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INTRODUCTION

Risk is the potential that a chosen action or activity including the choice of
effective which will lead to a loss an undesirable outcome. The idea implies that a
choice having an influence on the outcome exists. Potential losses themselves may also
be called risks. Almost any human endeavour carries some risk but some are much
more risky than others.

The concept risk starts with a risk-oriented approach to social security by defining
its basic objective as the provision of people with the resources to cope with specified
common risks in life. Furthermore social security schemes protect society against
collective risks associated with poverty, epidemics, marginalization, crime, etc.

The conception of social security as an insurance provides an approach to social
policy that is different from that of social assistance and income redistribution. On a
global level, this approach also embodies specific views about the essential content of
the welfare society and its internal logic, highlighted by the concept of the global
village, i.e. civil society, rather than simply the concepts of global markets and the
global network of states.

All investments carry some degree of risk. The rule of thumb is the higher the risk,
the higher the potential return, but the need to consider an addition to the rule so that
it states the relationship more clearly, the higher the risk, the higher the potential
return and the less likely it will achieve the higher return. A fundamental idea in
finance is the relationship between risk and return. The reason for this is that investors
need to be compensated for taking on additional risk.

Every instrumental method, such as insurance, adopted in social policy
formulation, has a specific logical relationship to certain normative value structures in
society which will be reinforced by that method, but also to a particular substantive
target problem, with the intention to influence this by the same method within the
framework of accepted values in society.

The term discourse refer to structured thinking, reasoning, speaking or writing on
social security, based on this systemic interdependence and interaction between
substantial, instrumental and normative aspects. Thus, discourse is not merely an
academic concept in textual analysis but a practical vehicle for political communication
and, consequently, policy formulation.

Much of the debate on the welfare state, especially among economists, has
concentrated on its effects on consumption, labour supply and economic growth,
expressing the well-known dichotomy in opinion between proponents and opponents
towards social security. It does not intend to enter into this debate here, since it focuses
on economic performance and consumption levels rather than on social security and
general welfare.

The economic debate on the welfare state often does not recognize risk protection
as a substantive element, neither as an individual value nor as a social benefit or a
public good. Consequently it also fails to see the difference between measures aimed at
risk protection and measures aimed at income redistribution.
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Large welfare states do factually exist and draw substantial political support in
many, if not even most, developed countries. The main question and challenge is how
best to organize them, by which premises and according to what discourse.

Social security benefits could be understood rather strictly as measures aimed at
providing security against different risks. The concept of security implies insurance in
the true meaning of this concept and not simply social assistance or income
redistribution.

Examples: Currency risk, inflation risk, principal risk, country risk, economic risk,
mortgage risk, liquidity risk, market risk, opportunity risk, income risk, interest rate
risk, prepayment risk, credit risk, unsystematic risk, call risk, business risk,
counterparty risk, purchasing-power risk, event risk.

MEANING OF RISK

The word ‘risk’ can be used in several different contexts. In insurance, risk is
applied to certain assets that can be insured, such as a human life, a house, a car, etc.
There is no single definition of risk because of the different contexts in which it can be
used.

Example: Rakesh Gupta is a sales executive working for a private company. His
job involves frequent travelling to meet various retailers in his region in order to
achieve his monthly and quarterly sales targets. Sometimes he has to travel
continuously for days, without any rest.

Rakesh Gupta is exposed to the following risks, for which he should consider
buying insurance:

1. Premature death – Rakesh’s job profile is quite stressful and involves intense
travelling. He is exposed to the risk of early death which could occur due to an
accident or illness caused by stress. A life insurance plan can protect his family
against the risk of Rakesh’s early death.

2. Accident – Due to the frequent travelling that Rakesh has to do, he is prone to
the risk of accidents that can result in either permanent or temporary disability. A
life insurance plan with a disability benefit rider or a separate accidental death
policy can protect his family against the risk of Rakesh becoming disabled.

3. Illness – Due to the stressful nature of his job, Rakesh is exposed to the risk of
suffering from critical illnesses. A life insurance plan with a critical illness rider or
a health insurance policy, can help meet the hospitalization expenses should
Rakesh suffer from any critical illness.

4. Unemployment – If Rakesh has an accident and becomes disabled, he risks losing
his job and becoming unemployed.

5. Living too long – Should none of the above events occur during his working life
and Rakesh retires; he may be exposed to the risk of living too long beyond
retirement. He is working for a private company that does not provide a monthly
pension after retirement as part of his employee benefits. Hence he needs to work
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towards building a retirement fund during his working life by investing in a
retirement pension plan. On retirement he can purchase an annuity plan from a
life insurance company that will pay him regular annuity payments during his
retirement years.

DEFINITION OF RISK

According to Hansson and Sven Ove, “Risk is the potential of losing something
of value, weighed against the potential to gain something of value. Values such
as physical health, social status, emotional well being or financial wealth can be
gained or lost when taking risk resulting from a given action, activity and/or
inaction, foreseen or unforeseen”.

CONSTITUTIONAL RIGHTS AND SECURITY

In many countries, the constitutional legislation consists of an assurance to
provide all citizens with basic social security benefits. These benefit rights represent the
actual implementation of social rights and the obligations of the state to provide people
with security against specified common risks in life.

Provisions in the constitution concerning the social rights of citizens are one
response to the demand for security. These may however sometimes only give an
assurance based on rhetoric, without a separate legislation, they do not guarantee the
provision of any concrete measures, nor do they specify the level of material security
that should be provided.

A distinction is often made between non-contributory and contributory schemes
reflecting the main ways in which the schemes are organized and financed. According
to the discourse adopted by many, basic security should be financed by non-
contributory arrangements, e.g. from general tax revenue. The benefits of non-
contributory schemes are statutory, independent of employment record and have wide
coverage. These schemes are organized by the public sector and the level of benefits
does not depend on contributions or taxes paid by the individual.

In contributory schemes the payment of contributions is more or less directly
related to the level of benefits. These arrangements, too, may be statutory or based on
agreements among social partners. They are often dependent on the employment
contract and financed through income-related contributions, in more or less funded
insurance schemes. The organization of such schemes is often arranged in collaboration
between the social partners and agents from the public and private sectors. The main
risks covered are usually also understood and treated as being insurable in the rigorous
technical sense. The beneficiaries’ right to benefits is based on contributions paid
exclusively for their benefit, either by the insured person herself, the parents, the
employer, the state or some other party. Through contributions paid by the state, these
schemes may be indirectly related to the state budget, but are generally independent of
it.
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Specific aspects of non-contributory schemes an important aspect of non-
contributory schemes is that they may cover many different risks, most of which cannot
be insured in the technical sense. The particular forms of benefit are numerous and
often very diverse. The only common feature is that they are paid from the government
budget without any specified relation between specific benefits and contributions.

Non-contributory benefits are usually of two sorts: means-tested, i.e. awarded only
where income / wealth falls below a prescribed limit and universal, i.e. awarded
without contributions or eligibility testing on the basis of other criteria, like residence or
citizenship. An important objective of non-contributory schemes is, by definition, to
support the minimum or standard “customary” satisfaction of specified needs, e.g.
decent housing.

PRINCIPLES OF RISK

Insurance is a commercial enterprise and a major part of the financial services
industry, but individual entities can also self-insure through saving money for possible
future losses.

The several principles of risk are as follows:

i) Managerial Context
An organization may be immune to change in import duty whereas a different

organization operating in the same industry and environment may be at a severe risk.
There are also marked differences in communication channels, internal culture and
risk management procedures. The risk management should therefore be able to add
value and be an integral part of the organizational process.

ii) Participation of Stakeholders
The risk management process should involve the stakeholders at each and every

step of decision making. They should remain aware of even the smallest decision made.
It is further in the interest of the organization to understand the role the stakeholders
can play at each step.

iii) Organizational goals
When dealing with a risk it is important to keep the organizational objectives in

mind. The risk management process should explicitly address the uncertainty. This
calls for being systematic and structured and keeping the big picture in mind.

iv) Reporting
In risk management communication is the key. The authenticity of the

information has to be ascertained. Decisions should be made on best available
information and there should be transparency and visibility regarding the same.

v) Roles and Responsibilities
Risk Management has to be transparent and inclusive. It should take into account

the human factors and ensure that each one knows it roles at each stage of the risk
management process.
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vi) Maintain Structure
Structure underlines the importance of the risk management team. The team

members have to be dynamic, diligent and responsive to change. Each and every
member should understand his intervention at each stage of the project management
lifecycle.

vii) Caution Indicators
Keep track of early signs of a risk translating into an active problem. This is

achieved through continual communication by one and all at each level. It is also
important to enable and empower each to deal with the threat at his/her level.

viii) Reconsider sequence
Keep evaluating inputs at each step of the risk management process - Identify,

assess, respond and review. The observations are markedly different in each cycle.
Identify reasonable interventions and remove unnecessary ones.

UNDERSTANDING OF RISK MANAGEMENT

Risk management is the identification, assessment and prioritization of risks
followed by coordinated and economical application of resources to minimize, monitor
and control the probability and/or impact of unfortunate events or to maximize the
realization of opportunities. Risk management’s objective is to assure uncertainty does
not deflect the endeavor from the business goals.

Risks can come from various sources including uncertainty in financial markets,
threats from project failures (at any phase in design, development, production or
sustainment life-cycles), legal liabilities, credit risk, accidents, natural causes and
disasters, deliberate attack from an adversary or events of uncertain or unpredictable
root-cause. There are two types of events i.e. negative events can be classified as risks
while positive events are classified as opportunities. Several risk management
standards have been developed including the Project Management Institute, the
National Institute of Standards and Technology, actuarial societies and ISO standards.
Methods, definitions and goals vary widely according to whether the risk management
method is in the context of project management, security, engineering, industrial
processes, financial portfolios, actuarial assessments or public health and safety.

Strategies to manage threats (uncertainties with negative consequences) typically
include avoiding the threat, reducing the negative effect or probability of the threat,
transferring all or part of the threat to another party and even retaining some or all of
the potential or actual consequences of a particular threat and the opposites for
opportunities (uncertain future states with benefits).

MEANING OF RISK MANAGEMENT

Risk management is a systematic process of identifying and assessing company
risks and taking actions to protect a company against them.
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CONCEPT OF RISK MANAGEMENT

Risk management is the identification, assessment and prioritization of risks
followed by coordinated and economical application of resources to minimize, monitor
and control the probability and/or impact of unfortunate events or to maximize the
realization of opportunities. Risks can come from uncertainty in financial markets,
project failures, legal liabilities, credit risk, accidents, natural causes and disasters as
well as deliberate attack from an adversary or events of uncertain root-cause.

The Risk Management is required for any organization to review their risk
management strategies and to choose for risk transfer measures like availing insurance
cover etc. Many a times the coordination between the technical or operational
departments and finance department is difficult and an unbiased study on technical
risk management measures adopted and insurance practices followed will help the
management of the organization to manage the risk effectively and profitably.

It is very important for insurance industry. Insurance means that insurance
companies take over risks from customers. Insurers consider every available
quantifiable factor to develop profiles of high and low insurance risk. Level of risk
determines insurance premiums. Generally, insurance policies involving factors with
greater risk of claims are charged at a higher rate. With much information at hand,
insurers can evaluate risk of insurance policies at much higher accuracy.

Some risk managers define risk as the possibility that a future occurrence may
cause harm or losses, while noting that risk also may provide possible opportunities. By
taking risks, companies sometimes can achieve considerable gains. However, companies
need risk management to analyze possible risks in order to balance potential gains
against potential losses and avoid expensive mistakes. Risk management is best used as
a preventive measure rather than as a reactive measure. Companies benefit most from
considering their risks when they are performing well and when markets are growing
in order to sustain growth and profitability.

The task of the risk manager is to predict and enact measures to control or
prevent, losses within a company. The risk-management process involves identifying
exposures to potential losses, measuring these exposures and deciding how to protect
the company from harm given the nature of the risks and the company's goals and
resources. While companies face a host of different risks, some are more important than
others. Risk managers determine their importance and ability to be affected while
identifying and measuring exposures. For example, the risk of flooding in Arizona
would have low priority relative to other risks a company located there might face. Risk
managers consider different methods for controlling or preventing risks and then select
the best method given the company's goals and resources. After the method is selected
and implemented, the method must be monitored to ensure that it produces the
intended results.



 8                                                                                                                       Principles of Insurance

THE EVOLUTION OF RISK MANAGEMENT

The field of risk management emerged in the mid-1970s, evolving from the older
field of insurance management. The term risk management was adopted because the
new field has a much wider focus than simply insurance management. Risk
management includes activities and responsibilities out-side of the general insurance
domain, although insurance is an important part of it and insurance agents often serve
as risk managers. Insurance management focused on protecting companies from
natural disasters and basic kinds of exposures, such as fire, theft and employee
injuries, whereas risk management focuses on these kinds of risks as well as other
kinds of costly losses, including those stemming from product liability, employment
practices, environmental degradation, accounting compliance, offshore outsourcing,
currency fluctuations and electronic commerce. In the 1980s and 1990s, risk
management grew into vital part of company planning and strategy and risk
management became integrated with more and more company functions as the field
evolved. As the role of risk management has increased to encompass large-scale
organization-wide programs, the field has become known as enterprise risk
management.

Environmental risks constitute a significant and growing area of risk
management, since reports indicate the number and intensity of natural disasters are
increasing. For example, the periodical Risk Management reported that there were
about five times as many natural disasters in the 1990s as in the 1960s. The year 2004
was one of the worst in history, with three major hurricanes hitting the state of Florida
and a tsunami causing death and devastation in the Pacific Rim. Some observers blame
the rising number of natural disasters on global warming, which they believe will
cause greater floods, droughts and storms in the future.

Furthermore, any given risk can lead to a variety of losses in different areas. For
example, if a fire occurs, a company could lose its physical property such as buildings,
equipment and materials. In this situation, a company also could lose revenues, in that
it could no longer produce goods or provide services. Furthermore, a company could lose
human resources in such a disaster. Even if employees are not killed or injured, a
company would still suffer losses because employers must cover benefits employees
draw when they miss work.

One way managers can assess the risks of doing business is by using the risk
calculator developed by Robert Simons, a professor at the Harvard Business School.
Although the risk calculator is not a precise tool, it does indicate areas where risks and
potential losses exist, such as the rate of expansion and the level of internal
competition. Using the risk calculator, managers can determine if their company has a
safe or dangerous amount of risk. The risk calculator measures three kinds of internal
pressures: risk stemming from growth, corporate culture and information management.
Rapid growth, for example, could be a risk and lead to losses, because if a company
grows too quickly, it may not have enough time to train new employees adequately.
Hence, unchecked growth could lead to lost sales and diminished quality.
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Managers can assess the increased risk associated with growth by determining if
sales goals are set by top management without input from employees. If a company sets
sales goals in this manner, then it has a high level of risk in that the goals may be too
difficult for employees to meet. In cases where employees feel extreme pressure in
trying to achieve goals, they may take unnecessary risks. Similarly, companies that
rely heavily on performance-based pay also tend to have higher levels of risk.

To assess risk arising from corporate culture, managers should determine what
percentage of sales comes from new products or services developed by risk-taking
employees. If the percentage is high, then the amount of risk is also high, because such
a company depends significantly on new products and the related risks. In addition, a
corporate culture that allows or encourages employees to work independently to
develop new products increases company risk, as does a high rate of new product or
service failures.

Finally, managers can determine business risks resulting from information
management by determining if they and their subordinates spend a lot of time
gathering information that should already be available. Another way of assessing
these risks is by managers considering whether they look at performance data
frequently and whether they notice if reports are missing or late.

Risk managers rely on a variety of methods to help companies avoid and mitigate
risks in an effort to position them for gains. The four primary methods include exposure
or risk avoidance, loss prevention, loss reduction and risk financing. A simple method of
risk management is exposure avoidance, which refers to avoiding products, services or
business activities with the potential for losses, such as manufacturing cigarettes. Loss
prevention attempts to root out the potential for losses by implementing such things as
employee training and safety programs designed to eradicate risks. Loss reduction
seeks to minimize the effects of risks through response systems that neutralize the
effects of a disaster or mishap.

The final option risk managers have is to finance risks, paying for them either by
retaining or transferring their costs. Companies work with risk managers insofar as
possible to avoid risk retention. However, if no other method is available to manage a
particular risk, a company must be prepared to cover the losses that is, to retain the
losses. The deductible of an insurance policy is an example of a retained loss.
Companies also may retain losses by creating special funds to cover any losses.

Risk transferring takes place when a company shares its risk with another party,
such as an insurance provider, by getting insurance policies that cover various kinds of
risk that can be insured. In fact, insurance constitutes the leading method of risk
management. Insurance policies usually cover (a) property risks such as fire and
natural disasters, (b) liability risks such as employer's liability and workers'
compensation and (c) transportation risks covering air, land and sea travel as well as
transported goods and transportation liability. Managers of large corporations may
decide to manage their risks by acquiring an insurance company to cover part or all of
their risks, as many have done. Such insurance companies are called captive insurers.
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During the implementation phase, company managers work with risk managers to
determine the company goals and the best methods for risk management. Generally,
companies implement a combination of methods to control and prevent risks effectively,
since these methods are not mutually exclusive, but complementary. After risk
management methods have been implemented, risk managers must examine the risk
management program to ensure that it continues to be adequate and effective.

EMERGING AREAS OF RISK MANAGEMENT

In the 1990s, new areas of risk management began to emerge that provide
managers with more options to protect their companies against new kinds of exposures.
According to the Risk and Insurance Management Society (RIMS), the main trade
organization for the risk management profession, among the emerging areas for risk
management were operations management, environmental risks and ethics.

As forecast by RIMS, risk managers of corporations started focusing more on
verifying their companies' compliance with federal environmental regulations in the
1990s. According to Risk Management, risk managers began to assess environmental
risk such as those arising from pollution, waste management and environmental
liability to help make their companies more profitable and competitive. Furthermore,
tighter environmental regulations also goaded businesses to have risk managers check
their compliance with environmental policies to prevent possible penalties for
noncompliance.

Companies also have the option of obtaining new kinds of insurance policies to
control risks, which managers and risk managers can take into consideration when
determining the best methods for covering potential risks. These non-traditional
insurance policies provide coverage of financial risks associated with corporate profits
and currency fluctuation. Hence, these policies in effect guarantee a minimum level of
profits, even when a company experiences unforeseen losses from circumstances it
cannot control. Moreover these non-traditional policies ensure profits for companies
doing business in international markets and hence they help prevent losses from
fluctuations in a currency's value. Risk managers can also help alleviate losses
resulting from mergers. Stemming from the wave of mergers in the 1990s, risk
managers became a more integral part of company merger and acquisition teams. Both
parties in these transactions rely on risk management services to determine and control
or prevent risks. On the buying side, risk managers examine a selling company's
expenditures, loss history, insurance policies and other areas that indicate a company's
potential risks. Risk managers also suggest methods for preventing or controlling the
risks they find.

Finally, risk managers have been called upon to help businesses manage the risks
associated with increased reliance on the Internet. The importance of online business
activities in maintaining relationships with customers and suppliers, communicating
with employees and advertising products and services has offered companies many
advantages, but also exposed them to new security risks and liability issues. Business
managers need to be aware of the various risks involved in electronic communication
and commerce and include Internet security among their risk management activities.
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RISK MANAGEMENT OBJECTIVES

A primary objective of risk management is to identify and to manage individual
and management risk. Other important objectives are:

i) To concentrate on initial investment and underwriting: Investment
decisions are supported by appropriately documented research and analysis and
made in accordance with company and client guidelines and objectives.
Appropriate recommendations and approvals are obtained to authorize investment
decisions.

ii) To focus on Credit Monitoring: Investment agreement terms and covenants are
monitored for adherence and reported on an ongoing basis. Changes to investment
terms, if any, are approved in accordance with documented limits. Credit risk and
investment quality is timely monitored, appropriately categorized and rated.
Periodic reviews, including collateral security reviews, are performed timely,
appropriately documented and results are reported.

Remedial action or restructuring plans for loans identified as Especially Mentioned
or Watch List are appropriate, timely developed, authorized and reported to the
Quarterly Loan Review Committee.

iii) To manage the investment Portfolio Monitoring: Investment positions and
transactions are monitored against company policies and limits and client
investment guidelines and objectives. Exceptions of noncompliance are properly
reported, escalated to senior management and the resolution is properly
authorized. Third-party investments acquired are allocated to investment accounts
on a reasonable and fair basis.

iv) To ensure trading transactions: Trading transactions for publics are accurate,
complete and properly authorized.

v) Valuation and Pricing: Publics - Portfolios are accurately valued using
independent sources on a timely basis and reported to senior management.
Discrepancies are researched and resolved timely. Privates - Valuation of private
investments is appropriate and documented.

vi) Performance Monitoring: Performance measurement, ranking and attribution
analysis is regularly performed, reviewed, reported and approved.

vii) Policies, Procedures, Authorities and Responsibilities: Policies, procedures,
authorities and responsibilities are clearly defined and communicated. Employees
have the necessary knowledge, information and tools to manage relevant risks and
support the achievement of the business unit’s objectives.

viii)Management Information: Management information is sufficient and timely.
Performance is monitored against targets and indicators. Follow-up procedures are
established and performed.
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DIFFERENT TYPES OF RISKS

The various types of risks are as follows:

i) Financial Risk
It is the risk borne by equity holders due to a firm’s use of debt. If the company

raises capital by borrowing money, it must pay back this money at some future date
plus the financing charges. This increases the degree of uncertainty about the
company because it must have enough income to pay back this amount at some time in
the future.

ii) Static and Dynamic Risks
A second important distinction is between static and dynamic risks. Dynamic risks

are those resulting from changes in the economy. Changes in the price level, consumer
tastes, income and output and technology may cause financial loss to members of the
economy. These dynamic risks normally benefit society over the long run, since they
are the result of adjustments to misallocation of resources. Although these dynamic
risks may affect a large number of individuals, they are generally considered less
predictable than static risks, since they do not occur with any precise degree of
regularity.

Static risks involve those losses that would occur even if there were no changes in
the economy. If we could hold consumer tastes, output and income and the level of
technology constant, some individuals would still suffer financial loss. These losses arise
from causes other than the changes in the economy, such as the perils of nature and
the dishonesty of other individuals. Unlike dynamic risks, static risks are not a source
of gain to society. Static losses involve either the destruction of the asset or a change in
its possession as a result of dishonesty or human failure. Static losses tend to occur with
a degree of regularity over time and, as a result, are generally predictable. Because
they are predictable, static risks are more suited to treatment by insurance than are
dynamic risks.

iii) Fundamental and Particular Risks
The distinction between fundamental and particular risks is based on the

difference in the origin and consequences of the losses. Fundamental risks involve
losses that are impersonal in origin and consequence. They are group risks, caused for
the most part by economic, social and political phenomena, although they may also
result from physical occurrences. They affect large segments or even all of the
population. Particular risks involve losses that arise out of individual events and are
felt by individuals rather than by the entire group. They may be static or dynamic.
Unemployment, war, inflation, earthquakes and floods are all fundamental risks. The
burning of a house and the robbery of a bank are particular risks. Since fundamental
risks are caused by conditions more or less beyond the control of the individuals who
suffer the losses and since they are not the fault of anyone in particular, it is held that
society rather than the individual has a responsibility to deal with them. Although
some fundamental risks are dealt with through private insurance, usually, some form



Risk Management and Insurance       13

of social insurance or government transfer program is used to deal with fundamental
risks. Unemployment and occupational disabilities are fundamental risks treated
through social insurance. Flood damage or earthquakes make a district a disaster area
eligible for federal funds.

In the final analysis, whether a risk is considered fundamental or particular
depends on current public opinion concerning the responsibility for the causes and
consequences of the risk. In the aftermath of the terrorist attack on the World Trade
Centre on September 11, 2001, congress and the insurance industry debated the
question of whether terrorist attacks are a fundamental or particular risk. Reinsurers-
the insurers that provide insurance to insurance companies- announced their intent to
exclude acts of terrorism from the coverage they provide to other insurers. Faced with
the loss of backup coverage, the insurers that deal with the public developed an
endorsement for their policies excluding loss from terrorist acts. In response to these
developments, congress considered several bills to create a federal terrorism
reinsurance program but by March 2002 had reached an impasse regarding the form
that such a program should take.

Particular risks are considered to be the individual’s own responsibility,
inappropriate subjects for action by society as a whole. They are dealt with by the
individual through the use of insurance, loss prevention or some other technique.

iv) Pure and Speculative Risks
One of the most useful distinctions is that between pure risk speculative risk.

Speculative risk describes a situation in which there is a possibility of loss, but also a
possibility of gain. Gambling is a good example of a speculative risk. In a gambling
situation, risk is deliberately created in the hope of gain. The student wagering Rs.10
on the outcome of Saturday’s game faces the possibility of loss, but this is accompanied
by the possibility of gain. The entrepreneur or capitalist faces speculative risk in the
quest for profit. The investment made may be lost if the product is not accepted by the
market at a price sufficient to cover costs, but this risk is borne in return for the
possibility of profit. The term pure risk, in contrast, is used to designate those situations
that involve only the chance of loss or no loss. One of the best examples of pure risk is
the possibility of loss surrounding the ownership of property. The person who buys an
automobile, for example, immediately faces the possibility that something may happen
to damage or destroy the automobile. The possible outcomes are loss or no loss.

The distinction between pure and speculative risks is an important one, because
normally only pure risks are insurable. Insurance is not concerned with the protection
of individuals against those losses arising out of speculative risks. Speculative risk is
voluntarily accepted because of its two-dimensional nature, which includes the
possibility of gain. Not all pure risks are insurable and a further distinction between
insurable and uninsurable pure risks may also be made.

v) Exchange Rate Risk
This is particularly important for investors that have a large amount of over-seas

investment and wish to sell and convert their profit to their home currency. If
exchange rate risk is high - even though a substantial profit may have been made
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overseas, the value of the home currency may be less than the overseas currency and
may erode a significant amount of the investments earnings. That is, the more volatile
and exchange rate between the home and investment currency, the greater the risk of
differing currency value eroding the investments value.

vi) Business Risk
The uncertainty of income is caused by the nature of a company’s business

measured by a ratio of operating earnings. This means that the less certain you are
about the income flows of a firm, the less certain the income will flow back to you as an
investor. The sources of business risk mainly arises from a company’s products/services,
ownership support, industry environment, market position, management quality etc.
An example of business risk could include a rubbish company that typically would
experience stable income and growth over time and would have a low business risk
compared to a steel company whereby sales and earnings fluctuate according to need
for steel products and typically would have a higher business risk.

vii) Liquidity Risk
The uncertainty introduced by the secondary market for a company to meet its

future short term financial obligations. When an investor purchases a security, they
expect that at some future period they will be able to sell this security at a profit and
redeem this value as cash for consumption this is the liquidity of an investment, its
ability to be redeemable for cash at a future date. Generally, as we move up the asset
allocation table of the liquidity risk of an investment increases. Liquidity risk arises
from situations in which a party interested in trading an asset cannot do it because
nobody in the market wants to trade that asset. Liquidity risk becomes particularly
important to parties who are about to hold or currently hold an asset, since it affects
their ability to trade.

viii) Country Risk
This is also termed political risk, because it is the risk of investing funds in another

country whereby a major change in the political or economic environment could occur.
This could devalue your investment and reduce its overall return. This type of risk is
usually restricted to emerging or developing countries that do not have stable economic
or political arenas.

ix) Market Risk
The price fluctuations or volatility increases and decreases in the daily market.

This type of risk mainly applies to both stocks and options and tends to perform well in
a bull (increasing) market and poorly in a bear (decreasing) market. Generally with
stock market risks, the more volatility within the market, the more probability there is
that your investment will increase or decrease.

x) Credit risk
Credit risk is the risk of loss due to a debtor's non-payment of a loan or other line

of credit either the principal or interest coupon or both.
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xi) Operational risk
Operational risk is defined as the risk of loss resulting from inadequate or failed

internal processes, people and systems or from external events.

CLASSIFYING PURE RISKS

Pure risks that exist for individuals and business firms can be classified under one
of the following:

1. Personal risks
These consist of the possibility of loss of income or assets as a result of the loss of the

ability to earn income. In general, earning power is subject to four perils: (a) premature
death, (b) dependent old age, (c) sickness or disability and (d) unemployment.

2. Property risks
Anyone who owns property faces property risks simple because such possessions

can be destroyed or stolen. Property risks embrace two distinct types of loss: direct loss
and indirect or “consequential” loss. Direct loss is the simplest to understand: If a house
is destroyed by fire, the owner loses the value of the house. This is a direct loss.
However, in addition to losing the value of the building itself, the property owner no
longer has a place to live and during the time required to rebuild the house, it is likely
that the owner will incur additional expenses living somewhere else. This loss of use of
the destroyed asset is an indirect or “consequential,” loss. An even better example is the
case of a business firm. When a firm’s facilities are destroyed, it loses not only the value
of those facilities but also the income that would have been earned through their use.
Property risks, then, can involve two types of losses: (a) the loss of the property and (b)
lose of use of the property resulting in lost income or additional expenses.

3. Liability risks
The basic peril in the liability risk is the unintentional injury of other persons or

damage to their property through negligence or carelessness; however, liability may
also result from intentional injuries or damage. Under our legal system, the laws
provide that one who has injured another or damaged another’s property through
negligence or otherwise, can be held responsible for the harm caused. Liability risks
therefore involve the possibility of loss of present assets or future income as a result of
damages assessed or legal liability arising out of either intentional or unintentional
torts or invasion of the rights of others.

4.  Risks arising from failure of others
When another person agrees to perform a service for you, he or she undertakes an

obligation that you hope will be met. When the person’s failure to meet this obligation
would result in your financial loss, risk exists. Examples of risks in this category would
include failure of a contractor to complete a construction project as scheduled or failure
of debtors to make payments as expected. With the development of the Internet and
the rapid evolution of e-commerce, a variety of new risks relating to the failure of
others have emerged.
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TYPES OF RISK IN INSURANCE

The various types of Risk in Insurance are:

i) Vehicle Insurance risk
The most common of the types of risk insurance is vehicle insurance. This

insurance is more common because anyone who owns a vehicle with the motive to drive
that vehicle on the road needs to carry vehicle insurance. There are three major types
of risk insurance a vehicle owner can purchase. These are liability insurance, full
coverage insurance and gap insurance.

ii) Life Insurance risk
Life insurance is the longest term of the types of risk insurance. Many people

purchase life insurance to support their family in the case of an untimely death. When
purchasing life insurance it is important to research all types of risk insurance. For
instance, term life insurance covers a person for a specific period of time. If this type of
policy is purchased early in life, the term may expire before the insurance is used.

iii) Property Insurance risk
A vague term at best, property insurance can include home owner's insurance or

renter's insurance. Home owner's insurance covers the physical home and all of the
belongings in the home as long as the property is not being used as a rental property.
Renter's insurance, on the other hand, does not cover the physical home. The
belongings of the renter are covered.

iv) Health Insurance risk
Of all the types of risk insurance, health insurance is the most diverse. There are

an infinite number of policies and coverage depending on the level of coverage
purchased, whether or not the policy is company based and the age and health
condition of the person being covered. Health insurance is also one of the most
important types of risk insurance as it covers illness as well as accident.

ACTUAL AND CONSEQUENTIAL LOSSES

1. Actual Loss
Actual loss in insurance refers to the total costs directly or indirectly resulting from

a claim. It represents the actual costs or expenses incurred due to the claim and make
up the total payout the insurance company will make for the entire loss, per the policy
wording.

Actual Loss in insurance may refer to all costs incurred due to a claim that are
paid by the insurance company tallied in the final loss settlement.

Actual loss is a term that your insurance representative or claims adjuster may use
when they refer to how much money has been paid out by the insurance company on
behalf of the damage caused to your property by insured perils in a claim, it does not
necessarily represent the amount the insured him or herself received directly.
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The actual loss is often only known once the claim has been fully assessed and is
closing. It will include all amounts related to the claim including costs of repairs,
additional living expenses, debris removal, storage of items (if applicable), costs for
contractors or other specialists. This is where people sometimes become confused with
the actual loss amount.

For example, if you now have to drive 20 extra miles to work every day while you
live at a different address while waiting for your home to be rebuilt, then the actual
loss is the amount of gas you are spending now, less the amount of gas you used to pay
before the claim. Not the total amount you are spending while driving the 20 miles to
work. The actual loss is the difference or increase in costs due to the claim.

Examples of Actual Loss in Insurance Claims
In a major claim, certain reserves may be set to cover costs of reconstruction, for

example, however the amount that will be paid in a claim will not exceed the actual
loss value. If the projections were higher, its the actual cost that is pad and not the
projections. Once the claim is complete, the actual loss is calculated and finalized in
order to have the final claim payments.

The actual loss term is also used to distinguish the portion of the expense that is
directly resulting from the claim and therefore covered, vs. the total expenses or value
being claimed by an individual in a loss. It will only cover what was actually lost and
not an entire cost if there is a difference.

2. Consequential losses
Consequential losses are damages that can be proven to have occurred because of

the failure of one party to meet a contractual obligation. They go beyond the contract
itself and into the actions garnished from the failure to fulfill. The type of claim giving
rise to the damages can affect the rules or calculations associated with a given type of
damages, including consequential damages (e.g., breach of contract versus a tort
claim). For example, consequential damages are a potential type of expectation
damages which arise in contract law.

When a contract is breached, the recognized remedy for an owner is recovery of
damages that result directly from the breach (Direct Damages), such as the cost to
repair or complete the work in accordance with the contract documents, the loss of
value of lost or damaged work. Consequential damages (also sometimes referred to as
indirect or “special” damages), include loss of product and loss of profit or revenue and
may be recovered if it is determined such damages were reasonably foreseeable or
"within the contemplation of the parties" at the time of contract formation. This is a
factual determination that could lead to the contractor's liability for an enormous loss.
For example, the cost to complete unfinished work on time may pale in comparison to
the loss of operating revenue an owner might claim as a result of late completion.

MANAGEMENT OF RISKS

Management of Risk is the process of identifying, assessing and controlling threats
to an organization's capital and earnings. These threats or risks, could stem from a
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wide variety of sources, including financial uncertainty, legal liabilities, strategic
management errors, accidents and natural disasters. IT security threats and data-
related risks and the risk management strategies to alleviate them, have become a top
priority for digitized companies. As a result, a risk management plan increasingly
includes companies' processes for identifying and controlling threats to its digital assets,
including proprietary corporate data, a customer's personally identifiable information
and intellectual property. All risk management plans follow the same steps that
combine to make up the overall risk management process:

1. Risk identification: The company identifies and defines potential risks that may
negatively influence a specific company process or project.

2. Risk analysis: Once specific types of risk are identified, the company then
determines the odds of it occurring, as well as its consequences. The goal of the
analysis is to further understand each specific instance of risk and how it could
influence the company's projects and objectives.

3. Risk assessment and evaluation: The risk is then further evaluated after
determining the risk's overall likelihood of occurrence combined with its overall
consequence. The company can then make decisions on whether the risk is
acceptable and whether the company is willing to take it on based on its risk
appetite.

4. Risk mitigation: During this step, companies assess their highest-ranked risks
and develop a plan to alleviate them using specific risk controls. These plans
include risk mitigation processes, risk prevention tactics and contingency plans in
the event the risk comes to fruition.

5. Risk monitoring: Part of the mitigation plan includes following up on both the
risks and the overall plan to continuously monitor and track new and existing
risks. The overall risk management process should also be reviewed and updated
accordingly.

RISK MANAGEMENT STANDARDS

Since the early 2000s, several industry and government bodies have expanded
regulatory compliance rules that scrutinize companies' risk management plans, policies
and procedures. In an increasing number of industries, boards of directors are required
to review and report on the adequacy of enterprise risk management processes. As a
result, risk analysis, internal audits and other means of risk assessment have become
major components of business strategy.

Risk management standards have been developed by several organizations,
including the National Institute of Standards and Technology and the ISO. These
standards are designed to help organizations identify specific threats, assess unique
vulnerabilities to determine their risk, identify ways to reduce these risks and then
implement risk reduction efforts according to organizational strategy.

The ISO 31000 principles, for example, provide frameworks for risk management
process improvements that can be used by companies, regardless of the organization's
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size or target sector. The ISO 31000 is designed to "increase the likelihood of achieving
objectives, improve the identification of opportunities and threats and effectively
allocate and use resources for risk treatment," according to the ISO website.  Although
ISO 31000 cannot be used for certification purposes, it can help provide guidance for
internal or external risk audit and it allows organizations to compare their risk
management practices with the internationally recognized benchmarks.

APPROACHES TO MANAGEMENT OF RISK

After the company's specific risks are identified and the risk management process
has been implemented, there are several different strategies companies can take in
regard to Management of Risk:

1. Risk avoidance
While the complete elimination of all risk is rarely possible, a risk avoidance

strategy is designed to deflect as many threats as possible in order to avoid the costly
and disruptive consequences of a damaging event.

2. Risk reduction
Companies are sometimes able to reduce the amount of effect certain risks can

have on company processes. This is achieved by adjusting certain aspects of an overall
project plan or company process or by reducing its scope.

3. Risk sharing
Sometimes, the consequences of a risk is shared or distributed among several of

the project's participants or business departments. The risk could also be shared with a
third party, such as a vendor or business partner.

4. Risk retaining
Sometimes, companies decide a risk is worth it from a business standpoint and

decide to retain the risk and deal with any potential fallout. Companies will often
retain a certain level of risk a project's anticipated profit is greater than the costs of its
potential risk.

LOSS MINIMIZATION TECHNIQUES

Since it is not possible to completely eliminate all risks, it becomes necessary to
devise means of minimizing or reducing the effects of those risks that cannot be
eliminated.  Loss minimization or reduction can be effected in two ways:

1. Pre-Loss Minimization
This involves taking the necessary steps before the occurrence of adverse event to

reduce their impacts on the enterprise. For example, the wearing of crash helmet by
motor-cyclist or the wearing of seat belts in private cars. Another example is the
deliberate policy of a motorist to drive within the speed limit permitted by law.  The
effects of these would be seen in reduction of the frequency of occurrence of accidents
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and their services whenever they occur. It is customary for employers to guard
dangerous machinery that could injure employees. This is to ensure that employees are
not injured.

2. Post-Loss Minimization
This entails minimizing losses after an accident has occurred. This takes the form

of salvage operation. For example, if a fire breaks out in a house, effort would be made
to remove some of the center of the house that have not been torched by fire out into
safety. This operation would help to minimize the extent of the fire loss. Also, the use of
fire sprinkler is a good example of a device that can help minimize loss once fire has
broken out.

METHODS OF HANDLING RISKS OR LOSS MINIMIZATION

Because risk is the possibility of a loss, people organizations and society usually try
to avoid risk or, if not avoidable, then to manage it somehow. There are 5 major
methods of handling risk:

1. Avoidance

2. Loss control

3. Retention

4. Noninsurance transfers

5. Insurance

1. Avoidance
Avoidance is the elimination of risk. You can avoid the risk of a loss in the stock

market by not buying or shorting stocks; the risk of a venereal disease can be avoided
by not having sex or the risk of divorce, by not marrying; the risk of having car
trouble, by not having a car. Many manufacturers avoid legal risk by not
manufacturing particular products.

Of course, not all risks can be avoided. Notable in this category is the risk of death.
But even where it can be avoided, it is often not desirable. By avoiding risk, you may
be avoiding many pleasures of life or the potential profits that result from taking risks.
Those who minimize risks by avoiding activities are usually bored with their life and
don't make much money. Virtually any activity involves some risk. Where avoidance is
not possible or desirable, loss control is the next best thing.

2. Loss control
Loss control can either be affected through loss prevention, which is reducing the

probability of risk or loss reduction, which minimizes the loss.

Loss prevention requires identifying the factors that increase the likelihood of a
loss, then either eliminating the factors or minimizing their effect. For instance,
speeding and driving drunk greatly increase auto accidents. Not driving after drinking
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alcohol is a method of loss prevention that reduces the probability of an accident.
Driving slower is an example of both loss prevention and loss reduction, since it both
reduces the probability of an accident and, if an accident does occur, it reduces the
magnitude of the losses, since accidents at slower speeds generally cause less damage.

Most businesses actively control losses because it is a cost-effective way to prevent
losses from accidents and damage to property and generally becomes more effective the
longer the business has been operating, since it can learn from its mistakes.

3. Retention
Risk retention, (aka active retention, risk assumption), is handling the

unavoidable or unavoided risk internally, either because insurance cannot be
purchased or it is too expensive for the risk or because it is much more cost-effective to
handle the risk internally. Usually, retained risks occur with greater frequency, but
have a lower severity. An insurance deductible is a common example of risk retention
to save money, since a deductible is a limited risk that can save money on insurance
premiums for larger risks. Businesses actively retain many risks what is commonly
called self-insurance because of the cost or unavailability of commercial insurance.

Passive risk retention is retaining risk because the risk is unknown or because the
risk taker either does not know the risk or considers it a lesser risk than it actually is.
For instance, smoking cigarettes can be considered a form of passive risk retention,
since many people smoke without knowing the many risks of disease and, of the risks
they do know, they don't think it will happen to them. Another example is speeding.
Many people think they can handle speed and that, therefore, there is no risk.
However, there is always greater risk to speeding, since it always takes longer to stop
or change direction and, in a collision, higher speeds will always result in more damage
or risk of serious injury or death, because higher speeds have greater kinetic energy
that will be transferred in a collision as damage or injury. Since no driver can possibly
foresee every possible event, there will be events that will happen that will be much
easier to handle at slower speeds than at higher speeds. For instance, if someone fails
to stop at an intersection just as you are driving through, then, at slower speeds, there
is obviously a greater chance of avoiding a collision or, if there is a collision, there will
be less damage or injury than would result from a higher speed collision. Hence,
speeding is a form of passive risk retention.

4. Noninsurance transfers
Risk can also be managed by noninsurance transfers of risk. The 3 major forms of

noninsurance risk transfer are by contract, hedging and, for business risks, by
incorporating. A common way to transfer risk by contract is by purchasing the
warranty extension that many retailers sell for the items that they sell. The warranty
itself transfers the risk of manufacturing defects from the buyer to the manufacturer.
Transfers of risk through contract is often accomplished or prevented by a hold-
harmless clause, which may limit liability for the party to which the clause applies.

Hedging is a method of reducing portfolio risk or some business risks involving
future transactions. Thus, the possible decline of a stock price can be hedged by buying
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a put for the stock. A business can hedge a foreign exchange transaction by purchasing
a forward contract that guarantees the exchange rate for a future date.

Investors can reduce their liability risk in a business by forming a corporation, an
S corporation or a limited liability company. This prevents the extension of the
company's liabilities to its investors.

5. Insurance
Insurance is another major method that most people, businesses and other

organizations can use to transfer pure risks, by paying a premium to an insurance
company in exchange for a payment of a possible large loss. By using the law of large
numbers, an insurance company can estimate fairly reliably the amount of loss for a
given number of customers within a specific time. An insurance company can pay for
losses because it pools and invests the premiums of many subscribers to pay the few
who will have significant losses. Not every pure risk is insurable by private insurance
companies. Events which are unpredictable and that could cause extensive damage,
such as earthquakes, are not insured by private insurers, although reinsurers may
cover these types of risks by relying on statistical models to estimate the probabilities of
disaster. Speculative risks are taken in the hope of making a profit are also not
insurable, since these risks are taken voluntarily and, hence, are not pure risks.

RISK MANAGEMENT PROCESS

Risk analysis is best done in a group with each member of the group having a
good understanding of the tasks and objectives of the area being analyzed. The various
steps of risk management process are:

Step-1: Identify the Risks
As a group, list the things that might inhibit your ability to meet your objectives.

You can even look at the things that would actually enhance your ability to meet those
objectives e.g. a fund-raising commercial opportunity. These are the risks that you face
eg. loss of a key team member; prolonged IT network outage; delayed provision of
important information by another work unit/individual; failure to seize a commercial
opportunity etc.

Step-2: Identify the Causes
Try to identify what might cause these things to occur eg. the key team member

might be disillusioned with his/her position, might be head hunted to go elsewhere; the
person upon whom you are relying for information might be very busy, going on leave
or notoriously slow in supplying such data; the supervisor required to approve the
commercial undertaking might be risk averse and need extra convincing before taking
the risk etc.

Step-3: Identify the Controls
Identify all the things (Controls) that you have in place that are aimed at reducing

the Likelihood of your risks from happening in the first place and, if they do happen,
what you have in place to reduce their impact (Consequence) e.g. providing a friendly
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work environment for your team; multi-skill across the team to reduce the reliance on
one person; stress the need for the required information to be supplied in a timely
manner; send a reminder before the deadline; provide additional information to the
supervisor before he/she asks for it etc.

Step-4: Establish your Likelihood and Consequence
Descriptors, remembering that these depend upon the context of your analysis i.e.

if your analysis relates to your work unit, any financial loss or loss of a key staff
member, for example, will have a greater impact on that work unit than it will have on
the University as a whole so those descriptors used for the whole-of-University
(strategic) context will generally not be appropriate for the Faculty, other work unit or
the individual eg. a loss of $300000 might be considered Insignificant to the University,
but it could very well be Catastrophic to your work unit.

Step-5: Establish your Risk Rating Descriptors
ie. what is meant by a Low, Moderate, High or Extreme Risk needs to be decided

upon ahead of time. Because these are more generic in terminology though, you might
find that the University's Strategic Risk Rating Descriptors are applicable.

Step-6: Add other Controls
Generally speaking, any risk that is rated as High or Extreme should have

additional controls applied to it in order to reduce it to an acceptable level. What the
appropriate additional controls might be, whether they can be afforded, what priority
might be placed on them etc etc is something for the group to determine in consultation
with the Head of the work unit who, ideally, should be a member of the group doing
the analysis in the first place.

Step-7: Make a Decision
Once the above process is complete, if there are still some risks that are rated as

High or Extreme, a decision has to be made as to whether the activity will go ahead.
There will be occasions when the risks are higher than preferred but there may be
nothing more that can be done to mitigate that risk i.e. they are out of the control of
the work unit but the activity must still be carried out. In such situations, monitoring
the circumstances and regular review is essential.

Step-8: Monitor and Review
The monitoring of all risks and regular review of the unit's risk profile is an

essential element for a successful risk management program.

MEANING OF INSURANCE

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

According to J.B. Maclean, “Insurance is a method of spreading over a large
number of persons a possible financial loss too serious to be conveniently borne by
an individual”.

According to Oxford Dictionary, “Insurance is an arrangement by which a
company or the state undertakes to provide a guarantee of compensation for
specified loss, damage, illness or death in return for payment of a specified
premium”.

HISTORICAL BACKGROUND OF INSURANCE

Early methods of transferring or distributing risk were practiced by Chinese and
Babylonian traders as long ago as the 3rd and 2nd millennia BC, respectively. Chinese
merchants travelling treacherous river rapids would redistribute their wares across
many vessels to limit the loss due to any single vessel's capsizing. The Babylonians
developed a system which was recorded in the famous Code of Hammurabi, c. 1750 BC
and practiced by early Mediterranean sailing merchants. If a merchant received a loan
to fund his shipment, he would pay the lender an additional sum in exchange for the
lender's guarantee to cancel the loan should the shipment be stolen.

Achaemenian monarchs of Ancient Persia were the first to insure their people and
made it official by registering the insuring process in governmental notary offices. The
insurance tradition was performed each year in Nowruz (beginning of the Iranian New
Year); the heads of different ethnic groups as well as others willing to take part,
presented gifts to the monarch. The most important gift was presented during a special
ceremony. When a gift was worth more than 10,000 Derrik (Achaemenian gold coin)
the issue was registered in a special office. This was advantageous to those who
presented such special gifts. For others, the presents were fairly assessed by the
confidants of the court. Then the assessment was registered in special offices.

A thousand years later, the inhabitants of Rhodes (an island in Greece) created
the 'general average', which allowed groups of merchants to pay to insure their goods
being shipped together. The collected premiums would be used to reimburse any
merchant whose goods were jettisoned during transport, whether to storm or sinkage.
The ancient Athenian "maritime loan" advanced money for voyages with repayment
being cancelled if the ship was lost. In the 4th century BC, rates for the loans differed
according to safe or dangerous times of year, implying an intuitive pricing of risk with
an effect similar to insurance.

The Greeks and Romans introduced the origins of health and life insurance c. 600
BCE when they created guilds called "benevolent societies" which cared for the families
of deceased members, as well as paying funeral expenses of members. Guilds in the
Middle Ages served a similar purpose. The Talmud deals with several aspects of
insuring goods. Before insurance was established in the late 17th century, "friendly
societies" existed in England, in which people donated amounts of money to a general
sum that could be used for emergencies.
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Separate insurance contracts (i.e., insurance policies not bundled with loans or
other kinds of contracts) were invented in Genoa (a city and important seaport in
northern Italy) in the 14th century, as were insurance pools backed by pledges of
landed estates. The first known insurance contract dates from Genoa in 1343 and in
the next century maritime insurance developed widely and premiums were intuitively
varied with risks. These new insurance contracts allowed insurance to be separated
from investment, a separation of roles that first proved useful in marine insurance. The
first printed book on insurance was the legal treatise On Insurance and Merchants'
Bets by Pedro de Santarém (Santerna), written in 1488 and published in 1552.
Insurance as we know it today can be traced to the Great Fire of London, which in
1666 devoured 13,200 houses. In the aftermath of this disaster, Nicholas Barbon
opened an office to insure buildings. In 1680, he established England's first fire
insurance company, "The Fire Office," to insure brick and frame homes. The concept of
health insurance was proposed in 1694 by Hugh the Elder Chamberlen from the Peter
Chamberlen family. In the late 19th century, "accident insurance" began to be
available, which operated much like modern disability insurance. This payment model
continued until the start of the 20th century in some jurisdictions (like California),
where all laws regulating health insurance actually referred to disability insurance.

The first insurance company in the United States underwrote fire insurance and
was formed in Charles Town (modern-day Charleston), South Carolina in 1732, but it
provided only fire insurance.

The sale of life insurance in the U.S. began in the late 1760s. The Presbyterian
Synods in Philadelphia and New York founded the Corporation for Relief of Poor and
Distressed Widows and Children of Presbyterian Ministers in 1759; Episcopalian priests
created a comparable relief fund in 1769. Between 1787 and 1837 more than two
dozen life insurance companies were started, but fewer than half a dozen survived.

HISTORICAL BACKGROUND OF INSURANCE IN INDIA

In India, insurance has a deep-rooted history. It finds mention in the writings of
Manu (Manusmrithi), Yagnavalkya (Dharmasastra) and Kautilya (Arthasastra). The
writings talk in terms of pooling of resources that could be re-distributed in times of
calamities such as fire, floods, epidemics and famine. This was probably a pre-cursor to
modern day insurance. Ancient Indian history has preserved the earliest traces of
insurance in the form of marine trade loans and carriers’ contracts.

Insurance in India has evolved over time heavily drawing from other countries,
England in particular.1818 saw the advent of life insurance business in India with the
establishment of the Oriental Life Insurance Company in Calcutta. This Company
however failed in 1834. In 1829, the Madras Equitable had begun transacting life
insurance business in the Madras Presidency. 1870 saw the enactment of the British
Insurance Act and in the last three decades of the nineteenth century, the Bombay
Mutual (1871), Oriental (1874) and Empire of India (1897) were started in the Bombay
Residency. This era, however, was dominated by foreign insurance offices which did
good business in India, namely Albert Life Assurance, Royal Insurance, Liverpool and
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London Globe Insurance and the Indian offices were up for hard competition from the
foreign companies.

In 1914, the Government of India started publishing returns of Insurance
Companies in India. The Indian Life Assurance Companies Act, 1912 was the first
statutory measure to regulate life business. In 1928, the Indian Insurance Companies
Act was enacted to enable the Government to collect statistical information about both
life and non-life business transacted in India by Indian and foreign insurers including
provident insurance societies. In 1938, with a view to protecting the interest of the
Insurance public, the earlier legislation was consolidated and amended by the
Insurance Act, 1938 with comprehensive provisions for effective control over the
activities of insurers.

The Insurance Amendment Act of 1950 abolished Principal Agencies. However,
there were a large number of insurance companies and the level of competition was
high. There were also allegations of unfair trade practices. The Government of India,
therefore, decided to nationalize insurance business.

An Ordinance was issued on 19th January, 1956 nationalizing the Life Insurance
sector and Life Insurance Corporation came into existence in the same year. The LIC
absorbed 154 Indian, 16 non-Indian insurers as also 75 provident societies 245 Indian
and foreign insurers in all. The LIC had monopoly till the late 90s when the Insurance
sector was reopened to the private sector.

The history of general insurance dates back to the Industrial Revolution in the
west and the consequent growth of sea-faring trade and commerce in the 17th century.
It came to India as a legacy of British occupation. General Insurance in India has its
roots in the establishment of Triton Insurance Company Ltd., in the year 1850 in
Calcutta by the British. In 1907, the Indian Mercantile Insurance Ltd., was set up.
This was the first company to transact all classes of general insurance business.

1957 saw the formation of the General Insurance Council, a wing of the Insurance
Association of India. The General Insurance Council framed a code of conduct for
ensuring fair conduct and sound business practices.

In 1968, the Insurance Act was amended to regulate investments and set
minimum solvency margins. The Tariff Advisory Committee was also set up then.

In 1972 with the passing of the General Insurance Business (Nationalization) Act,
general insurance business was nationalized with effect from 1st January, 1973. 107
insurers were amalgamated and grouped into four companies, namely National
Insurance Company Ltd., the New India Assurance Company Ltd., the Oriental
Insurance Company Ltd and the United India Insurance Company Ltd. The General
Insurance Corporation of India was incorporated as a company in 1971 and it
commence business on January 1sst 1973.

This millennium has seen insurance come a full circle in a journey extending to
nearly 200 years. The process of re-opening of the sector had begun in the early 1990s
and the last decade and more has seen it been opened up substantially. In 1993, the
Government set up a committee under the chairmanship of RN Malhotra, former
Governor of RBI, to propose recommendations for reforms in the insurance sector. The
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objective was to complement the reforms initiated in the financial sector. The committee
submitted its report in 1994 wherein, among other things, it recommended that the
private sector be permitted to enter the insurance industry. They stated that foreign
companies are allowed to enter by floating Indian companies, preferably a joint
venture with Indian partners.

Following the recommendations of the Malhotra Committee report, in 1999, the
Insurance Regulatory and Development Authority (IRDA) was constituted as an
autonomous body to regulate and develop the insurance industry. The IRDA was
incorporated as a statutory body in April, 2000. The key objectives of the IRDA include
promotion of competition so as to enhance customer satisfaction through increased
consumer choice and lower premiums, while ensuring the financial security of the
insurance market.

The IRDA opened up the market in August 2000 with the invitation for
application for registrations. Foreign companies were allowed ownership of up to 26%.
The Authority has the power to frame regulations under Section 114A of the Insurance
Act, 1938 and has from 2000 onwards framed various regulations ranging from
registration of companies for carrying on insurance business to protection of
policyholders’ interests.

In December, 2000, the subsidiaries of the General Insurance Corporation of India
were restructured as independent companies and at the same time GIC was converted
into a national re-insurer. Parliament passed a bill de-linking the four subsidiaries
from GIC in July, 2002.

Today there are 24 general insurance companies including the ECGC and
Agriculture Insurance Corporation of India and 23 life insurance companies operating
in the country. The insurance sector is a colossal one and is growing at a speedy rate of
15-20%. Together with banking services, insurance services add about 7% to the
country’s GDP. A well-developed and evolved insurance sector is a boon for economic
development as it provides long- term funds for infrastructure development at the same
time strengthening the risk taking ability of the country.

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.

BASICS OF INSURANCE

Insurance is a contract between the insurer and the insured wherein against
receipt of certain amount, called premium, the insurer agrees to make good any
financial loss that may be suffered by the insured, due to the operation of an insured
peril on the subject matter of insurance.

Insurance is a contract between two parties whereby one party agrees to
undertake the risk of another in exchange for consideration known as premium and
promises to pay a fixed sum of money to the other party on happening of an uncertain
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event (death) or after the expiry of a certain period in case of life insurance or to
indemnify the other party on happening of an uncertain event in case of general
insurance.

Insurance provides financial protection against a loss arising out of happening of
an uncertain event. A person can avail this protection by paying premium to an
insurance company. A pool is created through contributions made by persons seeking to
protect themselves from common risk. Premium is collected by insurance companies
which also act as trustee to the pool. Any loss to the insured in case of happening of an
uncertain event is paid out of this pool.

Insurance works on the basic principle of risk-sharing. A great advantage of
insurance is that it spreads the risk of a few people over a large group of people
exposed to risk of similar type. Insurance is the equitable transfer of the risk of a loss,
from one entity to another in exchange for payment. It is a form of risk management
primarily used to hedge against the risk of a contingent, uncertain loss.

An insurer or insurance carrier, is a company selling the insurance; the insured or
policyholder, is the person or entity buying the insurance policy. The amount of money
to be charged for a certain amount of insurance coverage is called the premium. Risk
management, the practice of appraising and controlling risk, has evolved as a discrete
field of study and practice.

The concept behind insurance is that a group of people exposed to similar risk
come together and make contributions towards formation of a pool of funds. In case a
person actually suffers a loss on account of such risk, he is compensated out of the same
pool of funds. Contribution to the pool is made by a group of people sharing common
risks and collected by the insurance companies in the form of premiums.

Insurance may be described as a social device to reduce or eliminate risk of life and
property. Under the plan of insurance, a large number of people associate themselves
by sharing risk, attached to individual. The risk, which can be insured against include
fire, the peril of sea, death, incident, & burglary. Any risk contingent upon these may
be insured against at a premium commensurate with the risk involved.

Insurance is actually a contract between two parties whereby one party called
insurer undertakes in exchange for a fixed sum called premium to pay the other party
on happening of a certain event. Insurance is a contract whereby, in return for the
payment of premium by the insured, the insurers pay the financial losses suffered by
the insured as a result of the occurrence of unforeseen events. With the help of
Insurance, large number of people exposed to similar risks makes contributions to a
common fund out of which the losses suffered by the unfortunate few, due to accidental
events, are made good. An insurer is a company selling the insurance; an insured or
policyholder is the person or entity buying the insurance. The insurance rate is a factor
used to determine the amount to be charged for a certain amount of insurance
coverage, called the premium.
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EVOLUTION OF LIFE INSURANCE

The Evolution of Life Insurance can be summarized as follows:

The Term Plan
The first form is one of pure protection - the Term Plan. This pays only on the

death of the policy holder. It is pure insurance and has the lowest premium for the
highest payout. If you survive the term of the policy, you do not receive any payment.
Your premiums paid go fully toward insuring your life. There is no investment made
out of your premiums in a Term Plan, hence it is called a pure insurance policy. The
term plan is available in two forms, the online and the offline term plan - each has its
own pros and cons.

The Endowment Policy
Because to some people the term plan seemed like a waste of premiums paid over

the years in case of surviving the policy period, life insurance companies modified their
product to come up with the Endowment Policy.

Here, the premium is significantly higher than a Term Plan. Part of the premium
goes towards insuring your life and the rest is invested in fixed income products that
yield a very low rate of return (approximately 5% per annum). From the future corpus
of the invested amount of your premiums, the Endowment Policy pays out the Sum
Assured to the nominated beneficiary on the death of the policy holder and even if the
policy holder survives the policy term, he or she receives a defined payout on maturity
of the policy. So this type of product addressed the concern of premiums not yielding
any profits, even though that is not what life insurance premiums are supposed to do.

The Money Back Policy
While the term plan addressed the needs of those who wanted pure life insurance

and the endowment policy addressed the needs of those who wanted a payout even on
survival of the policy period, there remained a gap - the people who wanted interim
payouts on surviving part of the term and didn't want to wait until the end of the
policy period to receive their Sum Assured.

So the money back policy was born - giving interim payouts (or money back)
depending on survival of a certain defined period. For example, on survival of 5 years,
10 years and 15 years of the term, the policy holder receives a certain sum of money
back from the insurance company. These policies pay out the same rate of return as
endowment policies i.e. roughly 5% per annum.

This again is a savings plus investment product, like the endowment policy. You
should also know the difference between your term, money back and endowment
policies - i.e. know which policy is better for you.

ULIPs and ULPPS
While endowments and money back plans invest in safe fixed income instruments

yielding very low rates of return, diversification prompted the creation of a life
insurance product that invested into equity and so the ULIP and ULPP were born.
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Unit Linked Insurance Plans and Unit Linked Pension Plans invest a chunk of the
very high annual premium into equity and a very small component goes towards
paying for actual life insurance. Thus these products are savings based and market
linked investment plans.

The common factors
Regardless of what policy type you go for we recommend only pure term plans, you

do need to read your policy document very, very carefully to ensure that the policy is
the right one for you. Don't depend on your insurance agent to tell you everything you
need to know, for two reasons.

Firstly, they work on a commission basis. If you buy a policy, they get a 25% (at
least) commission on the sale. So it's good for them to make you buy. They won't be
pointing out flaws in policies any time soon.

Secondly, based on extensive discussion with a number of insurance agents, it is
seen that often the intricate details of the policy are not known by the agents. This is
not as much a result of the agent's lack of time to study the policy as it is of the
insurance company's training and development teams' lethargy.

So, we're in a situation of ‘caveat emptor'. The onus of understanding the product
lies on you - the buyer. In today's world which is full of uncertainties, buying life
insurance has become inevitable for almost every individual; but while buying it you
should also always make sure that you understand each and every term contained in
the policy document. Some of these terms might seem simple and you would want to
ignore them, but it is extremely important that you understand all of these terms.

Here is a list of some of the terms contained in life insurance policies which can
help you to better understand your life insurance policy. Some of the simplified life
insurance terms are as follows:

Life Assured: Life assured is the person who will be covered under the life
insurance policy. It might be the same person who is paying the premium but not
compulsory as in case an individual paying premium for his spouse, in such a scenario
life assured is spouse and not the person paying the premium.

Proposer: Proposer is the person who is paying the premium under the life
insurance policy and is not necessarily life assured under the policy.

Nominee: Nominee is the person who will receive the death benefits under the life
insurance policy in case of the death of the life assured.

Date of Commencement: Date of Commencement is the start date of the policy
from which insurance cover will be effective.

Sum Assured: Sum Assured is the amount of insurance cover you will get under
the policy. This amount is payable to the nominee in case of deathof the life assured.

Premium: Premium is the amount you will pay under the insurance policy for
getting the insurance cover.

Term: Term is the duration of the policy for which the insurance policy will be
valid.
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Premium Paying Term: Premium Paying Term is the duration under the policy
for which the Premium amount has to be paid. It can differ from the Term of the policy
as in some insurance policies Premium Paying Term is less than the Term of the policy.

Mode: Mode is the frequency of premium payment; it can be Monthly, Quarterly,
Half-Yearly, Yearly or it might be Single Premium in case you have to pay only 1
premium for the whole Term of the policy.

Maturity Date: Maturity Date is the date when all your benefits under life
insurance policy will cease and you will no longer be covered under the policy. Any
maturity benefit will be paid out and the policy will be closed.

Survival Benefit: Survival benefit is the amount payable in case of money back
policy. This amount is paid as a benefit after every few years during the term of the
policy. It usually ranges between 15-25% of sum assured.

Surrender Value: Surrender value is the amount you will receive in case you do
not wish to continue with the policy. It is the certain percentage of the premiums paid
(after deduction of surrender charges) which you will receive in case you surrender the
policy.

Fund Value: Fund value is applicable in case of Unit Linked Insurance Plans
(ULIP). It is the current value of your investment made towards ULIP. This investment
is market linked and will fluctuate depending upon the performance of the fund
manager managing the portfolio.

Maturity Value: Maturity Value is the amount which you will receive at the time
of maturity of the policy.

EVOLUTION OF GENERAL INSURANCE

The first general insurance company in India, Triton Insurance Company Ltd.,
was established in 1850. It was owned and operated by the British. The first
indigenous general insurance company was the Indian Mercantile Insurance Company
Limited set up in Bombay in 1907.

In 1956 it was decided by the Government of India to nationalize the Life
Insurance business while general Insurance was spared.

Then Finance Minister C. D. Deshmukh, while announcing the decision to
nationalize the Life Insurance business gives his rationale for excluding the general
insurance business as : “I would also like to explain briefly why we have decided not to
bring in general insurance into the public sector. The consideration which influenced
us most is the basic fact that general insurance is part and parcel of the private sector
of trade and industry and functions on a year to year basis. Errors and omission and
commission in the conduct of its business do not directly affect the individual citizen.
Life insurance business, by contrast, directly concerns the individual citizen whose
savings, so vitally needed for economic development, may be affected by any acts of
folly or misfeasance on the part of those in control or be retarded by their lack of
imaginative policy.”
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The Insurance Act of 1938 was amended in 1950 to set up a Tariff Committee
under the control of the General Insurance Council of the Insurance Association of
India. In 1968, the Insurance Act of 1938 was amended further. A Tariff Advisory
Committee replaced the Tariff Committee. The Tariff Advisory Committee became a
statutory body. The introduction of the Tariff Advisory Committee was seen as an
independent, impartial, scientifically driven body for ratemaking in general insurance.

Nationalization
General insurance was finally nationalized in 1972 (with effect from January 1,

1973). There were 107 general insurance companies operating at the time. They were
mainly large city oriented companies catering to the organized sector (trade and
industry). They were of different sizes, operating at different levels of sophistication.
They were assigned to four different subsidiaries (roughly of equal size) of the General
Insurance Corporation. The General Insurance Corporation was incorporated as a
holding company in November 1972 and it commenced business on January 1, 1973.

It had four subsidiaries:
(1) The National Insurance Company (HO: Calcutta),

(2) The New India Assurance Company (HO: Bombay),

(3) The Oriental Insurance Company (HO: New Delhi) and

4) The United India Insurance Company (HO: Madras)
There were several goals of setting up this structure.

First, the subsidiary companies were expected to “set up standards of conduct and
sound practices in the general insurance business and rendering efficient customer
service.”

Second, the General Insurance Corporation was to help with “controlling their
expenses”.

Third, it was to help with the investment of funds.

Fourth, it was to bring in general insurance in the rural areas of the country.

Fifth, the General Insurance Corporation was also designated the National
Reinsurer.

Malhotra Committee and Liberalization
In 1993, Malhotra Committee, headed by former Finance Secretary and RBI

Governor R.N. Malhotra, was formed to evaluate the Indian insurance industry and
recommend its future direction. Financial sector reforms were initiated and it was felt
that insurance is an important part of the overall financial system where it was
necessary to address the need for similar reforms. Some of the recommendations of the
Malhotra committee included:

Government stake in the insurance Companies to be brought down 50%.

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

Private Companies with a minimum paid up capital of Rs.1bn should be allowed to
enter the industry

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.

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

The committee emphasized that it was essential that the sector was open to
competition to improve the customer services and increase the coverage of the
insurance industry. However, enough precaution should be exercised to prevent failure
of the new entrants .Hence a minimum capital requirement of Rs.100 crores was
stipulated. To provide greater autonomy to insurance companies and enable them to
act as independent companies, it proposed setting up an independent regulatory body.

Acting on the Malhotra committee recommendations the government passed the
Insurance Regulatory and Development Authority Act , on December 7, 1999. This Act
repealed the monopoly conferred to the Life Insurance Corporation in 1956 and to the
General Insurance Corporation in 1972. The authority created by the Act is now called
the Insurance Regulatory and Development Authority (IRDA).

New licenses were given to private companies. The Insurance Regulatory and
Development Authority separated out life, non-life and reinsurance insurance
businesses. Therefore, a company had to have separate licenses for each line of
business.

At present the Indian General Insurance market has 13 private general insurance
companies, 2 standalone private health insurance companies and 2 specialized
companies apart from the 4 PSU General Insurers. Their names are listed below:

NATURE OF INSURANCE

The Nature of Insurance can be summarized as follows:

1. Insurance provides financial protection against a loss arising out of happening of
an uncertain event. A person can avail this protection by paying premium to an
insurance company. A pool is created through contributions made by persons
seeking to protect themselves from common risk. Premium is collected by insurance
companies which also act as trustee to the pool. Any loss to the insured in case of
happening of an uncertain event is paid out of this pool.

2. Insurance works on the basic principle of risk-sharing. A great advantage of
insurance is that it spreads the risk of a few people over a large group of people
exposed to risk of similar type. Insurance is the equitable transfer of the risk of a
loss, from one entity to another in exchange for payment. It is a form of risk
management primarily used to hedge against the risk of a contingent, uncertain
loss.
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3. An insurer or insurance carrier, is a company selling the insurance; the insured or
policyholder, is the person or entity buying the insurance policy. The amount of
money to be charged for a certain amount of insurance coverage is called the
premium. Risk management, the practice of appraising and controlling risk, has
evolved as a discrete field of study and practice.

4. The concept behind insurance is that a group of people exposed to similar risk
come together and make contributions towards formation of a pool of funds. In
case a person actually suffers a loss on account of such risk, he is compensated out
of the same pool of funds. Contribution to the pool is made by a group of people
sharing common risks and collected by the insurance companies in the form of
premiums.

4. Insurance may be described as a social device to reduce or eliminate risk of life and
property. Under the plan of insurance, a large number of people associate
themselves by sharing risk, attached to individual. The risk, which can be insured
against include fire, the peril of sea, death, incident and burglary. Any risk
contingent upon these may be insured against at a premium commensurate with
the risk involved.

5. Insurance is actually a contract between two parties whereby one party called
insurer undertakes in exchange for a fixed sum called premium to pay the other
party on happening of a certain event.

6. Insurance is a contract whereby, in return for the payment of premium by the
insured, the insurers pay the financial losses suffered by the insured as a result of
the occurrence of unforeseen events. With the help of Insurance, large number of
people exposed to similar risks makes contributions to a common fund out of which
the losses suffered by the unfortunate few, due to accidental events, are made
good. An insurer is a company selling the insurance; an insured or policyholder is
the person or entity buying the insurance. The insurance rate is a factor used to
determine the amount to be charged for a certain amount of insurance coverage,
called the premium.

CONCEPT OF POOLING IN INSURANCE

In insurance, the term "risk pooling" refers to the spreading of financial risks
evenly among a large number of contributors to the program. Insurance is the
transference of risks from individuals or corporations who cannot bear a possible
unplanned financial catastrophe to the capital markets, which can bear them easily at
least in theory. The capital markets, meanwhile, are generally happy to take on risk
from individuals and corporations in exchange for a premium they believe are
sufficient to cover the risk.

Risk pooling is essential to the concept of insurance. The earliest known insurance
policies were written some 5,000 years ago, to protect shippers against the loss of their
cargo and crews at sea. Any one of them would be devastated by the loss of a ship. But
by pooling their resources, these ancient businessmen were able to spread the risks
more evenly among their numbers, so each paid a relatively small amount. Under the
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Babylonians, those receiving a loan to fund a shipment would pay an additional
amount in exchange for a rider cancelling the loan if a shipment should be lost at sea.

The insurance industry grew enormously, as individuals and businesses sought to
protect themselves from economic catastrophe by transferring their risks to an
insurance pool. We still have commercial shipping insurance just as we did in the
ancient world and we also insure against such diverse risks as fires, floods, theft, auto
accidents, kidnap and ransom schemes, defaults on the part of our debtors, lawsuits
and judgments, dying too early and even against the risk of living too long.

A class of professional experts in finance and probability, called actuaries, work for
insurance companies to attempt to predict the probability and severity of risk. They also
take lapse rates and interest rates or other expected rates of return on investment
assets into account, with the goal of setting acceptable premiums. The premium is the
cost of pooling one's own risk with that of others via an insurance company and
includes the insured's share of expected claims costs, administrative expenses, sales and
marketing expenses and a profit for the insurer. If a premium payer is affected by a
covered risk, the insurance company and not the insured, takes the hit. If claims are
higher than expected, however, the insurance company may have to raise rates on
policy holders across the board.

Not every negative economic event is insurable. For risk pooling to be effective, the
risk should be unforeseen and infrequent. If a negative event can be predicted in a
certain case, it's not a risk, but certainty and certainties are not insurable (with the
possible exception of death, which is insurable because its timing is uncertain).
Furthermore, if a risk is too frequent, it cannot meaningfully be transferred to an
insurance company, since the insurance company would only pass on the cost of the
negative occurrence to the pool of insured, along with their expenses and profits. If
nearly everyone in a risk pool is filing a claim, then they are likely better off not
attempting to pool their risks at all but setting aside sufficient reserves to pay for them
themselves.

DIFFERENT CLASSES OF INSURANCE

Different classes of insurance are used to cover different properties and assets such
as vehicles, home, health care etc. Basically, an insurance policy can also be known as
a protection net which secures from any financial losses in future. The Insurance can
be broadly classified into two categories such as:

1. Life Insurance

2. Non-life Insurance or General Insurance

1. Life Insurance
Life Insurance refers to the insurance which gives a protection against the loss of

income that would result if the insured passed away. The named beneficiary receives
the proceeds and is thereby safeguarded from the financial impact of the death of the
insured.
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