premium and grace period

(iii) Revival of discontinued policies

(iv) Forfeiture

Ans. From the facts of the case it appears that, the fault lies with Mr. Ram. He did not pay the premium even within the grace period allowed under the policy.

Deficiency: It may be true that the insurance company did not intimate the cheque dishonour in time, say within 2 or 3 days of cheque return. In fact the fact that the cheque was not honoured is not informed in time by the bank also. Date of cheque was 7.5.88, it was returned by bank on 8.6.88 almost after one month. The delay was further added by the insurance company as it posted the intimation of cheque dishonour on 30.7.88 only after 50 + days. This inspite of the internal circular. But this deficiency is just an administrative lapse and not sufficient to warrant to pay the claim. Premium and grace period: As per terms of a Life insurance policy and also the regulations specified by the IRDA for protection of policy holders, a grace period o f one month (30 days) will be allowed for payment of yearly, half-yearly or quarterly premiums and15 days for monthly premiums. If death occurs within this period and before the payment of the premium then due, the policy will be still valid and the

sum assured will be paid after the deduction of the said premium. In this case, the premium was due on 7.4.88. The cheque was paid on 7.5.88 after the lapse of the grace period. The company sent it for collection on 25.5.88 and it was returned on 8.6.88 which means that for

60 days as against the grace period of 30 days the premium was not paid. Both Ram and Shyam must definitely be aware that there were insufficient funds in the Bank. The policy lapsed as the premium was not paid in grace period. Revival of discontinued policies: Revival of a lapsed policy is a privilege or concession granted to the policy holder by the insurance company. The insurance company reserves the right to accept or decline  the revival of a discontinued policy. There are also certain limitations while reviving a policy they are :

(i) Revival should be during the life time of the assured and not after his death

(ii) Within a period of 2 years from the due date of the first unpaid premium

(iii) Before the date of maturity

(iv) The conditions relating to the payment of the premium due on the lapsed policies should be complied with

In this case the lapsed policy was not revived during the life time of Ram. It could not be revived after the death of Ram. In any case, it is the right of the insurance company to revive the policy even if Ram had paid the premium before he died after the grace period. Forfeiture : In certain cases and under certain circumstances, the insurance company can forfeit the money paid by the insured. Non payment of premiums is one such circumstance. When forfeiture clause is invoked the claims under the policy shall cease and the money paid shall belong to the insurance company. In this case, this clause could very much be invoked by the insurance company. Conclusion: In view of the all above factors, the insurance company is not guilty of “deficiency” in service and Mrs. Ram will not be eligible to get the insured money.

8. You are auditing the investments of a Life Insurance Company and observe the following percentage of investible funds:

(i) Investment in 8% no I, 2012 bonds




10%

(ii) Investment in 10% no I, marketable securities of Railways

 5%

(iii) 12% TNSEB, 2006 securities (approved)



25%

(iv) Loans for Golden quadrangle Road project



 5%

(v) Loans for National Housing project 




 7%

(vi) Bonds rated ‘A’ of Public Limited Company MS Ltd. 


22%

(vii) Bonds issued by a Co-operative Society not rated By agencies 
26% 
Required to: 
Examine the above pattern of investment and state whether the requirements of the IRDA (Investment) Regulations have been met. 
Ans. As per IRDA (INVESTMENT) Regulation, there are specific limits prescribed for investments to be made by every Life Insurance Company.

(i) As per the regulation, the investment in Government securities and other approved securities should be made of not less than 50% of the investible sum. In the present company, the investment in 8% GOI bonds and 10% GOI Railways bonds and the 12% approved bonds in TNSEB consist of only 40%. Hence there is a deviation from the required investment by 10%. This needs to be brought out in the Audit report. 

(ii) As per the regulation, the investment in Infrastructure and social sector should not be less than 15%. In this company, the investment for road project is 5% and Housing project is 7%.

Together they constitute only 12%. Hence in this segment also there is deviation from the prescribed norms by 3%. 
(iii) The regulation restricts the investment in “other than approved investments” subject to exposure norms can never exceed 35%. In the company’s case there is an over exposure of investment in substandard companies and substandard products to the extent of 48%.

Whereas, as per exposure norms the other investment can be only in ‘AA’ rated investment. In addition, the investment made in cooperative society amounting to 26% is totally unacceptable as it is related to an asset which is not rated at all. Conclusion : The investment by the company in all fronts is not falling in line with the recommendations by the IRDA regulations.

9. Write short notes on any two of the following :

(i) Insurable interest

(ii) Insurance as a risk management technique

(iii) Differences between a nomination and over assignment of a policy of insurance.

Ans. i. Insurable interest : All risks are not insurable. In order to be insurable, the risk must be quantitatively measurable in terms of money and then there should be an insurable interest in the property that is sought to be insured. Insurable interest means that the policyholders must have a pecuniary interest in the property sought to be insured and any damage that must result in a financial loss to him. In life contracts, insurable interest is presumed to exist in certain relationships – spouse, parent and child etc. In the case of general insurance contracts, it has to be proved and the existence of this in many cases signifies this contract against a wager contract. A non-owner of a property cannot take up an insurance policy on it even if its loss can affect him partially – like a taxi driver in the case of a vehicle he drives as a professional.

ii. Insurance is used as a risk management tool because of certain advantages. Since the insurer indemnifies losses to an insured, he is enabled to carry on the business without any undue interruption and loss of capital. Insurers have rich experience and expertise in loss prevention, loss control and risk management and the insured is able to implement effectively his business plan. The stable conditions generated in a business promote a sense of security among the employees and lead to industrial peace. The effective to the insured is much less, than the cost of the premium paid since payment is an allowable deduction for tax purposes.

High cost of premium, because of market conditions sometimes forces customers to seek self-protection measures. The delay in settlement of claims by certain insurers laid best the claim that insurance acts as replacement capital. Due to availability of covers from insurers, owners

do not take loss prevention measures promptly. 
iii. an assignment of a policy once made cannot be cancelled at the discretion of the assigner. The assignment creates a vested interest in the assignee. On the other hand, a nomination does not deprive the policyholder of his rights, privileges, options and benefits under a policy including the right to alter a beneficiary. The beneficiary receives the money under the policy only as an agent and is accountable to the legal heirs of the policy holder. The nominee does not acquire any vested right in the amount insured. If a policy becomes voidable on account of breach of warranty by the assignor, assignee will be deprived of all benefits under the policy. The nominee can neither surrender the policy or make it paid up. An assignement can not be obligated even under a will. 
P – I : PRINCIPLES AND PRACTICE OF INSURANCE

SUGGESTED ANSWERS – NOV. 2010 EXAM
1. From the answers of the following questions, indicate the one that is accurate or

nearing accuracy;

(i) Which of the following is an example for exclusion?

(A) Suicide

(B) Accident

(C) Murder

(D) None of the above

(ii) Which of the following does not reduce the burden of risk?

(a) Preparedness to face risk

(b) Appropriate handling

(c) Preventive steps

(d) None of the above

(iii) Which of the following is the essential element of a life insurance contract?

(a) Replacing uncertainty through certainty

(b) To bring the insured person to the same position that existed prior to the event of loss

(c) sharing of losses

(d) all of the above

(iv) Which of the following is NOT a feature of term insurance policy?

(a) Premium is lowest compared to other life insurance policies.

(b) Policy can be renewed after the term.

(c) Same premium is charged after completion of term at the time of renewal for another term.

(d) None of the above.

(v) A statement of fact given by the insured person to the insurance company concerning the insured risk which if untrue will void the policy is called

(a) representation

(b) warranty

(c) exclusion

(d) endorsement

(vi) Which of the following renders an offer to be lapsed?

(a) Acceptance of the offer in the prescribed manner.

(b) Acceptance of the offer within the prescribed time limit.

(c) Through a counter offer by the offeree

(d) By the revocation of the offer by the offeree

(vii) A rating plan that adjusts the premium, subject to a certain minimum and maximum, to reflect the current loss experience of the insured

(a) retrospective rating

(b) schedule rating

(c) experience rating

(d) none of the above

(viii) Which of the following is NOT one of the major underwriting factors that are considered for evaluating the loss potential of private as well as commercial automobile applicants ?

(a) Age of automobile operators

(b) Previous claim experience

(c) Education

(d) Driving record

(ix) The fire insurance policy in India provides for compensation for losses arising out of

(a) aircraft damage

(b) implosion or explosion

(c) lightning

(d) all of the above

(x) Forceful entry is the chief characteristic of

(a) Theft

(b) Arson

(c) Burglary

(d) Larceny

(e) None of the above

(xi) Single payment made by the annuitant in an immediate annuity contract is known as

(a) First premium

(b) Purchase price

(c) Cash value

(d) Policy value

(xii) Investment risk is an integral part of which of the following ?

(a) Fixed annuity

(b) Immediate annuity

(c) Variable annuity

(d) Deferred annuity

(xiii) General insurance companies prudently should invest in

(a) high liquid securities

(b) short-term securities

(c) only in bonds

(d) long-term investments

(xiv) Some of the important economic constraints that influence the investment policy of an insurance company include which of the following ?

(a) Inflation

(b) Monetary & fiscal policy

(c) Insurer’s market share & competition

(d) All of the above

(xv) An effective reinsurance arrangement enables the primary insurer which of the following ?

(a) Maximise the retention within the country.

(b) Develop adequate capacity and simplify administration.

(c) Secure the best possible protection for the reinsurance costs incurred.

(d) All of the above.

Answer:-

i) a         (ii) d        (iii) d        (iv) c         (v) b     (vi) c        (vii) a           (viii) c

(ix) d      (x) c         (xi) b        (xll) c       (xiii) b   (xiv) d       (xv) d

2. Fill up the blanks :

(i) Risk selection in life insurance refers to selection of ------------- lives.

(ii) Crisis in economy is an example for ------------risk.

(iii) ------------- of a life insurance policy contains the intention of the insurer and the insured in brief and in general terms.

(iv) -------------------- contract means that values exchanged may not be equal but involve the element of chance or an uncertain event.

(v) In -------------- deductibles all covered losses are added together till they reach a certain level for a particular period.

(vi) Psychological trauma, impairments, losses due to evacuation from areas under risk caused because of natural disasters are called as ------ -------------- losses.

(vii) According to the principle of ----------- when a person insures same property with more than one insurer, then the insurers would share the payment of the claim amount proportionately.

(viii) Under a ----------- policy insurer agrees to pay a stated sum of money irrespective of the actual economic loss.

(ix) --------are provisions in an insurance policy that qualify or place limitations on the insurer’s promise to perform.

(x) ---------- acts are not covered under professional indemnity insurance.

(xi) ---------------- Insurance policy covers all the stationary capital equipment in a manufacturing firm.

(xii) In the case of condition of automatic renewable available to the insured, the insured is exempted from undergoing any---------- test.

(xiii) Assets are classified according to the nature of the --------------for which assets are held and invested in a life insurance company.

(xiv) Who is the second party in a third party motor insurance contract?

(xv) In -----------annuity the benefits begin after some period of time from the date annuity is purchased.

Answer:-

i. healthy
ii. Fundamental
iii. Preamble

iv. Aleatory
v aggregate
vi. Intangible      Vii. Contribution
viii. Valued
ix. Conditions

x. criminal
xi. Machinery.      xii. Medical      xiii. Liabilities

xiv Insurer

xv. deferred

3. Select True or False from the following:

(i) Driving a motor car without a valid permit is a personal risk. (T/F )

(ii) Improvement of social status is not considered under needs approach in life insurance. (T/F)

(iii) In the application of doctrine of proximate cause, if an excepted peril precedes the happening of an insured peril, claim cannot be paid. (T/F)

(iv) Both insurance and wagering contracts assess the possibility of losses. (T/F)

(v) The consideration which imposes some restrictions on both the parties in a contract is deemed as unlawful. (T/F)

(vi) The gross premium includes besides risk premium a percentage of loading factor for adverse claim experience. (T/F)

(vii) Workmen’s compensation policy indemnifies the losses of the employer. (T/F)

(viii) A contract of fire insurance is a personal contract between the insurer and the insured . (T/F)

(ix) Universal life policies can function as whole life insurance if they have sufficient cash value. (T/F)

(x) The changes in the asset and liability values due to changes in the interest rates will not be reflected in the books of accounts if the insurer uses the market value basis. (T/F)

Answer:-

(i) F

(ii) T

(iii) T

(iv) T

(v) F

(vi) F

(vii) T

(viii) T

(ix) T

(x) F

4. (i) Discuss the essential features of an insurable risk.

Answer: Even though insurers prefer insuring only pure risks, all pure risks cannot be insured. For risks to be insured, they should meet the essential requirements indicated below:

(a) As insurance is based on the law of large numbers, it is necessary that there are a large number of similar exposure units, which makes possible prediction of future losses?

(b) The loss that may be caused must be measurable in financial terms.

(c) The loss caused should be the result of an accident or a fortuitous event in nature.

(d) Ideally, the loss should not be catastrophic (i.e. affecting a large number of exposure units at the same time). Insurance assumes that out of a large population only a small percentage of people will incur loss at one time. This is necessary; otherwise the pooling technique will not work. In reality though, catastrophic risks are insured.

(e) It should be possible for the insurer to calculate the chance of loss with a reasonable degree of accuracy, as this is a major consideration in determining premium.

(f) The premium fixed for the risk should be affordable. If the premium is too high, the insurance will not be appealing to prospective customers.

4 (ii) Discuss about Insurance intermediaries and their role in detail.

Answer: Insurance companies sell their products mainly through the following:-

i. Agents (who are the representatives of the Insurer)

ii. Independent Intermediaries (who are the representatives of the Buyer)

iii. Direct Sales including through 'online' and 'Referrals'.

Agents

In Insurance industry the term "Agent" is ordinarily applied to a person engaged by the insurer to procure new business. An Agent can work for one life insurer and/or one non-life insurer and in addition to this, to one 'exclusive health insurer'. Insurance agents are intermediaries whose activities include soliciting, procuring, and servicing the general insurance market. An agent must fulfill the statutory requirements of his competence 
prescribed by the regulator and for which he has to pass the stipulated examination to satisfy the regulator after undergoing specified number of hours of training at accredited institutions (online / off-line). Upon the successful completion of the examination, all the agents in the insurance business are given license granted as provided under Insurance Regulatory and Development Authority (Licensing of Insurance Agents) Regulations, 2000, as amended upto date. Application for the same has to be made in prescribed form. The contact of agency between the company and agent defines the authority and responsibility and sets forth the agreement of the parties with respect to commissions and other details of the relationship. Agency license can also be granted to cooperative societies, panchayats, corporate entities, and banks. Renewal of license should be done in time by paying the prescribed fees. However, no license can be granted, if the individual suffers from any of the following disqualification:

if the person is a minor.

if found to be of unsound mind by a competent court,

if found guilty of or connived at any fraud, dishonesty or misrepresentation against any insured or insurer.

The appointment of agents is governed by Insurance Regulatory and Development Authority (Licensing of Insurance Agents) Regulations, 2000. The IRDA has prescribed both qualifications and disqualification for a person to be given a licence under section 42 of the Insurance Act.

A person must Be at least of 18 years of age.

Corporate Agents

The IRDA has also allowed Corporate Agents to act as insurance intermediaries to sell insurance products. As per the Act, a Corporate Agent means any person specified in clause (k) of the Act, and licensed to act as such, while a Composite Corporate Agent means a Corporate Agent who holds a licence to act as an insurance agent for a life insurer and a general insurer.

Qualifications

- The corporate agent should ensure that depending upon the nature of the entity, the Partnership Deed, Memorandum of Association or any other document evidencing the constitution of the entity shall contain as one of its main objects soliciting or procuring insurance business as a Corporate Agent.

- The corporate insurance executive shall possess them minimum qualification of a pass in 12th Standard or equivalent examination conducted by any recognized Board/Institution, where the applicant resides in a place with a population of five thousand or more as per the last census, and a pass in 10th Standard or equivalent examination University recognised by any State Government or the Central Government; or

(g) possessing Certified Associateship of Indian Institute of Bankers (CAIIB); or

(h) possessing any professional qualification in marketing from any Institution/ University recognised by any State Government or the Central Government; 

(i) from 1.4.2009, it is compulsory that a Broker should have the Designated Person with qualification of AIII / FIll). Besides individuals, some of the companies are making use of banks, building societies and others as agents to increase the new business volumes. Further, tied agency has also become a popular channel of distribution where in the tied agents are representatives of the company drawing commissions as remuneration. Banks, under the contract of "bancasurrance" which is the strategic alliance between an insurance company and the bank, where in the banks use their resources and client base to augment sales of insurance policies. This arrangement provides mutual benefit to the bank as well as the insurance company and more importantly value addition to the customer, who can derive insurance services also from his bank counter.

Independent Intermediaries (Brokers)

Brokerage has also become a very popular distribution channel for marketing Life and General insurance business. Also known as Independent financial advisors (IFAs), these advisors have become the popular source of procurement of business in the advanced markets. Brokers canvas the business and place the same with insurers either on standard or negotiated terms. They are also authorized to negotiate with insurers for tailor-made policies to cater to the customer's specific needs. A broker usually does business with more than one company and in return gets commission. However, he does not charge anything from the client. He is bound 
by the IRDA Regulations to give best advice to his client and acts on behalf of the advice seekers. Basically, a Broker is the representative of the insurance buyer. A broker is a through professional who is registered and licensed to offer his professional advice to the clients. IRDA has prescribed guidelines for Brokerage registrations under INSURANCE REGULATORY AND DEVELOPMENT AUTHORITY (INSURANCE BROKERS) REGULATIONS, 2002. An insurance broker is an individual / firm / Company / Co-op. Society who advises policyholders on insurance matters and places business with the insurers. A high standard of professional skill and conduct is expected of a broker. Moreover, if he fails to maintain the required standard he may be liable for damages to his principal. Although brokers are agents of the propose, they are usually paid by the insurers with whom they place business. In India, there are many licensed brokers who are engaged in procuring business in the domestic markets and also in international exchange of reinsurance business. Besides, these brokers also provide risk management consultancy services. Agency and brokerage systems are most common and contribute maximum share of insurance business in the developing and developed countries.

5. (a) Give a brief note on each of the following :

(i) Doctrine of contra proferentum.

(ii) Doctrine of good faith and fair dealing.

(iii) Reasonable expectations doctrine.

(iv) Presumption of death and disappearance.

(v) Insurer’ liability for delay, improper rejection or failure to act.

Answer:

(i). Doctrine of contra proferentum - any ambiguities in contract language is construed strictly in favor of the insured.

(ii). Doctrine of good faith and fair dealing - each party to the contract is to avoid impairing the rights of the other. The duty requires insurers to make prompt and full settlement with insureds and beneficiaries and to consider the insured's interest in settling claims.

(iii). Reasonable expectations doctrine - "marketing patterns and general practices" of an insurer will be honoured.

(iv). Presumption of death and disappearance - When a person leaves his usual place of residence and is neither heard of nor known to be living for a term of seven years, is the person presumed to be dead. Therefore, if [1] an insured disappears for a period of seven years and [2] the absence is unexplained; the insurance company may be required to pay the policy death proceeds. The issue usually revolves around the second of the two conditions.

(v). Insurer's liability for delay, improper rejection, or failure to act - many courts have held that when an insurer retains an applicant's premium but has not issued the insurance policy, elementary justice dictates that a contract of insurance is in existence or else the company is liable for damages caused because of its delay or failure to insure.

5. (b) Explain the major characteristics of Universal Life Insurance.

Answer: Universal life insurance is an important variation of whole life insurance. It can be defined as a flexible premium policy that provides lifetime protection under a contract that unbundles the protection and saving components. It is sold as an investment rather than as protection.

Major characteristics:

Greater premium flexibility [ frequency in mode of payment and in the amount of payment subject to sufficient cash value to cover mortality costs and expenses.]

- Adjustable face amount

- Contemporary interest rates

- Unbundling of the savings, expenses, and protection elements and associated pricing.

- Increased disclosure through the statement which shows the mortality charge for the cost of insurance, expense charge for sales and administrative expenses, and interest credited to the cash - value account. [annual premium - expense and administrative charges - mortality charge + interest = cash value account at end of year.]

-Two forms of universal life insurance 1. pays a level death benefit during the early policy years 2. An increasing death benefit.[ This is more expensive because the insurer must pay a higher death benefit.]

- A partial cash withdrawal [ not a loan] can be made without terminating the policy. Interest  is not charged for this, but the death benefit is reduced by the amount of withdrawal.
- Policy loans are permitted at competitive interest rates.

- If the policy permits, additional insureds can be added to the policy.

- Favorable income tax treatment as traditional cash value policies.

Limitations:

-Misleading rates of return [insurers advertise gross returns which does not reflect sales commissions, expenses and the cost of insurance protection.]

-Incomplete disclosure [ the policy owner is not given information on how the expenses are allocated between the protection and saving components in the policy]

-Decline in interest rates [ when there is a decline in interest rate the cash value and premium payment projections based on higher interest rates are misleading and invalid ]

-Administrative costs are high.

-Uncertainty cash flows has proven a challenge operation of this policy.

-Insurer has the right to increase current modality charge upto the maximum limit.

6. Based on the definition of insurance, whether each of the following guarantees is considered insurance.

(a) A television set is guaranteed by the manufacturer against defects for 90 days .

(b) A new set of radial tires is guaranteed by the manufacturer against road defects for 50,000 miles.

(c) A builder of new homes gives a ten-year guarantee against structural defects in the home.

(d) A consigner of a note agrees to pay the loan balance if the original debtor defaults on the payments.

(e) A large group of homeowners agree to pay for losses to homes that burn during the year because of fire.

Answer:

(a) – No

(b) – No

(c) – No
(d) – No

(e) - Yes__

7. “Many proponents feel that filling up of the proposal form is a boring and tiresome job and the agent of the insurance company should take care of that. But actually, that should not be the case/ the proposer himself is supposed to fill up the same on the his own. Despite that, many prefer the agent to do the job and most the time the helpless agents do it without asking for any details of the health status of the proponent. This innocent act may run into a nightmare, if the policyholder dies within tow years form the date of commencement of the policy. In such a situation, mandatory investigations are carried out before passing such claims and the insurer may reject the claim, if the probe reveals that the policyholder had withheld some information which was material information for the prupose of underwriting by the insurer. It is the responsibility of the proponent to fill up the proposal from while the agent may only help him. Regulations too do not allow an agent to go beyond this.” In the above background, Kindly explain :

(a) Despite a contract, how can the insurer repudiate its liability

(b) How can you apply the concept of warranty in this context ?

(c) How can you differentiate between a warranty and a representation?

(d) Discuss the legal authority of the insurer to repudiate its liabilities.

Answer: 7. a. In this case, there is a high possibility that the agent may commit mistake and that may turn into a misrepresentation on the part of the policyholder. Moreover, the policyholder has to provide a warranty regarding the correctness of all the facts mentioned therein. Therefore, the contract will be treated as voidable at the option of the insurer owing to misrepresentation, if any thing wrong is written in the proposal form.

7. b. A warranty is a promise collateral to the main contract, so that if there is a breach, it merely gives a right to damages and does not go to the root of the contract. In insurance contracts, however, a warranty corresponds to a condition in ordinary commercial law; that is to say, it entitles the party, aggrieved by the breaking of a warranty, to repudiate the contract either ab initio or from the date of the breach, according to the terms of the contract. 
A warranty must be complied with strictly and literally. It makes no difference whether the breach of warranty is material or immaterial, fraudulent or innocent, or whether the insurer would have been equally ready to insure at the same premium if aware of the breach.

7. c. The differences between a representation and a warranty are as follows:

i) A representation, even when material, need only be substantially correct, whereas a warranty must be strictly and literally complied with

ii) Before a misrepresentation can be held to be sufficient to enable the insurer to avoid the contract, it must be shown to be material to the risk. On the other hand, with a warranty, any breach is sufficient to avoid the contract, whether it is material or not.

iii) Whereas a representation does not appear in the policy, a warranty must be incorporated in the policy, whether expressly or by reference.

7.d. To protect the claimants and policyholders against any excessively harsh application of the duty of disclosure on the part of the proposer by the insurer, Section 45 of the Insurance Act, 1938, also called Indisputability or Incontestability Clause, has given the authority to the insurer to repudiate a claim in the following cases: The policyholder suppressed certain facts and those facts were material for the underwriting decision making by the insurer if any death claim arises within two years from the date of commencement of risk. But if any death claim occurs after two years from the date of commencement of the risk, an insurer may repudiate its liability to honor the claim under the following criteria: The policyholder suppressed certain

facts and those facts were material for the underwriter's decision making by the insurer and also those facts were intentionally suppressed by the insured.

8. The senior management and directors of an insurance company could always have a lurking fear on their minds, about having insufficient funds to pay claims and failing to earn and adequate return on capital. There are many ways in which these fears may crop up, including improper pricing, poor sales, failure to control operating expenses, bad investment outcomes or operational problems. Discuss how pricing has to be understood in life insurance in the light of various factors influencing life insurance business including the choices available to the customers with respect to the various products, riders, facilities etc., offered by the insurer.

Answer: Insurance relies on the law of large numbers to minimize the speculative element and reduce volatile fluctuations in year to year losses.

Pricing objectives

1. Rate adequacy
To avoid financial problems and insolvency, insurance company rates must be adequate in the light of benefits promised under the company's insurance products. Rate adequacy means that, for a given block of policies, total payments collected now and in the future by the insurer plus the investment earnings attributable to any net retained funds are sufficient to fund the current and future benefits promised plus cover related expenses.

2. Rate equity
Equity means charging premiums commensurate with the expected losses and other costs that insureds bring to the insurance pool. The pursuit of equity is one of the goals of underwriting [classification and selection of insureds].

3. Rates not excessive
Rates should not be excessive in relation to the benefits provided. By establishing a ceiling on the rates, this objective is achieved. Competition discourages excessive pricing.

Pricing elements

1. The probability of the insured event occurring It is shown by mortality tables in life insurance and morbidity tables in health insurance. The part of risk premium can be calculated by multiplying sum assured with relevant information in these tables.

2. The time value of money The time value of money through rate of interest is the second factor taken into account for calculation of premium. By deducting interest component from risk premium, net premium can be calculated.

3. Loading to cover expenses, taxes, profits, and contingencies By adding all these office expenses to net premium, tabular premium can be calculated.

4. The benefits promised The fourth factor is the benefits promised under the contract. A loading in this respect is also included to arrive at the actual premium payable. Tabular 
premium + benefits promised = office premium. A favorable experience by the insurer, in respect of the above factors, leads to the generation of surplus. The surplus so generated is shared among the eligible policyholders and the owners. An unfavorable experience leads to creation of deficit, which has to be taken care of by the management/owners.

Rate computation

1. Yearly renewable term life insurance: This plan provides coverage for one year only but guarantees renewal irrespective of the insurability of the policy owner. Premium depends on the rate of mortality. As age increases, premium rate increases. Therefore, there is a possibility that those in good health discontinue the policies because of burdensome premium.

2. Single premium plan: In this system, premium will not increase year after year. Only one single lump sum is collected at the inception to cover risk for the selected period of insurance.

The present value of total death claims anticipated to be paid by the insurer over the period of insurance is calculated at a chosen rate of interest. The single premium payable by each policyholder is arrived at by dividing the total value by the number of persons taking insurance at inception. The total fund created by collection of single premiums will be utilized to pay claims year after year.

3. Level premium plan: In this system, premium payable throughout the period of insurance is level or uniform. In this system, reserve builds up under each policy because the premium charged in the initial years of the policy is more than what is required to cover the death risk. The difference between the face value of a policy and the reserve under the policy is called the 'net amount at risk'.

4. Flexible premium plan: Flexibility of deciding the amount of premium to be paid is allowed by many insurers to policy owners. Ex.Universal life policies. Out of the amount paid, mortality charges and expenses are deducted and balance accumulates and the insurer gives interest credit to the insured.

Interaction among insurance pricing elements

An interaction exists among the various life and health insurance policy pricing elements. Different facets that enter into insurance pricing - competitive nature, expected termination of contracts, any legal obligations to maintain minimum reserves, level of dividends, inflation, incentives to agency force, level of customer service etc. Insurance pricing focuses on a simulated test of a block of policies. Asset - share calculation is an example of such simulation of the anticipated operating experience for a block of policies, using the best estimates of what the individual factors will be for each future policy year. It makes clear the differences among cash surrender values [the amount made available, contractually, to a withdrawing policy owner who is terminating his or her protection.], reserves [a higher value measures the company's liability for a given block of policies for financial statement purposes.], and asset shares [the pro rata share of the assets accumulated on the basis of the company's anticipated operating experience, on behalf of the block of policies to which the particular policy belongs J. The purpose of this asset - share calculation is to enable the insurer take policy decisions regarding modifications in operations.

9. In aggressive sale of business, insurance companies are experiencing a sever problem of ‘Lapsation’ ( non-continuation of premium payment), which is hindering the growth of life insurance business. Identify some the causes of causes of Lapsation of Life Insurance Policies.

Answer : Ganeson committee : identified that the early lapsation of life insurance policies is the combined effect of both extern and internal factors with some element of interaction between the two. The committee identified the following factors.

External factors:

1. Economic decision making of the policy

2. Economic social background

3. Availability of alternative investment options

4. Client specific features like

— Wealth and savings

— Education

— Age

— Gender

— Location — rural/urban

— Financial difficulties

— Resource Availability

5. Macro economic factors like

__ Disposable income

__ inflation

___Govt. policies with regard to taxation

— Fiscal incentives

— Development of industrialized areas.

All these factors are beyond the control on influence of an insurance company. But the internal factors are under the control and influence of an insurance company. They are

Internal factors:

1. Product design and choices

— Types of plans

— Mode of premium payment

— Policy Term

2. Marketing and Personal strategies

— Planning of business activities (budgets, time frames)

— Sales personnel agents, development office branch marketing supervisors

— Customer education

— Market Research

— HRD linked to marketing [Recruitment Training appraisal, incentives and discount other factors

— Policy mismatch (lack of need based selling)

— Absence of Insurance awarenous/consciousness

— Domination of tax concern rather than risk management concern

— Lack of Agency professionalism while selling insurance policies

— Remuneration/commission structure for the field force (High commission for first year premiums and law commission for renewal premiums)

— Knowledge gap among the field personnel and no quality consciousness in training programs for the field force.

— Business Target structure (focuses mostly in the month of March)

— High Agent Turnover/poaching/churning the policies due to increased competition in the market.

— Lack of After sales service All these can be identified as the reasons for policies in India.
 :: PRINCIPLES AND PRACTICE OF INSURANCE MAY 2010 EXAM ::

1. From the answers of the following questions, indicate the one that is accurate or

nearing accuracy.

(i) Which of the following is an outcome of adverse selection?

(a) Fall in premiums and partial collapse of an insurance market.

(b) Escalation of premiums and complete fall down of insurance market through the withdrawal of individuals.

(c) Fall in premiums and increased number of insurance purchases.

(d) Escalation of premiums and increased number of insurance purchases.

(ii) Life Insurance is a contract of :

(a) Indemnity

(b) Valued Policy

(c) Subrogation

(d) All of the above

(iii) The amount of human life value is calculated by properly discounting the

(a) Current earnings of the insured

(b) Saving potential of the insured

(c) Fraction of the income of the insured that is used for the dependents

(d) Social status of the insured.

(iv) Till when under the whole life insurance policy is the policy coverage available?

(a) Up to a certain age of the policyholder

(b) For a tenure of twenty years

(c) Till the death of the insured

(d) Till the retirement of the insured.

(v) …………………………….provides that the validity of an insurance contract may not be contested after it has been in effect for a certain period of time.

(a) Grace period provision

(b) Non-forfeiture provision

(c) Reinstatement clause

(d) Incontestable clause

(e) All of the above.

(vi) Selection and classification of risks are the part of …………………..in the Insurance company operations.

(a) Underwriting

(b) Investment management

(c) Claims management

(d) All of the above.

(vii) The acceptance of substandard exposure in return for other more profitable business is generally described as

(a) Underwriting audit

(b) Underwriting guide

(c) Policy statement

(d) Accommodation

(viii) ……………………..Policies cover only the outstanding risk amount.

(a) Whole life

(b) Endowment

(c) Unit linked

(d) Mortgage redemption insurance

(ix) Economic concept of endowment Insurance is basically a combination of

(a) Decreasing term insurance and increasing savings

(b) Increasing term insurance and increasing savings

(c) Decreasing term insurance and decreasing savings

(d) Increasing term insurance and decreasing savings.

(x) Professional indemnity insurance does not cover

(a) Acts of Commission and Omission

(b) Acts of Negligence

(c) Liability arising out of failure of doctors’ treatment

(d) Criminal act.

(xi) What is the exemption under the condition of automatic renewal available to the insured ?

(a) The insured need not have to pay the premium

(b) The insured need not have to put his consent again

(c) The insured need not have to undergo any medical test

(d) The insured need not have to pay any extra premium for the

higher attained age.

(xii) Which of the following statement (s) is/are true regarding the amount of annuity instalment payable by the insurer ?

(a) It is not related to the entry age of the insured

(b) It increases with the entry age of the insured

(c) It decreases with the entry age of the insured

(d) It cannot be predicted so easily.

(xiii) Investment outflows generally result due to

(a) initial investments

(b) trading losses

(c) transaction costs

(d) All of the above.

(xiv) The regulations restricting the investment quantum of an insurer in a particular company/group/industry is expressed in

(a) Solvency norms

(b) Exposure/prudential norms

(c) Liquidation norms

(d) Capital

(xv) Collateral assignment implies

(a) Temporary/condition transfer

(b) Absolute transfer

(c) Transfer of only obligations

(d) Transfer of all rights.

Ans:1

(i) (b) Escalation of premiums and complete fall down of insurance market through the withdrawal of individuals.

(ii) (b) valued policy

(iii) (c) Fraction of the income of the insured that is used for the dependents

(iv) (c) Till the death of the insured

(v) (d) Incontestable clause

(vi) (a) Underwriting

(vii) (d) Accommodation

(viii) (d) Mortgage redemption insurance

(ix) (a) Decreasing term insurance and increasing savings

(x) (d) Criminal act.

(xi) (c) The insured need not have to undergo any medical test

(xii) (b) It increases with the entry age of the insured

(xiii) (d) All of the above.

(xiv) (b) Exposure/prudential norms

(xv) Temporary/condition transfer

2. Fill up the blanks :

(i) ……………………….make the proposal in an insurance contract.

(ii) ……………………….. risks may have happy or favourable outcome in addition to loss break even situations.

(iii) ……………………….means the insured is restored to his or her approximate financial position prior situations.

(iv) In the discussion about cost of doing insurance business,……………..is referred to as the amount needed to pay all expenses, including commissions, general administrative expenses and an allowance for contingencies and profit.

(v) A representation need only be substantially correct while a ………………must strictly and literally be complied with.

(vi) Except the proponent and his own life, as well as husband and wife, no other emotional relationship leads to any ……………………..

(vii) Substitution of the insurer in place of the insured for the purpose of claiming indemnity from a third person for a loss covered by insurance is called as ………………………..

(viii) A contract of …………………..means the insured must accept the entire contract, with all its terms and conditions which are fixed by the insurer.

(ix) Excluded perils, excluded …………………… from three types of exclusions in insurance contracts.

(x) When a reinsurance company shares its loss exposures with other reinsurer(s), it is referred to as ……………………….

(xi) Direct losses, indirect losses and ……………….. losses are three categories of losses that arise due to natural disasters.

(xii) The basic objective of …………………… is to develop a rate structure that will enable the insurer to compete effectively for business while earning a reasonable profit.

(xiii) During determination cumulative bonus in a health insurance cover, the sum insured under the policy shall be progressively increased by ……………….percent in respect of each claim free year of insurance, subject to a maximum accumulation of ten claim free year of insurance.

(xiv) Liability insurance is also known as ………………….insurance.

(xv) Insurance company’s assets are classified according to the nature of the ………………………. For which the assets are help and invested.

Ans: 2

(i) Customer or insured.

(ii) Speculative.

(iii) Indemnification

(iv) Expense loading.


(v) Warranty


(vi) Insurable interest

(vii) Subrogation


(viii) Adhesion

(ix) Property

(x) Retrocession


(xi) Intangible losses

(xii) Ratemaking

(xiii) Five



(xiv) Errors & Omissions or malpractice

(xv) Liabilities

3. Select True or False from following :

(i) An individual’s indifference to the risk because of the existence of insurance cover constitutes morale hazard. (T/F)

(ii) Transfer of property in a life insurance policy cannot be done simply by an endorsement on the policy document. (T/F)

(iii) One can bay a life insurance policy for any unlimited amount at any point of time.

(T/F)

(iv) Mr. James has taken life insurance policy in 2005 and is regularly paying premiums, in 2010 he has committed suicide. Sum assured is payable to the nominees in this case. (T/F)

(v) Loss prevention measures are intended to lower frequency of losses. (T/F)

(vi) Liability insurance policies are generally expressed as providing indemnity against liberty in law. (T/F)

(vii) Subject-matter of contract of insurance is the physical object or property of the assured. (T/F) 
(viii) Traditional term premiums are based on aggregate experience. (T/F)

(ix) Investment management is a process involving asset liability management, integration of investment management and product design management. (T/F)

(xi) One of the functions of Ombudsmen is to settle disputes between insurers and incendiaries or insurance intermediaries. (T/F)

Ans 3.

(i) True

(ii) False

(iii) False



(iv) True

(v) True

(vi) True



(vii) False

(viii) True

(ix) True

4. (i) Discuss the Pricing objectives in life and health insurance.

Ans: Following are the three pricing objectives:

1. Rate Adequacy

To avoid financial problems and insolvency, insurance company rates must be adequate in the light of benefits promised under the company’s insurance products. Rate adequacy means that, for a given block of policies, total payments collected now and in the future by the insurer plus the investment earnings attributable to any net retained funds are sufficient to fund the current and future benefits promised plus cover related expenses.

2. Rate equity

Equity means charging premiums commensurate with the expected losses and other costs that insureds bring to the insurance pool. The pursuit of equity is one of the goals of underwriting [classification and selection of insureds].

3. Rates not excessive

Rates should not be excessive in relation to the benefits provided. By establishing a ceiling on the rates, this objective is achieved. Competition discourages excessive pricing.

(ii) Briefly discuss about Settlement option in Life insurance.

Ans. Settlement options

The manner in which death proceeds will be paid. Failure to arrange for the proper payment of proceeds may defeat the very purpose for which the insurance was intended. Types of settlement options include:

a) Cash

b) Interest option -The proceeds remain with the company and only the interest earned thereon are paid to the beneficiary. A minimum interest rate is guaranteed in the contract. Companies frequently limit the length of time that they will hold funds to the lifetime of the primary beneficiary or 30 years, whichever is longer.

1. Fixed period option - Provides for the payment of proceeds as an annuity certain over a definite period of months or years, usually not longer than 25 or 30 years. It is based on the concept of systematically liquidating principal and interest over a period of years, without reference to life contingencies.

2. Fixed amount option - It is also an annuity certain but with the income amount rather than the time period fixed. A specified amount of income is designated, and payments continue until the principal and interest thereon is exhausted. 

c) Single life income option – Liquidates principal and interest with reference to life contingencies. It is a single-premium immediate life annuity. The most common forms of life income options are

1. Pure life income option - installments are payable only for as long as the primary beneficiary [the income recipient] lives. This form is inappropriate for many widows and widowers with young children, as it affords no protection to the children in the case of early death.

2. Cash refund annuity or installment refund annuity - A lumpsum settlement is made following the primary beneficiary’s death instead of the installment payments being continued.

3. Life income option with period certain - Installments are payable for as long as the primary beneficiary lives, but should this beneficiary die before a predetermined number of years, installments continue to a second beneficiary until the end of the designated period.

4. Joint and survivorship life income option - Life income payments continue for as long as at least one of two beneficiaries [annuitants] is alive. The insurer may continue payments of the same income to the surviving beneficiary or reduce the original amount and continue the payment of this reduced amount for the surviving beneficiary’s lifetime.

d) Other settlement arrangements - Options designed to meet a specific need or serve a particular purpose like educational plan, flexible spending account etc.

5. (i) Define Fidelity Guarantee Insurance. Briefly discuss about any two policies available under it.

Ans: Fidelity Guarantee Insurance (FGI) is a necessity in today’s scenario, where each day new frauds are discovered. The necessity manifests itself in the insistence by the Government of India and the State governments on their employees obtaining their policies. Fidelity Guarantee covers the employer against the direct pecuniary loss that may be caused to him 
due to dishonest employees in the course of employment.Fidelity Guarantee insurance is non-tariff. Three parties involved in the contract as against the usual two. Both the law of insurance and the surety-ship are relevant in Fidelity Guarantee Insurance. The popular policies of Fidelity Guarantee Insurance are as follows:

Individual policy - where the behaviour of only one person is guaranteed. The individual’s name is written in the policy.

Collective policy - The behaviour of more than one individual (usually the whole staff) is indemnified in the single policy. The schedule of such a policy contains the names of all the individuals whose behaviour is guaranteed. The duties of the individual and the amount of guarantee for his behaviour are written along with each name. Additions and deletions of the names in the list (due to transfers, appointments, retirements, etc.) require the insurer’s endorsement.

Floating policy or the Floater - The problem with the collective policy is the assignment of the amount of guarantee to each individual. It is difficult to estimate the amount of loss that an individual can create alone or with others. Moreover, fixing employees who are more likely to commit fraud may put the manager in dilemma. A floating policy provides the solution. In a floating policy, the guaranteed amount is not apportioned amongst the employees. Instead, it is floated over the whole group. If any individual, listed in the group commits fraud and a claim has to be paid, the guarantee amount is reduced unless reinstated or the policy is renewed. The employer should be careful in fixing the total guaranteed amount. The amount

should cover the maximum loss that can occur to the company due to individual or collective fraud.

Positions policy - This policy is similar to a collective policy (actually an improvement over it). Instead of the names of the individual, the positions are listed in the policy with the duties and the amount guaranteed for their behaviour. The advantage of this policy is that it does not need to be reinstated if another replaces a person. Moreover, the amount guaranteed is usually associated with the positions and not the people. If the policy does not distribute the amount over different positions, but floats the single amount over all positions, it is floating policy.

Blanket policy - As the name suggests, this policy covers the entire staff of an organisation. No name or position is shown in the policy. The policy is suitable for organisations with large staff.

Excess floating policy - This is a mix of the floating and cumulative policies. The individual amounts are bundled with the names of each employee but for unforeseen to unusually big losses, an additional floating amount is fixed. That is why the policy is known as an excess floating policy.

(ii) Define Maritime Perils and discuss about Insured perils or Uninsured perils in detail.

Ans: Maritime perils can be defined as the fortuitous (it represents an element of chance or ill luck) accidents or casualties of the sea caused without the willful intervention of human agency. There are different forms of perils at sea, of which only a few are covered by insurance while others are not. In this part we will be enumerating both the insured and uninsured perils of the sea.

Insured Perils

Fire - is a common peril at sea.

Pirates and Thieves - according to Carver: “Piracy is forcible robbery at sea, whether committed by marauders from outside the ship or by mariners or passengers within it.

Barratry - it is an act willfully committed by the master and the crew against the owner or chatterer of the ship. Barratry includes fraudulent sale of cargo or deviation of ship, the crew’s refusal to discharge the cargo, etc.

Jettison - this is throwing of cargo overboard due to either a deliberate act or at the wake of grave danger.

Taking at sea - is a situation when the vessel is captured by the enemy or others. 

Foundering at Sea - if a ship has been reported lost and after a stipulated time, there is

no news of its whereabouts then it is presumed to be lost due to perils of the sea.

Stranding - arises when the ship deviates from its course due to an accident and is stranded in shallow waters and suffers damages.

Collision - is caused when the ship collides with another ship or with other objects, causing damage.

All other Perils - This includes all perils similar in nature to the ones mentioned in the policy.

Perils not explicitly dealt with - there are two other losses the insurer is bound to provide cover for. They are:

A) Insurer’s Liability in respect of General Average Loss (Sec 66) - General average loss is expenditure or loss incurred consciously while countering a peril for saving the ship and /or consignment. This is borne proportionately by all having insurable interests in the marine adventure.

B) Insurer’s liability in respect of salvage charges - These are charges awarded to a salveger for retrieving property from the sea. This is not part of a marine contract. This amount is contributed by all holding insurable interest in the marine adventure. The insurer is liable to cover the salvage charges incurred by the assured. This is treated as part of general average loss.

Uninsured Perils

All losses and damages caused due to reasons not considered as perils of the sea are not provided insurance cover. 
Wear and Tear - This is the regular deterioration that inflicts the vessel due to the corrosive action of the sea, action of winds and other maintenance problems caused to the body of the ship due to sailing. This includes perishable commodity that is transported.

Leakage - If a leak develops In a vessel then insurance does not provide cover for the loss caused, unless the leak is caused by an accident. Ordinary leakage of liquid cargo is also not covered.

Breakage of goods - Goods damaged due to movement of the ship are not covered by insurance. But goods damaged by the violent action of the waves are covered, as this is treated as a peril at sea.

Inherent Vice - This refers to the inherent properties of the cargo being transported. Thus, the insurer cannot be made liable for perishable commodity, which has an inherent process of decomposition. This would apply to fruits, vegetables, meat, etc. Loss by Rats and Vermin - This loss is not considered as a peril of the sea. (e.g. Hamilton v Pandrof- a rat gnawed a hole in a pipe, causing damage to the cargo of rice by seawater, there was no negligence. The insurer was not held responsible). 

Loss by Delay - This means that the insurer of the vessel and the cargo cannot claim for loss caused due to delay, even if the delay is caused by a peril of the sea, which is covered by insurance. (Normally, coverage till completion of transit/ reaching destination and not defined in terms of date/days -except in case of annual declaration policies). 
Case Studies (Question 6 & 7)

6.Dr. Das Biswas of 45 years age is practicing as a physician, he had worked earlier with various hospitals for the last twenty odd years. Since past four years he is on his own and runs a clinic almost round the clock. He maintains his health and fitness very well and wants to practice till his last day. Dr. Biswas was quite successful as a self employed person as he is making out not less than Rupees two lakhs per month, in that rural area. He has under him nurses, two compounders and two substaff, who were drawing salaries in the range of Rs. 6,000 to 18,000 per month. One Mr. Pranav, an insurance agent, has approached Dr Biswas and tried to impress upon the importance of insurance to everyone over there. Subsequently, Mr. Pranav has the following information from the interaction with members in the clinic.

 Dr. Biswas says that he himself is a doctor and maintains very good health, hence there is no need for insurance, as he is alive.

 Even thought Dr. Biswas was confident about his income/savings when he is alive, however, he was slightly skeptical about the future of his family after his demise.

 Employees with relatively higher salary are keen to take insurance which offers flexibility in premium payments, sought to explore the opportunities in the stock market, simultaneously having insurance protection.

 Employees in lesser salary range, shown keen interest in providing financial security to their respective families in their absence, however said that they cannot afford a bigger premium.

Questions :

(a) Suggest suitable insurance products to the prospective customers in the above case.

(b) Discuss the unque characteristics of these products.

Answers: (a) Three types of Life insurance products can be recommended in this case.

(A) Whole life products to Dr. Das Biswas.

(B) Universal Life insurance and Variable Universal Life insurance products to employees in the higher range of salary.

(C) Term Insurance Products to employees in the lower range of salary.

Answer (b)

(A) Whole Life Insurance:

The nature of whole life insurance

• Whole life insurance is intended to provide insurance protection over one's entire lifetime.

• It provides for the payment of the face amount upon the insured's death regardless of when death occurs.

• Universal life policies can function as whole life insurance if they have sufficient cash value.

• The face amounts payable under whole life policies typically remain at the same level throughout the policy duration, although dividends are often used to increase the total amount paid on death.

• In most policies, the gross premium also remains at the same level through out the premium payment period with some exceptions.

Whole life as endowment or term insurance

• Terminal age in all mortality tables - 100 years. The company pays the policy face amount to those few persons who live to the terminal age - as if they had died.

• It is also referred as 'endowment - at - age 100 policies'.

• Actuarial principles same as `term insurance'. Hence also called `Term-to-age l00'.

Whole life cash values

• All whole life policies involve some pre funding of future mortality costs.

• Cash values are available to the policy owner at anytime by surrendering the policy.

• Loans can be obtained on interest. [ up to the policy's cash value]

• Loan is deducted from the gross cash value when death claim is payable.

• Policy loan may, but need not, be repaid at any time and is a source of policy flexibility.

With profit and without profit whole life policies

• Most whole life insurance policies are participating.

• A significant proportion is non-participating, but with some non-guaranteed element.

• Dividends actually paid may exceed illustrated dividends when investment returns are high.

(B) Universal Life and Variable Universal Life Insurance products:

Nature

• Flexibility in premium payment [whatever amounts, whatever times] even skip after making an initial minimum premium payments, the provided the cash value will cover policy charges.

• Adjustability of death benefit.

• Superior value through reduced distribution costs.

Operation of UL policy

• Similar to CAWL [current assumption whole life] policies.

• Differ from them in that neither the premium level nor the death benefit is fixed.

• Mortality charges based on insured's attained age.

• UL policies levy high first year surrender charges.

• The cash value less surrender charges yields the policy's cash surrender value.

• The process [flexible premium - expense charges -mortality charges + interest = cash    value] is repeated for third, fourth and later periods.

• If the cash value at any time were insufficient to sustain the policy, it would lapse without further premium payments.

• No further premium need be paid, however, if the cash value is sufficient.

UL Product design

Death benefit patterns - UL policies offer two death benefit patterns [level death benefit pattern and a level net amount at risk (NAR)]. From these two the purchaser selects one. Of course, the pattern may be changed at any time, but, in the absence of a change request, the selected pattern will be followed during the policy term.

Premium payments - UL policyowners pay premiums of whatever amount and whenever they desire, subject to company rules regarding minimums and maximums.

Policy loadings - Identifiable loadings are imposed on UL policies in one or both of two ways: 1. Front end loads and 2. Back-end loads. [Front-end loads are first year expenses, commissions, mortality margins, marketing etc. and Back-end loads are surrender charges]

Mortality and other benefit charges - Mortality charges are deducted each month from UL cash values. Most UL mortality charges are indeterminate and differentiated. Interest credits and loadings also must be factored into the analysis [other than mortality charges].

Cash values - Cash value is simply the residual of each period's funds flow. It results from taking the previous period's ending cash-value balance [if any], adding to it any premium paid, subtracting expense and mortality charges, then adding current interest credits to the resulting fund balance. The result is the end-of-period cash value. UL policies also permit policy owners to obtain policy loans on the security of the policy's cash values. The surrenders must be for at least a minimum amount and may carry a processing charge. The policy death benefit is reduced by the exact amount of any partial surrender. [To avoid adverse selection]. Policy surrender involves a surrender charge.

Uses of Universal Life Insurance

• A single UL policy can serve the needs of a family throughout their life cycle.

• A UL policy can be used, as can most other cash value policies.

• It can be used in virtually every circumstance in which a whole life policy could be used.

Variable Universal Life Insurance

• It is also called flexible premium variable life. It is a combination of flexible characteristics of universal life with the investment flexibility of variable life.

Nature of Variable Universal Life insurance

• It could help offset the adverse effects of inflation on life insurance policy values.

• 'Separate account' - distinct pool of investments - acts as a mutual fund.

• The policy cash values are directly related to the investment performance.

• Regardless of the investment performance, the death benefit is guaranteed.

• Cash values are not guaranteed [passing investment risk to the policy owner].

• Policy loans are to be made available of 75% of the cash value at a fixed or variable rate of interest.

• It is appealing to those who desire whole life insurance at a fixed, level premium and also the potential for important equity type gains [losses].

• Flexibility in premium payments with option of increasing or decreasing the policy death benefit.

Uses

• Useful for those persons who desire to treat their life insurance policy cash values more as an investment than a savings account.

Dangers

• If separate account investment results are not favorable, the policy's cash value could be reduced substantially and the policy could require substantial additional premium payments.

(C) Term Insurance:

Nature of term insurance

• Furnishes protection for a limited number of years. 
• It terminates with no maturity value.

• The face amount of the policy is payable only if the insured's death occurs during the stipulated term.

• Nothing is paid in case of survival.

• Issued for a short period but customarily provides protection for at least a set number of years, such as 10 or 20 years, or to a stipulated age, such as 65 or 70 years.

• It is more comparable to property and liability insurance contracts than to any other life insurance contract.

• Initial premium rates are low compared to other life products because the period of protection is limited.

• Prices of term products of different insurers can be easily compared. 

• The term market is more price competitive than the market for cash value policies.

• Usually, term products have no cash values and often no dividends, thus permitting policy comparisons on the basis of premiums.

• Term lapse rates are higher than other policies because these are price sensitive, easily replaceable and only a few penalties for early termination.

Features of Term products -Three features are applicable to many term life policies.

• Renewability - continuation of the policy for another term without reference to insured's insurability; premiums increase at each interval.

• Convertibility - is an option to change over to a cash value policy [whole life or endowment] without reference to insured's insurability; conversion allowed on attained age method or on original age method.

• Re-entry - is the facility to pay lower premium than otherwise if insureds can demonstrate that they meet certain continuing insurability conditions. Insurers use three types of mortality tables. 1. Select [mortality experience of newly insured lives generally exhibit lower mortality], 2. Ultimate [mortality experience beyond the select years - generally it exhibits higher mortality], and 3. Aggregate [includes both select and ultimate] mortality tables.

Uses and Limitations of Term Insurance

• Can be useful for persons with low income and high insurance needs.

• To individuals at the threshold of careers or who started new businesses.

• To indemnify businesses on the death of key employees.

• Supplement to an existing life insurance program during the child rearing period.

• Can be useful as a hedge against financial loss already sustained.

• For ensuring that the mortgage and other loans are paid on the debtor/insured's death.

• Vehicle for ensuring juvenile education in the case of payor’s death.

• Natural for all situations that call for temporary income protection needs.

• It can be the basis for one's permanent insurance program through a so called 'buy - term - and – invest the difference [BTID] arrangement. The hope is that the term + the separate investment will out perform the cash value life insurance policy.

Question 7

Hyderabad Air Show tragic :

“In March, 2010, an Air show was undertaken at Begumpet in Hyderabad which turned out to be very tragic for some people. Two pilots of naval aircraft and a civilian were killed after an aircraft crashed on a nearby residential building. Seven others were also injured in the mishap.” 
Questions :

(a) What are the risk involved in the above event ?

(b) Identify and discuss, how such risks can be managed insurance and who should be taking insurance.

Answers:

(a) The risks involved include:

• Liability against Loss of life of the pilots

• Liability against Loss of life / disability of the third party

• Loss of property /damage to aircraft

• Liability against Loss of property of the third party

(b) Aviation Insurance can very well come to the rescue in such cases. The firm which owns the air craft has the primary responsibility to take insurance. The organizers of the event are also liable to arrange for compensation to the affected parties. Aviation industry is vulnerable to risks of devastating losses. If a single aeroplane crashes, lives of hundreds of people are lost along with the aircraft besides the damage caused to the place where the accident occurs. Insurance is hence of paramount importance for this industry. The most common coverages of aviation insurance are:

• Aircraft liability insurance

• Hull coverage

• Personal accident

The premium rate for each aircraft is driven by international reinsurance markets, mainly @ UK, based on the world trend in claims experience during the preceding years.

Aircraft Liability Insurance

The liability in case of aviation insurance is divided into two categories:

• Passenger liability

• Death and injury to third parties

There are some policies that cover both these categories as well as property damage with a single limit to cover all three of them (like floating policies in fidelity guarantee).

Admitted liability

Here specific amounts are allocated beforehand to the various kinds of injuries like the loss of a limb, eye or life. The policy is written on `per seat' basis. In case of an accident the insurer offers the payment along with the release of liability against the insured. The injured party is required to sign the release against the insured if he wants payment from insurer. Otherwise he will have to obtain compensation on his own. As the insurer voluntarily offers compensation on the occurrence of accident, this policy is also called "voluntary settlement charge".

Medical Payments

The aircraft liability insurance also provides coverage of medical payments for injuries sustained while traveling in or entering or alighting from the aircraft. This policy coverage is available only if the policy includes passenger bodily injury liability. 

Hull coverage

Hull refers to the body and machinery of the aircraft. Some policies provide open perils coverage both on ground and in flight whereas others restrict the open perils coverage to ground only. In flight policies do not cover crash or collision. They cover perils of fire, lightning or explosion in air.

In India the following are the important policies available in aviation insurance.

• Aircraft Hull and Spares All Risks Aviation Liability Insurance (Airlines) This policy is best suited for scheduled airlines.

Covered Risks: Accidental physical loss or damage to the aircraft/aircraft spares, legal liability to third parties towards bodily injury/death and property damage, passenger(s) bodily injury/death baggage, cargo and mail. Premises, hanger keepers, catering and vehicle liability on airports also can be covered. 

• Aircraft Hull/Liability Insurance Policy

This policy is meant for the owners/operators of smaller aircrafts used for private pleasure, training, industrial aid, business, commercial, offshore operations etc.

Covered risks: Accidental physical loss or damage to the aircraft. Bodily injury/ death of the passenger(s), loss of passenger's baggage and bodily injury/death and property damage to the third parties.

• Aviation Fuelling/Refuelling Liability Insurance Policy This policy is meant for the suppliers of' ATF(-Aviation Turbine Fuel).

Covered risks: Legal liability to third parties arising out of injury/death and property damage.

• Aviation personnel accident (Crew members). This policy is meant for pilots and other crew members.

Covered risks: Accidental bodily injury, disablement (temporary /permanent) and death. Policy operates worldwide.

• Loss of license insurance This policy is meant for operating crew, pilots, co-pilots and flight engineers. 
Covered risks: Suspension or termination of license due to disease, sickness or accident. Policy operates worldwide.
*****
P – I :: PRINCIPLES AND PRACTICE OF INSURANCE - NOVEMBER 2009 EXAM

1. From the answers of the following questions, indicate the one that is accurate or nearing

accuracy.

 (i) A Mortality table shows which one of the following?

(a) Number of deaths per annum

(b) Number of disabilities

(c) Number of accidents

(d) Incidence of death at specified ages

Answer: (d) Incidence of death at specified ages

(ii) The economic theory of insurance is based on the:

(a) Law of large numbers

(b) Utmost good faith

(c) Theories of probability

(d) All of the above

Answer: (a) Law of large numbers

(iii) Which of the following is not a benefit derived by society through insurance:

(a) Reduces worry and fear

(b) Helps society to prevent mishaps and catastrophes

(c) Provides employment to people

(d) Makes available large funds for investment

Answer: (b) Helps society to prevent mishaps and catastrophes.

 (iv) A trader has stocks stored in more than one warehouse. If he wants to insure the stocks, which policy is suitable for him?

(a) Key man insurance policy

(b) Floater policy

(c) Floating policy

(d) All Risk policy

Answer: (b) Floating policy

(v) Which of the following is part of a policy document?

a) The heading

b) The preamble

c) The Objective clause

d) All of the above

Answer: (d) All of the above

(vi) Which of the following is NOT relevant/ true about Ombudsman?

(a) Semi Quasi body

(b) Pronounces Awards

(c) Sets guidelines to IRDA

(d) Redresses disputes between insurer and insured

Answer: (c) Sets guidelines to IRDA

(vii) The cover note in motor insurance contains following details EXCEPT:

(a) Name and address of the insured

(b) Date of expiry of insurance

(c) Nature of job of the insured

(d) Registration, Engine and chassis numbers

Answer: (c) Nature of job of the insured

 (viii) Choose the example for ‘an omnibus cover’

(a) Advance loss of profits insurance

(b) Electronic equipment insurance

(c) Motor insurance

(d) All of the above

Answer: (b) Electronic equipment insurance

(ix) Professional indemnity insurance does not cover:

(a) Acts of commission and omission

(b) Criminal acts

(c) Acts of negligence

(d) Liability arising out of doctor’s treatment

Answer: (b) Criminal acts

(x) What is the initial payment made by the annuity holder known as in an annuity contract?

(a) Premium

(b) Market Price

(c) Purchase price

(d) Asset Value

Answer: (c) Purchase price

(xi) Which of the following is true about insurance investment regulations in India?

(a) They are defined by SEBI

(b) Objective is to ensure highest return on investment of policy holder’s funds

(c) Life insurance companies invest long term

(d) General insurance companies invest long term

Answer: (c ) Life insurance companies invest long term

(xii) Collateral assignment refers to:

(a) Transfer of all rights

(b) Conditional transfer

(c) Transfer of only obligations

(d) None of the above

Answer: (b) Conditional transfer
(xiii) One of the important documents needed to substantiate a marine insurance claim is:

(a) Bill of loading

(b) Bill of lading

(c) Contract Note

(d) Cover note

Answer: (b) Bill of lading

(xiv) The definition of proximate cause includes which of the following features of the cause?

(a) Dominant

(b) Operative

(c) Direct

(d) All of the above

Answer: (c) Direct

(xv) Claim costs should be controlled by improved application of

(a)Loss control techniques

(b)Risk management techniques

(c) Both a & b

(d)None of the above

Answer: (c) Loss control techniques & Risk management techniques

2. Fill up the blanks: [15]

(i) Because of smoking Mr. James got heart attack which resulted in death. Here……………… can be referred to as ‘peril’.

(ii) Insurance covers only ………….risks.

(iii) ……………………….is calculated by properly discounting the fraction of the income of the insured that is used for the dependents.

(iv) Fraudulent claims are direct costs on the………………..

(v) The rules of contract construction for Life Insurance Policies are basically two types. Narration is one type and another type is….………….

(vi) When a reinsurer shares his loss exposure(s) with other reinsurers, it is known as …………………..

(vii) In case of determining the Cumulative Bonus under Personal Accident cover, the compensation payable under the policy for death, loss of limb(s) etc. arising out of accidental injuries shall be increased by ………….in respect of each completed year if no claim has been made earlier.

(viii) Coinsurance in health insurance is technically known as………………lause.

(ix) The process of evaluating risks and fixing rates in an insurance company is known as ……………….

(x) Contractors’ All Risk insurance forms part of …………….general insurance.

(xi) …………policies have no cash values, no dividends and so easy to compare on the basis of premiums.

(xii) The regulations restricting the investment quantum of an insurer in a particular company or group or industry is expressed in …………….norms.

(xiii) When a member from the office of IRDA becomes insolvent or mentally incapable he is fit to be………………………from the office.

(xiv) Risks which cannot be totally eliminated by the insurers are called as…………………..risks.

(xv) IBNR stands for …………………………

Answer: (i) Smoking (ii) pure (iii) Human Life Value (iv) Society (v) Schedule (vi)

Retrocession (vii) Five % (viii) Percentage participation (ix) Rate making (x)

Commercial (xi) Term (xii) Exposure or prudential (xiii) Removed (xiv) Systemic (xv)

Incurred But Not Reported

3. Select True or False from the following: [10]

(i) Chances of loss can be obtained when number of likely losses is multiplied by Total number of possible losses. (T/F)

(ii) The loss that cannot be measured in financial terms caused by pure risk cannot be insured. (T/F)

(iii) The capitalized value of an individuals’ future net earnings is obtained by adding self maintenance costs. (T/F)

(iv) The loss is distributed among the insurers under ‘contribution’, thus it differs from subrogation. (T/F)

(v) One of the key features of insurance contract is its ‘Aleatory characteristic’. (T/F)

(vi) Fidelity policies are available to reward employees who have an honest track record. (T/F)

(vii) ‘Insolvency or financial default of the owners, operators, etc of the vessel’ is a general exclusion under the marine insurance policy. (T/F)

(viii) Whole life insurance is a cash value policy that provides life time protection. (T/F)

(ix) The risk of inadequate pricing because of option embedded in the contract of insurance is called as actuarial risk. (T/F)

(x) Group term insurance offered by an employer can be converted in to an individual term insurance policy when an employee leaves the job. (T/F)

Answer: (i) False
 (ii) True
 (iii) False
 (iv) True
 (v) True
 
              (vi) False
 vii) True
 (viii) True
 (ix) True 
(x) False

4 (i) What are the uses and limitations of term insurance policies?

Answer: Uses and Limitations of Term Insurance

      Can be useful for persons with low income and high insurance needs.

 To individuals at the threshold of careers or who started new businesses.

 To indemnify businesses on the death of key employees.

 Supplement to an existing life insurance program during the child rearing period.

 Can be useful as a hedge against financial loss already sustained.

 For ensuring that the mortgage and other loans are paid on the debtor/insured’s death.

 Vehicle for ensuring juvenile education in the case of payor’s death.

 Natural for all situations that call for temporary income protection needs.

 It can be the basis for one’s permanent insurance program through a so called ‘buy – term – and – invest – the difference [BTID] arrangement. The hope is that the term + the separate investment will out perform the cash value life insurance policy.

(ii) What are the considerations in designing a Unit Linked Product? Discuss. 
Answer: UL Product design

Death benefit patterns – UL policies offer two death benefit patterns [level death benefit pattern and a level net amount at risk (NAR)]. From these two the purchaser selects one. Of course, the pattern may be changed at any time, but, in the absence of a change request, the selected pattern will be followed during the policy term. 
Premium payments – UL policyowners pay premiums of whatever amount and whenever they desire, subject to company rules regarding minimums and maximums.

Policy loadings – Identifiable loadings are imposed on UL policies in one or both of two ways: 1. Front end loads and 2. Back-end loads. [Front-end loads are first year expenses, commissions, mortality margins, marketing etc. and Back-end loads are surrender charges]

Mortality and other benefit charges – Mortality charges are deducted each month from UL cash values. Most UL mortality charges are indeterminate and differentiated. Interest credits and loadings also must be factored into the analysis [other than mortality charges].

Cash values – Cash value is simply the residual of each period’s funds flow. It results from taking the previous period’s ending cash-value balance [if any], adding to it any premium paid, subtracting expense and mortality charges, then adding current interest credits to the resulting fund balance. The result is the end-of-period cash value. UL policies also permit policy owners to obtain policy loans on the security of the policy’s cash values. The surrenders must be for at least a minimum amount and may carry a processing charge. The policy death benefit is reduced by the exact amount of any partial surrender. [To avoid adverse selection].

Policy surrender involves a surrender charge.

5 (a) Define and discuss the need and importance of Health insurance.

Answer: A systematic plan for financing medical expenses is an important and integral part of a risk management plan. With rising health care costs it was no longer possible for an individual to meet the heavy cost of treatment involving hospitalisation. In the US as much as 47% of health care expenses are met by the government through medical benefit schemes administered by it known as Medicare and Medicaid. While 19% of the expenditure is taken care of by own resources 35% of health care expenditure comes from private insurance companies through various health insurance policies sold by them.

The reasons for rise in health care costs are

 Increase in medical treatment costs.

 Technological advancements in medical equipment

 High labour costs

Now let us define what health insurance is:

Definition: ”Health insurance is an insurance, which covers the financial loss arising out of poor health condition or due to permanent disability, which results in loss of income.” In America, health insurance is a part of life insurance whereas in other countries, like Europe health insurance is a part of non-life insurance. The needs approach and human life value approach are two approaches used in estimating the health insurance average required. But, mostly we use needs approach, which estimates the different needs of insured’s family if the insured is unable to earn or dies in an accident.

(b) What is Bankers Indemnity Insurance? Discuss the meaning, coverage

and exclusions.

Answer: Bankers Indemnity Insurance: It is also referred to as bankers’ blanket cover; it provides insurance against fire perils, burglary, cash in transit, fidelity guarantee and marine insurance. This policy provides comprehensive insurance cover to the banking sector.

Coverage:

This policy covers the direct losses of money and/or securities discovered during the period specified in the policy. More specifically, it covers the following losses: 

Premises – By fire, riot and strike, burglary or house breaking or hold up resulting in loss to money/securities at the premises.

Transit – Lost, stolen, mislaid, misappropriated or made away either due to negligence or fraud of employees of the insured whilst in transit. 
Forgery - Loss by bogus, fictitious or forged or raised cheque/drafts/FDRs or forged endorsements.

Dishonesty - Loss of money and/or operations due to dishonesty. Hypothicated goods – By fraud and /or dishonesty or criminal act of the insured employees.

Registered postal sending – Loss of parcels by robbery, theft or by other causes to the parcels insured with the post office.

Appraisers - Infidelity or criminal acts by appraisers on the approved list.

Janata agents - Infidelity or criminal acts by Janata agents/Chhoti Bachat Yojana

Agents/Pygmy collectors.

Meaning of terms used: “Money” includes bank notes (signed and unsigned), bullion, coins, currency, jewellery, ornaments, postage & revenue stamps (uncancelled) and stamp papers.

“Securities” include acceptances, air consignment notes, bank money orders, bills of exchange, bills of lading, bonds, CDs, certificates of shares/stock, cheques, coupons, debentures, DDs, express postal orders, FDR issued by the insured, lorry receipts, lottery tickets, postal receipts, promissory notes, railway receipts, time drafts and the like. “Employee” refers to all existing types of employees and apprentices on the payroll of the bank at all of its offices. It excludes any director or partner other than those salaried.

Exclusions:

These include losses due to:

1. Default of Director or partner of the insured other than salaried

2. War and allied risks

3. Acts of God

4. Incendiaries

5. Direct or indirect nuclear reactions
6. Acts of omission by the concerned employee after discovery of a loss in which the said employee was involved

7. Losses of money, securities or personal property of the insured, the nominal value and description of which have not been ascertained by the insured before loss

8. Trading losses, and

9. Losses sustained or discovered beyond the period specified in the policy.

Case Studies (Questions 6 & 7)

Ques: 6 Mr.Ravi Prakash has set up a pharmaceutical industry in Orissa, which commenced operations on 27th October 2005. He is well versed with the business practices in the industry; he successfully established various departments and ensured coordination among all to ensure success in his business. Ravi has invested close to Rs. fifty crore in this process. Hundred people were initially employed in the organisation. The manufacturing facility is equipped with all imported machinery for preparation and packaging of drugs in the factory. Separate go-downs are built to stock raw materials and finished products.

- Mr. Ravi Prakash set up his own administrative office close to the factory. He has taken the advice of ‘Sun n Moon’ insurance brokers, which is the best insurance broking firm in the country, and subsequently obtained insurance according to their advice on 20th December 2005.

- The business of Mr.Ravi Prakash grew with time and expanded further in the next four months. Two more buildings were constructed - One to install and run latest imported machinery another to provide canteen and other recreational facilities to workers during breaks. He thus earned the reputation of a seasoned employer who cared for his employees.

- The business too registered impressive profit of Rs. 5 crores on account of good team work at various levels. Mr. Ravi Prakash felt that the employees needed to be rewarded for the good work and he purchased ‘ten gram’ gold coins worth about Rs. 15 lacs which he wanted to distribute to his employees on the eve of full completed year of operation of the complex. These coins were kept in office lockers. 
- On the occasion of Diwali, the workers too joined in the celebrations in the premises and fire crackers were exploded by them. The spark of one of the crackers exploded on 17th November ’06 hit the inflammable material in the adjoining factory resulting in breakage of fire which spread to hutments and cotton godowns nearby and aggravated the situation. The thick clouds of smoke slowed down rescue operations and impaired visibility and caused heavy damages.

- The workers alerted the fire engines and informed the police. The security officer was not available to take remedial steps as he went to his native town on festival occasion. The automatic sprinkler system has failed to nip the fire in the bud in manufacturing unit as it developed leakeage.
In the melee, following losses have occurred:

(i) A portion of the newly constructed manufacturing unit was completely gutted.

(ii) Valuable gold coins kept in Ravi’s office chambers were completely damaged.

(iii) Three of the workers received burn injuries and were partially incapacitated.

(iv) Residents staying outside the factory reported giddiness and were hospitalized because of thick smoke and resultant pollution. 
(v) Slum dwellers outside the factory premises on the other side lost their hutments. Ravi Prakash was very upset about the developments, at the same time he was slightly relieved at the fact that he has obtained insurance at the initial stages of his business.

Questions:

(a) If you are representing Insurance brokerage firm what insurance covers would you advice? Give details. [ 10 marks]

Answer:

(a) Following insurance coverage is advised:

1. Group Personal accident policy

2. Group Medical Policy

3. Public liability insurance

4. Workmen’s compensation insurance.

5. Industrial Fire insurance

Alternatively, a ‘Industrial All Risks’ policy would have covered the risks along with a Workmen’s compensation insurance and group policies.

(b) Your comments on the possibility of getting insurance cover for the damage suffered in each of the above losses.

Answer:

(i) Loss arising out of damage to a portion of the newly constructed manufacturing unit cannot be covered as there is no mention of its inclusion in the insurance. Construction of new building and installation of machinery over there is a later development which should have been added as an endorsement.

(ii) Gold coins kept in Ravi’s office chambers were completely damaged. This damage can be compensated by Fire insurance cover on production of suitable documents as proof of purchase. It is not exclusion as they are office property and gold coins cannot be equated with jewelry which is exclusion in fire insurance.

(iii) Three of the workers received burn injuries and were partially incapacitated. Compensation/ assistance can be arranged to the workers under ‘Group  Personal Accident’, ‘Group Medical Policy’ and Worker’s Compensation Insurance covers.

(iv) Residents staying outside the factory reported giddiness and were hospitalized  because of thick smoke and resultant pollution. And 
(v) Slum dwellers outside the factory premises on the other side lost their hutments.

Public liability insurance can be helpful in meeting the damages suffered in both these losses.

Ques: 7 Mr. Jintendra Prasad is having his own proprietary travel and tourism firm with nine employees working in the organization. He made an initial investment of Rs. One crore. All the employees are committed people and gave their best of services to the organisation. Within two years time, the firm has expanded registering a profit of two crores. Jitendra could recruit more people and purchase new transport vehicles. Now the number of employees in the organization is twenty one. About that time Mr. Rodrigues, who is a good friend of Mr. Jitendra advised him that now it is mandatory to provide retirement benefits to the employees in the organization. Jitendra is more than happy about his employees and wanted to retain each one them. He readily agreed to Rodrigues’ suggestion and wanted to provide the incentives to the employees in his organisation. After a preliminary survey, Jitendra came to know the following choices of his employees:

(i) If employer contributes a matching amount, all employees are ready to contribute towards retirement scheme.

(ii) Employees are looking for a periodic benefit upon retirement.

(iii) They would like to receive lump sum benefits to meet heavy expenditures, if any, at retirement.

(iv) They also wanted that families should continue to get periodic benefit upon death of the retiree.

(v) Employees wanted to have insurance cover which can take care of their respective families in the unfortunate event of death/ total disability.

Comment on the following:

(a) What plans offered by insurance companies are suitable in the above case? Elaborate their features. [ 14 marks]

(b) Apart from the above plans what mandatory retirement plan is to be provided by Mr. Jitendra to his employees? Give details. [6 marks]

Answers:

(a) The following plans would be ideally suitable:

(i) Group Superannuation Scheme

The Group Superannuation scheme is introduced by employers for providing a steady source of income as pension to retiring employees. These schemes are offered by Insurance companies to the employers as group plans covering the categories of employees, the employer wishes to cover. These schemes are implemented by the employer to impart a feeling of security among the employees and serve as a mean for employee retention. It is to be noted that these schemes generally cover senior employees under different categories. Some employers provide for pension benefit to all or some categories of their employees on their retirement. Unlike gratuity this is not a statutory liability on the employer. The scheme under which the employer alone contributes is called a noncontributory scheme. There are also schemes where the employee pays a part of the premium, which are called contributory schemes. The trustees of the fund can adopt a group insurance scheme whereby the responsibility of administering the scheme is passed on to the insurance company If the quantum of benefit is predetermined by the rules of the scheme, the amount required to secure the benefit is paid as contribution. On the other hand, if the contribution is fixed as a percentage of salary the pension will depend on the corpus accumulated for each employee. The former is called as the defined benefit scheme and the latter as the money purchase scheme 

• Pension schemes can be implemented in an organization in the following two ways:

• The employer can pay the pension benefits through its own trust (approved by Income Tax authorities), which administers the Superannuation scheme. 

• The benefits can also be provided through a trustee-managed arrangement, which can avail Group Superannuation scheme from an insurance company.

Benefits of Group Superannuation schemes

• On retirement the employee can commute 1/3 of the fund and this is tax-free. This means the retiring employee can withdraw upto one third of the accumulated corpus under the group annuity scheme as lump sum

• The balance fund can be utilised as a purchase price of an annuity to provide for a regular pension

• In event of unfortunate death of the member before his retirement, the corpus can be utilised to provide pension benefits to the beneficiary and the beneficiary can choose the type of payment of the benefits. Even when a member is incapacitated prior to retirement he is eligible to receive the benefits

• In case of untimely death of an employee the accumulated corpus as per the scheme is quite small. Hence the pension received by the beneficiary is also small. So the employers avail term insurance policies along with Group Superannuation schemes to be able to pay a higher pension

• On resignation or transfer the employee can opt for transferring the accumulated fund with the new employer under a similar scheme provided the same scheme is in operation there.

(ii) Group Term Insurance plan

Here the employer buys the policy on behalf of employees. The period of coverage is usually one year after which the policy lapses and it has to be renewed again. The premium paid is lower than individual policies and the process of operation is simple. In case of death or disability of the member his beneficiaries are eligible to make claims. These policies are availed by employers, corporates, various organisations, cooperatives, labour unions, welfare groups, etc. 
The following are the main types of term insurance policies:

Group insurance scheme sponsored by employers (both single and multiple employers)  These schemes enable the employer to buy insurance for the employees as a group under a single policy. Cover can be provided as either flat or graded insurance cover where gradation can be according to the position of the employee. Group insurance schemes create a better employer employee relationship, since they provide for additional benefits to the employees and is a relevant factor in reducing employee turnover.

Many companies particularly those belonging to a group can come together to avail policies covering all the companies in the group. Such policies are known as multiple Group Insurance policies. 
Answer: (c) Gratuity is a mandatory benefit to be provided after retirement according to the

‘Payment of Gratuity Act, 1972’. Payment of gratuity is a statutory liability of an employer who comes under the purview of The Payment of Gratuity Act 1972. According to the Act, gratuity is payable to an employee on termination of his employment (provided he has rendered a continuous service for not less than 5 years) on his retirement/resignation or on his death or disablement. The stipulation regarding 5 years is not applicable in case of death or disablement. As per this act, employer has to pay 15 days of salary for each year of service rendered by the employee subject to a maximum of Rs.3.5 lakhs. The 15 days of pay is based on the average salary drawn for the last 10 months in service.

• Gratuity is paid as a terminal benefit to the employee by the employer in recognition of the service offered by the employee during his term of service
 • Gratuity liability can be met by an employer through the following means: o As a direct payment by debiting to the current years revenue under “pay as you go policy” when the liability arises 
• The payment may be made from the Gratuity Trust fund of the company approved by Income Tax authorities. The company has to make annual payments to the trust. The contributions received towards the gratuity fund are invested by the trust according to the government guidelines provided and all gratuity payments are settled out of this fund. Trustee administered schemes are preferred as the employer is required to relinquish his proprietary control over the funds in the interests of the employees.

•Through trustees in conjunction with an insurance company offering gratuity schemes

• Gratuity can be provided through insurance companies who offer gratuity schemes to the employer and advise the master policy holder about the yearly contributions (including premium for the term assurance) to be made to the gratuity fund

• The unique feature of the insured scheme is that in the case of death of the employee, he receives an enhanced death benefit, i.e., gratuity based on anticipated years of service (the number of years an employee would have been in service if he had been alive). The scheme is therefore very well received by the employees associations and is among the more popular group insurance schemes. Thus even if a person dies at a relatively young age, the benefits received by his beneficiaries are far larger than what they would have received in accordance with the Act provisions

• The employers subscribing to gratuity schemes offered by the insurance companies can claim tax benefits for premium payments
******
JUNE 2009 – P-I PRINCIPLES & PRACTICE OF INSURANCE

1. From the answers of the following questions, indicate the one that is accurate or nearing accuracy :

(i) An insurance proposal form represents:

(a) A policy document

(b) An invitation to the insurance company

(c) An acceptance by the insurance company

(d) An offer to the insurance company.

ANS: (D) An offer to the insurance company

(ii) A valued insurance policy is :

(a) The difference between the value of the property at the time the contract and the value at the time of loss

(b) One where the insured has underinsured the value of their property

(c) One where the value of the subject matter is insured for an agreed value

(d) One where the value of the insured property is not stated.

ANS: (C) One where the value of the subject matter is insured for an agreed value

(iii) A contract between and insured and a reinsurer, where by the insurer agrees to pay a specified portion of a claim and the reinsurer to pay all or a part of a claim in excess of an agreed amount is called as ……………….

(a) Excess of loss treaty

(b) Stop loss treaty

(c) Facultative method

(d) None of the above

ANS: (A) Excess of loss treaty

(iv) Which one of the following is not a Peril?

(a) Theft

(b) Fire

(c) Cancer Disease

(d) Smoking

ANS: (D) Smoking

(v) The essential features of a life insurance contract included all EXCEPT :

(a) Sharing of losses

(b) Replacing uncertainty through certainty

(c) Indemnity

(d) Economic security upon death of bread winner

ANS: ( C) Indemnity

(vi) Which of the following facts are required to be disclosed by the proposer?

(a) Facts that are a part of law

(b) Facts that reduce the risk of losses

(c) Facts that are mentioned in his/her personal medical records

(d) Facts that can be obtained from the information provided by the insured

ANS: As multiple choices are not clear, marks may be awarded for attempt

(vii) In order to avoid the forfeiture clause, premiums have to be paid by the policy –holder for a minimum of …………………………. Number of years.

(a) Four years

(b) Three years

(c) Two years

(d) One year

ANS: (B) Three years

(viii) Insurance Ombudsman is a

(e) District level court

(f) Quasi judicial body

(g) Munsiff magistrate court

(h) Semi-quasi body.

ANS: (B) Quasi judicial body

(ix) The process of insuring losses for an entire class, territory or book of business is known as :

(a) Treaty reinsurance

(b) Portfolio reinsurance

(c) Facultative reinsurance

(d) Proportional reinsurance

ANS: (B) Portfolio reinsurance

(x) A marine insurance contract to be valid under the Marine Insurance Act, 1963, can be

(a) an oral agreement

(b) only in writing

(c) fulfilling the essentials of a valid contract

(d) either oral or in writing

ANS: (B) only in writing

(xi) Which of the following is not exclusion in a medical insurance policy?

(a) Hospitalization during first sixty days of the cover

(b) Work related injury

(c) War related injury

(d) Non-accident related dental care.

ANS: (A) Hospitalization during first sixty days of the cover

(xii) The Standard erection all risk insurance policy does not cover :

(a) Fire risk

(b) Negligence

(c) Storm related damages

(d) None of the above

ANS: (b) Negligence

(xiii) If a third party gets injured because of an insured product, the producer or the manufacturer would be liable to pay damages. Liability arises under a product liability because of

(a) Tort common law

(b) Statutory law

(c) Contract

(d) All of the above

ANS: (D) All of the above

(xiv) Investment risk is an integral part of which of the following annuities?

(a) Variable annuity

(b) Fixed annuity

(c) Ordinary annuity

(d) Annuity due

ANS: (A) Variable annuity

(xv) Insurance companies are regulated for the following reasons EXCEPT :

(a) To maintain insurer solvency

(b) To ensure reasonable rates

(c) To compensate for inadequate consumer knowledge

(d) To make insurance market available to the foreign investors

ANS: (D) To make insurance market available to the foreign investors

2. Fill up the blanks :

 (i) Chance of loss is the ratio of the number of ……………….. losses to total number of actual losses that actually occurs. 
(ii) ………………….. are collateral to the main purpose of an insurance contract.

(iii) Probability always varies between ……………….

(iv) …………….. is making the offer in an insurance contract. 

(v) The principle of subrogation is invoked when a ………….. party Is responsible for the loss.

(vi) ………………………..is the evidence of a mutual agreement between the insurer and the insured.

(vii) A temporary and limited agreement, sent prior to the completion of the consideration of the proposal or preparation of policy is called as …………………..

(viii) Professional indemnity insured does not cover ………………

(ix) Example of proof of loss in a case of theft is ………………

(x) …………………..is the maximum amount the insured can claim from the insurer under the policy.

(xi) Damage done to a ‘lightning strike’ can be covered under ……….. policy.

(xii) STFI stands for ………………………………………….

(xiii) Expand ‘CAR’ insurance ………………………………

(xiv) A lapsed policy can be revived during the life time of the life assured

but before the termination of a period of ………………. years from the due date of the first unpaid premiums.

(xv) A life insurance company’s risk of charging too little premium and suffering lower cash flows, which is insufficient to fulfill promises, is termed as an…………….. risk.

Ans: (i) expected, (ii) Warranties, (iii) 0 to 1,   (iv) Insured,    (v) third,   (vi) An Insurance policy,  (vii) cover note,   (viii) a criminal act ,   (ix) police report, (x) Capital sum insured ,  (xi) fire,     (xii) Storm Tempest Flow and Inundation, (xiii) Contractors All Risk ,    (xiv) Two,    (xv) Actuarial  
3. Select True or False from the following :

 (I) Mr.Mangat Ram invested Rs.3 lakhs in stock market, due the recent melt down he is now worth only Rs.80,000. This is an example for pure risk.

Ans:- FALSE

(ii) In life insurance insurable interest has to be present at the time of death of the policy –holder .

Ans:- FALSE

(iii) The insured cannot benefit by resorting to multiple policies for the same property.

Ans:-TRUE

(iv) ”Promise of payment on the happening of a certain event is the common feature to gambling and insurance.”

Ans:- TRUE

(v) One of the parameters to decide whether a particular risk is insurable or not states that : “The time at which event occurs must be predictable and the occurrence of the event must be independent of the will of the insured”.

Ans:- FALSE

(vi) Out patient, diagnostic, X-ray and laboratory expenses are also covered in a complete plan under health insurance cover.

Ans:- TRUE

(vii) Compared to the individual insurance products, there is greater Flexibility in designing of group insurance products.

Ans:- TRUE

(viii) Insurance companies in India are allowed to transfer their business to other companies on their own in case of unavoidable circumstances

Ans:- FALSE

(ix) According to the 2000 IRDA regulations to Insurers on rural and social sector, rural sector is defined as a place with a population of not more than five thousand

Ans:-TRUE

(x) Salvage is defined as the damaged property an insurer leaves behind to reduce its loss after paying a claim.

Ans:-FALSE

4. (i) Define adverse selection and briefly explain it with an example.

Ans: Selection of Insurance proposals against the interest of the insurance company is termed as adverse selection. In this situation, one party to the transaction, usually the insured, has more information about the risk compared to the other party i.e the insurance company. Adverse selection occurs when an individual or organization suppresses relevant information required by the insurance company to evaluate the risk. It can be seen in the high demand for insurance from individuals who are likely to suffer a loss. It may also be the

result of a fraudulent intent on the part of the proposer who deliberately gives misleading information or withholds information. Examples of adverse selection are particularly more in health insurancewhere the demand for high covers comes from individuals who are in poor health. For example: Mr.Prashant who has minor heart attack conceals the same and takes a health insurance policy fraudulently. Later on he gets a major heart attack and claims compensation. In this case, Mr.Prasant would have paid a premium of only few thousands, but his compensation or insurance cover amount to lakhs of rupees which is definitely against the interest of the insurer, in other words it is a loss to the insurer.

(ii) Define and differentiate between risk retention and risk transfer.

Ans:Risk Retention is a technique where the owner of an asset assumes the risk of its loss. The amount of loss if any is met out of the funds allocated to meet such losses or from current year’s revenue. Risk retention can be 

(i) planned or unplanned and

(ii) funded or unfunded

Planned and unplanned retention:

In planned retention, certain risks are retained, as there may be no satisfactory alternative to doing so. Again a few risks may be retained because retention is the most cost effective and appropriate technique in the given circumstances. In unplanned retention, the company does not recognize the risk that exists in a particular situation and therefore does nothing about it. This could sometimes have disastrous consequences.

Funded and Non-funded retention:

In a funded retention programme, an emergency or a reserve fund is created to pay for such losses. Funded retention programmes can be in the form of maintaining reserve funds, or through self-insurance and captive insurers. In non-funded retention programme, the company meets losses arising out of retained risks from the company’s current revenue. Risk Transfer is the process of shifting or relocating the burden of risk on others. Here there is no concept of continuing with the risk or retaining the risk. There are different ways of transferring risks which include hedging , sub-contracting, seeking sureties, diversification, indemnity agreements, incorporation, and insurance. Insurance is the most important risk management tool involving risk transfer. This is a transaction, which involves payment of a premium by one party (the one transferring the risk) who agrees to bear the risk (transfreree). For the insurer the degree of risk gets reduced through the transfer process because he is in a better position to use the law of large numbers to estimate possibility of loss. 
5 (i) Define a financial intermediary. Mention the risks faced by insurance companies as financial intermediaries.

ANS:A Financial Intermediary (FI) is an organization that brings together users and providers of funds . In the absence of FI’s, households generating excess savings by consuming less than their income would have the basic choice of either holding cash as an asset or invest in the securities issued by corporations directly. Financial intermediaries help channelize households savings to the corporate sector. Even small households often prefer to hold financial claims issued by the FI’s rather than those issued by corporations. Insurers assume various types of risks in providing their services to the public. Insurers identify and mange risks according to a classification of risks developed by the actuarial profession.

Insurance companies face some unique risks such as:

 Asset risk

 Pricing risk

 Interest rate risk

 Market / systematic risk

 Credit risk

 Off-balance sheet risk

 Technology risk

 Operational risk

(iii) Describe the need for regulating the investment of the insurance companies.

ANS: Need for regulating the investments of the insurance companies

 The regulations prescribed by the IRDA aim to ensure the safety of funds which belong to the policy holders

 To maintain solvency of the insurer to enable it to service the claims as and when they arise

 Regulations serve to make insurance available at reasonable cost. The loss occurring in some segments have to be made up through higher profits in other activities. The companies focus on generating a higher return from investments to be able to offer competitive premium rates to policyholders at reasonable cost and also to offset underwriting losses if any

 Competition may result in the need for lowering the premium. So a higher income has to be generated through investments 
 The lower interest rate regime prevailing in these times compels companies to concentrate on high return investments

 The prudential norms ensure that the insurers do not over invest in a particular company or a group of companies or in a particular industry. This ensures diversification of the portfolio and reduction of investment risk.

 Regulations prevent an insurer to exercise control over an investee company through higher shareholding as prudential norms are in place.
6 (a) (i) Briefly discuss the ‘Perils’ under marine insurance contracts

ANS: In general all insurance policies including marine cover policies exclude some perils, which can cause higher losses. Exclusions are the insurers way of drafting and limiting the agreement to make it unambiguous and definite. In general, exclusions are made for three different reasons: 
1. To exclude perils that is uninsurable

2. To see that these perils are covered separately in another policy;

3. To cover these perils through separate endorsements on payment of additional premium.

 Uninsurable perils - Losses arising out of war or a warlike action or rebellion and nuclear risks are generally excluded by all insurance because these losses are unpredictable and are often catastrophic in nature.

 Similarly insurance companies also exclude normal wear and tear, gradual deterioration, and damages due to insects etc, because these are non-accidental and are normal losses.

 Insured Perils:

- Fire – is a common peril at sea. 

- Pirates and Thieves - Piracy is forcible robbery at sea, whether committed by marauders from outside the ship or by mariners or passengers within it.

- Barratry - It is an act willfully committed by the master and the crew against the owner or character of the ship. Barratry includes fraudulent sale of cargo or diversion of the ship, the crew’s refusal to discharge the cargo, etc. 
- Jettison - this is throwing of cargo overboard due to either a deliberate act or at the wake of grave danger,

- Taking at sea – is a situation when the vessel is captured by the enemy or others.

- Foundering at Sea – If a ship has been reported lost and after a stipulated time, there is no news of its whereabouts then it is presumed to be lost due to perils of the sea.

- Stranding- arises when the ship deviates from its course due to an accident and is stranded in shallow waters and suffers damages.

- Collisison – is caused when the ship collides with another ship or with other objects, causing damage.

(ii)’Deepak EXIM’ is a registered enterprise undertaking various imports and exports of goods. The company makes use of sea and airways in order to transport various consignments. The company has also acquired six ships on its own to promote and efficiently handle the shipments. The company firmly believed in the benefits of insurance and always insured its payloads while in transit through marine insurance etc. In November, 2008 one of the ships of the company was hijacked by Somali pirates, off the coast of Ghana. The crew on board the ship immediately sent SOS to the headquarters and also the Indian Navy which was patrolling the area by the time. Immediate Indian Naval personnel on their helicopters were able to put down the hijack bid and killed the pirates,  safely releasing the ship and the cargo. A day after this, the ship developed leakage due to wear and tear and there was property loss. Discuss whether a claim for the loss of the ship will be payable or not in this case.

ANS: Insurance claims in this case is not payable as the loss is not due to the damage done because of pirates or other insurable perils. The prominent cause for the loss in this case was the damage ws done to the ship because of as uninsurable peril, i.e.the normal ‘wear and tear’. Once this is clearly established, the insurer is not bound to pay the claim.

6. (b) (i) State briefly the features of medical insurance.

ANS: Medical Insurance policies – major features Most medical insurance policy covers major medical expenses incurred by an insured. It will not reimburse the whole medical expenses. The insurer pays a part of medical expenses and the remaining has to be borne by the insured. This is called participation provision. The medical expenses will be reimbursed only after subtracting the deductible amount. Medicare Supplement Insurance – Medicare supplement insurance is the supplement to the medicare programme. This policy will only pay the deductible amount and the extra amount, which the insured has to bear over and above the medicare limit.

(i)Mr.Gautam , aged 49 years, working as a senior executive in a private firm has taken a health insurance policy on his life for a sum assured of Rs.4 lakhs. One of the conditions in the policy agreed to by Gautam was for his to meet the claim to the extent of 25% of the sum assured. He has to travel a distance of 60 kms. Daily in a Mumbai suburban train between his home and office. On an eventful day, Gautam started from his residence and ran to the railway station, as he realized he was late by two minutes. He was gasping for breath but finally was able to board his usual suburban train. Inside the train he felt a deep difficulty in breathing and fell down after standing for a few minutes in the suffocating crowd. Luckily for him, Mr. Satish, a Co-passenger arranged help at the next railway station and got medical aid at the appropriate time. Mr. Gautam was kept in medical care for nearly 45 days and treated for his heart ailment and other complications. Mr.Gautam’s family had a difficult time to mobilize funds and arrange for the treatment, as Gautam was advised total bed rest. The total expenditure was Rs. 4 lakhs out of Rs.1, 00,000 and the excess to be aid by it. State whether the procedure followed by the insurance company was correct.

ANS: The primary reason must be that Mr.Gautam has taken a deductible policy. A deductible is that portion of the amount of an insured loss, which the insured agrees to pay. It is common in almost all types of insurance policies to stipulate a definite amount of money, which is to be borne by the insured. The insurer becomes liable for any amount beyond that. In this way the insured must have benefited by a reduction in the gross premium. The insurer in the process also gets rid of small claims, which are expensive to service and cause more administrative  expenses than the actual amount of claim payment. Moreover, it also  minimizes the ethical and moral issues, which might otherwise arise. Some of the methods of implementing deductibles 

 Straight Deductibles, the simplest yet most effective type, apply to all types of polices and involve subtracting the deductible amount from the aggregate loss to determine the loss payment

 Aggregate and calendar year deductibles, applies for an entire year, where the insured absorbs all the losses occurring during the year, till the deductible limit. The insurer pays for all the losses beyond that level.

7.(a) Mr.Bharat has come to you for advise on whether he should take cover under life and general insurance policies available. He has provided you with the following information: He has a wife. His two children go to Primary school. He has taken on rent a house in Jallandhar, as his previous house was burnt to the ground. He is leasing a factory at Chandigarh. He is also leasing a number of vehicles to run taxi services. He owns a Mercedez Benz car. He employs a staff of twelve members. He has plant and equipment valued at Rs.25 lakhs and trading stock of Rs.6 lakhs in the factory at Chandigarh

Questions:

 (i) Advise Bharat on the necessity or otherwise for taking out a insurance policy.

ANS: Mr.Bharat has many assets to manage, all of which have inherent risks. Insurance is the one and possibly economic mechanism on which Mr.Bharat can depend for transfer of his risks. He cannot go for other risk management techniques like risk retention, which could prove costly to him. Life insurance and health insurance policies can take care of the family well being in case of risk to the life of Mr.Bharat. Health insurance cover to the entire family would bring a sense of protection while his property and business risks can be covered by general insurance. Insurers have rich expertise in risk evolution loss prevention, loss control and risk management and the owner would be in a position to implement effectively his business plan. The stable conditions created in the company promote a sense of  security among managers and employees with the beneficial consequences of higher productivity and reduced employee turnover. Finally, the effective costs to the company of the insurance premium is much less than the actual cost of insurance as insurance premium paid is treated as a business expense and therefore enjoy income tax relief.

 (ii) Also suggest to Bharat what types of covers he can take to meet various risks.

ANS: The following statement indicates a plan of action that can be adopted by Bharat:

	Dependent Family with wife and two children:
	*Life Insurance products like term, endowment, whole life would come handy in case of financial difficulties or unforeseen demise of the bread winner. Also help in children education and funding of important events. 

*Health Insurance to all the family members would provide cover towards medical expenses.

*Personal Accident polices


	Rented house in Jallandar : as the previous house was gutted down, there is still the danger of fire accident, hence fire insurance is must.

	*Home owners insurance, *Fire and allied

perils insurance



	Factory taken on lease at Chandigarh:
	*Fire Insurance.

*Loss of profit policy

*Workers Compensation policy.

*Burglary insurance

*Machinery Insurance

*Product Liability Insurance

*Industrial All Risks policy

	Vehicles taken on lease to run taxi service
	*Comprehensive motor insurance.

*Workers Compensation policy



	His own Mercedez Benz car.
	*Comprehensive motor insurance

	12 member staff or employees.
	*Workers compensation and

*Group insurance

*Group super-annuation products.



	Factory plant and equipment valued at

Rs.25 lakhs
	*Fire and loss of profit policy

*Fire floater policy

	Trading stock of Rs.6 lakhs in the factory at Chandigarh
	*Fire floater policy


 (b) Mr.Ramesh Kumar was highly successful sales manger in Jaihind Life Insurance Company. An expert salesman, Ramesh Kumar was often approached by his agents for help in finalizing high sum assured policies. During one of his high profile get-to-gethers, one of the film stars showed keen interest in taking an insurance policy. The film star was looking for a high sum assured cover i.e Rs.50 crores. Ramesh Kumar was keenly interested because he had not dealt with such a big value policy so far. After coordinating with one of his agents, Ramesh Kumar played a key role in finalizing the deal. All his energies were now focused on getting this proposal passed by the underwriting department. All special medical reports required were quickly secured and filled with that department. Ramesh Kumar also recommended to the company to issue the policy. The underwriting department was headed by Mr.Jaidev, who had more concern for quality than quantity of business. Jaidev thought it was his duty as the underwriter to have strict control over new business flowing into the organization Ramesh Kumar and his people on the contrary beieved that new business was important for the growth of the company and therefore the underwriters should not be allowed to affect the flow of new business by being rigid. When the proposal came back from Head Office after scrutiny, Ramesh Kumar found that the proposal for a cover of Rs.50 crores had been modified to Rs.50 crores on a short term plan basis 

Questions :

State : (i) Whether an insurer should follow strict underwriting procedure and whether the prints of view between the marketing and the underwriting departments should not be identical.

ANS: Sales and Marketing function is termed as ‘production’ or ‘sales’ in insurance business. It aims at securing large number of proposals to the company. Insurance comes into existence only when a policy is sold. The agents and the sales force are inclined towards getting more business so that they can earn better incentives and can progress in their careers. In order to procure business they may promise more but are subject to underwriting procedures and their decision in underwriting is not final. Underwriting is a primary function of an insurer. In a broad sense underwriting is concerned with the complete transaction of insurance. It means assessing risk i.e. it deals with acceptance or rejection of risk. Underwriting may be defined as a process of selecting and classifying risk and determining the terms and conditions on which the risk is accepted in order to meet company objectives.

OBJECTIVES OF UNDERWRITING: The main objectives of underwriting are as under:-
 To obtain large volume of premium income

 To guard against adverse selection and avoid such concentration of exposures that may lead to a catastrophe and

 To earn reasonable profit on the business operation Thus the underwriting department is looking more at quality of business rather than quantity of business.

(ii) The consequences that could be faced by an under-writer by adopting flexible and easy underwriting control.

ANS: Costs of insurance to society

Though insurance provides vast benefits to individuals and society, it carries some social costs that must be realized. Heavy expenditure is incurred in running of insurance companies, which are increasing in number every day. This results in scarce economic resources being diverted for the development of insurance industry. Besides, insurance sometimes has the effect of encouraging unscrupulous individuals to resort to fraud, which is a heavy cost to the companies and the nation. Any irresponsible decision or fraudulent activity would results in heavy underwriting losses to insurance companies who will be forced to raise premiums. Any hike in insurance pricing would not only reduce the income to the insurance company in long term but also makes insurance unaffordable to the common man due to lapses of a few.
*******
