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Preface

It is a matter of great pleasure to present the first edition of this book on INSURANCE
(FUND) MANAGEMENT to the students and teachers of Third Year Bachelor of Commerce –
Financial Markets (T.Y. BFM), Semester V course started by University of Mumbai.

We have tried to make and present the book in simple language and precise. We are
hoping that the diagrams and step-by-step answers put up will be helpful to understand the
subject clearly.

We are thankful to our all family members for constant support and motivation. We are
also grateful to our Principal, Vice-Principal, Co-ordinator, Colleagues, Library Staff and my
dear students and friends for encouraging us to write the book. Special thanks to Himalaya
Publishing House Pvt. Ltd. for publishing our book.

Any constructive suggestions from the students and teachers for improving the text in
future are welcome.
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Chapter 1 Insurance – An Introduction

 Introduction  Characteristics
 History  Types
 Definitions  Benefits of Insurance
 Principles of Insurance  Forms of Organisations
 Importance  Insurance v/s. Gambling
 Functions  Insurance as a Contract
 Advantages  Liberalisation of Insurance Sector

1.1 Introduction

An Insurance transaction is a contract between the two parties, i.e., insurer and insured under
which the insurer undertakes to compensate the insured for the loss arising from the risk insured
against. Price (i.e., Premium) is the consideration of the contract of Insurance which is paid by the
insured to the insurer for the risk undertaken by the latter. Insurance is a co-operative device that
spreads the loss caused by a particular risk over a number of persons. Always the word Insurance is
associated with the word Risk. It facilitates re-investment during crisis situation. So Insurance is a
contract between two parties:

1. Insurer (Company)
2. Insured (Person)

The instrument containing the contract of Insurance is called a policy. According to the law of
contract, the contract requires all the essentials of a valid contract as mentioned below:

1. Offer and acceptance
2. Consideration
3. Capacity to contract
4. Consensus at item.
5. Legality of purpose. (Legal object)

Insurance is a form of risk management in which the insured transfers the cost of potential loss to
another entity in exchange for monetary compensation known as the premium.

Insurance allows individuals, businesses and other entities to protect themselves against
significant potential losses and financial hardship at a reasonably affordable rate. We say “significant”
because if the potential loss is small, then it doesn’t make sense to pay a premium to protect against
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the loss. After all, you would not pay a monthly premium to protect against a $50 loss because this
would not be considered a financial hardship for most.

Insurance is appropriate when you want to protect against a significant monetary loss. Take life
Insurance as an example. If you are the primary breadwinner in your home, the loss of income that
your family would experience as a result of your premature death is considered as a significant loss
and hardship that you should protect them against.

It would be very difficult for your family to replace your income, so the monthly premiums
ensure that if you die, your income will be replaced by the insured amount. The same principle applies
to many other forms of Insurance. If the potential loss will have a detrimental effect on the person or
entity, Insurance makes sense. Everyone that wants to protect themselves or someone else against
financial hardship should consider Insurance. This may include:

 Protecting family after one’s death from loss of income
 Ensuring debt repayment after death
 Covering contingent liabilities
 Protecting against the death of a key employee or person in your business
 Buying out a partner or co-shareholder after his or her death
 Protecting your business from business interruption and loss of income
 Protecting yourself against unforeseeable health expenses
 Protecting your home against theft, fire, flood and other hazards
 Protecting yourself against lawsuits
 Protecting yourself in the event of disability
 Protecting your car against theft or losses incurred because of accidents
 And many more.

Insurance is a technique wherein a number of people, who are exposed to similar risk, participate in
the scheme and contribute in the shape of periodic premiums. Such premiums are received by the insurer
who is able to pay out of the premiums received by him, for the losses of some of those who have
participated in the scheme. Thus it is wonderful technique of spreading and transfer of risks.

How Big is the Insurance Market?
Insurance is an ` 400 billion business in India, and together with banking services adds about 7%

to India’s GDP. Gross premium collection is about 2% of GDP and has been growing by 15-20% per
annum. India also has the highest number of life insurance policies in force in the world, and total
investible funds with the LIC are almost 8% of GDP. Yet more than three-fourths of India’s insurable
population has no life insurance or pension cover. Health Insurance of any kind is negligible and other
forms of non-life insurance are much below international standards. To tap the vast Insurance potential
and to mobilize long-term savings we need reforms which include revitalizing and restructuring of the
public sector companies, and opening up the sector to private players. A statutory body needs to be
made to regulate the market and promote a healthy market structure. Insurance Regulatory Authority
(IRA) is one such body, which checks on these tendencies.
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1.2 HISTORY OF INSURANCE

The earliest authenticated Insurance contract (i.e., That which displays the characteristics of
Insurance in the sense of a transfer of risk of loss due to a fortuitous uncertain event in lieu of payment
of consideration/premium), is a marine Insurance contract on a ship “The Santa Clara” dated 1347 in
Genoa. The policy is in the Italian language and appears in the form of a maritime loan to avoid the
canon (church) prohibition against usury.

The earliest Insurance contracts did not appear in the form of a modern Insurance contract, but
rather was drafted in the form of either a fictional sale or loan, until the Insurance contract proper was
recognized and accepted.

The earliest insurers were merchants underwriting risks for fellow merchants, on a part-time basis.
Until the 1800-1900s premiums were not determined by statistics kept, etc., as in the modern sense,
but was often arrived at as a result of haggling.

The contract of Insurance was not created as a result of judicial or legislative innovation, but by
the merchants themselves as a result of commercial expediency and need (Necessity being the mother
of invention). Early legislation was passed to counteract fraud or malpractices.

It is evident from the implementation of the earliest legislative measures enacted that there was a
distinct divergence between the legal position and what occurred in practice. Very few reported cases
exist, or legal principles were established by the Judiciary on the Continent, until Lord Mansfield C.J.,
took office in the Highest Court in England. During his tenure in office a large number of cases and
principles were established by the eminent judge, many of which today exist unaltered (examples of
which would be that Insurance contracts are contracts of good faith, the duty of disclosure, the effect
of misrepresentation and non-disclosure on the Insurance contract, the effect of fraud on the Insurance
contract, warranties, etc.

Due to the fact that insurers were in fact fellow merchants who underwrote risks on a part time
basis, with no accurate data or statistics or experience to determine premiums, such “insurers” were
clearly in an unequal or weaker bargaining position than the insured at the time. For this reason a large
number of decisions handed down, and principles enunciated were to a large extent for the protection
of the insurer.

However, despite the establishment of corporate insurers and the advancements made in the
determination of risk, statistics, data sharing and collection, experience, and expertise in underwriting
risks, many of the early principles have not been adapted to suit modern times or take into account
insurers’ greater bargaining power. This is particularly evident in the instance of the duty of disclosure
where Lord Mansfield C.J., in the seminal case of Carter Boehm explained the duty of disclosure on
the part of the insured as being a duty to disclose facts which were within the own peculiar knowledge
of the insured, and which could not have been reasonably discovered by the insurer by reasonable
inquiry or facts which were common knowledge to both the parties to the Insurance contract.

Those policy wordings have to a large extent, remained unaltered and follow the example of the
Lloyds policy wordings which had been created more than 200 years ago. This is particularly evident
in the field of marine insurance. Personal life insurance policy wordings, however, have been greatly
improved and simplified in recent times.
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Despite Insurance being a “contract”, the general principles in contract law are not applied, or
followed in the Insurance context. This is particularly evident when one has regard to the principles
relating to misrepresentation, non-disclosure, breach of contract, and the remedies available to the
parties. The clearest example of this would be that the remedies available to a party in the law of
contract would extend to damages, whereas in the case of the Insurance contract the parties would not
have the remedy of damages available to them.

Very often one finds that sight is lost of the above when dealing with the Insurance contract, and
more often than not, a large number of parties who are exposed/involved in dealings/interpreting the
Insurance contract do not take account of the remarkable background of this contract.

1.2.1 History of Insurance in India
The Insurance industry in India, private and public, has its roots in the 19th century. The British

Government set up state-run social protection schemes for its colonial officials, many of which
evolved into the schemes that operate to this day. The first private Insurance company was the
Oriental Life Insurance Company, which started in Calcutta in 1818. The 19th century saw the
development of a number of Indian Insurance companies including the Bombay Mutual (1871),
Oriental (1874) and the Empire of India (1897). Under British rule there were large numbers of
Insurance companies operating in India. In 1938 the British passed the Insurance Act, a
comprehensive piece of legislation governing the Insurance industry. The Act remains the legislative
cornerstone of the Insurance industry to this day.

Regulated Indian insurers are divided into two core categories: Life and General Insurance. Life
Insurance includes products like endowment policies and retirement annuities. General Insurance
covers all other types of Insurance. In 1956, the Indian Government nationalized the life insurance
industry. The reasons given at the time were high levels of fraud in the industry and a desire to spread
Insurance more widely. As Prime Minister Nehru noted at one time in Parliament, “We require Life
Insurance to spread rapidly all over the country and to bring a measure of security to our people.” The
Government combined 154 Insurance providers and formed the Life Insurance Corporation of India.
General Insurance remained in private hands until 1973 when it was nationalized.

The impact of nationalization was to create a small number of state-owned Insurance companies.
Just prior to nationalization, 68 Indian (including the Life Insurance Corporation, LIC) and 45 non-
Indian entities sold Insurance. All these organizations were absorbed into one giant corporation, the
General Insurance Corporation (GIC) with its four subsidiaries: Oriental Insurance Company Limited,
New India Assurance Company Limited, National Insurance Company Limited, and United India
Insurance Company Limited.

In spite of Nehru’s desire in the decades following nationalization, Insurance products were
designed primarily for those with regular incomes, i.e., those in formal employment. These were
overwhelmingly men in urban areas. The poor, living mostly by agriculture, were for the most part
overlooked by these new companies. When the ideological winds of change blew in the early 1990s,
the Indian Government set about liberalizing its Insurance markets. It has set up a commission of
enquiry under the chairmanship of R.N. Malhotra. The central outcome of the commission was the
establishment of the Insurance Regulatory and Development Authority (IRDA) that in turn laid the
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framework for the entry of private (including foreign) Insurance companies. At the beginning of 2005
there were 14 life and non-life insurers operating in India.

The Insurance sector in India has completed all the facets of competition–from being an open
competitive market to being nationalized and then getting back to the form of a liberalized market
once again. The history of the Insurance sector in India reveals that it has witnessed complete
dynamism for the past two centuries approximately.

With the establishment of the Oriental Life Insurance Company in Kolkata, the business of
Indian life Insurance started in the year 1818.

Important milestones in the Indian life Insurance business

 1912: The Indian Life Assurance Companies Act came into force for regulating the life Insurance
business.

 1928: The Indian Insurance Companies Act was enacted for enabling the government to collect
statistical information on both life and non-life Insurance businesses.

 1938: The earlier legislation consolidated the Insurance Act with the aim of safeguarding the
interests of the insuring public.

 1956: 245 Indian and foreign insurers and provident societies were taken over by the central
government and they got nationalized. LIC was formed by an Act of Parliament, viz., LIC Act, 1956.
An ordinance was issued on 19th January,1956 nationalizing the Life Insurance sector and Life
Insurance Corporation came into existence with a capital of ` 5 crores and that too from the
Government of India.

The history of General Insurance business in India can be traced back to Triton Insurance
Company Ltd. (the first General Insurance company) which was formed in the year 1850 in Kolkata
by the British.

Important milestones in the Indian General Insurance business

 1907: The Indian Mercantile Insurance Ltd. was set up which was the first company of its type to
transact all General Insurance business.

 1957: General Insurance Council, an arm of the Insurance Association of India who framed a code
of conduct for guaranteeing fair conduct and sound business practices.

 1968: The Insurance Act improved for regulating investments and set minimal solvency levels and
the Tariff Advisory Committee was set up.

 1972: The General Insurance Business (Nationalization) Act, 1972 nationalized the General
Insurance business in India. It was with effect from 1st January 1973.

107 insurers integrated and grouped into four companies, viz., the National Insurance Company
Ltd., the New India Assurance Company Ltd., the Oriental Insurance Company Ltd. and the United
India Insurance Company Ltd. GIC was incorporated as a company.
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1.3 DEFINITIONS OF INSURANCE

In Financial Sense:
According to Reegel & Miller, “Insurance is a social device whereby the uncertain risks of

individuals may be combined in a group and thus made more certain, small periodical contributions
by the individuals providing a fund, out of which, those why suffer losses may be reimbursed.”

In Legal Sense:
“Insurance is a contracted agreement whereby one party agrees in consideration of the price

paid to him (premium) compensates another party for losses.”

According to IRDA:
“Insurance is a social device which reduces or eliminates the risk of loss to the life or property

against premium paid.”

1.4 BASIC PRINCIPLES OF INSURANCE

Oct 10, 12, 13; April 11, 12, 13

The following are the basic essentials or requirements of Insurance irrespective of the type of
Insurance concerned.

1. Principle of utmost good faith or uberrimae: The contract of Insurances is a contract based
on utmost good faith. It is duty bound on the parties to disclose all material facts and figures relating to
the subject matter of the Insurance contract. A material fact is one which affects the judgement or
decision of both the parties entering into the contract. If this principle is not opened by either party, the
contract may be avoided by the other. The duty of disclosure is absolute and positive.

Most of the commercial contracts are subject to the doctrine of ‘caveat emptor’ (let the buyer
beware) which does not prevail in the Insurance contract. In the above doctrine it is the duty of the
buyer to satisfy himself, the genuineness of the subject matter and the seller is under no obligation to
supply information about it.

But in the Insurance contract both the parties should disclose all the information in the form
which really exists and there should be no concealment, misrepresentation, mistake or fraud about the
material facts. Even though, the principle is equally applicable to both the parties, the onus of making
a full disclosure of all material facts rests primarily on the insured. Example of material facts are:

(a) In Life Insurance: Information relating to age, income, health, diseases, family history,
nature of business or profession.

(b) In Fire Insurance, it is relating to activities of firm, condition of godown, the details of the
goods stored, whether such goods are of hazardous nature. In motor Insurance, details of the
drivers, condition of vehicle etc.

The whole truth must be disclosed about the subject matter of Insurance, so that the underwriter
may know the extent of risk and the amount (premium) he must charge for the Insurance policy. It is
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the duty of the insurer to disclose all the relevant facts about the policy conditions and benefits. The
facts should be disclosed at the time of entering into the contract and if there are some changes
subsequently, then the same should be intimated to the insurer by the insured.

Exception to the above principle:

There are some facts which are not required to be disclosed by the insured:

(i) facts of public knowledge,
(ii) facts which reduce the degree of risks,

(iii) facts which are apparent from the information supplied,
(iv) facts governed by the conditions of the policy,
(v) facts which have already been surveyed by the insurer.
2. Principle of insurable interest: The contract is valid only when the insured possess an

insurable interest in the subject matter to be insured. The insurable interest is the pecuniary interest in
the property to be insured whereby the insured is benefited by the existence of the subject matter and
will suffer financial loss on the death or damage of the subject matter.

In the words of Reegel and Miller, “An insurable interest is an interest of such a nature that the
possessor would be financially injured by the occurrence of the event insured against.”

The essentials of a valid insurable interest are the following:

(a) There should be subject matter to be insured.
(b) The relationship between the subject matter and the policy holder must be recognised by law.
(c) The policyholder should have monetary relationship with the subject matter and the insured

risk must be capable of financial evaluations.
(d) The relationship between the policyholder and the subject matter should be such that the

insured is economically benefited by the survival or existence of the subject matter or will
suffer economic loss by the death or non-existence of the subject matter.

(e) The insurable interest must exist both at the time of the proposal and at the time of claims in
the Fire Insurance but in the case of Life Insurance, it may not be present at the time of
claim if the policy is assigned. In case of Marine Insurance it must exist at the time of claim.

Insurable interest is the basis of legality of Insurance contracts. In the absence of insurable
interest, the Insurance contract becomes void and such void contracts are contracts against public
interest.

The existence of insurable interest is presumed in the following cases in Life Insurance:

(a) The husband has an insurable interest in the life of his wife and vice versa.
(b) A creditor has an insurable interest in the life of the debtor to the extent of the debt.
(c) Partners of a partnership firm in the line of copartners.
(d) Parents have insurable interest in the life of a child so long as he/she is a child.
(e) An employer has an insurable interest in the life of his.
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(f) A security has an insurable interest in the life of co-surety to the extent of debt and also on
the life of principal debtor.

The doctrine of insurable interest prevents insurance from becoming a gambling contract.

3. Principle of indemnity: The very foundation in everyone’s opinion of every rule which has
been applied to Insurance law is this, namely, that the contract of Insurance contained in a marine or
fire policy is a contract of indemnity and of indemnity only and if ever a proposition is brought
forward which is the variance with it, that is to say, which either will prevent the assumed from
obtaining a full indemnity or which gives the assured more than a full indemnity, that proposition must
certainly be wrong. (Castellain v. Preston, 1883)

The principle of indemnity implies that on the happening of an event insured against, the insurer
undertakes to place the insured, in the same pecuniary (monetary) that he occupied immediately before
the event. Indemnity means the exact financial compensation, which is paid to the insured. According
to this contract, the insured should be neither better off nor worse off after receiving the insured
amount in case of loss due to eventualities.

The main object of this principle is to ensure that the insured is not able to use this contract for
speculation or gambling. The indemnity prevents the insured from benefiting under the contract and to
reduce the impact of rural hazards. The principle is applicable to all types of contract except Life
Insurances, personal accident and sickness insurance. Under the contract of Insurance, the sum assured
will be paid by the insurer when the person dies, due to the fact that life cannot be indemnified. The
principle indemnity does not apply to personal insurance because the amount of loss is not easily
calculable there.

The measure of indemnity is decided, at the time of entering into the contract itself. In the event
of claim the insured must:

(a) Prove that he/she has sustained a monetary loss.
(b) Prove the extent and value of his/her loss.
(c) Transfer any rights which he/she may have for recovery from another source to the insurer,

if he/she has been fully indemnified.
4. Principle of subrogation: In the words of W.A. Dinsdale, “Subrogation is the insured right

to receive the benefit of all the rights of the assured against third parties which is satisfied, will
extinguish or diminish the ultimate loss sustained.”

Subrogation means substituting one creditor for another. Subrogation is the right of one person
having indemnified another under a legal obligation to do so, to stand in the place of that other and
avail himself of all the rights and remedies of that other, whether already enforced or not.

It entitles the insurer who has granted an indemnity to receive after payment of a loss, the
advantage of every right of the insured. It entitles the Insurance company to step into the shoes of the
insured after indemnifying him for the loss and take over the asset/property for which the claim has
been paid.

The principle is corollary to the contract of indemnity. A loss may occur accidentally or by the
action or negligence of third party (not workmen). For instance, in case of property insurance, the
property owner, who may have suffered damage due to the deliberate action of the third party, has a



9Insurance – An Introduction

right to recover the damages from the Insurance company or third party. However, he cannot have
both the benefit because a contract of Insurance is a contract of indemnity. If the insured opts to
recover the loss from the Insurance company, he will have to surrender his rights against the third
party legally in favour of the insurer.

Example: Mr. X insures his house for ` 10 lacs. The house is totally destroyed by the negligence
of his neighbor – Mr. Y. The Insurance company shall settle the claim of Mr. X for ` 10 lacs. At the
same time, it can file a law suit against Mr. Y for ` 12 lacs, the market value of the house. If Insurance
company wins the case and collects ` 12 lacs from Mr. Y, then the Insurance company will retain ` 10
lacs (which it has already paid to Mr. X) plus other expenses such as court fees. The balance amount,
if any will be given to Mr. X, the insured.

5. Principle of Contribution: The principle is applicable to all types of Insurance contracts,
except Life Insurance. Where an insurer gets the subject matter insured with more than one insurer, in
case of loss or damage to the insured property, the insurers shall contribute towards the claim in
proportion to the sum assured with each.

Contribution condition is a corollary to the principle of indemnity. If an insured obtains more
than one policy covering the same risk, he cannot recover in total more than a full indemnity. The
essentials of this principle are:

(a) The policy covers the same peril.
(b) The policies cover the same subject matter.
(c) The policies should be in force when loss occurs.
(d) The policies cover a common interest.
Example 1: If an insured has taken three policies from insurers A, B and C for ` 2,00,000,

2,00,000 and 1,00,000 respectively and the loss to the property due to the operation of the insured peril
is ` 1,40,000, the claim payable by A, B and C will be calculated as follows:

Individual Insurer’s share =
insurers allby  insured sum Total

insured sum Individual × total loss

A =
000,00,5
000,00,2 × 1,40,000 = 56,000

B =
000,00,5
000,00,2 × 1,40,000 = 56,000

C =
000,00,5
000,00,1 × 1,40,000 = 28,000

A + B + C = 56000 + 56000 + 28000

= 140000

Example 2: Mr. X insures his property worth ` 1,50,000 with two insurers “AIG Ltd.” for
` 90,000 and “MetLife Ltd.” for ` 60,000. Mr. X’s actual property destroyed is worth ` 60,000 in this
situation Mr. X can claim the full loss of ` 60,000 either from AIG Ltd. or MetLife Ltd., or he can
claim ` 36,000 from AIG Ltd. and ` 24,000 from Metlife Ltd.
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So, if the insured claims full amount of compensation from one insurer then he cannot claim the
same compensation from other insurer and make a profit. Secondly, if one Insurance company pays
the full compensation then it can recover the proportionate contribution from the other Insurance
company.

Principle of causa proxima: (Proximate cause, i.e., nearest cause) It is defined as, “The active
efficient cause that sets in motion a train of events which bring about a result, without the intervention
of any force started and working actively from a new and independent source.” The doctrine is based
on the principle of cause and effect. It means that there should be an efficient cause which brings
about a loss with no other intervening cause, which breaks the chain of events.

According to the principle, the insurer is liable only for those losses which have been most
closely and directly caused by the peril insured against. It is always the duty of the insured to prove
that the loss arose out of the insured peril, which is proximate. The cause must be the nearest and not
the remote. The principle is significant only in those cases where the loss is caused by a series of
events. In case of life Insurance, the principle of Causa Proxima does not apply. Whatever may be the
reason of death (whether a natural death or an unnatural death) the insurer is liable to pay the amount
of Insurance.

Example: A cargo ship's base was punctured due to rats and so sea water entered and cargo was
damaged. Here there are two causes for the damage of the cargo ship: (i) The cargo ship getting
punctured because of rats, and (ii) The sea water entering ship through puncture. The risk of sea water
is insured but the first cause is not. The nearest cause of damage is sea water which is insured and
therefore the insurer must pay the compensation.

However, it must be noted that an underwriter is not liable to pay if it is caused by the willful act
or default of the assured himself. The responsibility to prove the causes of losses rests with the insurer
and insured any of the two, according to the circumstances. It is the responsibility of the insured to
prove, in case of loss, that the loss was caused by insured perils and not caused by excluded perils.

1.5 IMPORTANCE OF INSURANCE

1. Insurance Provides Security
Insurance provides safety and security against the loss on a particular event. Life Insurance

provides security against death and old age sufferings. Fire Insurance protects against loss due to fire
while Marine Insurance provides protection and safety against loss of ship and cargo. For personal
accident and sickness, Insurance financial protection is given when the individual is unable to earn. In
other Insurances too, this security is provided against the loss at a given contingency.

2. Insurance Reduces Business Risk or Losses
In business, commerce and industry, huge properties are employed. Because of slight negligence,

the property may be turned into ashes. A person may not be sure of his life, health and cannot continue
the business up to the longer periods to support his dependants. By the help of Insurance, he can be
sure of his earning, because the Insurance company will pay a fixed amount at the time of death,
damage by fire, theft, accident and other perils.
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3. Insurance Provides Peace of Mind
Insurance removes the tensions, fears, anxiety, frustrate or weaken of the human mind associated

with the future uncertainty. By providing financial position and promise to compensate losses arising
out from various risks, it provides peace of mind and stimulates more and better work performance of
an individual.

4. Life Insurance Encourages Saving
The insured has an obligation to pay premium regularly and cannot be withdrawn easily before

the expiry of the term of policy. Life Insurance encourages the habit of regular and systematic saving
through premium and after a certain period, it would be a part of necessary saving of the insured
person.

5. Insurance Accelerates the Economic Growth of the Country
To develop the economic growth of the country, Insurance provides strong hand and mind, with

protection against loss of property and capital to produce more wealth. It provides protection against
different kinds of loss caused by risk. It accumulates the capital from the insured and utilizes for the
development of country. Thus, the Insurance meets all the requirements for the economic growth of a
country.

6. Insurance Provides Credit Facilities
The insured person can get loan by pledging Insurance policy and the interest will not exceed the

cash value of policy charged by insurer. In case of death of insured person, the policy can be utilized
for setting of the loan with interest. Business person can take loan on the basis of Insurance documents
from the bank also.

7. Insurance Helps to Reduce Inflation
Inflation created from over supply of money and on less production entities. Insurance can help

to reduce the inflationary pressure in two ways. Firstly, it collects money as an amount of premium
which controls supply of money and secondly, it provides sufficient funds to increase production
entities. Thus, it reduces the impact of inflation.

8. Insurance Makes Security and Welfare of Employees
The security and welfare of employees is the responsibility of employer. These security and

welfare are easily met by Life Insurance, accident and sickness benefit and pension which are
generally provided by group Insurance. The premium for group Insurance is normally paid by the
employer. Insurance is the simple method for employer to fulfil their responsibility. Due to these
benefits, employee will devote their maximum capacities to complete their job.

9. Other Importances of Insurance
(a) Insurance helps to promote foreign trade providing protection again trade risk.
(b) Insurance increases business efficiency eliminating the loss of damage, destruction, or

disappearance of property of goods.
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(c) Insurance protects the social wealth providing protection against social evil.
(d) Development of Insurance business helps to solve the evil of unemployment, generating

employment opportunity in the country.
(e) The insured gets tax benefit in life Insurance.

1.6 FUNCTIONS OF INSURANCE
Primary Function Secondary Function

Provide Certainty
Provide Protection
Risk Sharing

Prevention of Losses
Provides Capital
Improves Efficiency
Helps Economic Progress

Primary Functions

1. Provides Certainty
Insurance provides certainty of payment at an uncertainty of loss. The uncertainty of loss is

reduced by better planning. There are uncertainty of happiness of time and amount of loss. So
Insurance removes all the uncertainties and assures uncertainty on payment of loss against premium.

2. Provide Protections
This is the main function of principle of Insurance to provide protection against losses. The

Insurance guarantees the payment of loss and protects the person from suffering.

3. Risk Sharing
The risk is uncertain therefore the loss arising from risk is uncertain. On the basis of probability

of risk, the share is obtained from each and every insurance party in terms of premium.

Secondary Functions

1. Prevention of Losses
The Insurance joins hands with those institutions which are engaged in preventing the losses of

the society. The reduction in loss will result in lesser payment of premium. Lesser premium invites
more business, so Insurance assist financially for prevention of loss.

2. Provides Capital
The Insurance provides capital to the society. The accumulated or collected funds are invested in

productive channels which results in help of investment by Insurance company. Due to this investment
businessman, individuals are benefited.

3. Improves Efficiency
The Insurance eliminates tension and worry of loss and death on destruction of property. It

improves the efficiency of individuals along with efficiency of masses or group of individuals.



13Insurance – An Introduction

4. Helps Economic Progress
As Insurance provides capital to various sectors the property, the valuable asset, the life of the

man cannot lose at the disaster or happening of uncertain event.

1.7 ADVANTAGES OF INSURANCE

1. Removal of Uncertainties
Insurance company takes the risks of large but uncertain losses in exchange for small premium.

So it gives a sense of security, which is real gift to the businessman. If all uncertainty could be
removed from business, income would be sure. Insurance removed many uncertainties and to that
extent is profitable.

2. Stimulant of Business Enterprise
Insurance facilitates to maintain the large size commercial and industrial organizations. No large

scale industrial undertaking could function in the modern world without the transfer of many of its
risks to insurer. It safeguards capital and at the same time it avoids the necessity on the part of
industrialists. They are therefore free to use their capital as may seem best.

3. Promotion of Saving
Saving is a device of preparing for the bad consequences of the future. Insurance policy is often

very suitable way of providing for the future. This type of policy is found particularly in life Insurance.
It promotes savings by making it compulsory which has a beneficial effect both for the individual and
nation.

4. Correct Distribution of Cost
Insurance helps to maintain correct distribution of cost. Every businessman tries to pass on to the

consumer all types of costs including accidental and losses also. In the various fields of Insurance such
losses are correctly estimated keeping in view a vast number of factors bearing on them. In the
absence of Insurance these losses and costs would be assessed and distributed only by guess work.

5. Source of Credit
Modern business depends largely on credit; Insurance has contributed a lot in this regard. A life

Insurance policy increases the credit worthiness of the assured person because it can provide funds for
repayment if he dies. Credit extension is also obtained by means of various kinds of property
Insurance. A businessman whose stock of goods has been properly insured can get credit easily.
Similarly, Marine Insurance is an essential requirement for every transaction of import and export.

6. Reduction of the Chances of Loss
Insurance companies spend large sums of money with a view to finding out the reasons of fire

accidents, theft and robbery and suggest some measures to prevent them. They also support several
medical programmes in order to make the public safety minded. Without such losses preventive
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activities of Insurance companies, the chances of loss would have been greater than they are at present
days.

7. Solution of Social Problems
Insurance serves as a useful device for solving complex social problems, e.g., compensation is

available to victims of industrial injuries and road accidents while the financial difficulties arising
from old age, disability or death are minimized. It thus enables many families and business units to
continue even after a loss.

8. Productive Utilization of Fund
Insurer accumulates large resources from the various Insurance funds. Such resources are

generally invested in the country, either in the public or private sector. This facilitates considerably in
over all development of the economy.

9. Insurance as an Investment
A life policy is a combination of protection and investment which serves a useful purpose. The

premium that the insured pays goes on accumulating in a fund every year. The sum so accumulated by
the Insurance company earns interest. Under Life Insurance a person may also invest his capital in a
annuity which will pay him an income every year till death. Therefore, Insurance may be regarded as
an investment.

10. Promotion of International Trade
The growth of the international trade of the country has been greatly helped by shifting of risk to

Insurance company. A ship sailing in the sea faces some misfortune. A fire breaks out and burns to
ashes all the merchandise of a businessman. But Insurance is one of the devices by which these risks
may be reduced or eliminated. So industrialists and exporter may devote their full attention toward the
promotion of business which may increase the export activities.

11. Removing Fear
Insurance helps to remove various types of fear from the mind of the people. The insured is

secured in the knowledge that the protection of the Insurance fund is behind him if some sad event
happens. It thus creates confidence and eliminates worries which are difficult to evaluate, but the
benefit is very real.

12. Favorable Allocation of Factors of Production
Insurance also helps in achieving favourable allocation of the factors of production. People

hesitate to invest their capital where financial losses are great. If protection is provided against these
risks by means of Insurance, several investors will become ready to invest their funds in those fields.

13. Growth of Business Competition
Insurance enables the small business units to compete upon more equal terms with the bigger

organization. Without Insurance it would have been impossible to undertake the risks themselves. On
the other side bigger organization could absorb, their losses due to great financial strength. Moreover,
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Insurance removes uncertainty of financial losses arising out of the certain causes. It thus increases
knowledge which is one of the most important preconditions of perfect competition.

14. Employment Opportunity
Insurance provides employment opportunity to jobless persons which is helpful for the

improvement and progress of social condition.

15. Miscellaneous Benefits
(i) It establishes the relation between the employee and employer by providing various facilities,

i.e., group life insurance, social security scheme, retirement income plan, and workman’s
compensation insurance.

(ii) Insurance creates the confidence and sense of security among the policyholder.
(iii) Insurance company provides valuable services of skilled and expert persons to industries

and business in order to eliminate various risks.
(iv) It promotes economic growth and development. This would be impossible in the absence of

Insurance.
(v) It contributes to the efficiency of business and also industrial and commercial executives.

(vi) Security of dependents is made possible through life insurance. It gives relief to helpless
families after the death of an earning member of the family.

1.8 Characteristics of Insurance

1. Cooperative device: The most important feature is that a group of persons agree to share
the financial loss arising due to a particular risk. Like all cooperative device there is no
compulsion here on anybody to purchase the Insurance.

2. Sharing risk: Insurance is a device to share the losses which may fall on an individual or
his family on the happening of a specified event. The event may be death of an earning
member of the family in the case of life insurance, marine perils to marine insurance, fire in
fire insurance and the other certain events in miscellaneous insurance (e.g., theft in burglary
ominous, accident in motor insurance, etc.) The loss arising from these events if insured are
shared by all the insured.

3. Evaluation of risk: The risk is evaluated for the purpose of ascertaining the Insurance
premium. There are several methods of evaluation of risks. The risk is evaluated on the basis
of probability theory.

4. Payment at contingency: The payment is made on happening of a certain insured
contingency. On happening of the specified event, the insured company is bound to make
payment to the insured. The Life Insurance claim is certain because the contingency of death
or the expiry of the term will certainly occur and the payment is made. Similarly in certain
types of life policies payment is not certain due to uncertainty of a particular contingency
within a specified term. For example, in term insurance the payment is made only when the
death of insured occurs within the specified term.
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5. Amount of payment: The amount of payment in indemnity insurance depends on the nature
of losses occurred subject to a maximum of the sum insured. In Life Insurance, the insurer
promises to pay a fixed sum on the happening of an event, i.e., death or permanent disability.
The amount of loss at the time of contingency is immaterial in life Insurance. But in the
General Insurance, the amount of loss as well as the happening of loss is required to be
proved.

6. Large number of insured persons: The success of Insurance business depends on the
larger number of persons insured against similar risk. This will enable to insurer to spread
the losses of risk among larger number of persons, thus keeping the premium rate at the
minimum.

7. Insurance is not a gambling: Gambling is illegal and the Insurance is just the opposite of
gambling. In gambling, the person exposes himself to risk of losing. The insured safeguards
himself through insurance, and may suffer loss only if he is not insured.

8. Insurance is not charity: Charity is given without consideration but insurance is not
possible without premium.

1.9 TYPES OF INSURANCE

Insurance may be classified with two broad categories:

(A) Life Insurance
(B) Non-life Insurance
The following chart explains the types of Insurance

Types of Insurance

Life Insurance Non-life Insurance

General Insurance
(i) Marine insurance

(ii) Fire insurance
(iii) Personal accident

insurance
(iv) Motor vehicle

insurance

Miscellaneous Insurance
(i) Fidelity guarantee insurance

(ii) Crop insurance
(iii) Burglary insurance
(iv) Flood insurance
(v) Cattle insurance

(vi) Cash in transit insurance

(A) Life Insurance:
Life Insurance is a contract whereby the insurer in consideration of a premium paid either as

lump sum or as periodical installments undertakes to pay an annuity or a specified amount, either on
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the death of the insured or on the expiry of a specified number of years whichever is earlier. Life
Insurance is the insurance of human life and is a long-term business.

Life Insurance is the key to good financial planning. On one hand, it safeguards your money and
on the other, ensures its growth, thus providing you with complete financial well-being. Life Insurance
can be termed as an agreement between the policy owner and the insurer, where the insurer for a
consideration agrees to pay a sum of money upon the occurrence of the insured individual’s or
individuals’ death or other event, such as terminal illness, critical illness or maturity of the policy.

(B) Non-life Insurance:
Traditionally the non-life insurance was classified into General Insurance and Miscellaneous

Insurance. Again depending on the subject matter, the General Insurance was subdivided into four kinds:

(a) Marine Insurance
(b) Fire Insurance
(c) Personal Accident Insurance
(d) Motor Vehicle Insurance.
The Miscellaneous Insurance was classified into:

(a) Fidelity Guarantee Insurance
(b) Crop Insurance
(c) Burglary Insurance
(d) Cattle Insurance
(e) Cash in Transit Insurance.
(1) Marine Insurance: Marine Insurance is a contract of Insurance under which the insurer

undertakes to indemnify the insured, against losses incidental to marine adventure. It covers cargo, hull
and freight, both ocean and inland transits. A contract of Marine Insurance is an agreement whereby the
insurer undertakes to indemnify the assured, in the manner and to the extent agreed, against losses
incidental to marine adventure. There is a marine adventure when any insurable property is exposed to
maritime perils, i.e., perils consequent to navigation of the sea. The term ‘perils of the sea’ refers only to
accidents or causalities of the sea, and does not include the ordinary action of the winds and waves.
Besides, maritime perils include, fire, war perils, pirates, seizures and jettisons, etc.

The different types of Marine Insurance can be elaborated as follows:

 Cargo Insurance: Cargo Insurance caters specifically to the cargo of the ship and also
pertains to the belongings of a ship’s voyagers.

 Hull Insurance: Hull Insurance mainly caters to the torso and hull of the vessel along with
all the articles and pieces of furniture in the ship. This type of Marine Insurance is mainly
taken out by the owner of the ship in order to avoid any loss to the ship in case of any
mishaps occurring.

 Liability Insurance: Liability Insurance is that type of Marine Insurance where
compensation is sought to be provided to any liability occurring on account of a ship
crashing or colliding and on account of any other induced attacks.
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 Freight Insurance: Freight Insurance offers and provides protection to merchant vessels’
corporations which stand a chance of losing money in the form of freight in case the cargo is
lost due to the ship meeting with an accident. This type of marine Insurance solves the
problem of companies losing money because of a few unprecedented events and accidents
occurring

In addition to these types of marine Insurance, there are also various types of marine Insurance
policies which are offered to the clients by Insurance companies so as to provide the clients with
flexibility while choosing a marine insurance policy. The availability of a wide array of Marine
Insurance policies gives a client a wide arena to choose from, thus enabling him to get the best deal for
his ship and cargo. The different types of marine Insurance policies are detailed below:

 Voyage Policy: A voyage policy is that kind of Marine Insurance policy which is valid for a
particular voyage.

 Time Policy: A Marine Insurance policy which is valid for a specified time period –
generally valid for a year – is classified as a time policy.

 Mixed Policy: A Marine Insurance policy which offers a client the benefit of both time and
voyage policy is recognized as a mixed policy.

 Open (or) Unvalued Policy: In this type of Marine Insurance policy, the value of the cargo
and consignment is not put down in the policy beforehand. Therefore reimbursement is done
only after the loss to the cargo and consignment is inspected and valued.

 Valued Policy: A Valued Marine Insurance policy is the opposite of an open marine
insurance policy. In this type of policy, the value of the cargo and consignment is
ascertained and is mentioned in the policy document beforehand thus making clear about the
value of the reimbursements in case of any loss to the cargo and consignment.

 Port Risk Policy: This kind of Marine Insurance policy is taken out in order to ensure the
safety of the ship while it is stationed in a port.

 Wager Policy: A wager policy is one where there are no fixed terms of reimbursements
mentioned. If the Insurance company finds the damages worth the claim then the
reimbursements are provided, else there is no compensation offered. Also, it has to be noted
that a wager policy is not a written insurance policy and as such is not valid in a court of law.

 Floating Policy: A Marine Insurance policy where only the amount of claim is specified
and all other details are omitted till the time the ship embarks on its journey, is known as
floating policy. For clients who undertake frequent trips of cargo transportation through
waters, this is the most ideal and feasible Marine Insurance policy.

Marine Insurance is an area which involves a lot of thought, straightforward and complex
dealings in order to achieve the common ground of payment and receiving. But as much as complex
the field is, it is nonetheless interesting and intriguing because it caters to a lot of people and offers a
wide range of services and policies to facilitate easy and uncomplicated business transactions.
Therefore, in the interest of the clients and the Insurance providers, it is beneficial and relevant to have
the right kind of Marine Insurance. It resolves problems not just in the short run, but also in the long
run as well.
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(2) Fire Insurance: Fire Insurance is a contract of agreement under which the insurer
indemnifies the insured, in return for payment of a premium, losses suffered due to destruction or
damage to the property caused by fire or the specified perils during the specified period of time. Fire
Insurance is a contract under which the insurer in return for a consideration (premium) agrees to
indemnify the insured for the financial loss which the latter may suffer due to destruction of or damage
to property or goods, caused by fire, during a specified period. The contract specifies the maximum
amount, agreed to by the parties at the time of the contract, which the insured can claim in case of loss.
This amount is not, however, the measure of the loss. The loss can be ascertained only after the fire
has occurred. The insurer is liable to make good the actual amount of loss not exceeding the maximum
amount fixed under the policy.

A Fire Insurance policy cannot be assigned without the permission of the insurer because the
insured must have insurable interest in the property at the time of contract as well as at the time of loss.
The insurable interest in goods may arise out on account of (i) ownership, (ii) possession, or
(iii) contract. A person with a limited interest in a property or goods may insure them to cover not only
his own interest but also the interest of others in them. Under Fire Insurance, the following persons
have insurable interest in the subject matter:

 Owner
 Mortgagee
 Pawnee
 Pawn broker
 Official receiver or assignee in insolvency proceedings
 Warehouse keeper in the goods of customer
 A person in lawful possession, e.g., common carrier, wharfinger, commission agent.

(3) Motor Vehicle Insurance: It covers the private and commercial vehicles against damage and
destruction, due to accident or theft. Motor Insurance policy represents combined coverage of the
vehicles including accessories, loss or damage to his property or life and the third party coverage.
Every individual who owns a vehicle is exposed to risks. These include damage to his vehicle due to
accidents, theft, fire, collision and natural disasters and also injuries to himself.

In India, Motor Vehicle Act was enacted with the objective of safeguarding the financial interests
of the persons. Compulsory Insurance was introduced by Motor Vehicle Act to protect the pedestrians
and other third parties.

(4) Personal Accident Insurance: The insurer undertakes to pay a specified amount on the death or
disability of the insured arising solely and directly from accident. An accident may include events like:

 Rail/road/air accident.
 Injury due to any collision/fall.
 Injury due to bursting of gas cylinder.
 Snake-bite, frost bite/dog bite.
 Burn injury, drowning, poisoning, etc.
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These are only illustrative and not an exhaustive list of type of accidents. Personal Accidental
policy covers accidental death, loss of limbs, permanent total and partial disablement as selected and
granted by the Insurance companies based on the underwriting norms.

In the Event of Accidental Injuries
 Immediate written notice should be given to the Insurance Company with all particulars.
 Claim from duly completed along with the following documents should be submitted.
 Medical Certificate about the nature and extent of accident resulting injuries.
 Medical Examiner’s Report.
 Details of treatment rendered by the attending Doctor/Hospital/Nursing home.
 Certificate from the employer to the effect that the insured was on leave during the period.
 Fitness certificate.

In the Event of Accidental Death
The following documents are required to be submitted:

 Post-mortem Report.
 F.I.R./Police Report.
 Punchnama
 Departmental Inquiry, if any.
 Report of Doctor/Hospital/Nursing Home.
 Death Certificate.

(5) Fidelity Guarantee Insurance: A Fidelity Guarantee as issued by the insurers is a contract
of Insurance as also a contract of guarantee to which the general principles of Insurance apply. It does
not guarantee the employees honesty but it guarantees that if the employee suffers any direct financial
loss arising out of the employees dishonesty the insurers share indemnify the said loss to the employer
within the limitations prescribed by the contract.

The term “Fidelity Guarantee Insurance” embraces policies indemnifying employers against
pecuniary losses on account of forgery, defalcation (misappropriation of money), embezzlement
(diversion of money to one’s use) and fraudulent conversion by employees. The object is to provide
protection against losses arising out of the default of an individual acting in some capacity such as
Cashier, Accountant and Storekeeper etc.

(6) Crop Insurance: Crop Insurance is a contract to provide financial support to farmers in case
of failures which are caused due to drought or floods. Crop Insurance is one of the various types of
Insurance that are offered to the people. This Insurance is directed to the farmers and agriculturists.
This Crop Insurance scheme has been going on since the time of Kharif 1985. This Insurance offers
financial assistance for risk management in agriculture.

This Insurance policy is a relief scheme for the farmers whose crops get spoiled during natural
catastrophe. The Insurance amount that is offered to the farmers is equal to the loan amount that has
been disbursed to them. A certain amount of premium is charged against the crop Insurance.
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The loss that is incurred due to natural calamities is met by the Government of India. It is to be
noted that the insurance covers only one crop. The crop Insurance does not cover financial assistance
to multiple crops.

Experimental Crop Insurance Scheme is offered to the marginal farmers. This was introduced
during the 1997 to 1998 Rabi season by the Government of India. Large numbers of farmers are
included under this scheme. Financial security is offered to the farmers by this crop Insurance.

Crop Insurance services are offered to the farmers for better production of the crops and
introduction of modern technologies. Top quality services are rendered to the farmers and clients. The
risk factor that is involved with the production of the crops has reduced much because of the
introduction of this Insurance policy.

(7) Burglary Insurance: A burglary policy provides protection against loss or damages of the
household goods and properties due to theft, burglary, house breaking and acts of such nature.
Burglary and/or Housebreaking Policy cover property contained in your premises, stocks/goods owned
by you or held in trust and/or commission. It also covers cash, valuables, securities kept in a locked
safe or cash box in locked steel cupboard on specific request.

The policy covers the property against loss/damage by burglary/house breaking. It also covers
damage to your premises caused by burglars during burglary or attempts at burglary. The Policy pays
actual loss/damage to your insured property caused by burglary/house breaking subject to the limit of
Sum Insured. If Sum Insured is not adequate, Policy pays only proportionate loss. There is also a
provision in the Policy to cover bulk items on ‘first loss’ basis wherein a percentage of total stock
stored can be taken as that exposed to the risk of burglary and housebreaking.

(8) Cattle Insurance: Cattle Insurance is a contract of Insurance to protect the animals in the
event of death of animals like bulls, buffaloes and cows due to accident, diseases or as the case maybe.
The Livestock Insurance Scheme, a centrally sponsored scheme, which was implemented on a pilot
basis during 2005-06 and 2006-07 of the 10th Five Year Plan and 2007-08 of the 11th Five Year Plan
in 100 selected districts. The scheme is being implemented on a regular basis in 300 districts of the
country.

The Livestock Insurance Scheme has been formulated with the twin objective of providing
protection mechanism to the farmers and cattle bearers against any eventual loss of their animals due
to death and to demonstrate the benefit of the Insurance of livestock to the people and popularize it
with the ultimate goal of attaining qualitative improvement in livestock and their products.

Under the scheme, the indigenous/crossbred milch cattle and buffaloes are being insured at
maximum of their current market price. The premium of the Insurance is subsidized to the tune of 50%.
The entire cost of the subsidy is being borne by the Central Government. The benefit of subsidy is
being provided to a maximum of 2 animals per beneficiary for a policy of maximum of three years.

The scheme is being implemented in all states except Goa through the State Livestock
Development Boards of respective states.

(9) Cash in Transit Insurance: This Insurance is provided to the companies and banks to
compensate for the loss of money due to theft in the business premises or while it is being carried from
or to the bank.
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The following factors are ordinarily taken into consideration for underwriting money-in-transit
Insurance proposals:

1. The maximum amount carried in any single transit.
2. The number of employees carrying money, the duration of their service with the insured and

whether any of them was involved in any previous default.
3. The mode of carriage of money, i.e., on foot, on bicycle, in rickshaw, in bus, in taxi or in the

insured’s own vehicle.
4. The manner in which it is carried, i.e., on the body of the employee, in a closed and locked

bag, and whether the bag is attached to the body of the messengers, or in a box securely
locked.

5. Whether armed guards accompany the party carrying the money.
6. The places between which the money is carried and their location in relation to the

neighbourhood.
7. The route through which the money is carried, whether it is thoroughfare or traverses

through any sparsely or lonely area and whether the route would be varied so as to prevent
an ambush.

8. The time of the delay when the money is carried (This should normally be between 9 a.m.
and 5 p.m.).

9. The distance over which the money is carried (This should not ordinarily exceed 15 miles).
10. The general condition of law and order in the area through which the money is carried.
(10) Travel Insurance: India Travel Insurance is one of the latest introductions that have come

about in the Insurance Sector of India. Before delving deep into Indian Travel Insurance, let us get to
the very root of the topic.

The concept of Insurance is intimately related to security. Insurance provides protection against
risk and future uncertainties. Traditionally, a risk-averse behavior has been a characteristic feature of
Indians who have preferred a “low and certain” disposable income to a “high and uncertain” one.

With the advent of a host of liberalization measures taken up by the Government of India in 1991,
the Insurance sector has expanded radically. The issue of licenses to private companies is seen as a
major cause of such an expansion. It activated healthy competition between the various players (both
public and private) who started emerging with new policies and ideas. Travel Insurance is a product of
such a situation.

Travel and tourism is one of the fastest growing sectors in India. With an improvement in the
standard of living, domestic and international travel for business as well as personal purposes has
become a widespread phenomenon. Coupled with this, both domestic and overseas travel has become
increasingly unpredictable which has raised the need for services that would cater to traveling
requirements in the event of occurrence of any such unprecedented consequences. Such an assurance
is provided by Travel Insurance in India.
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Travel Insurance Policies cater to all worries related to traveling. It secures travelers in events
such as:

(a) Cancellation or interruption of travel plans
(b) Damage or loss of luggage
(c) Travel delays
(d) Illness or accidents previously, any personal mishap faced by a traveler was compounded by

a financial burden.

1.10 BENEFITS OF INSURANCE

Oct 10, 11, 12, 13; April 11, 12, 13

Insurance serves many purposes and has many benefits for both individuals and businesses which
are as follows:

Peace of Mind
When consumers buy an Insurance policy, they can achieve peace of mind. There is a comfort in

knowing that there is a certain measure of protection from unforeseen tragedies and losses.

Asset Protection
Certain types of Insurance policies are designed to protect assets such as homes, cars, boats and other

valuable tangible items. The policies will repair or replace these things if they are lost or destroyed.

Physical Protection
Some Insurance policies are structured to protect the body. In the event that a person is injured,

disabled or otherwise physically harmed, these products will compensate for those damages.

Income Protection
There are Insurance policies available that will protect the ability to earn a living. If, for some

reason, a worker is no longer able to continue with gainful employment, these policies can be
structured to replace a majority of lost income.

Lifestyle Protection
A certain type of Insurance is designed to ensure that the lifestyle to which a family has become

accustomed will continue for a certain period if a tragedy occurs and the major wage earner in the
household is no longer able to produce an income.
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1.11 FORMS OF INSURANCE ORGANISATIONS

Oct 10, 13; April 11, 12, 13

With the advancement of Insurance Practices, different forms of Insurance Organisations
developed. Insurance companies in the Insurance market are usually classified according to nature of
ownership. The following are the different forms of Insurance:

1. Self-insurance
2. Individual
3. Partnership
4. Joint Stock Companies
5. Mutual Companies
6. Co-operative Insurance Organisations
7. Lloyd’s Association
8. State Insurance.

1. Self-insurance: (Oct 14)
It is a plan by which an individual or concern sets up a “PRIVATE FUND” out of which he pays

the claims. The persons lay aside periodically certain sum to meet the losses of a contemplated risk.
“SELF-INSURANCE” as a matter of fact is not Insurance at all because there is no hedge, no shifting
or distribution of the burden of risk among larger persons.

The self-insurance will be successfully operated under the following conditions:

(a) The properties or units are widely distributed.
(b) There are several properties such as machine, motor vehicles, house, factories, etc.
(c) All the above mentioned properties are under the influence of varied risks.
(d) The risks are greater at one place and lesser at another place.
The self-insurance cannot be effectively utilized by those concerns where the losses cannot be

easily estimated; no proper management of the accumulated funds can be practiced and the funds so
accumulated sometimes prove to be inadequate at the contingency.

2. Individual Insurer:
Individual Insurance Organisation has been very rare in the field of Insurance. An individual can

perform the business of insurer provided he has sufficient resources and talent of Insurance.

3. Partnership:
A partnership firm can also carry on the business of Insurance for earning profit. In the early

period before the advent of Joint stock companies many Insurance undertakings were partnership or
unincorporated companies. They were constituted by the partnership deed which regulated the
business. With the advent of joint stock companies the partnership form completely disappeared.
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4. Joint Stock Companies: (Oct 14)
According to the Indian Companies Act, 1956 a joint stock company is an artificial person

created by law having a perpetual succession and a common seal. The shareholders are the owners of
the company but the day to day management and administration is entrusted in the hands of Board of
Directors, who are the elected representatives of the shareholders.

The company can operate Insurance business and the policyholders have nothing to do with the
management of the concern. But, in Life Insurance it is the practice to share certain portion of profits
among certain policyholders. Profit is shared in the form of bonus.

According to the Indian Insurance Act 1938, before the Nationalisation, the policyholders had a
right to elect their representatives to the Board of Directors to the extent of one fourth of the number
of directors of the company. They used to distribute only 5 per cent of the divisible profit to the
shareholders and more than 95 per cent of the divisible profit was distributed among the policyholders.
This was discontinued after Nationalisation.

5. Mutual Companies:
The mutual companies were a type of cooperative association formed for the purpose of effecting

Insurance on the propriety of its members. The shareholders of the company were the policyholders
themselves. Each member was an insurer as well as insured. They participated in the management of
the company.

6. Co-operative Insurance Organisation:
These organisations are incorporated and registered under the Indian Co-operative Societies Act.

They are also called as “Co-operative Insurance Societies”. These societies like mutual companies are
non-profit organisations. Their main objective is to provide Insurance protection to its members at the
lowest reasonable cost. The Indian Insurance Act, 1938 had made special provisions for the
Co-operative Insurance Societies but after nationalisation the societies have ceased.

7. Lloyd’s Association:
Lloyd’s Association is one of the greatest Insurance Institution in the world. In 1871, Lloyd’s Act

was passed incorporating the members of the association into a single corporate body with a perpetual
and a corporate seal. The powers of Lloyd’s Corporation were extended from the business of Marine
Insurance to other Insurances and guarantees business.

They are also termed as “SYNDICATES” or “NAMES”. The business of the association is
affected by the insurers called Underwriters or Syndicater. The underwriter assumes liability for
himself and not for another.

Lloyd’s as a corporation is never liable on a policy. It does supervise the conditions under which
its members may issue policies. It undertakes to provide collective protection for the commercial and
maritime interest of its members.
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8. State Insurance:
State Insurance is defined as that Insurance which is undertaken by public sector or when the

government has taken over the life Insurance business. In 1946, France nationalised large Insurance
Companies. In Brazil, Japan and Mexico, the Insurance sector is also largely nationalised.

In India, the Life Insurance business was nationalised in 1956 and General Insurance was
nationalised in 1971. Today in India, the Life Insurance business is under the control and ownership of
the Central Government. Privatisation and reform in the Insurance sector is a big challenge.

1.12 DIFFERENCE BETWEEN INSURANCE AND GAMBLING

Insurance and gambling was considered alike because there is uncertainty of events and payment
is made when the event occurs. Like gambles the insured is unaware of the time and amount of loss. If
the event occurs, the insured like the gambler gains; otherwise they are experiencing the loss. But
there are certain differences between the Insurance contract and gambling.

(i) Nature of Risk Insurance
In Insurance, risk always exists, they may occur at any time. For example, death, old age, fire,

marine perils, accident, etc., may occur any time. If there is no Insurance, the person will suffer at the
occurrence of these perils, but if Insurance is taken against these risks, the insurer will provide a fixed
amount indemnify the amount of loss occurred due to the insured perils. Thus, Insurance is protection
against risks.

In case of gambling, the risk does not exist, it is being created for game or amusement while one
will suffer and another will gain. In absence of such game, nobody will suffer. In absence of Insurance
the property owner will suffer while due to Insurance, no party will suffer.

(ii) Insurable Interest
In Insurance contract, insurable interest is essential. Without insurable interest, it would be

wagering contract. Thus, this principle clearly distinguishes the Insurance contract from the gambling.

1.13 INSURANCE AS A CONTRACT

The Insurance contract involves:

(a) The elements of general contract and
(b) The elements of special contract relating to Insurance which involves principles.
According Sec. 10 of the Indian Contract Act 1872, a valid contract should have following

essentialities:

1. Agreement (offer and acceptance)
2. Legal consideration
3. Parties competent to contract
4. Free consent
5. Legal object.
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1. Offer and Acceptance: The offer for entering into contract may generally come from the
insured. The insurer may also propose to make the contract but whether the offer is from the insurer or
insured the main fact is acceptance. The publication of the prospectus, the canvassing of the agents are
invitations to offer. When the prospect proposes to enter into a contract it is an offer and if there is any
alteration in the offer (suggested by either party) that would be a counter offer. If this alteration
(counter offer) is accepted by proposer, it would be an acceptance. Immediately the notice of
acceptance is given to the other party.

2. Legal consideration: The promisor (insurer) promises to pay a fixed sum at a given
contingency. So the insurer must have some return for his promise and it must be valuable. Premium
being the valuable consideration must be given for starting the Insurance contract. The fact is that
without the payment of first premium, the Insurance contract will not come into force.

3. Parties competent to contract: The parties must be legally competent to enter into an
agreement. Every person is competent to contract:

(a) Who has attained the age of majority according to the law.
(b) Who is of sound mind.
(c) Who is not disqualified from contracting by any law to which he is subject.
A contract by a minor, insolvent person of unsound mind is not a valid contract.

4. Free consent: There should be a complete agreement between the insurer and the insured and
the parties should enter it by their free consent. The consent will be free when it is not caused by:

(a) coercion.
(b) undue influence.
(c) fraud.
(d) misrepresentation.
(e) mistake.
When free consent is not there the contract becomes voidable at the option of the party where

consent is not free. In case of fraud the contract is void.

5. Legal object: The object of the contract should not be illegal. To make a valid contract, the
object should be lawful. An object that is:

(a) not forbidden by law.
(b) opposed to public policy.
(c) not immoral.
(d) which does not defeat the provisions of law is lawful.

1.14 LIBERALISATION OF INSURANCE SECTOR

1990s saw the emergence of liberalisation. Liberalisation meant lifting government controls,
permits, licenses and allowing competition to play its role in the economy. With respect to the
Insurance business, liberalisation means allowing private enterprises, including MNCs, to operate in
the area that was hitherto monopolised by the Government of India.
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As a first step towards allowing private sector entry, Government of India appointed a committee
under the chairmanship of Sri. Malhotra. The Committee submitted its report in 1994, recommended,
among after things, that the Insurance sector in India be thrown open to private sector. Government
accepted the recommendations and allowed private players to offer Insurance cover to Indian citizens.

Why Liberalisation of Insurance Sector?
 To avoid monopolized (by the State-run LIC and GIC) market.
 Create awareness in urban areas about the needs and benefits of Insurance.
 To reduce the yawning gap between the needs of customers and products being offered by

the state owned companies.
 To mobilize funds from the economy for the infrastructure development.
 To provide multiple innovative products.
 To provide better customers’ service from existing state owned players.

Malhotra Committee Recommendation

1. Structure
Government stake in the Insurance Companies to be brought down to 50%. Government should

take over the holdings of GIC and its subsidiaries so that these subsidiaries can act as independent
corporations. All the Insurance companies should be given greater freedom to operate.

2. Competition
Private Companies with a minimum paid-up capital of ` 1 bn should be allowed to enter the

sector. No company should deal in both Life and General Insurance through a single entity. Foreign
companies may be allowed to enter the industry in collaboration with the domestic companies. Postal
Life Insurance should be allowed to operate in the rural market. Only one State Level Life Insurance
Company should be allowed to operate in each state.

3. Regulatory Body
The Insurance Act should be changed. An Insurance Regulatory body should be set up.

Controller of Insurance – a part of the Finance Ministry – should be made independent

4. Investments
Mandatory Investments of LIC Life Fund in government securities to be reduced from 75% to

50%. GIC and its subsidiaries are not to hold more than 5% in any company (their current holdings to
be brought down to this level over a period of time).

5. Customer Services
LIC should pay interest on delays in payments beyond 30 days. Insurance companies must be

encouraged to set up unit linked pension plans. Computerisation of operations and updating of
technology to be carried out in the Insurance industry.
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The committee emphasised that in order to improve the customer services and increase the
coverage of Insurance policies, industry should be opened up to competition. But at the same time, the
committee felt the need to exercise caution as any failure on the part of new players could ruin the
public confidence in the industry. Hence, it was decided to allow competition in a limited way by
stipulating the minimum capital requirement of ` 100 crores.

The committee felt the need to provide greater autonomy to Insurance companies in order to
improve their performance and enable them to act as independent companies with economic motives.
For this purpose, it had proposed setting up an independent regulatory body – The Insurance
Regulatory and Development Authority.

Reforms in the Insurance sector were initiated with the passage of the IRDA Bill in Parliament in
December 1999. The IRDA since its incorporation as a statutory body in April 2000, has fastidiously
stuck to its schedule of framing regulations and registering the private sector Insurance companies.
Since being set up as an independent statutory body the IRDA has put in a framework of globally
compatible regulations. The other decision taken simultaneously to provide the supporting systems to
the Insurance sector and in particular the life Insurance companies was the launch of the IRDA online
service for issue and renewal of licenses to agents. The approval of institutions for imparting training
to agents has also ensured that the Insurance companies would have a trained workforce of Insurance
agents in place to sell their products.

1.14.1 Impact Liberalisation on the Insurance Industry

Positive Impacts
 Helps to increase the capital formation in the country due to more employment, interest and

savings.
 Facilitates heavy investments.
 Helps in getting better and cheaper Insurance services.
 New private players will get the benefits of untapped markets.
 More competition helps in developing new products and more risk categorization.
 Helps to develop Insurance market internationally.
 Helps to increase productivity as well as efficiency.
 Banks have good opportunity and can enter Insurance business easily.
 Helps to extend the scope of Insurance to village and rural areas.
 Joint venture between domestic and international countries helps in more savings and

thereby economic progress of nation.

Negative Impacts
 It creates cut-throat competition, which is not in the interest of Insurance sectors, customers

as well as the economy.
 Increase in the channels of distribution which includes agents, brokers, bank branches, etc.,

leads to more competition amongst them.
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 Redresser of consumers’ grievances for deficiency in products and service will increase and
thereby insurers have to face the problem of resolving it.

 Government monopoly has come to an end and private companies can exercise their
denominations.

 Private sectors are introducing only those products which involve minimum risk burden and
more profits to them.

QUESTION BANK FOR SELF PRACTICE

Q.1. Objectives

(A) Multiple Choice Questions
1. Insurance provides security against

(a) Risk (b) Loss
(c) both (a) & (b) (d) None of these

2. __________ was the first Indian Insurance Company.
(a) Bombay Mutual Assurance Society Ltd.
(b) Bombay Insurance Society Ltd.
(c) Insurance Regulatory Development Authority
(d) General Insurance Corporation

3. Which of the following Insurance contract is not based on the principle of indemnity
(a) Fire Insurance (b) Marine Insurance
(c) Life Insurance (d) None

4. The things or property insured is called __________ of the Insurance
(a) Subject matter (b) Insurable interest
(c) Policy (d) None

5. The document which lays down the terms of the contract of the Insurance is called the
__________.
(a) Policy (b) Subject matter
(c) Premium (d) Insurable interest

6. The fee charged by the insurer on account of providing services is called __________.
(a) Assured (b) Insurance
(c) Policy (d) Premium
Answer: 1. (c), 2. (a), 3. (c), 4. (a), 5. (a), 6. (d).

(B) State the following statement is True or False with reason.
1. The instrument containing the contract of Insurance is called an agreement.
2. A contract of Insurance is a contract of utmost good faith.
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3. Under the contract of Insurance, the sum assured will be paid by the insured when the
person dies.

4. A burglary policy provides protection against loss or damages of the household goods and
properties due to fire.se

5. The concept of Insurance is intimately related to security.
Answer: 1. False, 2. True, 3. False, 4. False, 5. True.

(C) Answer in One Statement.
1. What do you mean by policy?
2. What is life Insurance?
3. What is the Principle of Indemnity
4. Define Insurance.
5. What are the elements of Insurable risk?

Q.2. Short Notes
1. Principle of Insurable Interest
2. Principle of Contribution
3. Benefits of Insurance
4. Features of Insurance
5. Principle of Subrogation
6. Joint Stock Companies (Oct 11, 14)
7. GIC of India (Oct. 10, 12, 13)
8. Lloyd’s Associations (Oct 10, 13; April 11)
9. Co-operative Insurance Organisation (Oct 11, 12)

10. State Various Types of Insurance Organisation (April 12, 13)
11. Self Insurance (Oct 11, 12, 14)

Q.3. Long Answers
1. Explain the term ‘Insurance’ and also elaborate its importance. (Oct 10, 13, 14)
2. Explain in brief the Principles of Insurance. (April 12)
3. Explain the functions of Insurance. (Oct 14)
4. Explain the role of Insurance in economic development.
5. Define Insurance. What are the advantages of Insurance? (April 12)
6. “A contract of Insurance is a contract of utmost good faith”. Explain this statement.
7. Define the term Insurance in legal as well as financial terms. What are the elements of

Insurable risk? (April 12)
8. Explain the need of Insurance.
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9. What is Insurance? Explain the benefits of Insurance. (April 11, 13; Oct 12)
10. Explain the Four Principles of Insurance. (Oct 10, 13, 14)
11. Explain the Four Types of Insurance Organization. (Oct. 10, 13; April 11)
12. What are the Types of Marine Insurance? (Oct 14)
13. What is the Impact of Liberalisation on Insurance Industry?
14. Write Short Note on Malhotra Committee Reforms.
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