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1.1. WHAT IS INSURANCE?

Insurance is perceived by the common man as a risk protection measure. Itis an
arrangement by which individuals exposed to certain contingencies get compensated
financially when there is a loss. '

In technical terms, insurance, is a means of protection against monetary loss
from any kinds of peril. Fire, floods, breakdowns, lightning, earthquakes, etc., are called
perils. These perils though accidental occurrences, affect the value of economic assets.
A human life is also considered as an income generating asset, exposed to perils like
sickness, disabilities or early death.

The well-insured man has a certain peace of mind. He can feel secure in the knowledge
that neither he nor his family will have to bear the entire loss arising out of a sudden
misfortune. He knows that if his factory or house burns, or his property is damaged, his
insurance company will indemnify him for all or part of the loss, according to his palicy, both
he and his family gain a feeling of seeurity in knowing that his life insurance company will
pay money to the family to make up, at least in part for the loss ofhis income, if he dies early.

/
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1.2, SEARCH FOR SECURITY

Mankind is always in search of security against the risks arising out of the
environment. Creating a fire, selecting a cave or sharpening an implement all gave pre-
historic man a means of livelihood as well as security. With the progress of civilisation,
the feeling of security was further strengthened by certain social arrangements such
as communitiy, tribes and other groups. Living in groups has always been a source
of emotional and physical security for mankind.

As people moved to fresh pastures, tribes began to break up, and living in groups
did not provide enough protection. They dispersed as family units, engaged in more
trade and commerce and, in their pursuit for accumulation of wealth, had to face
more contingencies and risks and, consequently, more chanees of loss. With progress
in civilisation, development.of nations and growth in commerce and maritime trade,
they had to face more risks and the need for financial security was increasingly felt.
There is no way of knowing who will incur a loss, when a loss may happen or what
would be the magnitude of the loss. Insurance was conceived to play its role here.

-Human ingenuity developed the concept of collective cooperation, where the loss

of the affected few can be shared by many, based on the principle of insurance.

1.3. INSURANCE - EARLY DAYS

 The Sumerian civilisation, known for its highly developed business practices,
could provide relief to travellers and traders when they were exposed to threats like
robbery and piracy. By 2000 BC, the Babylonians, as well as the ancient Hindus,
were familiar with the essentials of Bottomry or Respondentia as indicated by
the provisions in the Codes of Hammurabi and Manu. Here, money was borrowed
during the Voyage, and the ship was mortgaged to secure the repayment of principal
and interest on safe arrival at the destination. The hypothecatmn of the ship, with or
without cargo, is called Bottomry, and that of its cargo alone, is Respondentia. The
trader is absolved of his debt with the principal and interest, should the loss occur
during the voyage. : )

By about 900 BC, ‘Phoenician traders, the most skilful Shipbuilders and

navigators of their time, had some form of protectlon when a ship on its voyage met
with total wreck.

The Romans formed Collegia, organisations to provide money for funeral
celebrations, which included elaborate and costly burial ceremonies. A member paid
an entrance fee and periodical payments, and the Collegia provided an assured fund
for a decent burial. They were also familiar with the practice of census, and compiled
records of births and deaths for study.

In England, the medieval ages saw Guilds developing as a form of mutual .-

insurance against losses from fire, shipwreck, and other causes. These Guilds gradually
exercised wider functions. They offered reliefto their members and went further to care )
for the family of a member after his death. In the 17th century, friendly Societies .
emerged, and took over the functions of the Guilds in connection with payments due to
sickness or death. They were working on the principles of mutual insurance.

In India, some kind of insurance was practiced during the ancient Vedic times.
Manu and Kautilya refer to a levy of special charges on merchandise carried from place
to place, to ensure their safe carriage and protect the traders from heavy losses. The
joint family system, which was the backbone of our society till recently was a kind -
of insurance providing such seeurity to the family members.

¢
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1.4. INSURANCE - MODERN FORM | / of isurance

Insurance in the modern form came into practice mainly to cover the risks at sea
and their disastrous consequences. The origins for this form are found in certain practices
adopted by the Italian merchants in the 14th century when a group of merchants
. used to agree to bear each others’ risks among themselves. Later, the practice spread to
the London merchants. The very word ‘policy’ indicating the insurance contract comes ‘
from the Italian polizza, a promise. -

NOTES

LLOYD'S COFFEE HOUSE - .

During the 17th century, London was the centre of world commerce and ships
from London sailed to all parts of the world. But the perils and threats faced in
the sea were of great concern to the merchants. They used coffee houses as their
meeting places to share information and concerns. Thus an obscure coffee house
opened by Edward Lloyd by 1680 became world famous for its association with
marine insurance and the shipping mdustry by developlng further the concept
of sharing the risk, . .

Lloyd’s Coffee House was visited by ship-owners, merchants and other
businessmen interested -in marine trade and commerce. Thus it became more a’
place of business than a coffee house. Here, the practice of underwntmg evolved,
The word underwriter, denoting the person who takes the risk and promise to
pay as agreed came into use. The merchants became underwriters because, when
several of them had written their signatures one under the other, at the foot of -
an insurance policy, it meant that if the insured ship was lost, each undérwriter
would bear a stated proportion of the loss.

Lloyds has done much to spread the practice of insurance throughout the world.
Today, Lloyds is a well-known society of underwriters, all of whom accept risks .
for their clients. The individual members are grouped into syndicates of varying
sizes and each syndicate is managed by an underwriting agent. Originally, Lloyds
was exclusively for marine insurance. Nowadays, risks of every description

are accepted by the Lloyds underwriters, who are known for their mlhng'ness to
_ insure unusual risks (Ed1th Rudinger).

The Great Fire in London in 1666 was an eye-opener to the need for protection
from fire. With the spread of industrialisation, railways and other transport systems
in the nineteenth century, motor, personal accident and other lines of insurance.
were developed and adopted. ‘

On the Life side, Annuities were the first to be conceived on a scientific basis.
Annuities are annual payments to be received during the lifetime of a person. Lorenzo
“Tonti, who lived in the middle of the 17th century, pioneered a scheme where a certain
number of persons contributed a specific sum to a fund: At the expiry of each year, the
interest on this fund was divided among the survivors of the subseribers, until the last

" survivor received the whole interest. These Tontine Schemes prowded alarge amount ' . .
of data which later became the basis for Life Insurance.

The earliest available records of a life insurance pohcy, as we know it today, are
on the life of one William Gybbons of London, effected on-18* June 1583. The policy,
for a term of 12 months, was underwritten by sixteen individuals. It is believed to be
the first life policy ever issued and also the first known case to be taken to the court
for settlement. .
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Individual underwriting gave way, over time, to corporate undérwriting. The
first Life Insurance company registered in England was ‘The Hand-in-Hand
Society’ established in 1696, followed by ‘The Mercer’s Company’ in 1698. The oldest
Life Office recognized by the British Government by a Royal Charter was "l‘he Old

- Amicable Society’ which transacted business from 25% March 1706,

In 1752, Benjamin Franklin helped to est.abhsh the first Life Insurance
Company in American colonies.

1.5. MORTALITY TABLE AND ACTUARIAL SCIENCE

The basic requirement of the science of life insurance is precise knowledge about
the rate at which members of a group will die at a given age and from year to year, This
information can be arranged with the help of past records of deaths. It is assumed that
the same experience will be repeated in future, Such data and its study emerged asa
new science in the horizon of knowledge.

Towards the close of the 15th century, the British Government started compiling
and publishing such data about deaths. Edmund Halley, the famous astronomer
known for his calculations on the orbit of the comet which bears his name, collected

‘| vital information from the city of Silesia which maintained & record of births and deaths

including the ages of the-dead. Edmund Halley presented before the Royal Society in 1693
his ‘Degrees of Mortality of Mankind’ based on the vital statistics he could obtain.

The Theory of Probability based on the Law of Large Numbers and their
mathematical apphcatmn to the past experience of records of death, enabled the
scientists to arrive at approximations of life expectancy. This led to the foundation .
of Actuarial Science. With the establishment of the Institute of Actuaries in 1848
in England, Actuarial Science became a systematic effort for arriving at premium
rates and assessment of risk and future liabilities. Life insurance in the modern form
gained more and more acceptance with the development of The Theory of Probability
and Actuarial Science and the entry of corporate bodies in the field of insurance.

1.6. INSURANCE IN INDIA

_ Insurance activity in its modern form started in India in 1818. A British
company, the Oriental Life Insurance Society was formed to afford relief to the
distressed relatives of Europeans. The company treated Indian lives as sub-standard
and charged extra premium.

Indian minds open to progressive ideas were keen'to establish companies to extend
the benefits of i insurance to Indian householders and businessmen. In this respect,
the contribution of Raja Ram Mohan Roy, a great social reformer of India, to the
development of life insurance, is significant. He is well known for his valiant efforts in
abolishing the evil practice off.‘sati’. Concerned about the plight of the desperate widows
and orphans, he made a fervent appeal to the ‘native gentlemen’ to be kind enough to
institute life insurance as a provision ‘for the maintenanee of poor widows.’

The failure of the Albert Life Insurance organisatibn in August 1869 sent shock
waves among the policy holders. Another premier company, European Assurance
Society followed with a crash, resulting in heavy losses to Indian policy holders. The
disappointment and dejection caused by the failure of these two companies provided the
impetus for floating Indian companies by Indians for insuring Indian lives at the same
rate as the European lives in India. Thus, in 1870, ihe first Indian company, Bombay
Mutual Life Assurance Society, came into existence to offer life insurance in India,
irrespective of colour or creed. The seven earnest men who founded the society, in order
to dispel all doubts and distrust, offered that, if in the first two years a policy became
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a claim, they would, from their pockets, make good.the shortfall up to T 5000, Noclaim  History and Development

was registered till 1874, and by that time, the company had enough money to settle
the first claim. ;

.The Hindu Family Annuity Fund was started in Calcutta in 1872, by Pandit
- Ishwar Chandra Vidyasagar, a well known social reformer and educationist. The
objective was to give financial help to Hindu widows and orphans through annuities.

In 1874, the Oriental Goveérnment Security Life Insurance Company Ltd.
was established in Bombay by a distinguished Aetuary, D.M. Slater. Sir Phirozshah
Mehta was one of its founder members. While Bombay Mutual was cautious in its
approach, Oriental was aggressive in business development The strategies they
adopted in product development, fixation of premium and prowdmg information to
policy holders soon made them the market leader.

By 1892, another Indian company, the Indian Life Insurance Company
Ltd., was registered in Karachi by some citizen$ of Goa settled there. The company
introduced the novel idea of electing a policyholders director to the board. The manager
and the directors of this company worked without any remuneration until it was firmly
established. A similar spirit of sacrifice was found among its clerks and canvassers too,
and the company became a leading Indian life i insurance company.

Another milestone in the histery of insurance in India was the formatlon of
‘Bharat’ in Lahore in 1896. The company came to be recognised as a ‘thoroughly
well-managed life office’. ‘Bharat’ quoted reduced premiums for assurances donated to
charities. It also ventured to invest in electricity supply companies, which gave power
to many cities in Punjab. In the following vear, Empire of India came into existence
. in Bombay. The company was known for its prudent management and, in spite of its
lower premium rates, could declare bonus in 1902, at its first valuation itself.

The-last two decades of the 19th century witnessed the concurrent growth of
mutual aid associations working on the prineciple of insurance. These were small,
sectarian gr oups formed mainly on community lines to take care of the economic needs
of their members in distress. ' '

Swadeshi Movement . -, .

The Swadeshi spirit sweeping the country in the beginning years of the 20th
century saw rapid growth in insurance. The movement gave impetus for the formation
of new companies in various parts of the country. The United India Life Assurance
Company was fioated in 1906 in Madras. The National Insurance Company was
founded in Calcutta. The Hindusthan Co-operative Insurance Society was another
great insurance company established in 1907, in Calcutta. This company was born in the
reom where Gurudev Rabindranath Tagore lived. The national fervour and awareness
among Indian entrepreneurs about the potentiality of the insurance business, led to
the establishment of many more companies. Notable among them were ‘General’ and
‘Co-operative Assurance’ in Lahore, ‘India Equitable’ in Calcutta and ‘Bombay
Life’ in Bombay.

. In*howake of the Swadeshl movement, a large nuniber of provident societies
of various I;mds offering insurance type of protection also came up. But most of these
. companies went into liquidation scon as they were not organised on sound busmess
principles.

1.7. EFFORTS BY THE STATE

There was a demand for the state to enter the sphere of insurance to pursue
its duties as a welfare state. The idea was shelved due to opposition from some
quarters. The death of a Post Master in harness leaving his family in pathetic

of Insurdnee

NOTES .
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" Insurance and Risk c1rcumstances aroused the public opinion for a Government sponsored scheme )

Management .. of insurance to make provision for the security of the families of the Government

. employees. It prompted the Government in 1883 to introduce life insurance in the

." Postal Depariment on an experimental basis. Itwasa pioneering step not only in the "

NOTES field of insurance but also in the recognition by the State of its responsibility for the

‘ welfare of its employees and their families. The success of the scheme led to gradual

extension of it to other Government departments ultlmately to the employees of local -

municipalities and teachers of Government aided schools (since 1995 to sections of -
rural people also)., . K

"The Mysore State Gavemment in 1891 “took the 1mt1at1ve to ‘provide cheap

1 insurance to its employees. The scheme known as Official Branch Insurance, was

| conipulsory for all permanent employees of the government. In 19186, it was expanded to

offer insurance to re51dents of Mysore State in the name of Pubhc Branch Insurance.

1.8 'GENE'RAL INSURANCE

The general insurance industry in India can trace its roots to the Triton
Insurance Company Limited, éstablished by the British in Caleutta in 1850. Marine -
insurance was the only business handled initially. It was followed by fire insurance.
The delayed development of ceneral ingurance in this country was due to the hxmted
‘ progress made in commerce and industry under the British reg'xme
¢ : " The Swadeshi Movement in 1905, the Non-Cooperatlon Movement of 1919
and the Civil Disobedience Movement of 1929 gave impetus to the establishment of
industries and commercial houses. Life insurancé companies too began branching out
to fulfill the needs of non-life insurance. When several cotton fires in ‘Bombay exposed
the merchants to heavy losses and foreign insurers charged higher rates to cover the
risks, the Indian trading community felt the need to form an Indian company. The
Indian Mercantile, the first Indian General Insurance Company, was born in
1907 The company started transactmg hfe insurance in 1933 ! ‘ '

T

More and More Comparues

"The year 1912 is remembered for the first legislation on Insurance in India. In
‘the same year, Western India and the Indaustrial and Prudential Company were

India Assurance ('ompany which commenced business first i in general insurance.
Pandit K.-Santhanam endeavoured to form Lakshmi with the suppart of Lala La_]pat
Rai and Pandit Motilal Neliru. Andhra Insurance, Indian Mutizal, South India
Cooperative, United India and Prithvi.were a few other companies which came to
occupy prominent pesitions in the industry. The period aiso saw eminent Indian actuaries
guiding the insurance companies on sound business and scientific lines.

The vast potential in India attracted foreign companies to est: wwlish their branches ‘
in the country. Commencmg their business first in generalinsu ance, *hey later extended to
life insurance. Most suceéssful ainong them were Sun Life of Canada, Royal London
and Prudential of England

1.9. GOVERNMENT CONTROL

- The rapid- ‘and indiscriminate growth in the number of insurance organisations
as mutual associations, provident societies and joint stock companies alsoled to certain
malpractices in the industry, calling for government’s intervention. The provisions under

the emstmg acts were inadequate to control them. So, The Indlan Life Insurance :

N

N
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Companies Act and The Provident Insurance Societies’ Act were passed in 1912,  History and Development
The necessity of actuarially based premium tables, periodical valuations, submission of of Insurance
accounts and keeping certain deposits with the government were some of the important

steps introduced, and these provisions brought some control over the industry. Yet,

mushrooming growth and unhealthy rivalry between the companies were manifesting NOTES

in heavy initial lapses of policies. The extravagant cost of procuring business and not
reporting it in the revenue account raised doubts as to whether the companies would be
able to honour their contracts. Another evil practice sweeping the industry was excessive
rebating in premium rates. Complacency in settling death claims was prevalent. The
surge of patriotism and the spirit of sacrifice pervading the sphere of insurance in the
- early years were slowly receding and commercial interests started dominating. Extensive
supervision and regulation from the government was the need of the hour.

The Act was amended in 1928, as a partial measure to address immediate
problems. On the basis of a survey report by a Special Officer and feedback from the
public, a new Act was passed in 1938 which came into effect from 1* July 1939. The
Insurance Act 1938 was a comprehensive piece of legislation covering both Life and
Non-Life branches and providing strict state control over insurance business. The
new Act created the post of Superintendent of Insurance. He was granted executive
powers to call for information, verify the documents and cause action wherever
necessary. Rebating was made illegal. The Act had various provisions with regard to
registration, capital structure, deposits, voting rights, representation for policy holders,
valuation, investments, accounts, control over expenses standardisation of forms, agency
appointment, their remuneration, etc. These helped in weeding out the weak elements.
However the administration of the law soon revealed shortcomings in the system. The
stringent provisions could not deter the unethical practices followed. The investment
of insurance funds in ‘sister’ concerns became a common feature. The industry was also
suffering from insurance frauds. Various amendments were passed between 1939 to
1945 to.check malpractices, :

In spite of the sethacks, public interest in insurance was increasing, and leading
companies were making steady progress. When the country got independence and the
partition brought riots and heavy killings, the insurance companies rose to the oceasion
and managed the flood of claims, even waiving strict proofs for death and title. They did
their best to meet the commitments. Many companies had their own majestic buildings
in metro cities. Put together, insurance companies were the largest estate holders in
the country.

The Insurance Act was amended in 1950 to provide adequate control on
expenses, excessive remuneration, investments, etc. The Superintendent of Insurance
was re-designated as Controller of Insurance with more powers. The Life Insurance
Council and General Insurance Council were set up.

The industry on its own also adopted a Code of Conduct which unfortunately
remained only as a dead letter. Another dangerous trend emerged in 1954. When New
-India reduced its premium rates, a rate’ war followed, causing serious repercussions. The
rate war was followed by a ‘bonus’ war, with companies resorting to interim valuations
and declaring higher bonuses to attract more business. The indiscipline and malpractices
by unscrupulous insurers led to an intensified demand for nationalisation.

1.10. NATIONALISATION

The country embarked upon the First Year Plan on April 1, 1956. Planned
economic growth on the socialistic pattern was the slogan of the times. The demand
for nationalisation was gaining- momentum to provide massive funds for economic
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development and also to save industry from the malignant practicés of the insurers.
A few more cases of mismanagement by insurers hastened the decision to nationalise -
life insurance in 1956.

The Ordinance nationalising 245 life insurance companies was promulgated by the
President on 19 January 1956. On the same day, in his broadcast to the nation, C
Deshmulkh, the Finance Minister, asserted that it was a ‘further step in the direction
of nlore effective mobilisation of the peoples’ savings”. He pointed out that-‘the misuse
of power, position and privilege that we have reason to believe occurs under existing
conditions is one of the most compelling reasons that have influenced us in deciding to
nationalise life insurance. He summed up by saying that as a measure conceived in a
genuine spirit of service to the'people, nationalisation would give material assistance
to the Five Year Plans, and introduce into the lives of the millions in the rural areas a
new sense of awareness of building'for the future ‘in the spirit of calm confidence
which insurance alone can give.'

Deshmukh also gave his concept of an ideal insurance company. ‘Flrstly, it must be
conducted with utmost economy and with the full realisation that the money belongs to
the policyholders. The premium must tbe no higher than is warranted’ by striet actuarial
considerations. The fund must be investéd so as to secure the maximum yield for the
policy holders that it may be possible to secure, consistent with the safety of-the capital.
It must render a prompt and efficient service to its policy holders and by its service make
insurance widely popular. Finally, the management must be conducted’in a spirit of
trusteeship.” With such great expectations, the Life Insurance Corporatlon of India
came into being on September 1, 1956 formed by an Act of Parliament with a cap1ta1,
contribution of ¥ 5 ¢crore from the Government of India. Thus it became the only public
sector company which could carry on life insurance business. Postal Life Insurance, .
Army Group Insurance, Air Force Insurance Funds and schemes administered by state
governme‘nts were the exceptions. '.

LIC - Its Track Record

LIC, set out with clear objectives, grew steadily and spread the message “of
insurance to the farthest corners of the nation. From a new business of % 329 crore’'sum
assured under 9.5 lakhs policies procured during the period of 16 months from 1.9.56 to
31.12.57, LIC progressed to the new business of ¥ 91,213 crore under 170 lakhs policies
in the year ending on 31* March, 2000. The first premium received reached ¥ 4,959 crore
compared to ¥ 13 crore in 1957. Its rural business was significant, representing 16.7%
of the total number of pohcles The bonus rates were on the rising curve. As a learning

-| organisation, it took penodwal steps to reorganise its functions and, by empoweung

the staff, could take the range of services nearest to the pohcyholders

It was able to break new grounds in extending group and social security schemes
to the weaker sections. It has a vast network of 2048 branches; 100 divisions and seven —
zonal offices spread over the-country. Its marketing force consisted of over 19, 000
development officers and 8 lakh full-time and part-time agents

The vast premium income mobilised by LIC helped the nation in economie
development, especially in building up infrastructure. In 1999-2000, its aceumulated
investment in infrastructure was % 1,17,888 crore, helping the country in improving the
quality of the people at large Lhrough the enhancement of basic amemtles like'potable
water, drainage, housing, electrification and transport.

. "LIC has made notable contributions to the, development of the equity market.
1t has participated in the establishment of institutions like NSC, IDBI, UTLand NIA.

" LIC has taken advantage of Information and Technology and initiated measures for

the convenience of the policyholders.
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GIC —The Four SubS|d|ar|es

The general i insurance business was only %.24 crore by way of premium in 1951..It rose
to ¥ 130 crore at the time of nationalisation in 1971 when 108 private general insurance
conipanies’ were amalgamated into four public sector general insurance companies with
General Insurance Corporation of India as the holding company. The four subsidiaries
were, National Insurance Co. Ltd., New India Assurance Co. Ltd., Oriental Insurance
Co. Litd., and United India Insurance Co. Litd. They operate through 2699 branches, 1360
div"isional offices and 92 regional offices. The Indian general insurance market today is
~ of about ¥ 20,000 crore as gross annual premium out of which 73% is earned by public
sector companies. A peep into the share of different branches of business as-at the end

of March 2006 indicates that contribution from motor insurance was 43% followed by.

fire at 18%, marine at 6%, enginéering at 4% and the rest, 18%

The ‘Slow’ Progress ; o

‘Despite all these achievements, the progress of the insurance industry in this
country was very slow compared to world standards. By 2000, of the 100 crore people
in India, hardly 25 crore were covered by life insurance. The share of insurance furids
in household savings was 12.8% during 2000-2001.

There are two traditional ways to measure the role of insurance in the economy.

Insurance density shows the average annual per capita premium within a country,
converted from local currency into US dollars. In 2000, India occupied a very low
position with $8.5 (2.4 non-life and 6.1 for life) compared to Malaysia $140.4 (62.3 and
78), South Korea $1,022.8 (262.3 and 760.5), South Africa $490.9 (77.9 and 413.0) and
China $13.3 (5.0 and 8.3).

- The other index, insurance penetratlon, is the ratio of annual gross insurance
premium to the gross domestic product (GDP). The country’s hfe ingurance premium
was mere a 1.39% and for non-life, it was still lower, at 0.6 per cent. The comparative
figures for other countries are: Malaysia (2.16 and 1.72), South Korea (8.39 and 2.89),
South Africa (13.92 and 2.62) and China(1.02 and 0.61). In 1999, in the global insurance
market, the US accounted-for one-third of the total premium and Japan had 21,29 per
cent share. India could account for'a mere 0.36 per cent only. So, the insurance industry,
even in the nationalised set up, could not make. the desired progress in keeping pace
with international standards.

1.41. INSURANCE REFORMS

Following global trends and with the objective of complerhenting the reforms

already initiated.in the financial sector, the Government of India appointed the.

Malhotra Committee in 1993 to evaluate the Indian insurance industiy and suggest
reforms. The reforms were aimed.at ‘creating a more efficient and competitive financial
system suitable for the requirements of the economy, keeping in mind the structural
changes currently underway and recognising that insurance is an important part of thie

" oveérall financial system where it was necessary to address the need for similar reforms....”.

In 1994, the Committee submitted its Report. The Committee felt thatdespite
overall growth of insurance, several lines of business have not been sufficiently
developed and there is a vast untapped potential. The complacency in the Public
Sector Units was reflecting in their-insufficient responsiveness to customer needs,

. high costs, instability of marketing networks, restrictive labour practices, excessive
lapsation of life policies, and serious lags in technology. The Committee concluded
that the industry should be opéned ap. Competition would result in reaching out

. to various segments with appropriate products and hetter customer service.

History and Development
of Insurance

NOTES
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Insurance and Risk Reforms Committee on Postal Life
Management

The performance of Postal Life was reviewed by the Committee and the proposal to
convert it as a corporate body and treat it along with other insurers was also considered.
Postal Life Insurance, rnin by the Central Government is operated through a vast and
NOTES, well established network of post offices all over the country. Postal Life has been making
steady progress over the years. Compared to LIC, premium charged was lower, bonus
declared was always higher; its lapse ratio was insignificant and claims settlement
efficient, as observed by the Committee. Considering all these and other advantages
flowing from the present system, the Committee felt not to disturb it.and suggested
‘| to expand its activities. The committee, in its report, recommended that. ‘PLI should
be permitted to.transact life insurance in the rural areas among the general
public and suitably strengthened for this purpose. It is to continue as part of
the Postal Department and not to be brought under the control of the proposed
Controlling Authority’.

The recommendations were accepted, PLI was restructured by the Govemment
and in March 1995 PLI came out with special i insurance plans (RPLI) and extended its
operations to more people i in rural areas,

1.12. IRDA FORMED

Based on their recormnméndations, the Insurance Act was amended. in 1999 to
allow private companies to operate. The Insurance Regulatory and Development
Authority (IRDA) was established as a corporate.body replacing the Controller of.
Insurance to protect the interests of the holders of insurance policies and to regulate,
promote and ensure orderly growth of the insurance industry. The IRDA was
empowered to frame regulations and has since come out with many regulatmns
and cireulars relating to various spheres, ranging from registration of companies to
i tralmng of intermediaries, product design, accountmg standards, mvestment norms
and advertisement rules.

There were other reasons also for opening of the insurance sector in our country:
India as a member of WTO, (formed to promote.free trade among member nations) had
to yield to the pressures of WT'O regulations. Apart from criticism about the tapping of
. insurance potential, the Government had to take efforts for funding the long term
infrastructure projects in the country which alone ensure long term economic growth. -
Such funds can be generated only through insurance.

In the Liberalised Environment

The exclusive privilege enjoyed by LIC and GIC to do life/non-life insurance business
stood removed as amended by the IRDA Act 1999. The four subsidiaries of GIC became
| individual corporate bedies and GIC was converted into a national Re-Insurer to
assume the risks of other insurance compames Postal life continued as an integral
part of Postal Department.

IRDA opened up the market in August 2000 with the invitation for reglstratlon

of new companies. Foreign capital was allowed with a limit of 26 percent of
"ownership. As at the end of September 2012, there are fifty two registered insurers—24
in Life, 27 in Non Life and one Re-Insurer. LIC is the only public sector company
among the Life Insurers. The six non-life public sector undertakings include Export
; | Credit Guarantee Corporation of India (ECGC)specializing in export credit
insurance and Agricultural Insurance company of India Ltd (AIC) underwriting
only agricultural risks. There are three ‘stand alone’ non-life private insurers covering
health risk exclusively. Over the decade the insurance penetratlon and insurance
densﬂ:y have improved mgmﬁcantly :

- 10 Seifllns}mctional Material



Table 1.1: JRDA Annual Report 2011-12 Insurance Penetration and Density in India History and Development
- . of Insurance .

 Life ~ Non-Life : industry
Year Density 1 Penetfration Density Penefration { Density | Penetration
{USD). | (percentage) (USD) {percentage)t  (USD) (percentage) NOTES

2001 9.1 215 2.4 0.56 . 115 271
2002 1.7 2.59- " 30 . 067 .} 147 3.26
2003 12.9 2.26 3.5 0.62 o 16.4 ?.88
2004 15.7 . 253 4.0 0.64 . 197 ‘ 3.17
2005 183 2.53 44 0.81 22.7 3.14
2006 33.z2 . 4.10 52 . 0.60 ] 384 4.80
2007 40.4. 4.00 : 56.2 0.60 46.6 470
2008 412 . | 400 - 6.2 0.60 474 4.60
2008 477 v | 4.60 . 6.7, 0.60 - - 543 5:20

- 2010 557~ 4.40 8.7 0.71 644 | 51D
2011 490 - 3.40 10.0 0.70 : 59.0 4.10

* Insurance density is measured as ratio of premium (in US Dollar) to total population.

* Insurance penetrafion is measured as ratio of premium (in US Dollars) to GDP (in US Dollars).

* The data of Insurance penetration is available with rounding off to one digit after decimal from 2006.
Source: Swiss Re, Various Issues.

Since opening up of Indian insurance sector for private participation India has
reported increase in insurance density for every subsequent year and for the first time
reported a fall in the year 2011 Insurance penetration which surged consistently till
2009, slipped in the consequent second year on account of slower rate of growth in the
life insurance premium as compared to the growth of Indian economy.

The share of Indian life insurance sector in global life insurance market stood
at 2.30 per cent during 2911 as against 2.54 per cent in 2010. There was a decline of
8.5 per cent of life insurance premium, during 2011-12. In non-life sector, the share in
global premium was 0.62 per cent slightly higher than the previous year. -

Among the Asian countries Taiwan, Hong Kong, South Korea, Japan and
Singapore are ahead of us. (Source IRDA Report 2012)

The Changing Scenario

The decade following the set up of IRDA witnessed significant cha.ngés and developments
in Indian insurance. Some of them are summarized below. '

* Reaching out to more and more people through innovative products is the
main benefit. The insurers have flooded the market with an array of new
products. Unit Linked Insurance Plan, a market oriented policy found
wide aceeptance among the people. Itis a kind of plan where the returns are
linked to the yield in the stock market. During 2003 to 2007 when there was
buoyancy in the stock market this product introduced in various formats
ruled high, bringing in large flow of first premium income. The market share
of Linked business in the first premium underwritten was nearer to 43%. A
global crisis affecting Indian stock scenario followed and the high growth
shown in the sales of ULIP could not be sustained.

* Health insurance is emerging today as one of the most promising
segment within non-life sector. There is incréased awareness about the
benefits of Health insurance especially in urban areas and the industry is
responding with a variety of products.. Portability of medi claim within-
the non-life insurers is now permitted and serves as an additional value,
Though medi claim is within the domain of non-life sector, combinations of
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life products with the features of health care promoted by L1fe—msurers are
also in the market.

o IRDA has also launched 2 new scheme called MICRO INSURANCE, to
expand the coverage among rural and low income segments. A new class of
distributors called Micro Insurance agents has been created. There hasbeen .
a steady growth in the design of products catering to the needs of the poor
at affordable premium rates. and number of people insured as individuals as
well as members of groups under this scheme has increased substantially.

» - Insurance intermediaries is another area where major changes are taking
place. Prior to liberalisaton agency was the only source through which ’
insurance business was solicited and procured. After opening of the sector

“the distribution channel has been widened to include Corporate Agents.

- Brokers, and Banks (Bancasurance). Recently, Distance marketing

. anduse of Referrals also have been approved to ensure a wider distribution
of insurance products :

Over the years there has been a shift away from the 1nd1v1dua1 ageney .
channel. The share of intermediaries other than individual agents in the new business
premium procured has been significant and growing year by year.

L]
1

1.13. THE SOCIAL AND ECONOMIC BENEFITS OF INSURANCE

: Insurance plays an impertant role in the social and economic life of the country.

Builds Busmess Conﬁdence

Insurance encourages risk taking in a.controlled way. On the business front, it .
minimises the worries and increases initiative. Entrepreneurs, espec1ally the young
ones, are motivated to venture more willingly and more freely in their activities with the
hope that the unknown' conséquences of an unprecedented event will be taken care of.

Mobzl;ses Savmgs for Economic Development

Insurance ecompanies mobilise savings on a big way. and invest them mainly in
infrastructure, providing basic amenities like housing, electricity, transport,
communication and water supply. In a developmg country, insurers play a major role
in investment, providing valuable capital for further business growth. .

Security to I ndividuals

Insurance encourages thrlﬁ: and a systematic way of saving for a desired sum in the
future. At the same time, it guarantees the full face value of the desired sum. To depend
entirely on savings as a means of providing for thé future may prove disastrous if death

or disability intervenes before accumulating the fund. Life insurance serves as a hedge '
| against such possible failure. The benefits extended by life insurance keep families
| together and help them to carry out-their cherished dreams.

Contribution to Social Stability

In a society where social security systems are either absent or.inadequate, insurance

- can fill up the gap to the most possible extent. It reduces the financial burden on the

state. The insurers handle the social respons1b111t1es of the state through group schemes

* | for the benefit of weaker sections.

Better employer-employee 1 relatmns favourable credlt terms to borrowers,
minimum disruption to business on 'the death of the key employee, are some of the host
of benefits made avallable through insurance.
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There is a shift in our understanding and approach to insurance today. [t isnota  History and Development

mere provision for indemnification. It is viewed as an effective tool for risk management. of Insurance
- Life insurance is perceived as personal financial planning. Thlb is discussed in the next ‘
chapter. . i . :
NOTES

SUMMARY

- ‘Insurance is ensuring security. The concept is as old as mankind. The modern ‘
idea of Insurance originated in Marine. Insurancé. The developments in . .
mmm— England were reflected in India also.
» The Swadeshi Movement encouraged Indians to start their own companies.
The first Indian company was established in 1870. The mushroom growth of
business necessitated insurance regulation and periodic amendments.

o. In 1956, Life Insurance was nationalized, followed by nationalization of
non-life companies in 1973. As a part of financial reforms, the mdustrv was
opened in 2000, )

s As several new operators-have started operations, new ma.rketmg chan.nels

' are opening up, and new products are offered.

» Insurance hrings peace and prosperity tohomes. It encourages entrepreneurship

and provides massive funds for infrastructure and industrial growth.

REVIEW QUESTIONS

Human life is exposed to perils. Name a few of them. ,
Through insurance the loss of a few can be shared by many. Comment,
Describe how the risks at sea enabled the insurance concept to develop.
Explain the role played by Lloyds in spreading the insurance practices.
Postal Insurance was not brought under the control of IRDA. Why?
Trace the history of insurance legislation in India.
Discuss the causes that led to the nationalization of life insurance.
What are the aims and objectives of IRDA?

Do you agree with the following statements? Give Teasons.

() A well insured man_haAs a certain peace of mind

(ii) Search for security led us to collective cooperation

(iii) The joint family system is a kind of insurance

(iv) Insurance reforms are not required at all .

S R R ol L o

(v} Insurance penetration has not improved after liberalization.
10. What are the changes/trends and/developments happening after liberalisation?

FURTHER REFERENCES

¢ Visit the following websites to have currer;t information about.insurance:

¢ httpJfwww.irda.gov.in Insurance Regulatory and Development Authority is an
autonomous- apex statutory body which regulates and develop the insurance industry in
India. ’

. htthlwww.hfemscouncll.orgl Life Insurance Council - Forum for development |
and coordination of the life insurance industry.

. 'htthlgxcounml.m General Insurance Council —- The council represents the collective
interests of the non-life insurance companies in India.

» httpfiib.gov.in/Insurance Information Bureau — Reliable, timely and accurate data
is collected, processed and disseminated by an independent body.
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RISK MANAGEMENT AND
THE ROLE OF INSURANCE

2.1. Risk and Human Behaviour

2.2. Risk Management

2.3. The Insurer and Insurable Risks
2.4. Classification of Risks

2.5. Business Risks

2.6. Level of Risk and Insurance

2.7. Insurance as a Risk Transfer Mechanism
2.8. . Insurance Solutions

2.9. Insurance and Indemnity
Summary

Review Questions

—_— == ———

QOur lives are enriched by nature’s bounty all around us. But, along with nature’s
gifts, which help us lead comfortable and happy lives, risk too is omnipresent. It pervades
all aspects of our lives, making us uneasy about its occurrence and outcome.

In fact, we manoeuver through life in a world fraught with manifold risks.
The pressures of modern living make a risk-free environment seem impossible. The
work place, particularly the factory, is full of various risk factors. Even well-protected
homes are not free from risks, ’

In insurance and risk manaéement, the challengé is to evaluate the likelihcod

| of risks that can befall individuals as well as industrial and commercial concerns, and

the probability of their adverse financial impact, and then explore ways to either avoid
or manage these risks, or minimise their effects.

2.1. RISK AND HUMAN BEHAVIOUR .

There are wide variations in people’s response to risk, Some are adventurous, and
wantonly invite risk by taking up challenging activities and oceupations. On the other
hand, some people rarely venture out of their comfort zones. There are still others who,
though afraid, are prepared to take calculated risks and may go ahead provided there
are enough safeguards. This variation is also seen in people’s appetite for business, It
is a historical fact that, right from ancient times, merchants would brave heavy risks

| at sea to navigate their ships to far off countries, to trade their goods, and bring wealth

and glory to their homeland. -
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What is Risk? - ) Risk Management and
the Role of Insurance

The term risk is generally used to refer to a situation where the outcome is
uncertain and there is a possibility of loss. The loss is random in nature. It occurs
by chance, and may happen to any body and any property. It is not intentional. NOTES
In insurance, the term is also identified with the peril which may cause the loss. -

The word ‘peril’ is used to describe any event, such as fire, flood, earthquake etc.,
which could lead to economic loss. The uncertainty about its happening, its frequency
and its severity, is referred to as risk. Thus, risk has also been defined as the inability
to accurately predict the effects of future events.

2.2. RISK MANAGEMENT

To the layman, risk means exposure to danger. The process of managing risk
| is called Risk Management, [t is defined as ‘the identification, analysis and economic
control of risks that threaten the assets or earning capacity of an enterprise.” The
importance of Risk Management has been recognised, and organisations now employ
risk managers to specifically manage the risk. The Risk Management process involves
the following important steps: _ '

1. Identify all potential and significant risks _

2. Evaluate the cause, frequency and severity of losses

3. Develop and select methods to manage the risk .
4. Implement the method chosen
5. Monitor performance on an on-going basis
This general framework applies to individual risk management too.

Risk Identification

Rigk Identification involves considering the range of possible risks, their likelihood
and the possibility of adverse consequences in terms of monetary losses. The losses
may be due to damages to property, inability to operate business, an unexpected legal
liability, default of creditors, sudden death of personnel, or disability arising out of
injury, sickness, etc.

Risk Evaluation

Risk Evaluation means analyzing the risks in terms of their frequency, and the
severity of losses; and assessing the potential impact of an event liable to cause risk,
if it oceurs. ' '

Risk Control

Risk Control is the development of an apptopriate mechanism to minimise losses.
The cost of the response should not be more than the potential cost of the risk.

Risk Avoidance

Risk Avoidance is the elimination of the risk itself, by avoiding those processes
or activities that may cause the risk. For example, if a person does not drive a car, the
- possibility of motor liability can be avoided. However, in day to day social or business life,
it is not always possible to avoid all possible risks, as this would curtail one’s activities
and progress. Therefore, this method has its own limitations in risk management.
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Risk Reduction

Risk Reduction includes methods which attempt to reduce the possibility of risk,
as well as lowering the potential loss. It also includes safety and preventlve measures,

| Risk Retentlon

Risk Retention involves keepmg the risk with oneself and dealing with ‘it.
Dependmg on the level of the risk, its probability and severity, a conscious dec1swn
is taken to create a fund and bear the losses. This is the easiest and cheapest way to
deal with small losses, and to avoid costly and time-consuming legal procedures in

*claiin settlements. Under certain circumstances; such as losses due to war or warlike

operations, it is a.lso the only alternative.

A recent development amongst busmesses which are Iarge enough to take care
of their losses, is to form a captive organisation or set up a wholly-owned subsuhary,
and pass on the risks to this entity. This may also happen when the companies do not

want to sha.re strategic information with outmders _

Rlsk Transfer

Risk Transfer 15 transferrmg the respons1b1hty of the losses to someone élse. The
most common method of Risk Transfer is to INSURE risks.

Consider the following scenarios wh1ch could come up in our day to day lives.
While travelhng in a vehicle, it could collide with a car and cause damage to it, or
injury to a person. Or, while being moved from one location to another, our household

goods are damaged in transit. Lightning could strike a house, causing it to collapse;

household goods are lost in theft or robbery; the doctor makes a wrong diagnosis or an

| errorin prescription, or an error during surgery; sudden illness leads to heavy medical

expenses;disability or sudden death of the head of the famlly causes loss of income to the
growing family; a commercial venture faces losses consequent to the breakout of a fire
in the workplace, accidents occur, causing injury; consignments are lost or damaged in
transit; the human element fails in discharging its duties — the possibilities areendless. ’
" Such situations are possible in everyone’s life. It is impogsible to know who
will face-a risk, and when. The risk, when it strikes, can be devastating, either for an
individual or for a business. The risk can neither be avoided nor retained. In such cases,
INSURANCE, as a risk transfer Imechamsm would be the appropriate response.

Through the process of Insurance, the risk i is transferred to an INSURER in

* exchange for the payment of a consideration called premium by the person seeking such '

a transfer of risk. Such a person is called the INSURED or the policy holder..
Insurance, as a risk ﬁnancmg tool, provides a"convenient way to handle risks.
This insurer creates a common pool into which each policy holder pays a fair
and equitable premium, according to the risk or loss he brings to the pool. The insurer
estimates the cost of probable losses, spreads the losses of few over many, fixes the cost
of the premium, receives the premium in the common pool, and pays the due claims to
those suffering losses. The insurer also undertakes subsidiary services like advice on
risk evaluation, loss control, loss prevention, etc. '
While insurance is a tool of risk financing; it has to be understood that insurance
does not prevent the risk, nor it can reduce the possibility that a loss will occur. Itcan
only reduce the financial impact in the event of a loss.
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2 3. THE INSURER AND INSURABLE RISKS the Role of Insurance

Insurance cannot be availed to cover all kinds of risk exposures.
From the standpoint of the Insurer, the Insurable Risk must meet the following
criteria:

e The risk must involve a loss that is capable of financial measurement. .
Insurance is applicable only to situations where monetary compensation -
can be given, following the loss.

o There must be some way to determine whether any loss has occurred,
and how great this loss is. Data should be available, so that the loss can be
calculated. .

e There must be a large number of similar, homogenous risks to be covered.

_Historical data should be available, so that the probability of loss can be
predicted. Only then can a reasonably close calculation of the probability of
frequency and severity of the loss be made, and fair and economically feasible

 premium be charged..

s The possible loss must be accidental and random in nature, beyond the
control of the Insured. There is risk only when there is uncertainty of the
event. o

s The person insuring must be the one who stands to suffer from financial
loss (difficult to bear) when the risk occurs. The loss must be severe enough
to cause financial hardship.

e The peril should not be eatastrophic in nature, and should be unlikely to
affect all the insured persons simultaneously. If a loss were to occur to a
large number of insured persons at the same time, the claims may exceed
expectations. In such a case, the insurer would not be likely to have adequate
resources.

NOTES

2.4. CLASSIFICATION OF RISKS

Risks can be classified according to their origin and consequences.

Pure Risks

Pure Risks are associated with uncertainties which may cause loss. In a pure risk
situation, either a loss oceurs or no loss occurs - there is no possibility for gain. These
uncertainties may be due to perils such as fire, floods, etc., or may arise from human
action such as theft, accident, ete. There are different types of Pure Risks:

e Personal Risks: These include early death, illness, accident and disability,
insufficient-income during retirement, unemployment, etc.

» Property Risks: Reduction in value of assets due to physical Hamage, fire,
theft, etc.

s Liability Risks: The risk of legal liability for damages accruing to customers,
suppliers, vendors, etc. Such risks are also connected with compensation
payable to employees for injuries and other harm afflicted in the workplace.

These situations all come under the category of pure risks and are insurable.

Speculative Risks

Speculative Risks have three possible outcomes: loss, no Joss or gain. Examples of such
risks include the decision to invest in some shares, or betting on a horse in a race. The
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statistical techniques used in insurance cannot be applied to speculative risks. Further,
these risks are deliberately taken with the hope of gain. Generally, speculative risks
are not considered insurabie. :

Fundamental _Risks

Fundamental Risks are impersonal in nature. They are present in nature
and the economy, and are beyond the control of man. Their effect is pervasive
and usually impacts a large group of people. Earthquakes, war, inflation, mass
unemployment, etc., are examples of such fundamental risks. Generally, these

-risks are not insurable and it is left to the Government to deal with the effects

of these events. However, in situations where the oceurrences are irregular and
- - [] - - - * - -r
the impact is minimal, the insurérs can venture to insure these risks.

Particular Risks 7_

Particular Risks have their origin in individual events which can be partially controlled.
They occur due to the action of the individuals, for example, Meeting with an accident
while crossing the road. These risks are insurable with conditions.

2.5, BUSINESS RISKS

- There are various risks normally faced by an enterprise. Some of them can be
grouped as under.

.

Market risks : loss occurring due to changes in fashion, style -
technology, demand and supply.

Price risks :  loss due to changes in output and input prices/loss
due to forced buying or selling certain investments.

Credit risks :  loss arising out of defaults by vendors/customers.

Interest rate/Exchange : loss caused by adverse interest exchange rate
movements.

rate risks

Operational risks : risks developing out of business operations
manufacturing, processes and rendering customer
services. ,

Strategic risks :  risks involved due to uncertainty in organizations

. _ objectives and goals. :
Legal risks : penalties—sanctions imposed by Regulatory bodies.

The list is not exhaustive. Business risks also include such types of risks
as reputational risks and environmental risks. There is also overlapping among the
groups of risks mentioned.

Besides, there are risks which are peculiar to the business concerned. Each -
industry has its own risk profile. A Life insurance company faces Actuariel risk when

-there are experiences of wide negative deviations from the Mortality Rates they follow.

A Banker is exposed to liguidity risk when there are sudden and simultaneous
heavy withdrawals. .

These financial risks also called as dynamic risks are of speculative nature.
~ From the insurer’s point of view these risks are'not considered as insurable ]
risks.,
While Pure risks such as fire, accidents, physiecal damage to assets,
consequential losses, legal liabilities, theft, sudden death, disability etc (not
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of speculative nature) can be transferred to an insurer the other financial risks have
to be managed by business itself through its risk management strategies and
complying with the provisions set out by the Regulatory bodies.

In the recent past a new concept, ENTERPRISE RISK MANAGEMENT
has emerged calling for an integrated and holistic approach towards all the risks
faced by a company. With proper risk management in its place an enterprise can
minimize its capital requirement.(also called Risk-Based Capital) and maximise its
earnings, Discussion of this new concept is beyond the scope of this book. However
it can be stated here that in developed countries, insurance companies are also
venturing out to offer package insurances combining the pure and speculative
risks to the extent possible and subject to the regulations in force.

2.6. LEVEL OF RISK AND INSURANGCE

Risks vary in terms of both their frequency and their severity. The response
to the risk also varies with the type of the risk.

When the risk is of High Frequency and Low Severity, the element of
" uncertainty is reduced, and the risk can be borne by the individual or the enterprize.
When the frequency is high, expected claim cost will be high too, and hence the premium
will be almost equal to the potential loss, discouraging people from going in for Insurance.
So, insurance is not a solution in such cases. The individual or the business should aveid
or minimise such risks.

When the risk is characterized by High Frequency and High Severity, the
extent of uncertainly is removed. Due to the high severity, the individual or business
should take every possible step to avoid such risks. The insurance company would not
come forward to accept the transfer of this type of risk.

When the risk is of Low Frequency and Low Severity, the md1v1dual or the
company can bear the risk themselves and meet the losses from their own funds. If
desired, the insurer can combine many such cases and offer a comprehensive package
of insurance covering these risks.

When the risk is of Low Frequency and High Severity, the individual or the
concern will be unable to bear the consequences. The element of unpredictability will
also come up. Hence, the risk can be transferred to the Insurer for sharing with
others. Insurance is the most appropriate response in these situations.

2.7. INSURANCE AS A RISK TRANSFER MECHANISM

Three basic principles form the foundation for the risk transfer mechanism of
Insurance: .

e Sharing the losses
¢ Law of large numbers
s Equality of risk

Sharing the Losses of the Unfortunate Few by Many

A large number of people who face the same risks are grouped together and the
risk suffered by a few is spread over this group. A fund is created, into which all those
who face a similar risk will each put a small sum of money. This fund will be adequate
to compensate the economic loss suffered by the few. This concept of spreading risks,
together with the Theory of Probability and Law of Large Numbers, forms the
basic economic principles of Insurance.

Risk Management and
the Role of Insurance

NOTES
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The Probability Theory is a mechanism for measuring the likelihood of an
occurrence. This likelihood is measured on a scale from 0 to 1, where 0 represents
impossibility and 1 denotes certainty, Where the probabﬂlty hes on the range from 0
to 1is an indication of how likely the event is.

Utilizing the Law of Probability, the likelihood of future events are estimated
based on the knowledge of what has happened in the past under similar conditions.

For example, consider that there are 10,000 houses in a township. The value of
each house is ¥ 5 lakhs (each has a similar exposure to risk). In the past, there have
been two fire accidents every year, on an average, and the damage was to the tune of
7 4 lakhs in most of the cases. In such a situation, each of the owners of the 10,000
houses can contribute ¥ 80.each, creating a pool of T 8 lakhs wlnch can be distributed
to the unfortunate two affected house owners.

Objective probability is a probability for which there is historical ewdence ‘and
common experience to support the decision. The likelihood of future event is estimated .

based on the past experience, Historical information may not always be available for

decision making. Here the individual must rely on his own estimate of a situation and
the likelihood of various possible outcomes. Such an estimate or educated guess’ is
called subjective probability.

Probability is not the same as risk. It is an helpful tool to deﬁne arisk. There
are other factors which have impact on the risk. As stated earlier two individuals in
the same environment may have a different approach towards a risk and may behave

differently, Subjebtive risk is defined as uncertainty based on an individual’s mental
-| condition or state of mind. Objective risk is the relative variation of actual loss from

expected loss. It can be statistically calculated. This objective risk declines. as the
number of exposures increases and 1ts measurement enables an insurer to predlct
the risk more accurately.

Law of Large Numbers

"This mathematical law is ‘extremely useful for an insurer. It states that, as the
number of exposure units increases, the more closely the actual experience will approach
the expected (the probable) experience. The larger the sample, the greater would be
the likelihood that the frequency of occurrence will coincide with the average
frequency that can be estabhshed by theoretical calculatmn

For example

A coin has two sides and each side has an equal chance (50:50) of falling face up
when it i3 tossed. If the coin is tossed 100 times, the outcome may be that the coin landed
on its head 60 times. As we continue tossing the coin, the more the number of times it
is tossed, the closer the outcome will be to 50:50. The larger the number of tnals the
closer the actual experience will be to the probable experience.

Consider again the example given earlier for insuring a township of houses against
fire. As the number of houses under observation increases, the greater is the degree of
accuracy the insurer will have in predicting the proportion of a houses that will burn.

The law of large numbers has dual application in insurance. The insurer must
have a sufficiently large yolume of historical data so that the prediction can be more
accurate. Once the estimate is worked out, a large number of contracts must be entered
into, to aveid possible losses due.to small numbers. :

Equallty of Risk

The loss incurred by the unfortunate few.is paid out of the common fund created -
by contnbutlons from the individuals or the enterpnses in the group. This contribution,
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. in Insurance terminology, is called ‘Premium’. Equity demands that each member of

the group should contribute a premium which should be commensurate with the risk

" that individual or business brings into the fund. The risk is not uniform in quality or

quantity. This process of fixing the appropriate contribution adequate to meet the risk
is done on the basis of Actuarlal or Mathematical Principles.

In Life Insurance, the mathematical laws of the Theory of Probability and
the Law of Large Numbers are applied to the Law of Mortality, to arrive at the
premhium, the measure of the contribution. ;

Mortality Table

The Mortality Table 2.1 represents a record of observed death rates in the past.
‘It is arranged in a form to show the probabilities of death and survival at each age. A
_ Mortality Table can be described as a ‘generation passing through time'. Future

mortality is estimated on the basis of past mortality data. The greater the number of
exposures in a group of sumlar risk, the closer the estimated number will be to the
actual expenence :

Table 2.1 A Typical Mortality Table

Age (X) at the Numberof | ‘Number of Yearly prohabih‘fy Yearly probability

‘beginning of the | people living at people dying of surviving (px) of dying qx
year the beginning of during the (1-gx) {dx/1x)
’ the year (Ix) designated year '
. {dx)

o . 19,00,0000 41800 . 0.995820 0.0041 80
20 ~97,54,159 18533 T 0.298100 0.001900
30 [ 95,79,808 16573 0.998270 0.001730
40 93,77,225 28319 0.996980 0.003020
50 5 B89,66,618 60166 - 0.893290 0.006710
60 80,84,266 125095 0.983920 0.016080
70. 62,74,160 . 247892 0.960490 0.038510
80 .32,74,541 323656 © 0.901160 0.098840 -

(1980 Standard Ordinary (CSO) Male Lives) :

The Mortality Rate is the most important concept on which the science of hfe
insurance is built. It is the rate at which people die, at any particular age; in any
given population, with reference to the people living at that particular age, in that
given population..In essence, it is the ratio between the number of people dying at
age x and the number of people living at age X. ‘

Adequate Premium For Risk—an example

AsperTable2.1, at the.age of 30, out of the 95,79,998 people living in the beginning
of the year, 16,573 may die during the year before they reach the age of 31 years. The
mortality rate is 0.001730. If the survivors at this age (95,79,998) contribute ¥ 173
each, the amount so collected (¥ 165,73,39,6564) would be enough.to pay ¥ 100,000 to
the dependents of the 16,573 who die during the year. So, a premium of ¥ 173 (without
adjusting for interest for expenses) would be fair and adequate at age 30.for an insurance
coverage of T-one lakh, provided a large number of people at that age come together to

take insurance.

L
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2.8. INSURANCE SOLUTIONS

So based on the concept of collective cooperation and applying the three principles
explained insurer enables the humanity to manage the risks to which it is exposed. How
the insurer offers solutions to manage eertain risks are described here, briefly. Detailed
discussion are to be found in the following chapters

Risk of premature death: Life is uncertain. The average life expectancy may
be say, 65 years. That dees not mean that every one will live certainly upto 65 years.
Mortality Table tells that some people die at young ages. If a person dies while still in
employment, the family will experience sudden discontinuance ¢f earnings leaving them
in distress. In such cases a Life insurance product will provide a cash asset called
Sum Assured or annuities payable to the family to take care of their future needs in’
return to the smaller amounts paid by the deceased as premiums.

Life insurance plans are available in endless variety, Benefits payable on death
may vary according to the terms of the plan chesen and options availed. Temporary
coverage for short duration is available under Term assurance at low cost. Full sum .
assured is payable on the unfortunate death of the person during the term. The risk cover -
may be extended for a further period, by renewing the policy and paying the premium based -
on the insured's present age. -

Atraditional Whole life pohcy ensures maximum death coverage at low premium.
The premium is payable for the whole life of the person who desires such protection or
up-to the period chosen. An Endowment type covers insurance protection as well as
savings for the future which may serve as an emergency fund or retirement income.The
risk cover would be for a fixed period. A market oriented Unit linked plan is a hybrid
product which invests a part of the premium in a fund chosen by the policyholder. Thus

‘| while it is helpful in managing the risk of premature death it also serves as a means

of wealth creation.

Life insurance offers protection in a variety of ways. When a partner dies the
partnership has to be dissolved and the capital brought in by the partner has to be
returned.. Under Partnership insurance offered by Life insurer this risk can be
managed. The agreement with the insurer will enable the remaining partnei‘s to pay
off the part of the capital out of the sum assured paid by the insurer and continue their
venture. Similarly the risk of loss that may happen due to the sudden demise of a key
employee can be managed through Key man insurance.

Risk of Disability: When disability strikes it may be temporary or permanent
The person may become unemployed due to injury or sickness. There is cessation of
income. Disability insurance purchased from an insurer separately as a policy or
as an adjunct to the existing one will assure guaranteed income to manage the cost
of recovery and other expenses.

Risk at old age: In the personal risk management, retirement planning is
now given its important place. People during their working years, dream of financial
independence and comfortable and healthy life in their old age. While a Medi claim
policy can take care of their anxieties about health, Annuities or Personal Pension
Plans can relieve them from their worry for uninterrupted income. The Annuities or
Pensions assured by the insurer are available till their lifetime: The Surveys reveal
that women tend to live longer than men. Joint Life Annuities offered by the insurer

makes annuities available to the survivor also, thus managing the risk of old age for
both husband and wife.
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Risk of liability and physical damages: A legal liability may arise out of
individual’s actions or failure to exercise sufficient care such that another person or
property is affected. Legal liability may arise out of the ownership of the business
property, manufacturing processes, distribution of products or in rendering professional
services. It may also be consequent to the provisions in the contract. If an individual
/organization is legally responsible for personal injury or physical damages suffered
by others it may result in payment of compensation, sometimes very heavy. There
are many liability insurance coverages designed and offered by non-life insurers to
manage such risks faced by individuals and organizations.

Main types of perils which can cause damages to property are fire, lightning,
tornado, earthquake, flood and accident. Also theft and burglary. In insurance.
the term ‘accident’ has a wide meaning. It is any loss causing event that is, unforeseen
and unintentional. These and other risks which may happen at home, in the farm, factory,
office-or while on the move in land or over seas are managed by transferring such
risks to insurer under various plans. Fire and Marine are major types of insurances.
Auto insurance covers risk and liability arising out of ownership and operation of a
vehicle. The risks in the agricultural front are managed through agricultural and
cattle insurance where unexpected heavy losses are compensated. All these and
other aspects of insurance are discussed in detail in subsequent following chapters.

2.9. INSURANCE AND INDEMNITY

Insurance is not indemnity. However, it is based on the principles of .

indemnity. Most general insurance contracts provide indemnity in the sense that they
compeénsate and put the insured person back into the same position that he or she was
in, prior to the loss. In general insurance, the monetary value of the subject matter of
insurance can always be arrived at either by purchase value or by mutual agreement.
If the property is damaged, the insurer will pay an amount which will be equal to and
not more than the value of the property just before the occurrence of the loss. This
principle is strictly observed because it would be aga.mst public poliey if insured persons
were able to make a profit out of a peril.

Under life insurance, however, such an evaluation of human life is irpossible.
‘Life insurance contracts are not contracts of indemnity. They are for agreed values.

This leads to the question, then, ‘what can be the basis for life insurance? The
basic purpose of life insurance is to provide protection to the family, Three methods
of determining the maximum amount of profection that life insurance can provide
have emerged, and found acceptance with insurers. They are the Human Life Value
Approach, the Needs Approach and Capital Needs Analysis.

Human Life Value

The Human Life Value concept is based on the theery of the ‘economic value of
man’ (human capital) contributed by economists in the eighteenth century. In 1942, 8.8.
Huebner developed a framework to assess the ‘insurable value’ of an individual. The
Human Life Value concept recognises the individual as the creator of value, and the
family as an economic unit organised around such an individual. The HLV is defined
as the present value of the family’s share of the breadwinner’s future earnings. It is
the amount the family wouldlose forever, if the head of the family dies prematurely.

An Example (in ¥)
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Annual Eamings (net) , . 1,80,000
" To deduct: = . o

[ncome Tax 5100
Personal Expenses and Self Malntenance . _ 30000
Social Needs " ) . 10000
Total P ) 45100
Balance Income devated to the family per annum | . 134900
.Eaming span of Life (balance 25 years) - : 34900 x 25

‘ T = 3372500
Present value taday discounted at 5% : 1901280
Present value.today discounted at 7% - 1572124
F5(esent value today discounted at 8% . 1440057

Thus, ifan individual agéd 35 earns ¥ 1,80,000 per annum and ¥ 1,34,9001s devoted to
the family, and he will retire at age 60 (working expectancy of 25 years), he should be worth
7 14,40,057 today, by discounting the stream of future income to be used for supporting

- the family, using the rate of interest as 8%. This amount represents the present value
| of ¥ 1,34,900 payable every year, should he die prematurely.

This is the minimum life cover he s'hould have for the benefit of the family. It -
simply means that if the family were to place T 14,40,057 in a financial institution, -
earning an interest of 8%, and draw % 134900 every year, it would get ¥ 1, 34 900 every
year up to the end of 25 years.

So, to the extent possible, this income flow has to be capltahzed in the Life
Insurance Policy. It is true that at least two of the assumptions made in the:above
simplified example are unrealistic: constant future income and ‘unchanged future
personal maintenance cost. The effect of inflation on earnings and expenses are also
ignored. Howsaver, this sunphﬁed example is sufficient to ﬂlustrate the concept of Human

| Life Value.

i The next step is to suggest a suitable plan for the proposer at the premmm rate
affordable to him.

The Human Life Value will be thher at younger ages,.and lowest (almost zero)
at the point of retirement. Hence it may happen that for his current income, a young
person cannot afford the premiums needed to cover his full HLV. The need for the death
cover (apart from the size of cover) will also be high, due to lack of other savings at a
young age. Therefore the plan offered'should be of the low premium high cover type,
like ‘Whole. Life’ to enable maximum death cover to be achieved. '

As the age advances and the career / business-steadies, ‘the HLV can be more
and more correctly estimated: Owing to increase in income, further premiums can
also be afforded. Hence, the initial deficit in death cover can be made up by the time

the person reaches 35-40 years. Uniike’ the policies offered at younger ages, the
subsequent policies should be with savings orientation like Endowment, Money-back,

Unit Linked Plans etc. so that they can form the basis for a retirement provision also.

.| The insurance planning should be such that there may not be any need for further

death cover beyond age 40;in view of the high premium rates, as also the possibility
of the person being uningurable at a higher age, owing to physical impairment.
Purchasing Life Insurance on the basis of Human Life Value is just plain justice
where'a dependent family is involved. It is an ethical duty. HLV provides the economic
rationale for the life insurance purchase decision. ' ’
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- Needs Approach

The other method for estimating the amount of life insurance to own is the Needs'

Approach.-Under this method, the various family needs that must be met in the event
of the death of the hreadwmner are analyzed and the amount of money needed to meet
"these needs is determined. The amount of financial assets and ex;stmg life insurance
is then subtracted from the total amoynt needed. The difference is the amount of life
- Insurance that should be purchased. The most important family needs are the following:

* Clearance Fund: Amount required immediately to meet funeral and the
expenses connected with the last illness, installment debts, taxes, ete.

¢ Re-adjustment Income: Income for a one or two year period to give the famﬂy
time to adjust its living standard t6 a different level.

"+ Income during the dependency pemod Income required until the children
become self-supportmg, the youngest reaching age 18. This is reduced if the
spouse is working.

o Life-income {o the surviving spouse - especially if he or she is older and not
employed ;

» Special needs: Spec1al needs include redemption of mortgages, educational
fund for the children and emergency fund to meet unexpected events.

‘e Retirement needs: Additional amount needed after retirement age.

After‘identifying the needs (cash needs, income needs and special needs) and
the financial objeétives of the family and their priority, the nexf step is to determine
the amount of income or other benefits that are available from other sources, like
Provident Fund and pension, investment income, current life insurance coverage,
expected inheritances, etc, towards meeting these needs.

The amount of additional life insurance to be taken may be determined on the basis
of the difference between the funds required to meet these needs and those available.

The major advantage of the Needs Approach is that it is a reasonably accurate

method for determining the amount of the insurance to own, when specific family’s needs |

are recognised. The Needs Approach, however, has certain shortcommgs The future
needs may change, when the basic assumptions are no more valid. This approach also
ignores inflation, and preservation of estate assets for the heirs, such as the children.
However, this method is considered more practical from the viewpoint of sales.

Capital Need Analysis

Capltal Need Analysis (CNA), also called Capital Retention Appruach is another
method of estimating the amount of life insurance to own. Unlike the Needs Approach,
which assumes liquidation of life insurance proceeds, the Capital Retentiort Approach
preserves the capital needed to provide income t6 the family. The income producing
assets are then available for distribution later to the heirs. The steps are:

1. Prepare a personal balance sheet short-listing all assets and liabilities.

2. Determine the amount of income producing assets.

3. Decide the amount of additional capital needed to meet the financial goals.

4. Arrive at the amount of insurance that is needed to ensure this additional
capital.

Capital need analysis is a simple method and is easy to understand. Unlike other
methods, it ensures preservation of capital. It also has a partial hedge against inflation.
Under this method, a larger amount of insurance will be, requlred with consequent
high cost.

Risk Management and
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» Man has always been in search of security. He wants protection from perils
like flood, breakdowns, lightning, earthquakes, etc. Perils are accidental and
cause monetary loss. The damage and the economic loss caused is considered
as risk. The risk is a chance or possibility of danger to an income-generating
‘asset.

o Insurance provides protection against the risk (of economic loss). .

« Human life is also exposed to perils like sickness, disability or early death.

o Risk can be avoided - but not always. Risk can be managed. Risk can be
‘handled by minimizirg it or transferring it. Risk transfer is the mechanism
of Insurance. Insurance companies make it possible for millions of people

- to put certain sums of money together to protect each other from large
losses. Insurers work out the risk-sharing on the principles of the Theory of
Probability and the Law of Large Numbers.

» The Mortality Rate is an important concept used in life insurance. Generally,
insurance is based on indemnity (except for life, and disability, accident). In
life insurance, the concept of Human Life Value can be applied to decide the
amount of insurance.

e A well-insured person is assured a certain peace of mind.

REVIEW QUESTIONS
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7.

What is meant by Risk Management? Déscribe the steps in Risk Management.
Insurance is a risk transfer mechanism. When it is felt necessary and how it works?
Distinguish between
(i} Personal risks and Property risks
(ii) Pure risk'sland speculative risks '

(iii} Fundamental risks and Particular risks.

How the Probability theory is useful in measurement of risk?

. State with reasons. whether the following statements are TRUE or FALSE? .

{i) Response to risks will vary with the individuals -

(i) Financial risks are insurable.
(iii) When the risk is of low frequency and of high severity insurance is most appropriate
(iv) Life insurance contracts are not contracts of indemnity. )

{v) The concept of Human Life Value can be applied to decide the amount of insurance.
Discuss how the Life insurer offers solutions for the risks faced in life.
Explain the following concepts in brief—

(i) Equality of risk

(i{) Law of large numbers
(iif) Capital need analysis.

(iv) Enterprise risk management

(v) Captive insurance organization -
Objective Probability and Subjective Probability—How they are different? Relate their

. application to insurance.

What are the ideal characteristics of insurable risks?
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. STRUGTURE

3.1. Insurance Defined

3.2. Insurance Business as Classified in The Insurance Act, 1938
3.3. Insurance as A Contract

3.4. Insurance — A Special Contract

3.5. Utmost Good Faith

| 3.6. Effect of Non-disclosure

3.7. Representations, Warranties and Condition — Their Effect
3.8. Section 45 — The Indisputability Clause

3.9. Insurance —is it A Wager?

3.10. What Is Insurable Interest?

Summary

Review Questions

Insurance is understood as a risk transfer mechanism where persons facing
similar insurable risks are brought together to protect themselves by pooling the risks
and sharing the losses. Insurance companies make this possible through insurance
contracts. They are governed by laws enacted by Government and regulations issued
by the Authority which is empowered exclusively to do so by legislation.

3.1. INSURANCE DEFINED

“The aim of all insurance,” says Porter ‘is to make provisions against dangers
which beset human life and dealings. Those who seek it endeavour to avert disaster by
shifting possible losses on to the shoulders of others, who are willing for pecuniary
consideration, to take risk thereof, and in case of life insurance, they endeavour to assure
to those dependent on them a certain provision in case of their death or to provide a
fund out of which their creditors can be satisfied.’

Based on the decision given in the case of the Prudential Insurance Company
Inland Revenue Commissioner (1904 2 K.B. 658), E.R. Hardy Ivamy, one of the early
authors on the subject of Insurance, felt that, ‘in the wider sense, the contract of
insurance means a person called Insurer undertaking to return for the agreed
consideration, called the Premium, to pay to another person, the Assured a
Sum of money or its equivalent, on the happening of a specified event.’

The landmark case of Lucena vs Craufurd (1806) had made it more clear and
simple to understand what insurance is. ‘Insurance is a contract by which one party
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in consideration of a price paid to him adequate to the risk, becomes security to
the other that he shall not suffer loss, damage or prejudice by the happening of the
perils specified to certain thmgs which may be exposed to them.’

These observations in their-compass introduce the cohcept of risk transfer and
qualify insurance as a kind of mdemmty. They bring cut the following basic features
of insurance, in general.

* Itis a provision against the dangers caused by certaln events.
" ® The event involves an element of uncertainty.

* The event is of a character that is adverse to the 1nterests of the person
effecting the insurance.

* An amount is assured, on the happening of the event, to mitigate the losses
in return for an amount called premium, as conmderatmn adequate to meet
the rigk.

A Definition by Bunyon

Lord Bunyon has provided a workable definition which is often quoted for Life
Insurance contracts. ‘A contract of life assurance is that in which one party agrees to
paya given sum on the happenmg of a particular event contingent upon the duration of-
life in consideration of the immediate payment of a smaller sum or certain equivalent
periodical payments by another.’ T- .
The difference between this.definition for life insurance and the observations
made above is obvious. All insurance contracts excepting life insurance, (including
personal accident, sickness insurance) are contracts of mdemmty The life insurance

‘contract is'not a contract of indemnity. It is the provision to pay an agreed sum on’

the happening of the event. Further, in'life insurance, which is also viewed as an
instrument of savings and investment the confract may provide for a fund in the
future on attaining a specified age or surviving'a stipulated period; this event is not
adverse to the interests of the person msured

13.2, INSURANCEBUSINESSASCLASSIFIEDINTHEINSURANCE

ACT, 1938

The term ‘Insurance’ has not been defined in the Insurance Act 1938. However it
has classified the insurance business as Life, Non-Life or General, and Re-insurance,
and elucidates the features and boundaries of the contracts which are coming under
those broad categories. : ,

‘Life insurance means, the Act says, ‘the business of effecting contracts of
insurance- on human life. It covers any contract whereby the payment of money is
assured on death (except death by accident only) or the happemng of any. contingency
dependent on human life which includes:

¢ granting of disability and double or tnple mdemmtv acc1dent benefits
¢ granting annuities upon human life and .
., » granting of superannuation allowances payable out of any fund... .
5 The definition of life insurance in terms of the provisions of the Act is wide -
enough to include a policy where the,payment of the amount is assured in the event
of the life assured attaining a specified age. It also covers plans with the element
of investment only which would enable the insured to raise funds in the future for
himself or for the benefit of his dependents.

A life policy may also provide for certain additional benefits in the event of an
accident. A policy excluswely ‘against accident only, does not however come under
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life insurance business. Such pohcxes can be issued orﬂy under the general insurance Risk Management and
category. the Role of Insurance

General insurance in terms of the Act includes ﬁre, marine and miscellaneous
insurance which can be carried on singly or in combination with one or more of them. .

Fire insurance means contracts of insurance against loss by fire and other NOTES
incidental occurrences customarily included under fire insurance. Similarly, marine | -
insurance means contracts to provide insurance for vessels, cargoes and freights and
also to other risks incidental and arising out of such transit and customarily covered
under marine insurance policies.

Miscellanecus insurance is the business not covered in the above three
categories. This includes accident, motor insurance, health, travel, aviation, liability,
engineering, burglary and theft, fidelity, credit, contractors’ risk, consequential loss, etc.

While referring to Reinsurance, the regulations define ‘cession’ as the unit of
insurance passed to a Reinsurer by the insurer and “retention” as the amount of risk
which an insurer assumes on his own account. A cession may be the whole or portion
of smgle risks.

What is a Contract?

Insurance has been described as the business of effecting contracts. Let us
examine how an insurance contract conforms to the basic elements set out in The
Indian Contract Act 1872.
A contract is an agreement enforceable at law. To make the agreement
enforceable following points should be considered:
1. There must be at least two parties — one who gives the promise and the other,
receiver of the promise. .

2. There should be unrevoked offer and unqualified acceptance.

3. Consideration ~ something, lawful, real and not illusory, furnished at the
desire of the promisor which moves from one party to the other in return for
what the other party gives. - _

4. Free consent — the persons to the contract agreeing upon the entire content
of the agreement in the same sense.

5. Competent to contract — a person is competent to enter into contract if he/

* she is of the age of majority completing 18/21 years, of sound mmd and is not
disqualified by any law.

6. Lawful objective — permitted and not forbidden by law; not immoral or op-
posed to public policy.

Avalid contract satisfies all the legal requirements and thus is enforceable by law.

A contract that has no legal force from the moment of its making is termed as
void. An illegal contract is void. Certain contracts that are at common law contrary to
public policy are also void. .

A voidable contract is one in which a party has the rlght to avoid hxs obligations
under the contract. This may arise through misrepresentation, mistake, nondisclosure
and undue influence. It is a contract whlch though valid when made, is set aside
subsequently

. INSURANCE AS A CONTRACT

The above principles which govern contracts in general are applicable to insurance
contracts as well. While insurance is solicited, a proposal is obtained duly filled in by
the prospect indicating the type of insurance cover desired by him. Though it is called
a proposal form giving the meaning of an offer, it is only a statement provfdlng the

Self-Instructional Material 29



Insurance and Risk insurer with the material facts required for the assessment of the risk. It is therefore,
Management " an invitation to offer, expecting to know from the insurer the terms and conditions
‘on which the insurance may be offered.

After considering the proposal and the report from the Medical Examiner, if any,
NOTES the insurer makes an offer intimating the terms of insurance cover and the amount of
premium required as consideration.

The proposer is now called upon to indicate his unquahﬁed consent and pay the
premium signifying his acceptance. In case the deposit amount, as consideration,
sent along with the proposal is adequate to cover the first risk premium, the insurer
assumes the risk straightaway, Taking it as an unquahﬁed acceptance, the insurer
proceeds to’ adjust the amount as first premium and issues the receipt. W'hen the
proposal is so accepted it becomes a promise.

The consideration is the premium paid by the proposer and the sum assured
payable by the insurer on the happening of the event insured against.

'The contract is between a legally competent person {major, of sound mind, not
legally disqualified) and the insurer licensed by IJRDA. The proposer should have legal
‘interest’ on the subject matter of insurance.

In the transaction, the insured is expected to disclose every material
information required by the insurer and the insurer also should observe the plain
duty of explaining the implications so that when the contact is entered into, both the
parties are of the same mind.

| Thus, all the principles laid down in the Indian Contract Act are observed in the
formation of the insurance contract.

3.4. INSURANCE - A SPECIAL CONTRACT

~ ' Insurance is a special type of contract having distinct features. It is technical
in nature. The terms are fixed by the Insurer and the proposer seldom participates
in drafting the contract. Usually the insurer’s offer is on a take-it or leave-it basis.

Tt is conditional. The Insurer’s obligation to pay the sum assured depends upon
the performance of certain acts by the insured.

It is a unilateral contract. The insurer promises to provide cover in return for
the payment of a premium. As long as the premiums are paid, the insurer is legally
bound to honour the promise. The policy holder, on the other hand, does not promise
the premium and cannot be compelled to pay the premiums.

It is aleatory as opposed to commutative. In a commutative contract there is an
exchange of equivalent values. In an aleatory contract, the element of chance enters and
one party may receive much more in value than he or she gives under the contract. If
the contingent event does not oceur, nothing is payable in the case of non-life contracts.

It is a contract of indemnity, subject to certain exceptions. The insured person
should not be paid more than the actual loss. Life insurance, accident and disability
insurance are exceptions. )

Most importantly, it is a contract of utmost good faith - uberrima fides.

3.5. UTMOST GOOD FAITH .

The principle of utmost good faith is considered to be the ‘rock foundation’ on
which an insurance contract has to be built. This doctrine is applicable to all classes
of insurance.

In ordinary business transactions, the normal rule is that the party to the contract
i under a duty not to make any misrepresentation concerning the subject matter of the
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contract to the other. The duty, if at all, is negative in nature, namely not to induce the
other party to get him into the contract by fraud or misrepresentation. Beyond showing
ordinary good faith, there is no positive duty to tell the whole truth in relation to the

subject matter of the contraet. Each has to make such independent enguires as he may

think prudent. In other words, the maxim ‘caveat emptor’ which means, ‘let the

. buyer beware’, applies. .

In a contract of insurance, however, there is the implied condition that each
party must disclose material facts which he knows or ought to know, at the time

of entering into the contract or when he is under duty fo make the disclosure. This type |

of contract is called uberrima fides, the contract based on Utmost Good Faith.

Why is this ‘Duty to Disclose’ Made a Condition in Insurance?

The observations made by Lord Mansfield, who is remembered as the father of
the English Commercial and Insurance Law, are worth recalling.

Insurance is a contract upon speculation. The special facts upon which the contingent -
chance is to be computed lie more commonly in the knowledge of insured only. The
underwriter trusts the insured’s representations and proceeds upon confidence that
he does not keep back any circumstance in his knowledge to mislead the underwriter
into a belief that the circumstance does not exist, and to induce him to estimate therisk
as if did not exist. The keeping back such circumstance is a fraud and, therefore, the
policy is void. Although the suppression should happen through mistake without any
fraudulent intention yet still the uniderwriter is deceived and the policy is void; because -
the risk run is really differént from the risk understood and intended to be run at
the time of the agreement. . .Good Faith forbids either party, by concealing what he
privately knows, to draw the other into a bargain from his ignorance of the fact and his
believing the contrary. -

_ Carter v Boehm (1766)

The rationale behind this legal position is further explained in the statement of
Serutton LJ: ¢.... as the underwriter knows nothing and the man who comes to him to
insure knows everything, it is the duty of the assured, the man who desires to have
a policy, to make a full disclosure to the underwriters, without being asked, of all
the material circumstances, because the underwriters know nothing, and the assured
knows everything.’ .

' The Docirine of Good faith implies:
1. The insurer is in the ‘risk business’, speculating oh the event insured against.
2. The knowledge about the material circumstances or facts which can influence
the event to happen is mostly in the possession of the proposer.
" 8. Unless the proposer fully and positively discloses them, the proposer cannot
assess the nature and scope of the risk properly and fix adequate premium.
4. Non-disclosure will mislead the insurer and can he construed as fraud, mak-
ing ino contract void. ' '
5. Insvrance being technical in nature, the obligation of good faith is equally

app: :able to both the insured and the insurer.

What is a Material Circumstance or a Material Fact?

‘Every eircumstance is material which would influence the judgement of a
prudent insurer in fixing the premium, or determining whether he will take the
risk.’ It includes every material circumstance which is known to the assured and every
circumstance which in the ordinary course of business,; ought to be known by him. So
the duty of making the disclosure is not confined to such facts.as are within the actual
knowledge of the assured. It extends to all material facts which he ought in the ordinary
course of business to have known. Where the facts would have been discovered by the
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Insurance and Risk assured if he had made reasonable enqmnes, he cannot escape the consequences
Management of not disclosing them.

Facts which need not be disclosed: There are circumstances which, in the
. absence of enquiry, rieed not be disclosed. The Marine Insurance Act 1963, in Sec. 20(3)
NOTES gives a short description of them. Quoted in various legal disputes, they are applicable
to all kinds of insurance. They are, the circumstances,
¢ Which diminish the risk_

* Which are known or presumed to be known to the insurer in the ordinary
course of business -

s As to which the mformation is waived

¢ The disclosure of which is unnecessar) by reason of any express or 1mp11ed-
‘warranty -
Facts of public knowledge and facts which' could be or should be referred from the
| details already furnished need not be disclosed. But courts have also established that
waiver cannot be easily presumed. Actual knowledgé is not essential, if the insurer
believes that he had the means of knowing the fact. .

Time for Disclosure: The duty of disclosure must be observed, from the time of -
submission of proposal and continued throughout the negotiations until the contract
is concluded. Any material fact, therefore, which, at any stage of negotiations,

| comes to the knowledge of the proposer assured, including any alteration of

circumstances which brings into existence a material fact, or in consequence

of which a fact previously unmatenal becomes material, must be at once

communicated to the insurers.

It is usual in life insurance to insert an additional clause in the declaration
‘appearmg in the proposal form to the effect that any change affecting general health,
family history, financial position, etc., has to be intimated to the insurer. This duty
continues till the aceeptance. by payment of the first premium and commencement of the
risk. After the contract comes into force, there is no duty to inform the insurer
about any changes in the nature of the risk. The duty to disclose again arises, in life
insurance, when the policy lapses for default in payment of premiums and the assured-
wants to revive the policy. In general insurance, where the risk is covered on short
term-basis, the duty to disclose revives when the policy ends, and has to be renewed
for a further peried. :

'| 3.6. EFFECT OF NON-DISCLOSURE

' Proposal - the Basis

The insurer seeks to know the matemal facts from the proposer through a proposal
It is in 4 questionnaire format prepared by the insurer to elicit all information necessary
for a proper evaluation of the risk. Questions vary with the kind of insurance and
the parties to the contract. In'life. insurance, the risk is assumed on the health of the
proposer. Hence the questions would be on age, health, habits, occupation, ete. Facts
aboit income, insurance needs, present level of insurance, sre also asked to rule out
any malafide intention to get undue advantage out of the contract.

The proposal form usually concludes with a declaration by the proposer to the
effect that the staterments made by the proposer are true in every particular and
- | that he agrees that shall be the basis of the contract and that if any untrue averment
is there, the contract shall be null and void, and the premiums paid may be forfeited.
- | The poliéy is also issued with « recital that the proposal and the personal statement
., _ and allied forms shall form the basis of the ‘contract. By such stipulations, all the
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representations take the characteristics of warranties. By turning representatlves Risk Management and

into warranties, the insurer gets an advantageous position. the Role of Insurance
3.7. REPRESENTATIONS, WARRANTIES AND CONDITION - NOTES
~ THEIR EFFECT |

A representation is a statement made during the negotiations over a contract.
A representation induces the other party to enter into a contract. It must he true and
if it is false or fraudulent, the contract is voidable at the option of the other party.
He can sue for damages or cancel the contract proving how he has been misled. Every
information given by a proposer, in the proposal form and allied forms is considered as -
a representation.

In practice, the duty in furnishing the correct information can be further modified
or strengthened by mutual agreement in the contract. A stipulation that the
statements should be accurate in every particular, may be agreed as a part of the
contract. Then the accuracy of the statements become a condition precedent to the
validity of the contract. Now the statements are called warranties and any inaceuracy
in the statement, irrespective of its materiality, can make the contract invalid.

In the case of representations, the Insurer would have to establish that the
misrepresentation was of a material fact to entitle the Insurer to avoid the contract.
A representation needs only be substantially correct. It need not be strictly and |
literally true. But a warranty, when incorporated in the policy, either expressly or
by reference, must be complied with strictly and literally. If the statement is false
or inaccurate, the Insurer can avoid the contract whether the statement relates to a
material fact or not. In insurance law, a warranty is treated as a condition in any
other contract and must be exactly complied with. A mere mis-representation in the
proposal can'make the contract invalid.

In other words, when the answers given to the specific questions put in the
proposal are made basic to the contract, by the declaration, the exact fulfillment of
them is made a condition for the enforceability of the contract. The Insurer can repudiate
the contract for any untrue averment found in the statements. The insurer is relieved
of the burden to ascertain or prove the materially of the statement and its relevarice
to the risk assessment.

This legal practice was originally conceived as a measure to protect the insurers
from adverse selection. By adverse selection, we mean the tendency of persons with a
higher than average risk or chance of loss to seek insurance at average rates. If such a
tendency is not controlled, it would lead to higher than expected claim levels and affect
the solvency of the insurer. In practice, the provision was used by insurers to deny even
justifiable claims in many cases. )

When referred to the Courts, the judges came out with adverse comments but
could not enforce the insurers to pay. In his judgement Viscount Haidane said: “The
result may be technical and harsh, but if the parties have so stipulated, we have no
alternative sitting as a court of justice, but to give effect to the words agreed on’
Dawsons Ltd V. Bonnin (1922) (Motor Insurance). '

Commenting on the vulnerability of the insured in such cases, Swift J expressed
his anguish: ‘Sorry I am for him. There is nothing I can do to help him. The law is
quite plain.” (Mackay vs London General Insurance Co. Ltd - 1935)

It is relevant to quote here the observations made by Lord Leonard {(in the case
of Anderson Vs Fitzgerald (1853) Life Insurance). Referring to the effect of the clauses
introduced in the policy of life insurance, he observed, that ‘unless they are fully
explained to the parties, will lead to a number of persons to suppose that they have

1
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made a provision for their families by an insurance on their lives and by payment of
perhaps a very considerable proportion of their income, when in point of fact, from the
very commencement the policy was not worth the paper upon which it is written’.

In England, such outspoken comments in judicial proceedings led to the
implementation of the self Code of Conduet among insurers. In 1977, the British
Insurance Association (BIA) and Lioyds drew up a statement of Non-Life Insurance
Practice which they recommended to their members. In so far as non-disclosure
and misrepresentation, the Code provides that except where fraud, deception or
negligence is involved, an insurer will not unreasonably repudiate liability to
indemnify a policyholder on the grounds of breach of warranty (with exception for
marine and aviation insurance).

A similar kind of Code of Conduct was. 1ssued by the Life Offices’ Association,
stating- that insurers should not ‘unreasonably reject the claim except on fraud,
negligence and non disclosure of material nature, especially When the matter
was outside the knowledge of the proposer.

In India, Section 45 of the Insurance Act has placed restrictions on the insurers’
right in repudiating claims under Life Insurance Policies.

3.8. SECTION 45 -THE INDISPUTABILITY CLAUSE

Section 45 is a provision quoted often in insurance cases. The section states that
‘no policy of life insurance, shall, after the expiry of two years from the date on which
it was effected, be called in question by an insurer on the ground that a statement made
in the proposal for insurance or in any report of a medical officer or referee, or friend of
the insured or in any other document leading to the issue of the policy was inaceurate
or false, unless the insurer shows that such a statement was on a material matter or
suppressed facts which it was material disclose and that the policy holder knew at the
time of making it that the statement was false or that it suppressed facts wh1ch it
was material to disclose.’

This section applies to life policies only. Policies of general insurance which are
generally renewable every year do not come under the purview of this section. Known as
‘indisputability clause’ this section has to be read and understood in two parts. The
first part implies that ‘a policy can be called in question within two years fram the date
on which it was effected on the ground that any statement leading to the issue of the
policy was inaccurate or false.’ As per the second part, when the policy is questioned
after a period of two years, three conditions are applicable. They are:

1. the statement must be on a material matter or must suppress facts which it
was material to disclose;

2. the suppression must be fraudulently made by the pohcy holder; and

3. the policyholder must have known at the time of making the statement that
it was false or that it suppressed facts which it was material to disclose. (LIC
of India vs Janakiammal AIR 1968 Mad 324).

The onus of proving that the assured has failed to perform the duty of disclosure
referred to above lies on the insurers. :

lllustrations

‘A’ had been treated, a few months before he submitted a proposal for the insurance
of his life with the insurance company, by a reputed physician for ailments such as
anaemia, shortness of breath and asthma. ‘A’ did not disclose in his answers to the
questions that he suffered from those ailments. He also made a statement that he had
not been treated by any docto: for any such serious ailments. It was held that ‘A’ was
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guilty of fraudulent suppression of material fact and the policy issued to him null  Risk Management and
and void. The repudiation of claim was upheld. (Mitfioolal Nayak vs LIC of India AIR  the Role of Insurance
1962 SC 814) . - i

In the cited case, the Supreme Court also held that when the contract is bad on . .
the ground of fraud, the party who has been guilty cannot ask for the refund of the NOTES
money paid under the contract. ‘ '

In another case (LIC of India vs Janakiammal AIR 1968 Mad 324) where the
repudiation of claim was set aside it was held: ‘ .

An insurer could avoid 2 contract of insurance after the expiry of a peried of the two
years mentioned in Sec. 45 of the Act only on the ground of suppression of illness which
- affects the expectation of life of the insured, and not mere temporary or trivial
iliness, and unless the disease he was suffering from is clearly established and it is
also established that the diséase would have a material bearing on the insurability
of the policy holder, the policy cannot be invalidated.

[

The proof of deliberate fraud and not mere constructive fraud is also necessary.
A misrepresentation is a fraud when it is deliberately made with an intent to deceive
the other party or to induce him to enter into a contract under favorable terms.

The ‘Effected Date’

The phrase used in this section relatés to a date from which the coniract becomes
effective by way of acceptance and commencement of risk. Sometimes the risk
may be backdated to suit the convenience of the life assured, generally to get the benefit
of lower age. The ‘effected’ date will not refer to that date. Similarly, it will not also refer
to the date of issue of the policy when the document is formally signed and delivered.

The Bombay High Court observed in Khamele v. LIC (1971) “the phraseology
used in Sec. 45 of the Insurance Act relates to a date from which the policy of insurance
that is a contract of insurance, becomes effective and such date would be the date of
acceptance of the proposal from which the risk on the life of the proposer is covered.”

If there has been any ante dating to suit the convenience of the policyholder,
the ‘effected date as per Sec.45 would mean the date on which contract comes into
existence. Similarly, it will.not refer to the date on which the policy is formally issued.

Where a Policy has Lapsed and is Revived

The Courts have also made it clear whether the revival of lapsed policy constitutes
a new contract or not. As per the operative part of Section 45, the peried of two years
for the purpose of the section has to be calculated ﬁ’pm the date on which the policy was
originally effected’. (M ithoolal Nayak vs LIC of Indie AIR 1962 SC 814)

Death within Two Years ~ _Deéision after Two Years

It has also been held that this section would apply to every case where the
repudiation of claim is made more than two years after the policy was effected,
irrespective of whether the insured died before the expiry of two years or not.
The date of death or date of intimation of death are irrelevant. (L/C vs Janakiammal
AIR 1968 MAD 824 fellowing Mithoolal Nayak vs LIC 1962 (SC)).

Within Two Years - Warranty Applicable?.

. 'The above statutory provision is a clear indication that the doctrine of warranty
will not apply after the expiry of two years. Soit would appear that the insurer can, -
during the two-year period, repudiate a liability if he can prove that certain facts,
material or not, were suppressed either innocently or intentionally by the insured.
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Insurance and Risk * However, the recent trend of court decisions interpreting warranties as representations
Managenment - - makesitevident that their breach does not avoid the contract unless it is proved that the

r " breach increased the chance of loss to the insurer or the non disclosure was consciously .
made by the insured. : -

- NOTES In All India General Insurance Co., Ltd vs S.P. Maheshwari (AIR 960 MAD
484) the court held that even within two years, only misrepresentation which
is material in the sense of having some effect upon life expectation, whether
direct or indirect, should be allowed in defence for avoiding the contract by the
insurer. A ‘simple disorder or trivial disposition’ has to be distinguished from an _
illness which causes material change in health. In LIC vs Sakuntala Bai, (AIR
1975 AP-68) where-LIC repudiated the claim within two years, non disclosure
by the life assured of having suffered from indigestion was held to be not a
suppression of material fact affecting the validity of the contract.

In these cases, the fraudulent intention could not be proved. Thera was no
relation between the cause of death and the disease suppressed. The fact suppressed,
the courts feel, should not be a trivial one, and must have an impact on longevity
and life expectation, directly or indirectly. In a contract of insurance, the questions -
are framed by the insurer. The' construction should be fair and reasonable and it
should not be a trap against the insured. So, wherever there is ambiguity, the courts
lean towards protecting the policyholders. : - ) '

3.9. INSURANCE - IS IT A WAGER?

When a person aged 25 is asked fo pay ¥ 23 every year, as long he is living, as
against the promise made by an insurer to pay 1000 on his death whenever it happens,
we call it a Whole Life Policy (without profits). Will you call it a wager?

What is a Wager?

‘A wagering contract is.one involving two parties, each of whom stands to win or lose
_something of value according to the result of some future event; neither party can have .
any interest in the contract except his stake. In general, gaming and wagering contracts
are by statute null and void, and no action can be brought to recover any money paid
or won under them.” In other words, wager is a gamble ¢n an event which is uncertain..

As per Sec 30 of the Indian Contract Act, ‘Agreements by way of wager are void.’

Insurance and Gambling - Features Compared: ‘Uncertainty’ is the only thing
which is common to a wagering contract and Insurance. But unlike in gambling, nobody
wins or makes a profit in insurance; only the economic loss is compensated to a certain -

'| -exteni. The loss is shared by a group - by pooling the risk. The risk is not created as
iu the :ase of gambling; in insurance, it already exists and has to be taken care of. In
fac*, us Prof. Huebner pointed out only when a person is not insuring is he gambling
with his life. . " ) _
’ The most important difference is the interest in the subject matter of Insurance

- without which all contracts of insurance are unenforceable. We call it Insurable
Interest. The existence of Insurable interest distinguishes insurance from
wagers and other ordinary contiracts. ' .

Insurable Interest is of great importance in Insurance, especially in its three
| leading branches namely, Marine, Fire and Life Insurance. The evolution of law in
this subjéct has its historical significance. In the early years, especially in the 18%
century; wagering policies become very common, and it was the practice of unscrupulous
businessmen to insure other people’s ships and merchandise and to secure insurance
money in the event of loss or destruction at sea. In the absence of insurable interest,
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life insurance was in the nature of gambling. The lives of eminent persons were insured Risk Management and
by unconnected parties for heavy amounts. This practice went to ridiculous levels and  fhe Role of Insurance
there were a series of court decisions on these wagering contracts. Legislation had to
intervene, first in 1745 by the Marine Insurance Act, and later in 1774 by the Life -
Insurance Act, to establish insurable interest as the basis of insurance contract without NOTES
which it is not valid. ‘

Since then, English courts strictly enforce the provisions on Insurable Interest.
- InIndia, we are more guided by these legal provisions as well as the court decisions.

3.10.- WHAT IS INSURABLE INTEREST?

The Insurance Act does not define insurable interest whereas the Marine Act
1963 has defined it.to a limited extent. ’ -

The definition given by Lawrence J in Lucena vs Craufurd (1806) has become the
basis for the legal provisions enacted later in England. He said ‘A man is interested in
a thing to whom advantage may arise or prejudice happen from the circumstances
which may attend ii...To be interested in the preservation of a thing, is to be so
cireumstanced with respect to it and to have benefit from its existence prejudice, |-
from destruction.

‘ Mac-Gillivary in his monurmmental book on insurance law has given a definition,
as follows: ‘where the assured is so situated that the happéning of the event on
which insurance money is {o become payable would, as a proximate cause, involve
the assured in the less or diminution of any right recognized by law or in any legal
liability, there is an insurable interest in the happening of that event to the extent
of the possible loss or liability....

.The Insurable Interest must involve the loss of a legal right, or involve a legal

" linbility and must be legally valid and subsisting. The interest must be definite and
capable of valuation in monetary terms. That leads us to the concept of indemnity
which is the controlling principle of all insurance contracts excepting life insurance. A
person can insure only when he has pecuniary interest in the subject matter.

The Subject Matter

In case of most of the b;ancllles of property insurance, the subject matter of |
insuranece is a physical subject exposed to certain perils and the assured will suffer
financially if the subject matter is lost or damaged by such perils. This relationship
gives rise to insurable interest on the subject matter. So also in burglary’ insurance.

In the case of a personal accident - it is also the physical object, limbs of
the body - and the assured’s relation to it and the probability of suffermg that
constitute insurable mterest

The ‘Event’

In the case of liability insurance, the definition is broadened to include the
* event insured against. The event must be one by the happening of which the assured
would suffer. Responsibility to third persons by the happening of an accident, or by the
insolvency of the debtor, are instances of such cases.

Owaership, Possessmn and Contractual Relationship .

In the case of property of goods, insurable interest may be based on owner shlp. 1
Such ownership may be sole or JOJlIlt It may be absolute or limited; the ownership may
be legal or based on equity.
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Insurance and Risk " The insurablé interest may be found on contractual obligations. Thus, a bailor

© Management on contract has insurable interest for the safety of the goods belonging to others. Principal

and Agent, Vendor .and Vendee, Mortgageor and Mortgagee, Landlord and Tenant,

Principle and Surety, Surety and Co-surety are some other contractual relationships

NOTES which may give rise to insurable interest. Apart from any question of legal right or

: contractual titles, sometimes, mere possession, if lawful. may be sufficient to give an

insurable interest. '

The interest may not be a direct one but only a collateral interest, which means

a prospective advantage derived from the continued safety of the subject matter. Thus

a profit or remuneration which has already been ascertained at the date of insurance
can also come under the purview of insurable interest. -

In Life Insurance

Life Insurance is not a contract of indemnity. We ¢annot put a value on human

.life. However if insurable interest is not made as a condition, life insurance may be
exploited; by unscrupulous elements. Taking lessons from the past, English law has _
presumed insurable interest in Life Insurance only in three cases:

1, Every man/woman has insurable interest on his/her own life.
2. A woman has ingurable interest on t}ie life of her husband.
3. A man has insurable interest on the life of hlS w1fe

A person has msurable interest in his own life to an unlimited extent. By
insuring his life, it is presumed he can protect his estate/family from the loss of future
earnings as a result of his early death. Though the law recognizes insurable interest on
one’s own life to an unlimited extent, the insurer may nct accept acover rhsproportlonate
to his income,

- ' As a wife normally depends on her husband for support, it can be presumed that
) she has insurable interest in him.

An husband has insurable interest in his wife’s life. The service and help rendered
by wife was thought of as the basis of insurable interest for a husband to take a policy
_on his wife. But the Court of Appeal in England held that no such interest need be
proved and the interest can be presumed on broader grounds.

All these three eventualities form an exception to the general rule laid down
in English Act 1774 to the effect that insurable interest must be based on pecuniary
interest. In the above three circumstances, interest is much higher than the pecuniary
value and is incapable of valuation. In other cases, pecuniary value must be
present; it must be definite und eapable of valuation; it must be founded on legal
obligation; and mere moral obligation is not sufficient. '

As per English Law,

A parent has na insurable interest in the life of the child qua child. It is the
parent’s obligation to maintain a child. So insurable interest cannot be claimed in |
respect of money spent for his education and maintenance, Nor does a child have an
insurable interest in the life of the parent qua parent. When the Life Insurance is
effected on the life of some other person than the assured and not be'ag his wife or
her husband, a pecuniary interest must be present and the assured cannot recover
more than the value of his interest at the time the contract was made..

-We follow the practice set out— by English Law and their courts. A parent is not
considered to have insurable interest in the life of the child and the child in respect
of his/her parents’ life.
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In our society, maintaining the parents is deemed as obligation. When the parent ~ Risk Management and
is aged or infirm, they have a right to maintenance and an order can be passed under the Role of Insurance
125 of the Cede of Criminal Procedures 1973. If the child is adopted, such right is given
a statutory form. Therefore, we can presume that a parent has a pecuniary interest on the _
child — but such pecuniary interest is not present unless the parent is unable to maintain " NOTES
himself or herself. If the parent is affluent, such pecuniary interest does not arise. When :
the parent is not able to maintain herself/himself, financing a policy on the child’s lifeis a |
problem. Qur socic-economic structure is different. Our Insurance Act 1938 does not define
insurable interest. We have only Sec 30 of the Indian Contract (about Wager contracts)
to guide us. So it is felt by many, that this question of msurable interest of parent on the
child and child on the parent needs a review.

(Refer: Discussion on Insurance on minor lives - Page 84)

In USA, where insurable interest is not defined in statute, public policy governs
the issue. Not only a pecuniary interest but also a sentimental interest in the life insured
or closeness of relationship is deemed sufficient to prove insurable 1nterest !

Other Relatives

It follows as practiced in England, that insurable interest in the case of other
relatives (brothers, sisters, uncles, aunts, etc.) cannot be presumed, unless there is
pecuniary interest. . -

The following are other cases where pecuniary interest founded on a right or
obligation which would be recognized by law or equity can give rise to Insurable Interest:

Employer-Employee

An Employer has insurable interest on the life of his employee. He can
undertake to provide benefits to the family of the employee in the event of death.-
Thus he can effect Group Insurance on the lives of employees. The employer can also
effect Keyman Insurance on employees who are found valuable and contributing for
the success and profitability of the company.

‘An employee has an insurable interest in the life of the employer arising out of
contractual obligation to employ him for a stipulated period at fixed salary’ — Hebdon vs
West (1863). In the said case, a promise to engage the plaintiff for 7 years could give rise
to valid insurable interest. Similar promises like notice period before the termination
of service, can provide valid insurable interest.

1]

Debtor-Creditor

_ A creditor has insurable interest in the life of his debtor to the extent of the
debt and interest, It is considered because, in the event of death of the debtor while the
loan is yet to be paid, the chances of recovery may be affected.

Partners .

A partner has insurable interest in the life of his co-partner to the extent of the
capital brought in by the latter.

A surety has valid insurable interest in the life of the Principal, as well as co-
surety. This arises out of the obligation founded on the contractual obligations.

Re-insurance

An insurance company has insurable interest on the lives assured in their books.
This enables them to go in for reinsurancé whenever needed.
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Insurance and Risk Insurance on Minor Lives

. -Maﬁagemem
The policy at a young age will get the benefit of lower premium. It w1ll gwe an -
. opportunity as well to build up a sizable fund for future education or start-in-career
NOTES purposes. But the child is not legally competent to enter into a contract and the parent .

-has no insurable interest on the child. To circumvent this dlfﬁculty, insurers enable the
parents to sign the proposals on behalf of their minor children with the condition that
the policy will automatically vest on the children on attaining major status, and become
their,property. If risk is covered and unfortunately death occurs in the meanwhile, the
amount i5 paid to the beneficiaries, i.e. parents who receive it as the legal heirs of the '
estate of the minor. ) o )

The Time for Insurable Interest - ' v

" Inall branches of Géneral Insurance, excepting marine insurance, the insurable
interest should exist at the time of effecting the policy and on the date of claim as well.
In the case of Marine Insurance, the Act provides that:

. “The assured must be interested in the subject matter insured at the time of loss,
though he need not be interested, when the insurance is effected.’

Life Insurance is not a contract of indemnity - so the courts have wewed

when the policy is effected. It is immaterial whether or'not he later ceases to have
such interest. So insurable interest need not exist at the time of claim. (Dalby vs
Indm & London Life Assurance Co. 1854) '

1

~ There are two more important legal principles which relate tn General Insurance
as contracts of indemnity. A brief description of them is given here. They will be discussed
in more detail along with the type of general insurance under study.

Subrogation

'This is a corollary to the principle of indemnity. The principle of insurance is that
an insured person should not be allowed to profit from a loss. If the Insured has any
right of action to recover the loss from any third party, who is primarily responsible for
the loss, the Insurer after settlement of the claim is entitled to avail himself of these
rights to recover the loss from such third party. So, when the insured has such legal
rights, subrogatlon arises as a natural consequence and the rights are transferred
to the insurer. This ensures that the insured does not receive more than indemnity.

Contribution - ) ot

This is also supplementary to the principle of indemnity. Contribution is the right
of an Insurer who has paid a loss under a policy ta recover a proportionate amount
from other insurers who are liable for the same loss. It comes into operation where
there are two or more pol1c1es on the same event. The cost of providing indemnity is -
shared by the insurers. The total payment Wlll be no more than indemnity across the
policies. :

Proximate Cause

The classic definition of proximate cause runs as follows:

‘ ) ‘Proximate cause means the active, efficient cause that sets'in motion a train of
events which brings about a result, without the intervention of any force, started and
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working actively from a new and independent source.” Pawsey and Co. vs Scottish Union
and National Insurance Co. (1907)

When there is a loss, besides proving that the loss is within the cover, the insured
must also prove that the loss was proximately caused by an insured peril. The proximate

cause does not, however, mean the last cause or nearest in time but the dominant or

effective cause (Privy Council).

The docirine of proximate cause is common to all branches of insurance.

When the loss is due to a single event the proximate ¢ause has be attributed to
that event for the loss. In case where the loss cccurs as a chain of events in succession
with one event setting of the other it may be difficult to prove the exact cause of loss.

In Smith vs Cornhill Insurance (1938) the assured who was injured in motor
accident, fell into water in a dazed condition-and thereupon died of shock. It was held
that here death was proximately caused by motor accident.

In a similar case {Issitt v Railway Passengers Association—1989}, where the
insured died after an ‘accident, followed by cold and pneumonia it was heId that death
was due to accident.

It may happen that the actual peril that has caused the loss is caused by another
peril. In case any one of them is insured and the other is not it leads to complicaticns.

]

SUMMARY S

« The concept of sharing the risk takes the form of a legal contract governed
by Acts and regulations. An Insurance Contract has distinguishing features.
The principle of utmost good faith makes risk sharing possible. The prineiple
of insurable interest kéeps it different ffom gambling. Law has provisions
to see that insurance is built on utmost good faith. It also ensures that
innocent policy holders are protected. Insurance excepting life insurance,
accident disability and health cover is a contract of indemnity. The principle
of indemnity is that an insured person should not be allowed to make a

profit from a loss. The irisurer will indemnify only when the loss is due to the |f

happening of the insured event.

REVIEW QUESTIONS

- 1. What i the role of premium in an insurance contract?

Lord Bunyan in his definition for life insurance has distinguished it from other insurance
contracts. How? :

How the Insurance Act 1938 has categorized insurance in India?
‘What are the essential features of a legally valid contract?
How the legal requirements of a valid contract are satisfied in a life insurance contract?
Distinguish between: )
) Aleatory contract and Commutative contract
(i) Void and Voidable contracts

7. The principle of Utmost Good faith arises because ‘the underwnters know nothing and
the prospect knows everything. Explain.

8. What is a material fact? When the duty to disclose ends?

9, Examine the following statements, their application to an insurance contract and legal
effects:

() A representation when found false or fraudulent can make a contract voidable at the
option of the other party.

{ii) Statements made in the proposal for insurance are in the form of representatmns

»
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10,

11.

12.

13.

14.
15.

16.

(iif) Warranties are disclosures which must be strictly and literally true and any untrue
statement will make the contract void, legally invalid. ’

{iv) The Declaration at the end of proposal gives the effect of warranties to the statements
. in the proposal.

Section 45 of the Insurance Act, known as the Indisputability Clause. Gwes protection to

the innocent policyholders. Discuss with the support of case laws.

State with reasons whether the following statements are TRUE or FALSE:

{i) In the case of a life policy the doctrine of warranty is not applicable after two years
from the date of acceptance of risk. ‘

(#f) Insurable interest is required to prevent gambling.
(iif) A husband has insurable interest in his wife’s life.
(iv) Bubrogation supports the principle of indemnity.

. (v) A creditor can seek insurance on the life of his debtor.

Whether minors are competent to contract? If not, why and how insturance policies are

issued in favour of minors?

In life insurance insurable interest is required to be present .
(i) At the inception

. (i) At the tome of claim '

(ii) Throughout the term of the contract

Define proximate cause and explain how it influences insurer’s decision in claim settlement.

Mr. Amar has submitted a proposal on 12.2.2007. Amount towards first premium was

paid on 14.2.2007 The risk was accepted on 28.2.2007. The policy document was formally

issued on 10.3.2007 and del;vered on 15.3.2007. What is the ‘effected date’ of the policy in

terms of sec. 45 of the Insurance Act?

Mr. Kamal took an insurance polu:y on 14.8.2006. He died on 16.7.2007. Intimation
about the death was given on 6.1,2008. Investigation revealed that he was under medical
treatment while applying for the policy. Insurer took a décision to repudiate the claim
on 20.8 2008. The claimant has gone to the court for remedy. State with reasons how the
court would consider the case.

- ——— o M b s ——— —

CASE STUDY" § THE CASE OF THE HYPOQHQNDBIAQ o

hI'l S. took a policy in February 1654. He dled within two years, in-August 1955

‘The insurer investigated the claim and found that he had consulted a doctor, and

had taken medicine on various occasions in 1952, 1953 and 1954. In the proposal
for the question: Have you within the past five years consulted any medical man for
any ailment not necessarily confining to your house? the response given was ‘NO’".
The insurer repudiated the claim alleging that the insured hdd deliberately
suppressed facts about his illness which was a material fact. When the issue was
taken to court, the insurer could prove that the insured had been taking medicines
and injections but not that he was sufféring from any particular disease.
The doctor who gave evidence about the medicines taken also stated, that ‘the
deceased was usually of neurasthenic type, that his condition was almost normal
.. occasionally took medicines from him and used to make much fuss about even
small ailments, and he would be qu1te upset over such small ailments.’

The Court observed:

Indeed it would appear that the deceased was.suffering from slight hypochondria.
The fact that a hypochondriac used to take medicines or injections now and then,
cannot be held to show that he was suffering from any partieular ailment. After all
placebo has a definite place in medical treatment...



There are many persons with varying degrees of hypochondria, who imagine
that they are suffering from all sorts of diseases and go on taking medicines
whether-they are necessary or not. They cannot be said to be suffering from any
- ailment or to be receiving any treatment for any ailment and in such cases, the

policy cannot be avoided by merely referring to the fact that they have been takmg
some medicines... .

The judgement was in favour of the claimant.

LIC of India vs Janaki Ammal ATR 1968 MAD 324

Also refer LIC of India vs Shakuntzla Bai AIR 1975 AP 68

Hypochondria: an abnormal condition characterised by a depressed emotional
state and imaginary ill health, referable to the physmal condition of the body or
one of its parts,

Placebo: a substance having no pharmacological effect but given to a patlent
who supposes it as a medicine and takes 1t . .
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4.10. Vana’rlons ‘ - I
4,11. Money-back Plans )
4,12, Plans for Children—On the Lives of Parents
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4.17. Product Differentiation

Summary

Review Questions : ' - II .

4.1. THE ROLE OF FINANCIAL INSTITUTIONS

A financial institution (FI) is a company engaged in the business of dealing with
financial and monetary transactions such as deposits, loans, investments, and currency
exchange. Financial institutions encompass a broad range of business operations within
the financial services sector including banks, trust companies, insurance companies,'
brokerage firms, and investment dealers. Virtually everyone living in a developed
economy has an ongoing or at least periodic need for the services of financial institutions.

How Financial Instltutlons Work

Financial institutions serve most pe.ople in some way, as financial operatlons are a
_critical. part of any economy, with individuals and companies relying on ﬁnanmal
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institutions for tranbactmns and 1nvest1ng Governments consider it" 1mperat1ve to Financial Aspects of
oversee and regulate banks and financial institutions because they do play such an  Insurance Management
integral part of the economy. Historically, bankruptmes of financial institutions can ’
.create panic.

NOTES
Types of Financial Institutions

. Financial institutions offer a wide range of products and services for individual and
commercial clients. The specific services offered vary widely between different types of
financial insti'tutions. !

Commercial Banks

A commereial bank is a type of financial institution that accepts deposits, oﬂ‘ers checkmg
account services, makes business, personal, and mortgage loans, and offers basic financial
products like certificates of deposit (CDs) and savings accounts to individuals and small
businesses. A commercial bank is where most people do their banking, as opposed to
an investment bank. ) '

Banks and similar business entities, such as thrifts or credit unions, offer the
most commonly recognised and frequently used financial services: checking and savings
accounts, home mortgages and other types of loans for retail and commereial customers.
Banks also act as payment agents via credit cards, wire transfers, and currency exchange.

Investment Banks

Investment banks specialise in providing services de31gned to fac111tate business
operations, such as capital expenditure financing and equity offerings, including initial
public offerings (IPOs). They also commonly offer brokerage services for investors, act
as market makers for trading exchanges, and manage mergers, acqu151t10ns and other
corporate restructurmgs

Insurance Cormpanies

Among the most familiar non-bank financial 1nst1tut10ns are insurance cnmpames
Providing insurance, whether for individuals or corporations, is one of the oldest financial
services. Protection of assets and protection against financial risk, secured through
insurance products, is an essential service that facilitates individual and corporate
investments that fuel economie growth.

Brokerage Firms

Investment companies and brokerages, such as mutual fund and exchange-traded fund
(ETF) provider Fidelity Investments, specialise in providing investment services that
include wealth management and financial advisory services. They also provide access
to investment produi:ts that may range from stocks and bonds all the way to lesser-
known alternative investments, such as hedge funds and private equity investments.

4.2. FINANCIAL MARKET | :

Definition: Financial Market refers to a marketplace, where creation and trading of
financial assets, such as shares, debentures, bonds, derivatives, currencies, etc. take
place. It plays a crucial role in allocating limited resources, in the country’s economy. It
acts as an intermediary between the savers and investors by mobilising funds between
them. T

]
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* Functions of Financial-Market

The following are the functions of the financial market.

* It facilitates mobilisation of savings and puts it to the most productive uses.

e It helps in determining the price of the securities. The frequent interaction
between investors helps in fixing the price of securities, on the basis of their
demand and supply in the market.

o It provides liquidity to tradable assets, by facilitating the exchange as the.
investors can readily sell their securities and convert assets into cash.

* Itsaves the time, money and efforts of the parties, as they don’t have to waste
resources to find probable buyers or sellers of securities. Further, it reduces
cost by providing valuable information, regarding the securities traded in the
financial market. .

The financial market may or may not have a physical location, ie. the exchange
of asset between the parties can also take place over the internet or phone also.

4.3. LIFE INSURANCE—TR_ADITIONAL PRODUCTS

The purpose of a business organisation is to create value and deliver it to
the satisfaction of its customers. When the customers buy ‘products’ they are only
buying benefits and values from the offering madeé by a company. Life insurance asa
service industry, offers various sets of value satisfactions in their products. Risk cover
and systematic savings are the core services combined in different forms and offered
to meet the insurance needs of the customer.

Insurance compames differentiate their products by adding auxiliary benefits
and attributes to these core services, and marketing them. While buying an
Endowment Policy from an insurance company, the proposer gets not a mere legal
contract assuring a sum ags it is common under the said type of policy but also other
attributes accompanying the policy like easy facility for payment of premiums,
timely reminders, quick withdrawals and loans, hassle free settlement of claims and a
range of customer services which differentiate it from the similar endowment policies
offéred by other companies.

The insurance gets more value added when-sold by a professional and service
minded agent, and the buyer perceives it as a better product compared to the same plan

- from the same company sold through another agent.

4.4. LIFE INSURANCE PRODUCTS—HOW THEY EVOLVED

In the beginning, life insurance operated to cover only the risk of death during
a short period. Since the risk of death increases with age, resulting in increase in

| premiums payable, the need for long-term insurance with uniform premium was felt.

From this, the concept of whole life, where the premium was payable throughout
life, was developed. The-uniform rate, which included a savings element, led to the
accumulation of a ‘reserve’, as the premium colleéted in the early years would be in
excess of the amount required to cover the risk. Thus, the concept of savings with
risk cover was born. Insurance plans which, besides offering death cover during the
specified term, provided a maturity benefit also at the end of the term, were designed.

* The insurance companies made conservative estimates in fixing the premium
rates. When the experience was found more favourable than the assumptions made,
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the insurer shared the benefit with the policy holder in the form of bonus’. Thus, the
concept of with — profit policy was evolved. In due course, when the policy holders

began to expect borius as a matter of right, insurers started deliberately charging -

an extra amount for the payment of bonus and offered distinct with-profit policies.
To meet the needs of the interest-sensitive customers, variations came up offering the
sum assured in quicker installments. Combining mutual fund concept insurers
designed market related products which are gaining more and more acceptance today.
. With improvement in longevity, living too long’ was also felt as a risk in the
modern society and ‘annuities’ were developed, promising to pay a series of payments
above a certain age, to take care of the needs in old age. The advent of industrialisation
brought group insurance to extend the beneficial coverage of insurance at a moderate
cost to certain groups who assemble together with a common purpose and are engaged
in economic activity.
Thus, today we have a wide range of life insurance products to suit the various
-needs and preferences of the customers.

4.5. TERMINOLOGY

Every business has its own ‘language’. In Life Insurance too, there are certain
fundamental terms used to indicate the features and benefits of its products.

Sum Assured is the amount secured on death or on survival and due for payment
as per the conditions of the policy. '

It is death benefit when it is paid on the happemng of the death dunng the -

term-of the contract.

It is called survival or maturity benefit when it is settled at the end of the term.

Premium is the amount that each individual has to pay in order to secure the
given sum assured, i

The person applying for the policy is known as Proposer.

Proposal is the form in which the application is made for insurance and the
Policy is the document provided by the insurer as evidence to the contract entered into.

The individual whose life is insured (on whose death the amount is payabie)
' is Life Assured. The person who is the legal owner of the pohcy is known as Pohcy
Holder, Policy Owner.

4.6. PRODUCT CLASSIFICATION

Life Insurance Prodicts can be broadly classified into five groups:

1. Individual Assurances—Traditional Plans A

2. Individual Assurances—DMarket Oriented Plans

3. Annuities—Personal Pension Plans

4. Riders—Additional Benefits

5. Group Insurance—Group Superannuation Schemes

The individual assurances can be further grouped as Participating and
Non-Participating (also known as With Profit and Without Profit) policies.
Participating policies are eligible for share in the profits of the.company. The share
called Bonus is payable along with the sum assured. The premiums rates for these

plans are higher than the Non-Participating policies. Giraranteed Additions is an |.

innovation substituting with-profit policies. The guaranteed additions will be payable
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along with the sum assured and the rate is guaranteed at the outset when the policy.
is taken. After the liberalisation of Indian Insurance, market related products are
replacing with-profit policies and the plans with guaranteed additions.

4.7. INDIVIDUAL ASSURANCES—TRADITIONAL PRODUCTS

Term, Assurance

The main purpose of taking llfP insurance is to provide financial protection to the
beneficiaries. The Term Assurance fulfills this objective. It is used to replace the income
lost when the wage earner dies a premature death. Itis also helpful to cover the expenses
associated with death (funeral, medical bills, tax payments, debt clearance, etc.).

Term Assurance is for a limited number of years. The plan gives pure insurance
protection. It pays death benefit only. The face amount called Sum Assured is pavable
if death occurs during-the stipulated period. 1t has no maturity value.

The main characteristic of the plan isits low cost. High risk is covered at alow -
premium, especially at younger ages. So the insurers are more careful while accepting
the risk under this plan. The proposers whose heaith, lifestyle, family history, occupation
and other factors suggest that they are normal alone are considered for term assurance. -

'Thé need for such insurance cover is also taken into account. As the age factor is eritical

for the assessment of risk, standard age proofis insisted upon. Proposals are evaluated
on the basis of medical reports including special reports, if required.

Initially, insurers were offering this product for a very short term. With continuous
improvément in mortality, the plan is now made available for longer durations of ten and -
fifteen years, and even more. However, the insurer fixés a limit to the age at maturity
(generally 60 years) and the maximum sum as‘sured that can be given. -

Uses , ;o

‘Term assurance is useful for a person who_strongly' feels that the family should be

protected but finds his/her current income is limited. He can choose this plan which
can give him maximum protection at low cost. It is also appropriate when the need for
protection is temporary. This non-expensive plan is also desired where the person has
drawn a large amount of loan to promote his business or to meet his personal needs.

Limitations

The main limitation is that it has no maturity value and the protection is limited to a
number of years. ‘As the premium covers risk of death only and does not include any
savings element, no reserve or cash value accumulates, and on termination by voluntary
surrender or at the end of the period, no amount is available to be paid.

Term assurance purely works on the basic principle of insurance — pooling the

.risk and sharing. A person who pays premium for fire insurance does not claim a return

of fire insurance premium if his house was not burnt down during the period insured.
But he does not feel it strange when he demands a return of premium on his surviving
the term in life insurance. He feels as though he has lost the money in the deal.

- The premium becomes heavy as the age increases due to high incidence of risk.
The prospects at adva.nced ages consider the premium as costly and proh:lbltwe

Insurance salesmen are also eager to recommend other kinds of policies

| which have an in-built savings component and offer cash value. They can get thher

commissions. Due to these {actors, limitations and rather, perceptions, people do not
prefer term assurance. unless circumstances compel them to go for it.
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Considering consumer reactions, preferences and pressui‘e from Consumer Action
Groups, insurers have introduced attractive variations in Term Assurance by changing
" the price components and benefit patterns. Some of them are described as follows.

Term Assurance with Return of 'Premiums

Besides the death cover, this scheme offers an amount equivalent to the total premiums

* paid on surviving the term. The plan gives a psychological satisfaction to the customer.
that, when he survives the term, he w111 receive back at least all the premxums paid,
though not with interest. .

The plan accumulates cash value after a minimum period, say, five years, Whl(:h

means that the policy holder is eligible to recéive an amount if he terminates the |

contract after five years.

- Family Income Policy

The benefit of life cover can be paid in two ways—as a lump sum to repay debits, meet

expenses, and invest in future earnings, or as a replacement income. In the latter |

type, it is termed as Family Income Policy, providing an income from the date of death
until a certain age or for a set period of years from the date of commencement of the
policy. This plan would appeal to-those whose family responsibilities call for a monthly
income to be paid to the surviving spouse and children. Combining both the benefits, a
Family Income Policy can also offer a lump sum on death and a monthly income
for a fixed peériod.

Increasing Term Assurance

This is a product which starts with a given sum assured and increases automatically
every year at a fixed rate, say 10%. This feature would be helpful in meeting the
increased cost of living due to inflation. The cover can also be increased if a particular
event (like getting married, having children) takes place at the option of the policy
holder. Premium will increase accordingly.

Decreasing Term Assurance

Decreasing term Assurance has a prov151on to meet a specific need. The variance is
designed to protect the repayment due on a mortgage where the capital outstandlng is
reducing steadily during the term due to. periodical repayments. The sum assured is
adjusted during the term to reflect the periodical repayments, although the premium
will normally remain level throughout the term (or limited to a period). This Term
Assurance is usually called Mortgage Redemption Assurance. For example, when
a housing loan is granted, banks insist on insurance cover under this plan, so that on
untimely death of the person to whom the loan is granted, the property after adjustment
of the claim amount passes to the legal heirs, and not the debt. This is most suitable
as a collateral secunty :

Convertibility

Convertible Term Assurance is anothér type of Term Assurance with the option
to convert the policy, after a period, into a Whole Life or Endowment Policy (policies
with savings element) which have cash values. The advantage of this type of Term

Assurance is that when the policy holder wants to convert the contract, he can do so .

without medical examination, regardless of the state of health at that time. The
premium would be enhanced from the date of conversion depending upon the date of
conversion, the plan and term to which it is converted. This option is normally to be
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exercised five years from the commencement: The plan is suitable for those who have
chosen a career promising high income in future years, but today find it difficult to pay
the high premium for plans with saving elements,

4.8. WHOLE LIFE PLANS

When the need for insurance protection is felt. over one’s entire life time, Term

| Assurance with limited period may not be found adequate. In such cases, Whole Life

Assurance, which provides the face amount upon the insured’s death regardless of
when it happens is idedl. It is protection for life time for the whole life. Some may

| need insurance cover even beyond 65 or 70 years and want to provide a substantial

amount to the surviving wife, children or for charity when death occurs. A Whole Life
Plan is appropriate when such life insurance protection is needed.

As the sum assured under the Whole Life Policy is payable whenever death
occurs, and is not restricted to any period, it is also referred as Term Assurance with
unspecified term. But there are other features which distinguish it from a Term Plan.
Whole Life Policy combines protection and savings and a cash value develops during
the period as a by-product, because of the components in the premium and the premium
paying method. This cash or reserve value can be surrendered or borrowed upon after
a minimum number of years, which benefit is not available in Term Assurance.

The premiuin is payable during the whole of the lifetime of the policy holder,.
till death, when the sum assured will become payable. Under the Limited Payment
Whole Life, the policy holder can have a restticted paying premium period, enabling
him to pay all the premiums during his productive years. If the life assuted survives
the premium paying period, the pohcy will continue in force with no further premiums
to be paid. . .
The provisions under the Whole Life Plan are being continuously reviewed by
the insurers. In the Mortality Table which is the basis for premium calculation, age
100 is normally taken as the terminal age. Insurance companies take it as though all
die by that age and caleulate the premium. So, in all fairness, they should pay the
amount to those persons who live to that age. So, Insurance companies stop collecting
the premium by that age and also start paying the claim when they reach 100. Now, -
companies are further relaxing the conditions, and stipulate that under a Whole Life
Policy, premiums are payable for 35 years or till age 80 which ever is more (death not
intervening). When ‘the policy holder under these conditions, reaches age 80, the sum

‘assured becomes payable.’

‘Whole Life policies can be taken with participation in profits. The bonus rates
for Whole Life are usually higher than the rates declared for other types of policies.
Under Limited Payment Plan, the policy continues to participate in profits even after
the exp1ry of the premium paying penod

Convertibility can be made available in Whole Life Assurance also The plan can
operate as Whole Life for the first five years and can be converted into an Endowment
(with maturity benefits) at the end of the period, if so desited. This plan is suitable for.
a young man with heavy family responsibilities, at present having a small income but
with definite prospects of higher income in the near future. As his financial capacity
increases.and family needs get deﬁned he can adjust the term to suit his convemence

Uses and leltatlons

The Whole Life Plan is presented as the best form of life insurance for family protection.
In the later years, a substantial amount may also be available as loan fr_orp the reserve
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values of the policy to meet the family needs. Yet the traditional Whole Life poliey is Financial Aspects of
criticised for its long term and the low rate of return on the savings compenent. To Insurance Management
overcome this criticism, insurers have introduced Whole Life Plans with a variety of

premium paying patterns and options and benefits.

NOTES

4.9. ENDOWMENT PLANS

In the United States, the Whole Life, with its variations, is the most popular plan
widely sold. Endowment Assurance takes its place in India. This is because, in the
Indian perspective, life insurance is not a mere risk cover but also a long-term savings
plan —a plan which is'semi compulsory in nature and where the money saved is safe.
Till 1999, Endowment Assurance accounted for more than 70% of the total products
sold. But the scenario is changing.

Endowment Plan has both death and survival benefits. It promises to pay the
sum assured on the death of the insured during a fixed term of years, and settle the
arzount at the end of the term if the insured survives the term. The first part, assuring
death benefit, we know is Term Assurance. The second part of the promise for survival
or maturity benefit is known as Pure Endowment.

A Pure Endowment Policy is for a term of years and the sum assured is
payable only if the life assured survives to the end of the term. Premiums are payable
throughout the term and the premium depends only on the term and not on the age.
It does not cover risk and the premium has the elements of investment and expenses
only. Yet it is offered as a life insurance product. The product may serve the object of a
bachelorora spinster interested in preserving income for old age and not for any cover
‘on early death. Savings on tax may also be the motive for the individual optmg for
this plan, who may be otherwise not insurable.

The definition given in the Insurance Act (Sec. 2) includes the business of
effecting any contract upon human life where the money is payable on the happening
of any contingency upon human life as life insurance. Hence by its terms and
conditions, Pure Endowment can also be taken as a life insurance product. Moreover,
understanding the concept of Pure Endowment is very relevant in insurance as most of
the plans are combinations of Term Assurance and Pure Endowment in varying degrees.

An Endowment Plan is nothing but a combination of Term Assurance and
Pwre Endowment. The concept can be explained in another way:

Suppose a person wants to have a given sum at the end of a specilie period.
Towards that objective he makes certain contributions every year to accumulate at a
compound rate of interest to reach that amount. If he survives the term, he will have
the sum at the end of it. If, however, he dies before the end of the term, his savings .
plan would be in¢omplete, leaving a gap between the amount accumulated and the
targeted amount.

The life insurance company steps in here and offers to make up the deficit
in return fo: « small premium to meet the risk. It is a decreasing term assurance,
providec by thie insurance company where the amount at risk payable as a deficit
decreases every year and becomes nil at the end of the term. The effect is that the
savings accumulation equal to the sum targeted is available at the end of the term and
the full sum desired to be had at the end of the term is payable to the beneficiaries if
death vcurs earlier.

Uses of Endowment Plén

Endowment Assurance takes care of many anxieties and concerns in life.
Provision for financial protection to the family, funds in future to meet education,
marriage expenses, and income after retirement, etc., can all be planned under this
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' Assuranee It is'a semi-compulsory, systematic sdvings plan carried through the active

years to have a secured future for the family. Salespeople find it easy to explam and
proposers find it sunple to comprehend .

4.10. VARIATIONS

Many prodﬁéts have evolved coxnbiliing Term Assurance and Pure Endowment in

_varying degrees. A Double Risk plan will assure twice the sum assured on death

and a single sum assured on survival. It 1s a combination of two Term Assurance -~
elements and one 'Pure Endowment element.

When the plan assures a single sum assured on death and twice the sum’
on survival, called Double 'Endowment, evidently it has two Pure. Endowment and
one Term-Assurance parts. '

Fixed Term Endowment is another variation of Endowment The sum assured
under this plan is available only at the end of the selected term. However, no
further premium is required to be paid if the life assured dies earlier. It satisfies certain
needs which would arise in the future, like marnage expenses. Since the spm assured
is payable only on the expiry of the term, the premmms are lower than those payable
under an ordinary Endowment. Plan.

Fixed Term Annuity is rather an extension of this Endowment. The sum assured-
at the end of the term is paid in ten (or specified) equal half yearly installments, It is
designad to meet educational needs. The premium is little lower than the former.

An Endowment type of plan is also offered en two lives. It is called Double Cover
Joint Life Endowment Plan and is 1deally suitable for a working couple. The policy
is issied on the lives of the husband and wife. In the event of death of one of the lives
assured dunng the selected term, the basic sum assured is paid to the other life and

|-future premiums are waived under the policy. However, the policy continues on the

life of the surviving person and the sum assuréd is again paid on the date of maturity
or m the event of earlier death. If one or both survive to the maturity date the basic
sum assured is paid. .

Joint Life Plan is also available to partners in business with a difference. Here
the contract will come to an end at the time of the first death with the payment of the
basie 'sum assured. The plan is not eligible for any further benefit. .

4.41. MONEY-BACK PLANS

‘Get periodical returns and stay insured for the full sum assured’ goes the punch line for
this Plan which is also a variation of Endowment Assurance. It has a different pattern

| in the payment of the sum assured. The face amount is paid in installments at’ perlodmal

intervals during the-curi rency of the policy. .

Arn example: In a 20 years’ plan, the payment is pa_rd ir four mstallments viz.
20% of the sum assured each at the end of 5%,.10* o1 15" yes:s a1.d the balance 40%
with vested bonus at the end of the 20 year, i.e. on maturity. In ease of death at uny
time during the 20 years’ térm, the full sum assured is paid along with bonus, attached
and without deducting any installment which has already been paid. The bonus is
reckoned on the full sum assured, irrespective of the installments paid.

On analysis, we will find a Money Back Plan, a series of Pure Endowmentis
embedded within a Term Assurance for the whole period. Thus the 20 years’
plan described above is-a mix of a Term Assurance of 20 years for the full sum asspred
and a series of Pure Endowment Plans for different periods (20% of sum agsured for 5
years, 20% of sum assured for 10 years, 20% of sum assured for 15 years and 40% of
sum assured fm- 20 years). :
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This is considered as a good plan of assurance for a person who, in addition to a Financial Aspects of
fuli cover for the protection of the family, wants periodical payments to coincide with | Insurance Management
any necds that may arise during the term, like education of the child, or marriage. The
plan also satisfies the people who feel that the return on the investment aspect of Life
assurance is inadequate and better value to their money can be had by investing in " NOTES
other avenues. No doubt the premium is relatively high undet these plans. T,

Insurance companies differentiate in the Money-back Plans offered by them.
The installments and the patterns of payments may be designed differently so that the
benefits are not comparable with similar products of other companies.

4.12. PLANS FOR CHILDREN—ON THE LIVES OF PARENTS

Insurance means substituting economic power. The loss of income to the family |
due to sudden death, is compensated to certain extent by Life Insurance. So,
people who earn money and have a dependant family can go for Insurance. If the
conzern is to ensure that the money is ready when the child needs it most, to join
. professional courses, or seek admission in-everseas universities or have a head start
in a promising career, these can be accomplished by the parents having auiguate
" coverage on themselves, which build up a fund for future and also ensures that the
goals like higher education are met in the event of untimely death. -
Certain specific Plans like Fixed Term Endowment or Educational Annuit
Plans are available when the Sum Assured together with bonus or unit additions are
payable at the end of the seiected term either in lump sum or in installments. The money
would be useful to reach higher education expenses even in the absence of the parents.
Premiums under this type plan are payable for the selected term which would coincide
with the age of the child, when 2 lump sum would be handy. The sum assured is paid
on the stipulated date even if the life assured dies earlier. But the future premiums
would be waived. | :

4.13. CHILDREN’S PLANS—ON THE LIVES OF CHILDREN

They are designed mostly to start as saving schemes adding risk cover at a later
stage. The cover for death is normally provided from 7 years onwards. As children are
not competent to enter into a contract the parents take insurances on the lives of their
_ minor children. The risk on the life of the child commences from the policy anniversary
after certain years, called Deferred Date, The time gap between the commencement of”
the policy and the commencement of risk is called the Deferment Period. If the child
dies before the deferred date, the premiums paid will be returned. In case of death of
the child after the Deferred Date and before the end of the term, the claim will be paid
. to the parents as beueficiaries. ) ‘ .

These policies arc issued with conditions that the title will automatically pass
on to the c.aild on atiaining majority, called vesting age. After the Vesting Date
(whicl is tiwe policy dnniversary after the vesting age) the child becomes the owner
of the policy. The benefits under these policies are normally designed to be payable
as staggered payments to meet the educational expenses of the children. On
payment of additional premiums, based on the life of the proposer, the parent, further
premi.ms can be waived in case of death of the parent during the deferment period.

] At present, insurers waive medical examination if the child is below 10 years. Fer
risk plans ot when the sum assured is heavy or the age is above 10 or when the proposal
indicates any abnormality, full medical reports and special reports as per the company’s
practice will be required. Insurers will also insist on matching insurance en the lives
of the parents. Practices followed by insurance companies in their offer of Children’s
plans vary widely. Children’s Policies are becoming popular for the following reasons:
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* A forced savings habit starts at early age'and over a long term it is possible
. to build up a big amount for education, marriage, estate creation, start in
life, ete.

* Insurance cover is available without medical examination from the risk date
and a life cover is continued at low premium.

* Tax benefits can be availed either in child’s account or parents account.

There cannot be any substitute for the love and affection and care showered
on the children. But giving them a financial support when they need it more will go
a long way in giving them edge in the competitive world and realise their dreams.
They will feel proud of their parents-and emotional bondage would be stronger.
Children’s plans serve these needs.

4.14. PLANS FOR SPECIAL CHILDREN

When a child is born with some disorder, physical or mental challenge, it needs’
special attention from its parents. A special plan to secure the future of such children
provides payment of the part'of sum assured (20%) to the child on the death of the
parent-proposer and the balance as annuity payments, say for 15 years, certain, and
thereafter for the life of the child. The payment will be made to the child directly or
to the nominee as a measure of much needed financial support in the absence of the
parent. The premium will be computed taking the age of the life assured (parent), age
of the dependent child for a whole life plan with limited premium paying period. In
case of the unfortunate death of the dependant child, the premium can be returned or
the policy can be made proportionate paid up as the need for the Plan ceases.

When the permanent disability conforms to the norms specified under Government

rules the premium paid can rank for special Income Tax benefits as deductions from - .

the income of the life assured.

4.15. HEALTH PLANS

| What the Act says . '

The Insurance Act has ircluded ‘health’ under Miscellaneous insurance to be transacted
by non-life insurers. IRDA in 1ts Regulations on Registration of Insurance companies
have classified insurance industry as under.

- o Life insurance business consisting of hnked business, non-lnked business or

both
Or -
¢ QGeneral insurance business mcludmg health insurance business {or health )
cover)

IRDA in its Regulations have also stated that ‘health i msurance business’

| or ‘health cover ‘means the effecting of contracts, which provide sickness benefits

or medical, surgical or hospital benefits, whether in-patient or out-patient, on
an indemnity, reimbursement, service, prepaid, hospital or other plans basis,
including assured benefits and long-term care.

Life Insurers and Health Insurance

The longevity of an individual has increased to a great extent. The cost of medical/
hospitalisation has become unaffordable to many. So the life insurers who are already
in the business of covering risks exposed to human life, feeling that they can also meet
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the needs of the people in providing additional financial support. ventured offering plans Financial Aspects of
with additional benefits on health cover. But these plans are not on reimbursement basis ~ fnsurance Management
meeting the actual medical experises as such plans can be granted only by non-life '
insurers. Life insurers plans provided Lump sum benefits irrespective of actual
medical expenses incurred. The benefits are paid out in fixed percentages of sum © NOTES
assured ranging from 100% to 10% as decided at the gutset when the policy is taken.
IRDA is encouraging life and non-life insurers coming tegether to offer
combinations in products. A new breed of products called ‘combi products’ is emerging.
Combining Term assurance from a life insurer and Medi claim policy from a non-life
insurer a new integrated, Health plus Life Combi product is offered to the insured
as one plan. To work out this ‘partnership’ a memorandum of understanding is
agreed between the two insurers on administration of the policy. There is transparency
in the premium to be charged and flexibility in continuing the policy. The Lead insurer
facilitates the issue, service and claim settlement relating to the policy. The unique
advantage to the policy holder is the facility to have both the benefits, term assurance
and medi claim under a single policy through the services of the lead insurer.

4.16. NEW GENERATION PRODUCTS UNIT LINKED-VARIABLE
LIFE AND UNIVERSAL LIFE CHANGING NAMES

Unit Linked Insurance was intreduced in United Kingdom, in 1950, by Unit Trusts.
It was a hybrid product combining the features of investment and insurance. Life
insurance companies saw its potential, developed it and started selling it successfully.
Its popularity spread to Netherlands and Canada. It was offered in United States in
1976 with a change in name as Variable Life Insurance (VLI). This product called
Unit Linked Insurance Plan in India was first floated by The Unit Trust of India in
collahoration with LIC of India. Later, life insurance industry adapted it as an attractive
product combining wealth creation and risk cover. The features, benefits and uses of
this product and its positioning in the market as defined by IRDA are discussed in the
next chapter, in detail.

Universal Life Insurance was another new plan which was first conceived
as variation of Whole Life Plan. With flexibility in premium payments and
adjustability in death cover. Introduced in 1979, it became very popular in USA,
and later'in UK also. Under this plan, the policy holders can pay ‘premiums of
whatever amount and whenever they desire subject to company’s rules on minimums |
and maximums, While regulating its launching in India IRDA changed its name as
Variable Insurance Product and also stipulated the features to be incorporated in
it. The ¢ircular and the guidelines issued make it clear that-

e Every VIP policy shall have a policy account. It will be credited with premium
net of all charges.

* Only level regular premiums are permitted. Smgle premium or hmlted
prelmums shall not be allowed.

 The premium shall be shown sepa.rately asrisk premlum charges, commission

~ and policy components.

* The guaranteed rate and bonus shall be applicable to the balance of the
policy account.

* Top-up premium (increasing the premium) is allowed throughout the term.

» The policy provides guaranteed mortality cover. The policy holder shall be
offered flexibility of changing the sum assured during the currency of the
term subject to insurability and minimum sum assured. Such change w111 be
eEectlve from the next policy anmversary

’
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® Sum assured chosen by the policy holder together with the halance in the
policy account shall be payable as death benefit. -

* The benefit payable on maturity shall be the balance of money in the policy
account plus the terminal bonus, if any:

* Only traditional plans, either participating or non-partlmpanng, on non- hnked
platform can be offered as Variable Insurance Products.

* The sum assured shall at least be ten times annualised premium. The
minimum policy term shall be five years.

¢ All Variable Insurance Products shall have a lock-in period of three years.
No partial withdrawal is permittéd. Loan can be availed. .

* A statement of policy aceount shall be sent to the pohcy holder at least once
in a year.

4.17. PRODUCT DIFFERENTIATION

Combining Term Assurance, Whole Life, Pure Endowment and also adding
the elements of Annuities (to be discussed later), insurers evolve different
schemes to suit the needs of various market segments, -

All insurers do not offer all types of plans. It depends on how the company
positions itself in the market. A company viewing insurance as a unique means of
protection may offer mostly Whole Life policies from a very early age with different
terms for payment of premiums. Another company, considering it as a instrument
to get more value for money can concentrate on market linked: policies, linking the
products to capital markets. Insurers, considering the' changing circumstances, may
also reposition themselves from time to time and offer products with different benefits
and payment patterns.

Postal Life Insurance

Life Insurance plans are also offered through post offices. Postal Life Insurance is
the oldest insurance organisation in the country. It was established in 1884 by the
Government of India and it is managed by the postal department of the government.
Initially it was to cover only telecom department employees, but slowly extended to all
Central and State government employees, public sector employees and other government
related organisations. Postal insurance does not come under IRDA regulations.

Products Offered

Scheme for Physically Handicapped, Whole Life Assurance Scheme, Endowment
Assurance Scheme, Convertible Whole Life Assurance Scheme, Anticipated Endowment
Assurance Scheme, Joint Life Endowment Assurance Scheme for married couples,
Children’s Policy are policies currently issued by them. The other special features related
to Postal Life Insurance are: '

* Limit of sum assured minimum ¥ 20,000 maximum % 10,00,000.

* All policies and loan documents are exempt from stamp duty.

* Premium can be paid at any post office.

* Premium eligible for income tax rebate.

* Non-medical policies are issued up to ¥ 1,00,000.

* Physically handicapped persons can insure up to % 1,00,000.

¢ Convertible Whole Life Policies can be converted into Endowment Assurance.
¢ Nominations and assignments can be made at any time.

’
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 Easy loans against policies after completion of 3 years. It will attract interest Financial Aspects of

at 10% p.a. Insurance Management

* Bonus is paid on paid up policies also.

+ Unlike other insurance companies, there is no agency system in vogue.

The Government of India accepted the recommendations of the Reforms NOTES

Committee and amended the rules in 1995 to extend its operations in rural areas.
Accordingly Postal Department came out with Rural Postal Life Insurance (RPLI)
scheme with certain restrictions in the existing plans offered.’

" Among the extra advantages enjoyed by Postal Insurance are low cost of
operation and exemption of stamp duties. Products are marketed with the punch line
‘low premium-high bonus’.

SUMMARY

« Life insurance plans offer a myriad of benefits. The fundamental benefit ig
the economic protection given on early death. Later, it extended to ‘living
benefits,” providing funds for future needs. Term Assurance, Whole Life and
Endowment are the basic pla.ns and variations came in by combining them
in different ways. The premium collection and benefit pattern can change
depending upon the needs and convenience of the buyers. For people, who
are ‘interest sensitive’, money-back was introduced. ‘With Profit’ is another
variation which offers participation in profits. More and more flexibility in
plans is the order of the day.

REVIEW QUESTIONS

1. Discuss the role of Financial Institution and Financial Market.

2, What are the core services offered in a life insurance product? What are the attriblutes
added to it to make it attractive?

8. Term Assurance covers only death risk. Discuss the variations in the produet, its
convertibility and explain how the plan is useful to an young man?

How Whole Life Plan is different from Term Assurance? Enumerate its benefits.
Endowment Plan is a combination. Elaborate. :
Explain the features of a Money-back Plan. How does it serve the needs of a young famlly'?

What are the plans best suited to promise an assured future for chlldren‘? Explain the
benefits offered.

8. Head of family feels insurance is not a good investment. How would you advise him to go
for a traditional policy?

9. - Health insurance is now offered by Life i insurer in a distinct form. Discuss the initiative.
10. Needs are changing. Variable Life Assurance is a new generation plan. Explain.
11. Discuss the role of Postal Life in the Indian insurance industry.

L
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- LIFE INSURANCE PRODUCTS
' MARKET RELATED PLANS

"« o = STRUCTURE - -«

5.1. The Rise of Mutual Fund and Unit Linked Plans
5.2. Irda Regulations ’

Summary : . .

Review Questions

Life insurance covers mainly the risk of death. It does not cover the effect
of inflation and fall in currency value of the sum assured which is promised at the
outset of the contract. Mostly, Life Insurance contracts are for the long term, and the
claim amount when payable may become inadequate to meet the needs, due to erosion
in money value. This is the major criticism against Life Insurance Plans.

The premiums in life funds, when invested collectively, as per regulation norms,

.normally get a yield of 5 to 6% per year. This is because of the cautious approach of the

insurers and also the mandatory provisions in investing the fund. Life msurers holding
the money in trust for the benefit of the policyholders hesitate to invest in speculative
ventures. Investment norms stipulate a significant portion'to be invested in development
of infrastructure and Government securities. Safety rather than yield is the guiding
factor in their investment pattern. Hence the insurers are not able to offer high return
to'the policyholders. . - - .. .

The buyers of insurance who were confident of investing elsewhere and getting

'| better retwrn started feeling it would be ideal to go for Term Insurance only with the -

insurers and invest the balance in the capital market. Buy Term Assurance—Invest
the Difference (BTID) became the trend. Yet, the common people with their limited
knowledge about investment avenues and aversion to risk, c}ould not reach the capital
market and their dissatisfaction with the insurers continued. .

5.1. THE RISE OF MUTUAL FUND AND UNIT LINKED PLANS

The concepf; of Mutual Fund or Unit Trust was first introduced in UK, and
became popular among the public. Various funds depending upon the needs of the people
and their ability to take risk were developed, and the common people could invest in
various financial services and avenues through this investment vehicle. Mutual Funds
pool the funds of investors to buy stocks, bonds, and other financial mstruments and
create a diversified portfolio of investments. Mutual Funds started promoting schemes
with a limited insurance coverage also. The success and popularity of Mutual Funds
enabled the insurers to combine the concept of mutual fund with life insurance cover and
introduced Unit Linked Insurance Plans also known as Variable Life Insurance (VLI).




 The basic working of unit linked insurance is similar to Mutual Fund. The
amount paid by the policyholder after deduction of the premium for pure risk coverage
(Term Assurance) for the current year and the expenses, is invested in Funds opted by
the policy holders. They accumulate with investment earnings and get higher yield
compared to traditional policies. From the insurer’s point of view, they are interested
- to introduce the unit linked product, as there are no guarantees in the plan, and the
capital requirement in launching or servicing such plans is also lower. The customers
are happy as they able to get better returns and find transparency and flexibility built
in the scheme.

In India, The Unit Trust of Indla and LIC Mutual Fund were permitted to float

Unit linked plans in collaboration with LIC. The maximum saving and cover under
these plans and their tenure were very much restricted. Reviewing their limited success
Malhotra Committee felt that life insurance industry should develop and market such
plans for longer terms and with uniform risk cover.

Basic Plan and the Premium

A policy term has to be chosen with the minimum of five years. If it is Whole

Life the term should be taken as 70 minus age at entry. The premium can be single
or annualized premium.
Insurance cover and Investment

‘The plan has two components —Term i insurance cover and investment part. There
are front-end and back-end charges made on the premmm collected.
Adjustment of Premium

The risk premium, called mortality charge, is levied in the beginning of every
month, as per the table enclosed with the policy.
Investment Options

~ The premium paid by the client, after adjusting for risk cover and any charges,
is utilized to buy units in the funds chosen by the policyholder.

The policyholder is given the option to choose the investment pattern for the

premium paid and the units are allotted in his favour. The company should provide _

different types of investment strategy (Equities, Debt, Balanced, ete.) with minimum
and maximum percentage of investments in each fund.

The documents should contain enocugh details, and the intermediary should be
given adequate training to explain the features of these funds, so that the proposer
makes an informed decision on the investment option. The policy holder can select
and allocate the premium among various types of funds depending upon his needs and
ability to take risks.

Types of Funds

) Broa&ly, the following types of funds are offered to the poiicyholders for investment
of their money after meeting the cost of insurance.

Equi_tyIGrowth‘ Funds‘

These funds are invested more in the equity shares of companies with the hope
of earning high returns. The shares/stocks are traded in the stock market. The fund
hasa speculatlve outlook. Over a long term, the investment in this fund may apprec1ate
more m value compared to other financial instruments.

Life Insurance Products
Market Related Plans

NOTES
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Debt/Income Funds

. They are also called Bond Funds. They are mostly in Government Securities
and safe Corporate Bonds. These funds give steady and decent income but the capital
may not appreciate much.

Secured Funds

Investment in government/government guaranteed securities.

Balanced Funds

As the name indicates, this fund consists of both equity and debt instruments in

*| the proportions desired,

Money Market/Liquid Funds

The instruments of this fund are of short term nature like treasury bills,
commercial papers, inter bank call money, ete. They provide moderate income depending
upon the interest rates prevailing in the market. The capital is safe.

Investment as Units and Net Asset Value: The investment in these funds is

'| denoted as units. The units are allotted at the price computed by the Net Asset Value

of the underlying assets of the fund opted by the client. It is typically computed by a
formula: -
Market/Fair Value of Investments + Current Assets — Current Liabilities

Number of outstanding units in the Fund on the day of purthase of units

~ If the unit price is less, the client gets more number of units. Each time the
insured pays the premium, more units are allotted to his account.

Flexibility: The product is made more flexible and adaptable to put the policyholder in
control of his policy. The policyholder can switch between funds. Certain free switches
are allowed. When it exceeds free switches, charges for smtchlng from the funds are
made.

Funds exceeding the basic premium can also be paid as top-up premium.
Consequently enhancement of risk cover is also permitted. After a lock-in penod
mthdrawals subject to maintenance of minimum levels are allowed.

Charges: There are certain charges accompanied with the product for its administration.
IRDA wants them to be made clear, specific, simple and easy to understand.

Allocation charge is the percentage of the premium appropriated from the
premium total. The balance is known as allocation rate to purchase the units for the -
policy.

In the first year the company may include initial managerial expenses.

Fund management charge is the percentage of the valué of the assets
appropriated from the net asset value (around 1% per annum).

Policy administration charge may be a fixed amount or a percentage to cover
administrative expenses in keeping the policy in the books.

Switching charges are made when they go beyond the number of free switches.
It is expressed as a flat amount per each switch (say ¥ 100).

Partial withdrawal charge is a flat amount lev1ed at the time of part
withdrawal.

Surrender charge is levied at the time of surrender as a percentage of the fund
or a percentage of accumulated premiums.
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Bemdes the insurer may also charge for expenses when other semces like change  Life Insurance Products

in sum assured, premium redirection, are desired. : Market Related Plans
The charges are made by cancelling the appropriate number of units from
the policy holder’s fund.
. NOTES

5.2. IRDA REGULATIONS

Over yeara IRDA has come out with directions and guidelines to regulate
this unique product and position it as a plan of long term nature with standardized
life coverage The objective is fo protect customer’s interests and see that there is
transparency in operations at the point of sale of the product and during the term of |-
its service .as well According to IRDA the following features are to be incorporated in
the design of the product.

* Individual products to have a minimum pohcy term of five years ULIPs, other
than single premium products, to have a minimum premium paying term of
five years.

e All products mcludmg pension/dnnuity must have a minimum sum assured
payable on death.

¢ Minimum lock-in period is five years. This stipulation is applicable even to
top-up premiums. During this stipulated lock-in period no residuary payments
on policies which have lapsed /surrendered / discontinued are to be made.,

* No partial withdrawal is allowed within the lock-in period of five years.

* The insurer shall evenly distribute the overall charges over the lock-in period.

* All top up premiums made during the continuance of the policy must have a
component of insurance cover.

¢ ULIP pension/annuity products shall oﬁ'er a minimum guaranteed return of
4.5% per annum or as specified by ERDA from time to time.

Transparency

IRDA stipulates that the insurer should give adequate training to their
agents so that they can explain the features of the product well to enable the proposer
to make an ‘informed decision’. As the investment risk is entirely passed on to the
policyholder, the company should providé periodical statements to the policyholder on
the performance of the funds so that he can exercise the options if found necessary. The
qualitative information furnished should enable the policyholder to adapt to changing
circumstances and have enough risk cover and increasing investment value.

ULIP Under Whose Jurisdiction?

ULIP is an hybrid instrument combining both insurance and investment and
ULIP account for considerable share of insurance business. Securities and Exchange
Board of India {SEBI] felt that ULIP as a financial instrument which covers investment
aspects ULIP should have their prior approval before launching in April 2010, SEBI
moved to ban Life insurers from selling ULIPs. Soon IRDA asserted that issue of ULIPs
is clearly within their domain and advised the insurers to ignore the order of SEBL To
clarify the position, the Central Government, in June 2010 came out with an Ordinance
promulgating that issue of ULIPs will continue to be regulated by IRDA .Amendments
to RBI, SEBI and Insurance Acts were made. The Government also said that a high

level committee chaired by the Finance Minister would sort out a]l issues of jurisdiction
regarding hybrid products.
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ULIP and Mutual Fund . . - .

Though the concept of mutual fund is used'in building up ULIP its structure
and working are different from a mutual fund product. In mutual fund, the investment
amount is decided by the fund house whereas the premium in ULIP is the contribution
decided by the policy holder and can vary gver the term of the policy.

A minimum of risk level is assured in ULIP. It-is mandatory as per IRDA
instructions. Life insurance coverage is not available in a mutual fund, though some
funds provide it as a value addition. .

Also, the expenses in mutual fund are prescnbed by SEBI (Securities and
Exchange Board of India) unlike ULIP where the charges are determined by the insurer |
subject the approval of IRDA. In ULIP, the policy holder can switch over the funds with
one or two switches free of cost in a year. In mutual fund expenses related to entry and
exit loads have to be borne by the investor.-

ULIP enjoys tax benefits under Section 80C. When the benefits are pald they
are tax-free (Seetion 10 (10D)). In mutual fund, tax benefits are available only for
specified investments and the rules related to short term and long term capital gains
are applicable. The heavy allocation charges in the early period of ULIP put it poor in
comparison to an equity linked investment with tax benefits for the first 3 or 4 years.

Disclosing the portfolic of investment to the investor every quarter, is mandatory
in mutual fund. In ULIP it is not mandatory but IRDA wants insurers ‘tb keep their
policy holders informed about the performance of the funds periodically, through their
statements and also educate their policyholders on the risk factors on an ongoing basis.

ULIP and with Profit Policy

A with profit or participating policy provides, apart from the risk amount,
an additional benefit by way of share in the surplus in the company called bonus.
Premium receipts from these products are mostly invested in government securities
and corporate bonds: The conservative investment philosophy of the insurer as well
as the directions under Insurance Act and IRDA would constrain the insurer from

“venturing out to the equity market. So, the bonus rates are not attractive compared

to the returns offered by ULIPs. The contributions from ULIPs are i1_1vested in ma.rl_;et
oriented securities (as per the invégtmeht pattern offered by the insurer and desired -
by the insured and subject to statutory provisions) and returns are naturally higher.

ULIP and Traditional Plans—Flexibility

Compared to a traditional product, ULIP is more transparent and has high
liquidity, The insured hag the option to park the savings element of his premium in the
type of investment desired by him. ULIP has more flexibility. Unlike the money-back
policy where the payments are at fixed intervals, ULIP allows withdrawals whenever
needed. For instance, in a 20 year policy, the insured may opt to withdraw amounts
at the year 12 and 15 to meet educational expenses of his daughter and allow the
rest to accrue to form'a fund to buy annuities at his old age. In financial planning,
ULIP can serve to provide various benefits offered by traditional plans like'whole
life endowment, money back, children’s plans and pension plans in one platform.

With the rise in income levels, awareness about the capital market and also need

| for financial planning, Unit Linked Policies are gaining greater acceptance. It is true

that Unit Linked Policy has changed the face of life insurance today, providing a new
direction to the life insurance business. '
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- SUMMARY

e TUnit Linked is the latest arrival ameng the plans in which the death
* benefit and cash value vary according to the investment experience. The
investment is according to the option made by the insured. The plan it is felt
is an hedge against inflation and gives a better value to the money. But the
investment risk is entirely maintained by the insured. IRDA has come out
with instructions to be followed in the product design and promection of this

product in Indian market. Universal life is yet to find its place in insurance |

products.

REVIEW QUESTIONS

b

o,

Trace the origin and development of the concept of Unit Linked Plan.
What are the essential features of ULIP?

IRDA’s stipulations have been designed to ensure transparency in the plan offered and
also to protect the interests of the policyholder. Comment.

Describe briefly the nature of funds to'be chosen by the policyholder.
There are certain charges which accompany the Unit Linked plan. Name them and explain.
Distinguish between:
(i) ULIP and Traditional
(ii) Endowment with Prefit Plan
State with reasons whether the following statements are TRUE or FALSE:
(i) There is no flexibility in the structure of ULIP
(i) In ULIP, the risk of investment is passed on to the policyholder.
(i) There is no death benefit in ULIP. :
{{v) The policyholder, in the long run, ean expect a better return on his Unit Linked Policy.

Self-instructional Material 63

Life Insurance Products
Market Related Plans

NOTES



Insurance and Risk . UNIT
Management

NOTE;S - N 6
LIFE INSURANCE PRODUCTS

Annuities-Pension Plans
Riders-Business Insurance

.+ STRUCTURE

6.1. Annuities

6.2. How the Annuity Works
6.3. Personal Pension Plans
6.4. Life Insurance for Business
6.5. Partnership Insurance
Summary

Review Questions

The overall objective of life insurance as a personal financial planning
'| tool is to provide future income security. When a person reaches old age, he may
cease to be employed or get less engaged in his work for wage or compensation. Yet the
need for income is there so long as he is living. Annuity, recognised as a hfe insurance
product takes care of this need.

6.1. ANNUITIES

Annuity is the ‘reverse’ of life insurance, Life insurance gives protection from the
risk of dying too young. Annuity takes care of when one lives ‘too long’. Though the
functions are different, both are based on the principle of ‘pooling the risk.” Premium
or annuity both are computed on the probability of death and survival as ewdenced by
the mortality table.

An annuity in the ordinary sense, is purchase of an ‘income’. It involves conversion
of capital into income, the principal into an annuity. When an annuity is purchased, the
insured pays a capital sum as consideration for a promise from the insurer to make
a series of payments, called annuities, as long as he lives. The person who receives a
periodical payment under an annuity is called the annuitant.

* The annuity depends upon the age, sex, and type of annuity. The older person
receives a greater annuity compared to the purchase price he has made, as the probability
of his survival will be low. A man will withdraw more annuity than a woman of the same
age, as the life span of women is longer than that of men. When annuity payments are
guaranteed for a minimum number of payments, the annuity will be lower compared
to the annuity ceasing on death +ithout such guarantee.

The annuities can be broadly classified as Immediate and Deferred.
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An Immediate Annuity is an annuity purchased with a single premium called
Consideration for Annuity Granted (CAG) where the first annuity payment is due
immediately. For example, if the annuity is payable monthly, the first payment, in

Immediate Annuity, starts one month from the purchase date, and if it is to be paid
" annually, one year from the purchase date. The mstallments are paid quarterly, or half
" yearly, in the same manner.

A Deferred Annuity, on the other hand, is an annulty that can be purchased by
a single premium or by periodical payments of premiums with the commencement of
annuity payments deferred to a later date.

Immediate annuities are purchased mostly by persons who have just retired or
are nearing retirement. They pay a lump sum from their terminal benefits received
from their employer. Deferred annuity is generally opted by people a few years before
. their retirement, for providing retirement income and also for availing tax advantage. It
has an accumulation peried during which the annuity fund values accumulate. The
liquidation as an annuity starts normally at age 60 or 65. If the purchaser dies during
the accumulation period, the insurer pays all or portion of the annuity cash value.

Pure Life Annuities

A Pure Life Annuity provides lifelong income to the annuitant. The payments
continue as long as the annuitant is alive and terminate on the annuitant’s death.
No more payments are made after the annuitant dies. This type of annuity provides
maximum income for a given purchase price. It is ideally suitable for the persons who
need maximum life income and who have no dependents.

However, because of the risk of ceasing the annuities on earlier death and
forfeiting the amount, this type of annuity is not preferred by many people. There is a
popular misconception that only the interest portion is paid by the insurer as annuity
and so stopping the annuity on death without any death benefit is felt as ‘unjustified’.

6.2. HOW THE ANNUITY WORKS

The annuity installment actually includes three elements: (z) principal, (b)
investment income and (c) survivorship or insurance benefits.

The amount atiributable to each of the three elements in any annuity installment
can be computed and explained.

To illustrate, assume an annuity of ¥ 1,000 per year issued to a man aged 60, with
the first payment due one year from the date of issue. The cost of the annuity will be ¥
7,552.87 arrived at on the basis of 10% interest and the applicable mortality table. This
has to be paid as a single premium. If the annuity were to be purchased one year later
(at age 61) the single premium would be ¥ 7,437.71. Thus in the first year, ¥ 115.16 of
the original capital has been liquidated.

Segregaticn of the first ¥ 1,000 annuity installment into principal, interest and |. '

survivorship bemﬁt vould be ealculated as follows, exclusive of expenses:

" Initial Investmg ‘ o ' £7,552.87

Add: Interest assumed (10%) ' 175529

* Total Amount Available Z 8,308.16
Less: Annuity Payment ¥1,000.00
Amount remammg without Survivorship benef t 17, 308 16

Note: The cost of annuity at age 61 will be ¥ 7,437.71 but a sum of ¥ 7,308.16
only is available. How is the deficiency of ¥ 129.55 replemshed" Not all the 60-year-old
annuitants will survive the one year period to collect their ¥ 1,000. Those who die will
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release their investment to be spread among the survivors. Each survivor's share
will amount to T129.55, which is the deficiency in the fund dvailable at the begmmng
of the 2 year.

Thus the ﬁrst annmty paymént of 71,000 1s d1v1ded as follows:

Interest Income : — ¥755.29 (? 7,562.87 @ 10%)
_' Capital Liquidation — " T115.16 (T 7,552.87 - ¥ 7.437.71) |
Survivorship Benefit ’ — T 129.55 (T 7,437.71 — T 7,308.16) .
' ' ¥1,000.00

"Each successive year, the survivorship benefit will increase, whereas

interest income and capital liquidation will decrease. For example the annmty
payment for the second year will consxst of:

Interest Income = T T74377 R7437.71( @ 10%)

Capital Liquidation - — T 119.74 (R 7.437.71 - ¥ 7,317.97%)
- Survivorship Benefit — 713649 (R 7,317.97 -3 7,181 48+) :
© 7 ¥1,000.00

*% 7,317.97 is the cost of annuity at age 62.

+% 7,181.48 is the amount remaining from the initial fund plus interest after ¥ 1,000 paymerit is made.

Based on the article ‘Annuities in Investment Portfolio - An Overview' by T.V. Ramarao Yogakshema
-Jan. 1989 (LIC). \

Emphasrs added

—

There are reasons involving mortality and mterest factors which eompel insurers

| to have conservative assumptlons in fixing the annuity rates.

Those who purchase annuities enjoy better mortality compared to the lives under

- | life insurance policies and they are far superior to the population as a whole. Experience

has also confirmed that the annuitants have a longer span of life. Mostly, proposers

“who are confident of their health seek annuities and enter the pool of risk to avail the

premium at average rates. There is an element of self selection which in the insurer’s
point of view is an ‘adverse selection’ affecting their calculations. Because of the
higher life expectancy of annuitants insurers have to use special mortality tables to
caleulate annuity rates. As there is continuous improvement in mortality rates, there
is a mortality cushion in life insurance policies. In the case of annuities it is quite’
the reverse. The improvement goes against their caleulations!

The interest factor presents another problem. The interest rate once,preSumed '
cannot be changed during the term of the. contract, i.e. once the annuity starts. The -
market rates of interest are decided by the demand and supply of money and the policy
of monetary authority. In 1950-51 the rate on government securities-was 2.79% and
the rate on time deposit was 1.31%. These rates gradually rose to 6.11% and 10% in
1980-81 and stood at 11.60% and 10.00% in 1986-87. Insurers, on the basis of increasing
trend, revised the annuities and passed on the benefits to the new annuitants. In the
late eighties and nineties, the rates were coming down and after liberalization and
interlinking with the world economy the downward trend persisted. Now, with the
reverse trend, insurers have to offer lower rates of annuiti€s. In a contract for long term
insurers have to be cantious in their rate assumptions,

Faced by these constraints, the Insurers strive to make the annuity fair and
equitable. Yet, most people are hesitant to buy annuity beecanse it promises no or little
return if they should die shortly after the annuity commences. So insurers today oﬁ'er
various options to make the annuity attractwe to the'buyers.
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Life Annuity with Refund of Purchase Price: Under installment refund optioﬁ, :

the annuitant receives life long annuity and if he dies before receiving income payments
equal to the purchase price, the payments are. continued by the insurer ih favour of the
beneficiary until the total income payments equal the purchase price. The other
alternative is cash refund option where, on death of the annuitant before receiving
total payments equal to the purchase price, the balance is paid as a lump sum to
the beneficiary.

Life Annuity with Return of Purchase Price: In case of death of the annuitant,

the purchase price is refunded. The annuity rate obviously will be low compared to’

the type of annuities described above. This kind of annuity will be suitable for persons
who prefer lifelong income and also like to provide for their dependants.

Guaranteed Annuity: These Annuities are called Life Annuities Certain, Income .

payments are guaranteed for a certain number of years, usually 5, 10, 15 or 20 years. If
the annuitant dies before receiving the guaranteed number of payments, the remaining
number of payments are paid to the named beneficiary, i.e. up to the guaranteed
period. If the annuitant survives the guaranteed pericd, he will continue to receive the
income lifelong. This option is used when a person wants an income to be provided to
liis dependent as well, in the event of his early death. As the payments are guaranteed,
the annuity rates are lower than the rates paid under Pure Life Annuity.

Joint Life and Surviver Annuity: This type of annuity finds its most common use
with the husband and wife. On the first death, the income will continue unchanged or
reduced by an agreed percentage either immediately or after a minimum period from
the commencement of the annuity. This is similar to the family pension scheme
offered by employers. The survivor will have lifelong pension. The option of annuity
certain can also be made under this annuity. ’ -

Escalating Annuity: Escalating Annuity assures the income payments increasing

by a fixed percentage eachy year, e.g.: 1/2/3% of the original annuity. This is helpful in

managing the effect of inflation. The disadvantage is that annuity payments will be
lower in the first years compared to a level annuity.

Variable Annuity: Like the variable life assurance, the annuity is linked to the value
of investments backing the annuity. It is also called Unit Linked Annuity. The purpose
is to provide a hedge against inflation. The basic assumption as in the case of variable
life insurance, is that in the long run the return on common stocks and investments keep
pace with inflation. Dmmg the accurnulation period, the premium collected each year
after deducting expenses (as in the case of life assurance) will be utilized to buy units
at the current unit value. At the vesting date the insurer starts to pay the income as
units. During the liquidatior: period, the units remain constant but their value will

change depending on the net asset value of the stock in the annuitant’s portfolio. Like |

in the case of life assurance, the annuitant choses the fund for investment. Transfer
among funds nermitted is by insurers during aceumulation or liquidation periods. Some
insurers promise guaranteed minimum death benefit during the accumulation period
establishing certain age limits. :

Combination Annuity: It is partly fixed and partly variable. It takes out some
of the uncertainty about the income. Fixed and variable annuity may be fixed as 50/50
or 75/25 depending on the individuals needs. Variable annuity like Immediate or
Deferred annuity can have any option in settlement (life azmuity, annuity certain,
capital protected annuity, ete.). ) '

Annuity enjoys tax benefits at the accumulation period. During liquidation,
the annuity is taxed as income. But afier retirement and as a senior citizen, the
impact of tax may not be much. ) -
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Annuity, whatever may be the type, has certain common benefits. The income is
certain. The annuitant may spend it without fear of outliving it. It provides immunity
from pressures to withdraw and spend it, thus enhancing one’s ability to be > independent
and maintain self respect. .

6.3. PERSONAL PENSION PLANS

A pension scheme is based on the deferred wage concept. Pension is considered
as part of a wage packet which has been deferred and channeled into provision for
retirement. The employer, instead of paying immediately as salary or wages, develaps
it as a fund and pays it to the employee as a retirement benefit. )

Itis estimated that in India only 11% of the employees in the orgamsed sector enjoy
this benefit of provision for pension. The changing socio-economic scenario, increasing
longevity, urbanisation, disintegration of joint families, ushering in of nuclear families
have made provision for financial security in old age a pressing need. Insurers
have developed Personal Pension Plans especially for those who are self employed and
who can appreciate the need for making old-age provision.

Personal Pension Plans (PPP) are nothing but Annuities with added features.
They can be equity linked, with or without guaranteed returns. The options given under
Annuities are available here also. The major benefit and feature is the long term it
provides to the policy- holder (35 to 40 years) to accumulate, so that a big sum available
as a corpus from which lifelong pension can be drawn. On the vesting date, the date on
which the pension has to start a part of the accumulated sum can be commuted, tax
free. A Term Assurance Rider can be added to assure death benefit if death occurs
before the vesting date. On early death, the premiums will be returned with interest as
provided in the contract. The insurers also offer additional sums on death, depending
upon the mortality experience and interest earned in the market. The product when
approved by authorities (IRDA - CBDT) as a pension plan will be eligible for tax benefits.

In developed countries, a retirement security is referred as ‘three legged
stoo]’—social security, einployer pension schemes and individual savings. In our
country, social security schemes are almost nil and benefit under émployer’s pension.
plan is available to a few only. The Personal Pension Plan seems to be the only hope
for the ageing population. .

p

gy

Rider Benefits

Rider is an optional benefit available to the policyholder at an additional
cost. In the ‘pre liberalisation period’ the benefits under the products were predefined
and offered as packages. The customer had to choose the plan closest to his needs. The
recent trend is to offer a basic plan with add on benefits to suit the exact needs of
the customer. These add on benefits at extra cost are called Riders. They introduce an
element of flexibility much de51red by the buyers. There are at least five rider benefits
which are popular today in the insurance market.

Accident Benefits

Accldent benefit is the most popular rider. Under this rider, an insurer undertakes
to pay a specified amount as an additional benefit, should death be caused by an
aceident. The specified amount may be equal to or less than the sumn assured under
the basic plan as per the extent of the benefit opted. The benefits are subject to certain
eligibility criteria and conditions, Generally, the accident benefit is payable if the
insured’s death was caused, directly and independently of alt other causes, by an
accidental bodily injury and death oceurred within the days specified. Deaths due to
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s war, riot related accidents,
¢ self inflicted injuries (suicide),

¢ accidents resulting from aviation activities, in any capacity other than as a
passenger in an approved aircraft flying between established airports, and

¢ accidents resulting from criminal activities
are certain exclusions mentioned in the contract. This benefit, which can be given only

when the occupation is not accident prone, may not extend beyond 65 or 70 years of
age of the life assured.

Disability Benefit: When the pohcyholder suffers total and permanent.
disability arising out of accident this benefit is provided by way of periodical

payments with a lump sum at the end of the term of the basic plan or on earlier deatkh.
The disability must arise before the policy anniversary on which the nearer birthday
of the life assured is 65/70 and it must be the result of an accident and must be total
and permanent and such that there is no work, or occupation or profession that the life
assured can do or follow to earn or obtain any wages, compensation or profit.

As per the policy conditions, the loss of sight of both-eyes or amputation of hands
at or ahove the wrists or amputation of both feet at or above the ankles or amputation
nfone hand at or above the wrist and one foot at or above the ankle, will be deemed to
constitute total and permanent disability.

The disability must have arisen due to the accident within the days speciiied in
the policy. The life assured will get a percentage (10%) of the sum assured every year
till maturity/death which ever is earlier. At maturity/death the balance is pald ina
Jump sum to the pohcyholderlnommee

Income Benefit: This benefit provides for regular financial support to the famlly
. in case of premature death. In addition to the lump sum on death, a percentage of
the basic sum assured (1% every month) is paid till the end of the term. This rider is
designed to appeal to young men (and women) who have a young family to support. A
monthly income is paid to the surviving spouse/children until a certain age or for a set
period of 10, 15, 20 years from the date of policy issuance.

Critical Niness Benefit/Major Surgical/Minor Surgical Assistance Rider: Critical
illness includes malignant eancer, coronary artery bypass surgery, heart attack, kidney
failure, stroke and major organ transplant. If the policyholder is affected with a eritical
illness, after the lien period referred te in the policy and suhbject to other conditions
mentioned, the amount assured under this rider will be payable. The proof of diagnosis
should be as per the standard stipulated by the company. Bills proving hospitalization
treatment or purchase of medicine will not be insisted upon. '
Similarly, financial assistance is given in the event of major or minor surgery,
after obtaining the discharge report. No bills are required. These riders are different
from the yearly renewable Mediclaim policies offered by general insurance companies
which are availed to get reimbursement of medical expenses subject to certain limits.
These riders are new to India. No reliable data has been built up so far to charge
appropriate premium for them. Hence companies prefer many restrictions on this rider,
and the premiuns charged now are subject to review after a period set by the company.

Term Assurance Rider: Term assurance offers pure risk cover at the cheapest

_premium. When additional protection is needed to cover the risk for certain peried ex.
loan temporarily raised for business or family expenses, the policyholder can opt for
this benefit for a limited period at a very nominal cost

Premium Walver Benefit Rider: This benefit ensures relief from payments of
premiums in case of disability arising out of accidents. Future premiums on the
pohcy will be waived. This rider is eminently suitable under a children’s plan, When
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the parent dies during the minority of the child, f'uture premiums will be -waived
and the policy will be treated as in foree.

Guaranteed Insu;‘ability Rider: Guaranteed Insurability is another innovative rider
option given by certain insurers. The policyhdlders .can avail increase of cover (upto
50%) at.specified penods without any medical examination or submission of add:ltlonal
proposal.

Mass Customisation: Thus with four or five basic plans and six riders, hundreds of .
options can be offered and customize the product to suit the needs and purse of every
Jone. Some options can be added or withdrawn at the will of the policyholder. Some can
be taken only. from the commencement of the basic plan and onee withdrawn, can be ~
added only on satisfying again the eligibility criteria. As prov:ded for basic plans, the
riders also have terms and conditions like maximum sum assured, maturity age,

term, total cover, etc.

. IRDA, in their endeavor to regulate and see that the riders do not overshadow
the basic plans and ‘mis-selling’ do not occur, have stipulated that: the premium on all
riders, relatmg to health or critical illness shall not exceed 100% of the basic premium
of the main policy and the premium on all the other riders put together should not

| exceed 80% of the basic premium. ‘These limits may be changed by IRDA dependmg on

the expenences and the benefits desired by the policyholders.

6.4. LIFE INSURANCE FOR BUSINESS

Keyman Insurance '

In business circles, Keyman Insurance is now becoming a _f)'art of risk
management. The scheme is very popular in USA. The purpose of taking Keyman
Insurance is to protect the company against the premature death of a valuable employee -
whose technical knowledge, skills, services and inflyence contribute in large measure to.
the stability and profitability of the company: He may be an able technician, financial

_wizard or business strategist. The sudden loss of such a Keyman will create a vacuum in

the company.-An equally capable person has to be brought in or trained over a cost. In
the meanwhile, the setback would cause a loss of profits. Keyman Insurance is helpful
in overcoming these difficulties. ' .

- The employer has insurable interest on the life of an employee for the service
rendered. The premium paid under this insurance can be fully treated as business
expenses. To avoid misuse of these provisions, IRDA has set certain ground rules and
the Income Tax Act has placed some restrictions. Briefly these are as fulltJWS' '

o The firm should not be a proprietory company and the Keyman s sharein the
capital of the company should not.be mdre than 25%. The details about the
Keyman's gshare in the capital structure have to be given. His family members’
share (inclusive of his share) should not be above 50%.

e The data about the Keyman, his age, qualifications, experience, salary and '

* service conditions, age of retirement, etc., have to be furnished to decide
whether he holds the unique position of the Keyman in the company. There

can be more than one Keyman in the company contributing their expertlse
in different fields.

* The company should also furnish its track record, profits mad'e in the laet
3 years and state the contribution of the Keyman to it. Audited accounts

-
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of 3 years, along with Memorandum and Article of Association, have to be
submitted.

» Further, the company should have a resolution passed by the company’s
board, deciding to go for insurance cover in the name of the specific person
as a Keyman for the sum assured and term and premiums detided. They
should also authorize a person to negotiate and sign the proposal on behalf

of the company.

The quantum of insurance, linked to the profitability of the company will be
decided taking into various factors like

¢ The annual compensation package to the Keyman: It can be upto ten |

times of his income. .

» The gross profits of the company (before depreciation and taxation) for
the last three years. Two times of the average may be the maximupn.

» The net profit of the company for the last three years - five t1mes of the
average net profit may be allowed.

The permissible insurance may be arrived at on the basis of the above three
methods. If the ecompany has identified more than one Keyman and decides to go for
Keyman insurance for more than one individuals the sum total under this scheme should
be within the overall limit arrived on the basis of profitability.

The Procedure: The proposal has to be signed by the authorized person and the

Life Assured. Full medical reports along with special reports if any on the Life Assured
have tobe submitted. A high level marketing official in the insurance company would be
required to give a report. When accepted, the pohcy will be issued with an endorsement
(for which consent from the company’s Board is necessary) stating that in the event of the
employer leaving the company, the policy will be surrendered to the insurance company
for a value or assigned absolutely in favour of the employee/Life Assured. Nomination
is not allowed and riders like accident benefit cannot be added. s

The premium paid can be treated as expenses, but the benefit when received
will be treated as revenue and taxed. The Finance Bill of 1996 has made very
clear provisions about the premiums paid for and the proceeds received from Keyman
Insurance pollcy

6.5. PARTNERSHIP INSURANCE

The need for Partnership Insurance is realized today. When a partner dies and
the share of the deceased partner has to be paid out of the partnership funds, it will
have a serious effect on the firm. Life Insurance can take care of this contmgency and
relieve the partnership of this paralyzing effect.

A partnership has an insurable interest in the life of each partner, ifan agreement
exists between them that the survivors will purchase the interest of the deceased partner.
The extent of Insurable Interest would be the amount of purchase money required to
be paid in respect of the share of the deceased partner.

The policy can be taken as a Joint Life Plan: The sum Assured should not exceed

the capital amount including goodwill (with the minimum of ¥ 25000). Individual |

policies ¢an also be taken on the lives of all the partners with the sum assured not
exceeding the capital to the credit of the partners’ account (including the goodwill).
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The firm should authorize a person to sign the proposal on behalf of the company
with the partners as lives ‘assured. The agreement must also provide for the express
understanding that the money available from insurance would be available to settle

. the claim of the deceased partner and treat the premiums paid as business expense of

the firm.

The insurer would alse require copies of Income Tax returns and audited accounts -
or statement of the capital account of the partners.

Nomination is not allowed in pohcles issued under partnership assurance. In the
case of dissolution of the firm for any réasons other than death of any of the partners
insured, the policy can be surrendered to the insurer for cash value or made paid up
and such paid up policy can be absolutely assigned in favour of any of the insured.
Assignment is permltted only in such cases. Necessary endorsement incorporating these
conditions will be placed in the policy with the consent of the firm.

The insurer may insist on other restrictions and condltxons, like minimum sum
assured, maximum term, maximum maturity age, etc. ’

Tt is claimed that the premium paid for Partnership Insurance can be treated as
expenses incurred wholly and exclusively for the purpose of the business, under Sec.
37 (1) of the Income Tax Act. But the matter is not entirely free from doubts. Hence the
insurer does not accept responsibility for benefits under IT Act and leaves it to
the firm and their tax consultants.

Plans for Keyman Insurance and Partnership insurance

Different plans were offered and accepted by insurance companies to cover the
Keyman and the partners. Specific products like Limited Endowment were suggested
by the insurers. IRDA in their recent circular (Jan 06) have come out with the advice
‘that all insurers are strictly to ensure that where the premium for the insurance on
the life of an employer is paid by the employer or where the premium on the life of a
partner is paid by another partner or by the partnership firm, the scope of cover is not
wider than term assurance.’ )

SUMMARY

« Annuity is the reverse of trathlonal life insurance. It covers the risk of
living too long. Periodic’ payments are assured during the lifetime. Types of
annuities vary with the time when it begins, mode of payment of premium,
mode of annuity payment, the number of lives covered, refund options,
etc. Personal pension plans are based on annuities. Riders are additional

. benefits offered at extra cost. They are helpful in meeting the specific needs
of a customer. There are products in insurance to help businessmen to save
- their business from the impact of early death of the Keyman/partner.

REVIEW QUESTIONS

1. ‘Annuity is the reverse of life insurance’. Explain the basic difference.
2. State with reasons whether the following statements are TRUE or FALSE:
(i) Annuity is an insuranée which takes care when a person lives ‘too long’.
(i) Annuity would be the same irrespective of age. :
(i) Immediate Annmty is purchased with a single premium.

1
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(iv) The mortality rate of annuitants (those who purchase annuities) is found higher
compared to others. . :

. (v} A Pure Life Annuity provides a life long income.

A retired officer who desires to purchase feels that it would be unfair on the part of the
insurer to stop payment on his death and pay no more to his dependents. How would you
convince him? -

Describe a Joint Life Annuity Certain for 15 years. How it is an ideal economic solution
for aged couple? .

Define the elements with which an annuity is built. How the insurer strive to make it
attractive? . .

Escalating Annuity provides hedge against inflation. Comment.

. “Financial security at old age'is a pressing need’. Discuss the role of a Deferred Annuity

in meeting this need,

A Rider is an optional benefit at an additional cost. Describe the usefulness of some
important riders. )

How the Keyian Insuranceis structured? What are the requirements called for?

When a partner dies it has a paralyzing effect on the firm? How a Partnership relieves
the strain? What is the procedure and also state the conditions insisted by IRDA?

Life Insurance Products
Annuities-Pension Plans
Riders-Business Insurance

NOTES
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- i 7.11. Non-medical Underwriting

UNIT

UNDERWRITING SELECTION
OF LIVES

7.1. Mortality Tables

7.2. Proposal - Its Serutiny — Legal Issues :
7.3. Medical Reports ) 1
7.4. Agent’s Confidential Report

7.5. Undem'rriting Set Up
7.6. Classification of Risks
7.7. Risk and Hézard :
7.8. Habits, Hobbies and Avocations ‘
7.9. Financial Underwriting
7.10. Rating Methods

Summary _
Review Questions ' I
Annexure I ) '
LAnnexure II.

The process: of selecting and classifying applicants for insurance,
charging appropriate premium and documenting the contraect is referred as
underwriting,

Underwriting is one of the primary functions of an insurer. It involves activities
of processing the new applications received, called new business. Every application
is evaluated according to the established guidelines. This essential function through
fair and consistent risk selection ensures that the insurer remains financially

.strong te meet the legitimate claims.

In the early days when Life Insurance was in its embryonic stage, selection of lives
was made by interviewing the applicant by the Board of Directors of the Insurers. The
person seeking for insurance has to appear before the Board and the selection is made
by judging the health of the person by mere appearance. In latter years, a physician

| was invited to sit in the Board to advise the Directors. Mere declaration by the proposer

and his appearance were the criteria for selection. ,

With the increase in volume of business, it was not found possible to interview
each and every one of the applicants. It was also felt that medical examination- is
desirable before selecting for insurance. The proposal form was also enlarged to have
more information about the proposer. Based on the proposal, the observations of the
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medical examiner and the report obtained from the sales representative a scientific . Underwriting Selection

assessment of risk was developed. of Lives
The word ‘underwriting’
The process of assessment and acceptance is called ‘underwriting’. The name NOTES

‘underwriting’ was used when Marine Insurance was first transacted in Lloyds Club
in London. The person accepting the risk would sign under the details of the risk
to be insured, expressing his willingness to accept the share of risk for consideration
specified. So the word ‘Underwriting’ used for acceptance of risk in marine came into
vogue in other branches of insurance also. The person processing the risk is called
‘Underwriter’.

7.1. MORTALITY TABLES

Underwriting in life insurance is particularly concerned with mortality rates.
Mortality Table a landmark in the development of life insurance provides reliable
information about the most important factor in the assessment of rigk — the probability
of death. . : . :

There are two main classes of Mortality Table, depending upon on the sources
of data from which they are compiled:

1. Census Mortality Table: The experience is based on the general popula-
tion. It is constructed on the basis of census enumeration and registered births .
and deaths and expressed for the 10 year period ex. (1941-50), (1951-60), ete.

2. Insured Lives Mortality Table: The table is based on the experience of in-
sured lives. These are constructed by Life Insurance Companies from their
own office data. They give more precise picture of the Insured lives, It is also
referred as Select Mortality Table,

The Census Mortality Tables include deaths among those lives who are
‘substandard’, too poor to insure or uninsurable and show higher mortality than the
table followed by the Insurer. - :

With the development of Actuarial Science, Actuaries and Medical Team joined
together to initiate Medico-Actuarial Investigations to collect more information
which would be helpful in assessment of risk. :

Indian Experience

The earlier study of mortality on Indian lives was made by Standard Life
Insurance. It was based on the Indian experience of the Company’s policyholders
‘during 1870-85. Oriental Insurance Company conducted periodical investigations and
published Mortality Tables. The Oriental Mortality (1925-35) Table was modified and
adopted by LIC of India in 1956. During the last four decades, LIC has conducted five
investigations and the fifth one was done during 1994-96. The current mortality rate
used in the industry today relates to this period. This Select Mortality Table refers to
the experience of lives selected after due care by the Insurer. The premium rates are
based on them. ' ‘

The Objective of Selection

Insurance is based on pooling of risks. Similar risks have to be grouped together
and the cost is shared. On the principle of ‘Equality of Risl’, one should share the
cost of risk depending upon the risk he is bringing into the group. The objective of risk
assessment is to verify this, in such a way that the mortality of the group selected is not
worse than the predetermined rates as evidenced by the current Mortality Table followed.
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If it is not done in a.fair manner, it will result in ‘adverse selection’. The
company may receive a large number of impaired lives, and the company may not be
able to meet the claim cost resulting from the increase in the number of deaths. The
lives which are healthy may be attracted towards other companies which are stringent
in their selection. In a competitive environment, such trends will be more prevalent.

Tt may be argued that the Census Mortality Table, which covers all lives in the
country, can be adopted and the system of selection of lives can be dispensed with. But
the Cénsus Mortality is always higher than the Mortality Table followed by the Insurer.
The premium will be high and resisted by healthy lives. Healthy lives may pestpone
insurance till some impairment sets in and those whose health is not so good may be
brought in by the field personnel who face lower resistance from them. The insurer
will experience ‘adverse selection’, and be left with more impaired lives impacting
unfavorably in the claim experience. The suggestion to follow the Census Mortality
Table can be successful only when insurance is made compulsory and the Sum Assured
is decided by 4 pre-determined scheme and not left to the option of the Life Assured.

'| The Information Gap

There is one more dimension to it. The customer knows less about the product. .
Despite the efforts to inake the terms simple and readable, the insurance contract
continues to be technical and complex. The customer goes defensive and in his anxiety

| to secure the most favourable terms, may not disclose all that he knows about his

insurability especially if the Insurer does not ask for it. The personal interests of the
sales force may not align completely with the Insurer in getting adequate information to
assess the risk and decide appropriate premium. The challenge before the Insurer
is, without being too cautious, to obtain sufficient-information at reasonable
cost and make proper assessment of risk. Otherwise, adverse selection may cause
mechanism breakdown. )

Sources of Information

The information peeded for selection of lives and assessment of risk is obtained
from the following main sources, viz.,

1. The proposal form and the personal statement filled by the proposer

_* 2. The Report by the Medical Examiner _
3. The Confidential Report from the Agent who solicited the business

In addition to these, a Special Report is obtained from the officials of the company
wherever the underwriter feels more information is required about the health, financial
position, habits, and insurable interest of the proposer.

7.2. PROPOSAL - ITS SCRUTINY - LEGAL ISSUES |

The proposal is designed by the Insurer by be presented to the prospect, the
potential buyer for his consideration of the insurance cover applied for. Depending

| upon the type of the policy it contains the details of the information necessary for

assessment of risk and issue of policy.

Proposal forms are not uniform in their content or in the order of information
furnished. They vary with the companies, but often the proposal consists of information
about the proposer’s: ' . '

e name, sex, residence, date of birth, occupation, educational qualification,
income, object of insurance, nature of insurance sought, the riders to be
attached, history of previous insurance, name of the beneficiary/nominee;
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o physical impairments, if any, present physical condition, details about  Underwriting Selection
the illnesses, diseases, injuries, surgical operations experienced, medieal of Lives
consultations made, absence from work due to prolonged illness, health
condition of the family members, life style, personal habits, avocations and
hobbies, ete. NOTES

When the life assured is different from the proposer, the second part known

- as personal statement would relate to the life assured as the risk cover is on the life

assured. In the case of female lives, additional questions on pregnancy, child birth,

insurance on husband’s life have to be furnished. Normally age proof of the life assured |,
will be enclosed with the proposal. )

The proposal form, at the end contains a declaration stating that all the
information given is true in every particular and, along with the declaration, forms
the basis of the contract. Incorrect statements will nullify the contract. As the
proposal is an important document it has to be filled up personally by the proposer.
If the answers are in a language different from the questions, a separate declaration
has to be obtained from the person who explained the questions to him. Jf the proposer
is illiterate the declaratior from the third party should state that the questions were
explained to the proposer and the answers have been truthfully recorded.

Information Not Recorded

As agreed by the proposer, in the declaration, the proposal forms the basis of the -
contract. The Insurer also in the preamble of the policy dcument refers it as the basis
of the agreement. Hence the underwriter takes all care to scrutinise the information,
responses and details provided in the proposal and proceed to evaluate the risk. There
should not be any ambiguity in the answers recorded. Dots, dashes, question marks and
blank spaces have to be followed up and any additional information needed has to be
pursued. Otherwise, it would be deemed as waiver and the Insurer at a later stage would
find it difficult to dispute the claim on the grounds of misrepresentation or suppression
of facts. IRDA (Protection of Policy holders’ Interests) Regulations, 2002 states:

“The onus of proof shall rest with the insurer in respect of any information
not so recorded, where the insurer claims that the proposer suppressed any material
information or provided misleading or false information on any matter material to the
grant of cover. ' '

The underwriter is expected to process the propésals with ‘speed and efficiency’
and as per IRDA norms to communicate the decisions within a reasonable period not
exceeding 15 days from the receipt of the proposals.

Insurable Interest

The underwriter must verify whether the proposer has the insurable interest
to effect the policy, and the amount of coverage applied for is appropriate. If insurable
interest is not present at the time of submission of proposal, the contract is vuid and so
the proposal has to be rejected. The insurable interest has to be present at the time of
issue of policy, regardless of whether it continues to exist or not. An amount of insurance
that seems to be excessive in relation to the insurable interest may indicate anti selection.

Identity and Proof of Residence

Years back, the banking industry was alerted against money laundering, the
inflow of money acquired through illegal means to approved financial channels. Banks,
uncer The Prevention of Money Laundering Act 2002 (PMLA) were advised to institute
KYC (Know Your Customer) norms to check the tendency effectively. The Insurance
industry received Guidelines on Anti-Money Laundering (AML) Programme from IRDA
which became effective from 1% August 2006. The documentation of permanent address
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and current address is now mandatory for all the new contracts. As required by the
PMLA rules, satisfactory evidences to establish the identity anq the residing place have
to be submitted along with the proposal.

Prohibition of Rebate *

Insurance Rules 1939 by Rule 12 thereof prescribe that in the proposal it shall be
clearly indicated that an offer or acceptance of any rebate (other than specified in the
prospectus) is an offence under Sec. 41 of The Insurance Act. The underwriter is not
expected to verify whether any rebate has been offered in the field. However he must
check that the proposal is received through the channel licensed by IRDA and the legal
provision about the prohibition of rates invariably finds its flace in the printed form.

Commencement _of Risk

Receipt of premium as consideration is the pre-requisite for commencing the
risk. The Act under Sec. 64VB stipulates that no insurer shall assume the risk unless
and until the premium payable or the deposit as required is received in the prescribed
manner. So the underwriter should verify whéther the deposit amount is received along
with the proposal and shall not commence the risk without it, when the proposal is
found acceptable. : e

7.3. MEDICAL REPORTS .

The medical examiner authorised by the insurance company, verifies the identity
of the person presenting for medical examination and makes a record of his/her age,
weight, height, chest girth and other vital particulars in his medical report. He also
gives his findings on the clinical signs of the cardiovascular, digestive, uro-genital and
central nervous systems and other aspects of health. In the light of the information
turnished by the proposer in the personal statement, the second part of the proposal
form, he makes further investigation wherever necessary and indicates his general

_observation and opinion about the insurability of the person.

If there are adverse points, further special reports may be called for to make a
more correct evaluation of the proposer’s health. Depending on the findings and also the
type of plan, term, age at entry, age at maturity and sum assured under consideration,
the underwriter may call for laboratory tests and special reports like ECG, TELE, blood
reports. The unde.writer may ask for a statement from the attending physician
for a history of any health condition observed. -

7.4. AGENT’S CONFIDENTIAL REPORT

An agent is supposed to have personal knowledge about the proposer’s health,
physical impairments, lifestyle, occupational duties and income, The agent’s confidential
report furnishes information on all these aspects and also his comments on the reason
for insurance and the insurability of the life to be assured. It is also the practice of the
insurer to call for special réports from the designated officials wherever the sum
assured involved is high and the age is advanced.

| 7.5. UNDERWRITING SET UP

The underwriting or the new business department responsible for underwriting
activities works under the leadership of the chief underwriter. The staff under him
are trained to have a wide range of knowledge on matters like products sold, the
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- underwriting philosophy of the company, marketing distribution system and guidelines *  Underwriting Selection
for underwriting. They are acquainted with medical information about the impact of of Lives
various diseases on longevity. They need not be physicians as insurability involves not
only good health but other factors as well. But every insurer will have an expert panel
consisting of medical specialists (medical referees) who are appraised of the medical NOTES
actuarial investigations and the expectations from the life insurance industry. They
guide the Underwriter of the Insurer in assessing the risk and fixing the premium and
also placing clauses and conditions especially in high risk cases.

Two Major Steps

The risk assessment or selection of lives involves two major steps:
1. Assessing the level of risk that is present: . .
* Deciding whether to accept or decline

* Fixing the premium payable which would be adequate, equitable and not
excessive.

* Decide whether any speciﬁc policy endorsement is necessary.

2. Complete documentation and set up records for future service and
reference. -

7.6. CLASSIFICATION OF RISKS

The Underwriter, by inspecting the risk classifies it under three groups:
1. Standard lives insurable at normal premium rates;

2. Substandard or impaired lives insurable at higher than normal premium
rates; and '

3. Uninsurable lives.

Standard life is also called First Class Life or Average Life. Standard lives are

those who can be accepted at the premium rates published by the Company in the manual

" given to the field-force for soliciting insurance business. There is no universal definition
for it. Each company can have its own norms, which may change also over time.

A company normally has the following assumptions for considering a life assured
as a Standard one. -

* The life to be assured should be healthy

¢ Not having any physical deformity

* Without any bad habits ' .

* Not enpaged in hazardous avocation/occupation/activities in regular duty or
as a hobhy

* Not having any past history of ailment/surgery

* Curresily not undergoing treatment for any illness

* Not residing in a polluted, hazardous location

* Is of right build

The assumptions may change based on research and experience.

Substandard lives are'called ‘impaired’ lives and clearly they are ‘unhealthy
lives’. But it is a relative term. How ‘unhealthy’ depends upon the long-term prognosis
of the impairment. Prognosis is the medical term used often in Life Insurance. It
means, ‘a forecast of the probable course of a disease, especially, of the possibility of
the recovery’, whereas diagnosis is determining the identity of the illness present.
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‘Sex

7.7. RISK AND HAZARD

Hazard is the status of the risk. It is the condition which may create or increase
the chance of loss in the risk proposed for coverage. It is the underwriter’s role to assess -
the level of risk by examining the hazards that have an effect on the risk. Hazards come
in two forms: .

Physical Hazard means the physical characterizes that have effects on the risk.
Moral Hazard indicates the attitude of the proposer towards the risk. There is a close
link between them. ' T

A trained underwriter looks into every proposal and connected papers, inspects

" the material facts provided therein and checks the hazardous nature of the factors that

affect the risk to know whether they are within the underwriting parameters set by the
company. Some of these factors, which influence the mortality rate and have a bearing ony
the level of risk, are discussed below in brief. They are called ‘factors of insurability’.

Age’
Age.is an important factor which has its impact on the risk. Life Insurance is
correlated with age. The date of birth decides many things in Life Insurance like:

1. Whether the proposer is a major or competent to enterinto contract

2. Whether the proposer can be given the particular plan and term applied for
and the Sum Assured asked for

3. Whether the terms regarding the minimum/maximum entry agdmatuﬁty age
are complied with

4. Most important — the premium rate to be charged.
Besides indicating the life expectancy, age is also a strategic factor in ‘evaluating

| certain impairments, For instance, underweight has great significance in younger age,

and overweight at advanced ages. When certain diseases like diabetics set in young
ages, they are considered more serious. ' '

Proof of Age: Insurers always insist upon a proof of age at the time of submission
of the proposal itself. Extract from municipal records, school or college certificates, or _
certified extracts from service records in respect of a proposer employed in government/
quiasi government or public sector undertakings are considered to be reliable and called
Standard Age Proofs. '

When such standard proofs are not available, insurers may consider other non-
standard age proof and accept them. But certain restrictions regarding Plan, Term,
Sum Assured, Maximum Maturity Age are imposed. Exercising caution, the Insurer
may sometimeés raise up the premium in such cases. -

If the age is not-admitted at the time of issue of policy, it would be incumbent on

the Life Assured to give proof of age as early as possible. There is also a possibility of

age proving higher or lower when it is submitted later. The Insurer has the discretion
to modify the terms, if there is difference in age. As dge is an important material fact,
the Insurer has legal right to insist upon the age proof before settlement of the claim,
if it has not been admitted earlier. If the actual age is very much different from the one
admitted on the commencement of risk, and fraudulent intention is proved, the Insurer
can also avoid the contract.

Mortality experience has proved that females live longer. Some Insurers charge
lower premium rates for females. Collaboration with foreign insurers has brought
this practice to India also in recer* times. But there are other important considerations,
like childbirth, and diseases peculiar to the female sex, which the underwriter looks
into while assessing the risk on a female life.
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' of Lives
Build includes height, weight and distribution of the weight. Once, the appearance -
was the sole criteria for selection. A bad build or faulty constitution, with a background
of unfavorable family history or history of personal illness may point out increased risk. NOTES

Degenerative diseases of heart, blood vessels and kidney associated with overweight
increase the likelihood of death at all ages. Additional mortality due to overweight is
at an increasing rate in later lifé. _ .

Chest girth in relation to height and chest expansion on expiration assumes
special importance when one is found underweight. Girth of abdomen in relation to
chest girth has special significance in overweight cases, ;

Family History

Longevity of parents, brothers, and sisters is also a factor in assessing the risk.
So the age and health position of the living and age at death and cause of death of those
who are deceased have to be furnished. These have a bearing on risk especially when
the applicant shows signs of cardiovascular diseases or diabetes. The adverse family
history is considered more seriously in the case of younger lives. For example, if there
are two or more early deaths in the family, below age 60, because of cardiovascular or
lung diseases, and the proposer is young, the proposal has to be viewed critically.

Personal History

The current physical condition, the past health record and the lifestyle of the
life to be assured are studied from the information given in the Personal History.
Insurers have developed a standard questionnaire to gather information which has a
bearing on the longevity of the proposed insured. If the answer is ‘yes’ the proposer has
to give further details like the nature of illness, whether fully recovered or still under |’
treatment. Hospital reports may be called for. The questionnaire when filled will reveal
the past, present illness, chronic or otherwise, any accident in the past, its severity,
the degree of permanent impairment, incapacity, absence due to sickness, and habits.

Table 7.1 Personal History — Part of the Proposal

Personal History , Yes/No If Yes — Give Details

{2) During the last five years did you consult a
Medical Practitioner for any ailment requiring
treatment for more than a week?

(b} Have you ever been admitted to any hospital
or nursing home for general check up,
abservation, treatrnent or operation?

-{c) Have you remained absent from your place of
work on grounds of healti during last 5 years?

(d) Are you.suiering from of have you ever
suffered from ailments pertaining to liver,
stomach, heart, hings, kidney, brain or nervous
system? ’

(e} Are you suffering from or have you ever

suffered from diabetes, tuberculosis, high
blood pressure, low blood pressure; cancer,
epilepsy, hernia, hydrocele, leprosy or any
other disease?

(h Did you ever have any bodily defect or
* deformity? _ :
(g) Did you ever have any accident or injury?
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Mandgenent () Do you use or-have you ever used

1. alcoholic drinks
2. narcotics
3. any other drugs.
4, tobacco in any form
() Whathas been your usual state of health?

(? Have you required or at present availing/
undergoing medica! advice, treatment or tests
in connection with Hepatitis B or AIDS related
condition?

NOTES

Physical Condition — Medical Aspects

Physical condition is a basic and significant factor in the assessment of risk.
Besides height and weight, there are other determinants which a competent medieal i
examiner alone can bring out. When such medical information is found to be critical for
assessment of risk, the underwriter would require a medical report from the medical
examiner authorised for the purpose. . :

When the person to be insured is presented to him, the medical examiner verifies
the identity, inspects the proposal submitted by him, takes measurements like blood
pressure pulse rate, ete., and proceeds to examine the important systems of the body.
Summing up, he gives his opinion about the insurability of the person. Typically,
the questionnaire will be as follows: -

»

Taﬁle 7.2 A Section of the Medical Report

Has the Progosed Insured Ever had Any Known " Yes " No
Indication of or Been Treated for Any Disorder of

A. The heart, blood vessels, such as heart murmur, poor
circulation, phiebitis, stroke, heart disease, heart attack,
angina, chest pain, or high blood pressure?

B. The chest, lungs, nose, and throat, such as asthma, chronic
bronchitis, or emphysema? . . .

C. The digestive system, including stomach, intestines, gali
bladder, liver or pancreas, such as ulcer, colitis, hepatitis, or
bleeding? .

B. The kidneys, urinary bladder, reproductive organs, such as
sugar, albumin, pus, or blood in urine?

E. The nervous system, eyes, ears, such as dizziness, seizure,
paralysis, mental or nervous disorder, impairment of sight or
hearing? -

F. The glandular system, blood such as diabetes; thyroid, anemia, -
leukemia, disorder of breast or skin?_

G. Acquired Immune Deficiency Syndrome (AIDS), persistent
lymph gland enlargement; unusual infections; any other
immune system abnormality, or had a positive test related to
AIDS? |

H. Musculogkeletal systen?, such as arthritis, sciatica, amputation,
injury, pain or defect of the neck, back, bones, or joints?

. Anyotheriliness, disease, operation under observation, taking
Mmentioned above? . )

J. Is any individual proposed fcr caverage currently under
observation, taking medication, or receiving treatment?
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The personal history furnished by the proposer, the medical report  Undencriting Selection,
from the medical examiner and special reports, are studied by the underwriter to of Lives
verify whether there is any abnormality affecting the expected mortality of the proposed '
insured. The defects and disabilities, whether chronic or acute, and their bearing on
longevity, are enquired into. Wherever necessary he seeks expert guidance from NOTES.
the medical referees. )

Through experience, study and observation, a keen underwriter develops an
ability to sense the possible adverse points, seek additional information and evaluate the
risk. In this process, he is helped by the Numerical Rating System which makes risk
assessment more objective and faster. The system will be discussed later in this chapter.

Mental factors are difficult to assess. Certain mental faculties would have
deteriorated because of age or other impairments. Insurers do not have adequate
statistical information on the effect of mental factors on health. Yet, they are relevant
because persons who are too weak to take care of themselves, with substantial
cognitive impairments, are clearly uninsurable.

Occupaticn

There are three kinds of hazards which are common in occupations. Workmen
-mgaged in direct operation in certain industries have health hazards due to inhaling
. of dust, poisonous gases, or contact with chemical toxins. Abnormalities in temperature,

exposure to heat, air pressure and radiation or strenuous nature of work itseii may also
pose health hazards, ' -

Accidentisa common hazard in industries like mining, quarrying or construction
industries. Occupation may present an environmental hazard too. Exposure to irregular
living, temptation to use drugs, indulge in excessive liguor may be present in some
careers related to the entertainment or amusement industry. Wherever the occupation
seems to be hazardous, the underwriter wil call for an occupation questionnaire to know
the exact nature of duties and make a due assessment of risk.

Thanks fo advancements made in safety engineering, industrial medicine, and
various safeguards taken now, there is a decline in occupational hazards. The living
conditions of the workers have also improved. Due to increased attention given to safe
working environment, the extra ratings charged for certain occupations have been
reduced or eliminated over the years. Extras charged for certain oceupations are also
removable when the life assured returns to normal duties.

' However, Insurers are careful in considering additional benefits like
disability, accident cover, ete., for such occupations and have made provisions to
exclude or limit these risks. If the proposer has at the time of proposal any intention to
take up an hazardous occupation, the policy is issued subject to a suitable endorsement.

7.8. HABITS, HOBBIES AND AVOCATIONS

Use of tobacce in any form, chewing or smoking or using a pipe is considered as a
hazardous habit. Studies have proved that smoking and use of tobacco leads to higher
mortality. They also aggravate many other health problems. Most Insurers treat tobacco
users as'substandard group and verify the extent of use of tobacco and their impact on
their health, by putting the applicants to a Nicotine Test. Insurers are cautious in this
respect, as they want to know not only the present use of tobacco, but also whether they
used in the past and discontinued, as the damage might have already been caused to
their health. '

Insurers also seek information about the habit of using intoxicating
beverages and drugs. Moderate use of alcohol is considered normal. But
moderate consumption of alecohol or use of tobaceo may tend to be only partial
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information revealed in the proposal. If it is later found that heavy use led to
the death,.and the claim is disputed, the courts may question why Insurers did
not investigate at the time of underwriting itself when the claimant takes a
stand that the use of tobacco and drugs his already been mentioned. It is legally
considered as waiver by the Insurer. So, wherever such habits are mentioned,
even as moderate or mild, the insurer has to be cautious in treating such cases
as standard. ; :

Resorting to hazardous sports and avocations in their leisure time may be a
habby for some people. Activities like mountain climbing, car racing, gliding, sky diving
are some such hobbies. They present increased mortality due to additional hazard.
Insurers charge extra in such cases or endorse with conditions excluding risk of death

resulting from the involvement of the hazardous activity.

Race, Nationality, Residence, Travel and other Factors .

In the past, Insurers considered other socio-economic and geographical risk
factors also in assessing the risk. Today, they are ignored, and the rates are the same
for all the residents in the country as a whole. Tt is true that there are variations in
mortality within a country or region due to factors like climate, standard of public health,
style of living, medical facilities, etc. A recent study made in the United States, by the
Harvard University, found a wide range in the life expectancy among the Americans,
the highest being 91 years in New Jersey and the lowest 58 years among natives of
South Dakota. The study was based on race, location, population density, per capita
income and homicide rates. The study found that Asian American women in America
have a high life expectancy of 86.7 years.

In India too, there is a wide variation in mortality rates depending upon
geographical location. As per a study published by the Ministry of Health, Government
of India, the life expectancy in India varied from 59 (males — Assam) to 75 (females —
Kerala) years. But Insurers in their underwriting do not go by the race, residence or
region with the hope that their effect in selection will be taken care when the Inured are
in large numbers covering all states. So the policies are now issued free from restrictions
as to travel and residence.

War and Aviation |

When the nation is at war, impending or actual, war risks are normally-excluded.
Insurers insert a war clause in their contracts which are typically cancelled at the end of
the war period. In case of death due to hostilities between the nations only the premium .
will be refunded. The purpose of the war clause is to eontrol adverse selection,

In practice, the defence personnel are issued policies without payment of extra
premium, except for such categories in the Army like paratroopers, gliders, mine
sweepers, mine layers, navy working in submarine, etc., where special questionnaires
are obtained, risk assessed, and appropriate extra premiums are collected or conditions
imposed. :

The flight for paying passengers in a regularly scheduled plane flying between
established airports is not considered as hazardous and no extra is charged. But flying
in a commercial or private aircraft is considered as more risky. Personnel engaged in.
military flying and civil and commercial flying are treated on the basis. of the duties
they have to attend.

7.9. FINANCIAL UNDERWRITING

Financial Status, as evidenced by the proposer’s present income, source of
income and permanency of such incomie is also a strategic factor in underwriting. It
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is verified primarily to find out the motivation for the proposed insurance. The need
for insurance, the proposed beneficiary, the estimated economic value of the
person, the amount of insurance requested, its relation to income-are looked
into to rule out that the purchase is not speculative.

Insurers do not have any uniform formula or rigid rules to follow in respect of
finaneial underwriting. In practice Underwriters have a factor table to guide them in
financial underwriting in ordinary cases. The Sum Assured is determined by multiplying
the proposer’s annual income by a factor that is a function of age. The following are
certain parameters followed generally by insurance companies:

Table 7.3 Parameters Allowed by Insurance Companies

. Age Total Insurance

. 18-35 20 times of the anriual income
36-50 15 times of the annual income
51-60 10 times of the annual income
61 and above On merit

The existing insurance is also taken into account, while deciding the maximum
" jnsurance that can be granted. The above formula is only a guideline and not a fixed
standard. ) :
While a smart insurance salesperson relates the sum proposed to the proposer’s
HLV and NEEDS, the underwriter reconciles with the age and other risk factors. How
much premium a pérson can afford is another determinant. Ten percent of income
may be the threshold and the underwriter can consider premium up to thirty percent
as affordable.

When the proposer wishes to take out insurance on other lives more stringent |

criteria is followed. In such cases the Insurer would like to know the insurable interest,
the purpose of insurance and the extent of the economic loss the proposer may suffer in
case of early death of the life proposed. ,

The law gives unlimited insurable interest on one’s own life. But the Insurers
consider factors like financial status, need for insurance and dependency while deciding
the maximum Sum Assured that ean be allowed. The insurer is also concerned about the
conservation of business. When the premium is affordable and reasonably related
to the income, there is more likelihood that the policy is kept in force and not lapsed.
This leads us to a discussion on Moral Hazard.

' Moral Hazard

In addition to the precaution taken in limiting the sum assured to one’s capacity
to pay the premium and the need for insurance, the insurer will check other aspects
also to rule out Moral Hazard. Unlike physical hazard, moral hazard relates to mental
attitude and behaviour of the proposer. It arises when the likelihood of distorting
information by the proposer is suspected. Such distortion may range from a deliberate
fraud to make undue gain on death, to a suppression of information fearing harassment
by enquiries by the Insurer. Disclosure of certain personal family particulars may be
considered by some as embarrassment. . :

Besides the Insurance disproportionate to the Income, the following situations

- will put the Insurer on guard against Moral Hazard.

Insurance at Advanced Age

The insurable value and the need for insurance vary with the life cycle. As the
age advances the concern for protection from early death. comes down. Unless the’
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Insurance and Risk individual has large assets and there is need to provide liquid assets to clear tax and
Managenient . other obligations on death, high insurance cover at older age is considered as indicating
moral hazard and it has to be underwritten with caution by the Insurer.

NO"l;ES ) Insurance on Female Lives and Children

When proposals are made on female lives without independent income and
there isno apparent need for insurance (like tax benefit) moral hazard is not ruled out
especially when large sums are applied for. The Sum Assured when granted will be
related to the insurance cover the husband has on his own life, Similarly, the insurer
| consider covers for children, provided the parents have suitable insurance programme

and all children are insured to comparable amounts. ) ‘
\ :

Outstation Party

. There is a possibility of Moral Hazard when a proposer is medically examined at

a place other than his usual place of residence. It is possible that the proposer wants to
avoid the medical examiner in hisg area who is aware of the adverse health conditions
of the proposer. -

Nominee not Nearest Dependent

Moral Hazard is suspected when the policy monies are payable to a person who
is not the nearest dependent of the life to be insured. The beneficiary mentioned may be
financing the policy. There is also a possibility that the insurance itself a contributing
.. factor in insured’s death.

Moral Hazard Reports '

When the amount proposed is large or the proposer is in advanced age, it is the
practice of the insurers to collect Moral Hazard Reports from their own ‘designated
officers to verify the genuineness of the need and to rule out Moral Hazard. When Moral
Hazard is suspected as present, no amount of extra premium can be sufficient to meet
the hazard. It has to be rejected outright. ‘

7.10. RATING METHODS

When the underwriting information about the proposer has been collected, they
are evaluated to find whether the risk is acceptable, conforming to the standard
risk or to be treated as substandard or declined. In a few cases, it is also postponed
so that the condition or impeirment is settled. The system adopted by the company
should enable the underwriter to measure the risk as accurately as possible and assess
the combined effects, when more than one problem is present. The procedure should
be equitable and also simple and not expensive to work upon.

Judgment Rating

The life insurance industry was for a long time depending on the judgment’
method in evaluating risk, Each risk exposure was individually evaluated and the
rating was decided by the underwriter’s judgment. Medical experts, Actuaries and:
departmental people used to apply their collective wisdom and experience and decide
when the cases are complex and more unfavorable factors are present. This method even
today is applied in marine insurance when risks are diverse and also in case of health

- insurance underwriting. This method tends to ke subjective and also time consuming, To
obviate these drawbacks, the industry evolved comparatively a more scientific method
of appraisal called Numerical Rating System. ’
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Numerical Rating System

The collective investigation made by medical societies who had special interest
in life insurance and the actuaries in USA and other countries led to the mobilisation
of valuable data which formed the basis of their Numerical Rating System. Various
factors of insurability, the impact of each of these factors on longevity and their combined
effects were all studied. Values were assigned to each of these factors and to their effect
when two or more factors were interrelated. Average mortality is taken as 100%.

Debit points are given to unfavorable factors and eredit points to favorable-

factors. Combining the points the net rate is arrived at. The rate over 100 is termed as
Extra Mortality Rate (EMR). Insurers have corprehensive handbooks called Rating
Manuals. These are frequently updated and kept strietly confidential. Extra mortality
classes are formed with specified ranges for each group. In most insurance .companies,

the ratings range from 75 to as high as 500. Ratings within 75-125 are considered as |.

standard. A proposal which involves a rate in excess of the standard limit is treated as
substandard and appropriate rating up of premium is done depending upon: the
classification into which EMR falls or declined. _
The systematic procedure used in this Rating System is based on two assumptions:
¢ The hypothesis of unchanging mortality which means the Extra Mortality
Rate (EMR) for a given 1mpan'ment continues to be the same during the
entire duration of policy.
¢ The addition of specific Rates of Exira Mortahty Rates, whlch takes
it as a simple rule that when there is more than one impairment the total
extra mortality rate of the said risk is the sum total of exira mortality
ratings of the separate impairments. In underwriting. parlance this is
called Lyndquists’s Rule. p
In practice, the insurance has to modify the assumption taking into account the
interaction of various impairments co-existing. In some cases the ratings may be
increased further. (For example, heart murmur associated with raised BP and overweight
where the combined effect will have more impact on mortality). The net rating may
also come down due to the presence of some favorable factors. A keen underwriter will
have the demographic and socio-economic factors also-in his mind while assessing a
risk. Due weight is also given to the competence of the medical examiner and the agent.
So, judgment may still have its influence on rating, though the subjective factor
-is minimized in the Numerical Rating System. This system has enabled the underwriter
. to evolve a uniform procédure for assessment, faster underwriting and building up of
new statistics for continuous review of the method. : ' _
The Company’s ‘underwriting philosophy’ has its eﬂ'ect on assessment of risk.
A company may position itself to sell more Whole Life or Term Assurances policiés from
the very young age or its marketing may be focused on selling Unit Lmked Policies
where the risk cover may not be much. A company may sell more micro insurance in
rural areas or concentrate on marketing high premium plans for the urban elite. The
underwriting phﬂosophy may vary accordingly. When the company is able to accumulate

faster reserves in its policies and is able to aveid adverse selection, it can venture more

in its evaluation of risk assessment in the competitive environment.

Professionalism in Sellmg' The agent, as the first line marketing mtermed1ary is
always considered as the ‘Primary Underwriter’ in life insurance. He should be a
competent professwna]_mth a high degree of knowledge. While presenting the proper
plan to meet the identified needs of the proposer, he should not encourage any adverse
selection, but follow the code of ethics in selling. Such a competent and knowledgeable
agency force will make the job of the underwriter easier. Insurers encourage such agents
by providing them guidelines for their ‘field underwriting’.
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Use of Computers in Underwriting: Information Technology and the use of
computers have greatly helped the insurers in their underwriting. Answers to various
queries in the proposal and the data available in the allied documents {medical
reports, ete,) become the inputs for the computers, The computer in effect does the
normal underwriting in most of the cases and the underwriter just reviews and
confirms the deeisions. Programmes are developed to evaluate various disorders and
suggest further requirements necessary to make a final agsessment. The electronic
underwriting has made the assessment, quick, consistent and inexpensive.

Rating Substandard Lives: Generally, the numerical ratings up to 125 are considered
as normal and these lives have to pay the scheduled premium published in promotion
literature. They are called ‘first class’, ‘average’, and ‘normal’ or standard’ lives. Others
are placed in the appropriate classes in accordance with the extra numerical ratings.
Such lives are offered modified terms of aceeptance. They include:

Flat Extra Premium: When the extra mortality as measured by the system seems to be
constant, independent of age, a constant extra premium is charged to compensate the
additional expected mortality. The method suits well when the occupation or avocation
is hazardous and when the proposer has certain physical defects or deformities. Specific
standard extras for certain impairments are even made available along with the
scheduled rates of premium. Such extras may be levied throughout the term or charged
for certain initial years and removed thereafter.

Extra Percentage of Premium: A special Mortality Ratings Table is developed for
each substandard class which takes into account the incidence and the intensity of

| risk depending on the important factor of age. The premium is quoted including the

extira percentage given in the Tahle. The insurer may also vary the extra premium
according to the type of plan. .

Restrictive Clause: The other method of treatment of a substandard life is to limit
the death benefits under certain circumstances. If the death occurs due to a specified
hazard (For example, hazardous occupation, pregnancy), death benefit may only be
equal tc the refund of premiums paid. Charging extra premium is avoided.

Restrictive Lien: This is the method where the death benefit is graded, with the amount .

payable increasing each year after a fixed period and reaching the full death benefits at
the end of the restrictive term. This method is called Decreasing Lien Method. For
example, a decreasing lien of ¥ 500 per 1000 Sum Assured for 10 years would mean that
in the first year, the death benefit would be only ¥ 500. In the second year, the death
benefit would be reduced by ¥ 450 (T 550 is payable) and so ont and at the end of 10 years,
the lien would become Nil and thereafier, the full Sum Assured (% 1000) is payable as
death benefits. This method is more appropriate when underwriter feels that the extra
mortality will wear off after certain years warranting no extra premium.

Modification of Covérage: The Underwriter after evaluation of risk may offer a
different and more limited form of coverage. The limitation may be a lower Sum Assured,
shorter period or a different plan even. If the apphcant agrees to the modifications, the

. pohcy is issued.

Postponement - Rejection. When the applicant is in the period of convalescence or
the risk presented is not a settled one (losing much weight in the near past) the insurer
may postpone the consideration for a short period. .

When the risk fails to meet the norms of the insurer even at the extreme
substandard level, it is declined. The insurers keep a track of the declined cases to
keep away their reentry by manipulation in future.
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. Insurance on Female Lives - Underwriting Aspects

Underwriting risks on female lives has its history. Considering the social,
economic and other factors and lack of adequate medical attention to women folk in
India, it was the general practice among Indian insurers to charge an extra premium
for female lives. In addition a lien was also imposed for some initial years. In 19586,
when life insurance was nationalised, LIC of India, as a progressive measure, chose
to liberalise the conditions. The experience was shocking. There was a spurt in early
claims where female lives were involved. Though the general mortality rate among
women was lighter, the experience of mortality among insured women was found to
be higher due to the presence of moral hazard. So, LIC had to reframe the conditions
for accepting female lives and re-impose certain restrictions. With the improvement
in the experience there has been steady hberahsatlon of underwriting of female lives
by the Corporation.

The general approach of the present’insurers in selectlon of female lives is
governed by the following factors:

s The element of replacement of earning capacity—the life insurance
considered as substitution of economic power

* The need for insurance

* The special risks involved in female lives

* The financial and moral hazard

"¢ The socio economic background of the proposer '

In the national scene women are emerging as equal partners. There has been a
fast growth in the employment of women especially in the service sector. In general,
they have a greater longevity than men. Insurance conscicusness among thém has also
very much improved. So the i insurers today, have a duty to cons1der female lives on
equitable terms. .

Broadly, female lives are grouped under following segments while considering
insurance: .

Women with earned income, by virtue of employment in institutions or
from professions such as doctors, lawyers, chartered accountants, architects, etc., are
considered at par with men. Amount of maximum insurance and other conditions are
the same as applicable as in the case of men. Certain insurers also have the practice of
charging lower premium to the lives belonging to this sector.

" Women with unearned income from investments or property constitute the

other segment which has a strong desire to have life insurance to save income tax and -

also as a measure of wealth management. In such cases, insurers insist on authentic
proof to show their income for the last three years to decide the mazimum insurance
that can be given to those lives, -

Married Women-Housewives: Insurers were very cautious in insuring |.

these lives as they do not have their own income and due to the involvement of moral
hazard. They insisted on adequate insurance of the husband as a pre-requisite. Today
the role of the housewife is not confined to core domestic duties alone. She is helpful
to her children in their educational pursuits, assists her husband in his business
endeavors and engages in various activities and their ‘economic value’ cannot be
under. estimated. So, the insurers are quite liberal now in considering their cases
provided there is enough income in the family to support the premium.

There are self-employed women like vegetable vendors, fisherwomen,
agricultural laborers, milk-maids, etc., regularly employed or marginally employed.
Insurers consider cover on their lives on certain approved plans and up to a maximum
limit fixed by them

At present insurance to pregnant ladies is not allowed durmg their advanced
. pregnancy — say after twenty four weeks of pregnancy. Plans with higher elements
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Insurance and Risk of térm assurance may not be considered. Proposals from pregnant ladies with past
Management history of complications would be accepted with a single extra or with lien or restrictive
' clause limiting the risk covered. . .
‘A widow earning her own livelihood desirous of insurirg for the protection of
, NOTES her children may be regarded as eligible for insurance,

insurance on Minor/Major Children — Juvenile Insurance

A life insurance policy on the life of a child can be issued on the application of a
parent or a person respons1ble for the support of the child. Underwnters impose some
restrictions.

Deferred Risk Plans are issued ﬁ'om a very young age, with risk commencing
at a later age, say, 7 years. They are subject to the insurance on parents and adequacy -
| of income. A limited amount is also allowed on the young children without insisting
on insurance on the parents’ lives. There are medical requirements up to a maximum
limit of insurance fixed by the insurer and up to a certain age. Where the sum assured
is high or when the application indicates thdt the child has a health problem, the
coverage may be subject to medical examination or a report from the child’s physician
at the commencement or at the deferred date when the risk commences.

- Risk premium plans are allowed to hqys and girls whose age nearer birth day

is 1‘2 years and more (as per the common practice) subject to the following conditions:
s The life to be assured should have a'properly developed physique,

* Family history, personal history of health and medical reports are satisfactory.

-Sum Assured should not exceed insurance on parents, lives and subject

to adequacy of their income.- A limited amount may be. conmdered without
ms1st1ng insurance on parents.

» In cases of major children, (aged 18 and above and ‘below 25) with no R

- income of their own but dependent on their parents for financing the policy,
adequate insurance on parents’ lives would be insisted upon. Underwriters
would consider whether ail the children in the family are similarly insured.
Children’s Plans may include premium waiver benefit, which assures waiving
| payment of premiums if the applicant dies (parent) prior to the attainment of age, say
'| 18, the vesting age under the policy. For this benefit the underwriter would require

evidence of insurability of the applicant and charge modest additienal premium,

Insurance for Handicapped

Proposals on the lives of persons with physical impairments (handicapped persons)
are considered only when they are gainfully employed, have adequate income of their
own and sufficient precautions are taken to avoid accidents, The physically handicapped
persons are classified into various groups depending upon the description of the deformity
due to congenital defect or accident or underlying diseases. A special questionnaire
(deformity questionnaire) is called for. Minor impairments like loss of fingers etc., are
ignored and no extra for impairment is charged, provided the impairment will not, in
any way, affect the normal movement and the policy is issued at standard rates. Other
proposals are considered with suitable extra premiums and with certain restrictions.

7.41. NON-ME,DICAI; UNDERWRITING

: . . Today, substantial new business is done under Non-Medical Scheme. Non-Medical
does not mean waiving medical information. It only denotes that the physical examination
of the proposed by an authorised medical examiner is dispensed with. Medically related
questions are sought from the applicant and also from the field worker. Experimented
first by United Kingdom towards the end of the nineteenth century, the concept stood
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the test of time and the limits have been gradually increased. In USA, one company has ~ Underwrifing Selection

raised the limits even to $1 million, of Lives
There are many reasons for accepting proposals under the Non-Medical Scheme.

The first motivation was the experience which revealed that hardly less than 10% of .

the medically examined cases brought out adverse features. This percentage NOTES

1s still less, especially when life insurance is sold actually in the ‘prime market’, viz.,

within the age group of 21-45 years. By dispensing with medical examination for such

identified groups the insurers can save the expenses. The fees payable to the medical

examiners will be substantially reduced. Even the slight increase in the claims caxn be

compensated by the savings in medical fees and other expenses.

" There is a shortage of medical examiners especially in rural areas and .
the insurers find it difficult to have a wide network of medical examiners. Insurers are
able to avoid this problem and facilitate large scale selling of insurance through non
medical underwriting.

Safeguards

Insurers have safeguards to see that mostly standard lives are covered under this
scheme. Besides getting a proposal with additional questions and detailed report forms
from the field workers, insurers also impose certain restrictions. Non-Medical Insurance
is not available beyond certain age (35 years). In special circumstances, like professionals
and salaried employees of government public sector or reputed concerns it may extend
up to 45 years. Other safeguards include limitations or restrictions on maximum
term, Sum Assured, maturity age, type of plan, etc. In the case of any adverse
information as found in the proposal or report from the field workers, the Insurers
can always call for medical examination for considering the risk. Companies also have
‘sample checking’ system to see that the scheme is not misused.

Documentation

When the Underwriter decides to aceept the risk, the next step is to ‘assume’ the
risk. It is done by accepting the deposit amount already received as the first premium
under the policy. In view of Section 64 VB of the Insurance Act, 1938, the risk of the
insurance company commences only on the payment of the premium. A contract cannot
be valid and complete without consideration. The premium in an insurance contract is
acknowledged as consideration and issue of premium receipt signifies commencement
of risk. The First Premium Receipt gives particulars of the Policy No., Date of
Commencement of Risk, Plan and Term, Premium Mode, etc., and also the next due
date for the premium.

Proposal is the basis of the contract. When the contract is finalised, the policy
is issued as an evidence of the contract. It is the underwriter’s job to see that the life
insurance policy is issued according to the terms accepted.

IRDA has issued instructions on the matters to be stated in the Life Insurance
Pohcy Asitis an evidence of a long term contract, the particulars should be clearly and
correctly stated to avoid any misinterpretation in future. |

A Life Insurance Policy consists of the following parts:

(a) The Heading The name and address of the Insurer —its corporate
office — issuing office.
(b) The Preamble A The intention of the parties to the contract Pro-

posal is taken as the basis of contract. The Insurer
acknowledges the receipt of the first premium.

(c) The Operative Clause The mutual obligations and responsibilities are
stated here. The Policy holder has to pay the pre-
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(d) The Proviso

{¢) The Schedule

(f) The Attestation

mium and the Insurer agrees to pay the benefits
on the contingency provided the conditions are
satisfied. :

The conditions and privileges related to the contract
are enclosed and endorsements which are part of
the contract are appended.

Address of the Policy holder. Details of the Con-
tract, the Policy No., Sum Assured, Riders, Date
of commencement, Plan and Term, Age, Premium

. Mode, Date of Maturity, To whom the amount is

payable. Special Conditions, etc., are given.
Stamped and signed on behalf of the Insurer.

The IRDA regulations state that while sending the policy document to the Insured,

the Insurer should allow 15 days’ free look period/cooling off period. The Insured,
he/has when disagrees with the terms and conditions of the policy, has the option to
return the policy and claim refund of the premium paid, subject only to deduction of a
proportionate risk premium for the period of cover and the expenses incurred by the
Insurer on medical examination of the proposed and stamp duty charges.

SUMMARY

¢ Underwriting is the process of risk assessment. The insurability of a risk,
the level of risk, the premium adequate to meet the risk and other terms and
conditions necessary to assume the risk are decided by studying the factors’
of insurability as provided in the propoesal, medical report, agent’s report and
other allied forms. Among the methods of underwriting, Numerical Rating is
scientific and found practically more useful. Risks are graded and insurable.
risks are accepted with appropriate premium and conditions. Acceptance
leads to commencement of risk and documentation. In assessment of risk
the proposal serves as the basis and the policy issued is the evidence to the

agreed terms.

REVIEW QUESTIONS
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10.°
11.
12,

. What is meant by ‘underwriting? How the term evolved and got its present meaning?

‘What is the objective of risk assessment?
What do you understand by the following terms?

(i) Extra Mortality Rate
(i) Occupational Hazard
({if) Adverse selection”
(iv) Standard age proof
(v) Underwriting philosophy.

“

Describe briefly the operations of Numerical Rating System.

Distinguish between Lien and Restrictive Clause.

Discuss the legal issues involved in scrutiny of a proposal.

Write a short note on the factors affecting the insurability.

What are the sources available to an underwriter?

How the Moral Hazard is assumed? Explain briefly the types of cases where moral hazard.

is suspected?

Explain the usual safeguards adopted under Non-Medical Scheme.
Discuss the treatment given to substandard lives.
How an underwriter categorises female lives and consider their proposals?



13. What are the restrictions generally- ilﬁpbsed while underwriting lives on children?
14. Explain the various aspects of a policy document.
15. Discuss the need for financial underwriting.

CASE STUDY _
F . \-‘" * A

4
b .. Lo

CONTRACT ~ CASE APPLICATIONS

Case 1

Mr. AKD aged 47 years, on 31 March 2000, submitted a proposal for  201akh and paid
¥ 84,110 as initial deposit towards half yearly premium. He suddenly expired
on 7-8-2000. On the claim being made, the wife of the deceased was informed
that the contract was unconcluded and the legal heirs were entitled to get the
refund of the deposit amount only.

Thé Insurer contended that the medical reports submitted along with the
proposal revealed that the health of the deceased was substandard and their
higher office, after verifying the reports proposed to give insurance provided the
proposer was ready to pay ¥ 27 per 1000 Sum Assured as extra premium. This was
informed to the proposer when he visited the office on 2-6-2000 to enquire about
the proposal. He submitted a request to the insurer to consider a fresh policy under
Endowment for a term of 10 years and quote the terms. Within 5§ days he died.

The general rule is that the contract of insurance will be concluded only
when the party to whom an offer has been made accepts it unconditionally and
communicatés his acceptance to the person making the offer. Whether the final

acceptance is that of assured or insurers however depends simply on the way in

which negotiations for insurance have progressed.

Case 2 ) .

Mr. N submitted a proposal for ¥ 10000 and a life insurance policy with the date of
commencement as 28-9-1973 was issued. The premium installments were payable
in half yearly mode in March and September. The premium was initially fixed at
7 329.10; however because of loss of teeth, the rate of premium was increased hy
9% extra g0 as to malke a total of ¥ 339.10, half yearly. This was mentioned in the
policy. Subsequently, amounts of ¥ 329.10 were paid to the insurer in respect of
the installments falling due up to September 1974. Each time the insurer accepted
the amounts. ) . .

It was open to the insurer to have refused to accept the payment of premium
installment if it was deficient, but the amount of ¥ 329.10 was accepted and the
insured was accommodated by allowing him time to make the deficiency good.

Mr. N expired on 8-12-1974. Can the insurer deny the claim on the ground that
inasmuch as the premium paid is deficit, the insurer is not bound to pay the claim?

Discussion

What are the underwriting issues involved?
How and what steps can be taken to avoid such unpleasant litigation in future?

COMMENCEMENT OF RISK - UNCONCLUDED

.

Underwriting Selection
of Lives

- NOTES

Self-Instructional Material 93



Insurance and Risk

Management ] ANNEXURE |
Indian Assured Lives Mortality (1894-96) (modified) Ultimate
NOTES .. )

Age Mortality rate Age Mortality rate
0 ~0.001630 33 0.001246
1 0.000960 34 0.001308
2 0.000670 35 0.001387
3 0.000620 36 0.001482
4 ©0.000470 T 0.001593
5 0.000420 38 0.001721
6 0.000380 39 0.001865
7 0.000400 40 0.002053
8 0.000400 . 41 0.002247
g 0.000400 42 0.002418
10 0.000380 43 " 0.002602
11 0.000450 44 0,002832

12 0.000530 " 45 0.003110

. 13 0.000650 46 0.003438
14 0.000713 47 0.003816
15 0.000770 48 0.004243
16 0.060823 49 0.004719
17 0.000873 50 0.005244
18 0.000919 51 0.005819
19 0.000961 52 0.006443
20 0.000299 53 0.007116
21 0.001033 54 0.007839
22 0.001063 ‘ 55 0.008611
23 0.001090 56 0.009433
24 0.001113 57 0.010294
25 0.001132 i 58 0.011025
26 0.001147 59 0.011951
27 1 0.001159 60 0.013073
28 0.001166 61 0.014391
29 0.001170 62 0.015004
30 0.001170 63 0.017612
31 0.001171 64 0.019516
32 0.001201 65. 0.021615
66 0.022724 . 83 0.139067
67 0.025617 B4 0.181077
68 0.028823 85 0.162298
69 0.032372 R 0.174149

© 70 0.036294 87 0.186638
71 0.040623 88 , 0.199775
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Age - Mortality rate Age Mortality rate of Lives

.72 0.045392 89 0.213560

73 0.050639 90 0.227995

74 0.056404 9 0.243072 NOTES

75 0.062728 92 0.258782

78 0.069855 93 0.275109

77 0.077231 94 0.292031

78 0.085502 95 0.309522

79 0.094512 96 0.327549

80 0.104331 g7 0.348073

81 . 0.114992 98 0.365052

82 0.126553 99 0.384438

Sdurqe: IRDA Annual Report. For discussion on Mortality Table ref. Chapter2, 8 and 9.

Mortality Rates of Annuitants in LIC of India, LIC A (26-98) Ultimate

Age Mortality Rate  Life Expectation  Age Mortality Rate  Life Expéctation
20 0.000919 57.45 - 42 0.902053 36.70
21 0.000981 56.50 43 0.002247 35.77
22 £.000989 55-56 44 0.002418 34.85
23 0.001033 54,61 45 0.002602 33.93
24 0.001063 53.67 46 ' 0.002832 33.02
25 0.001090 52.72 47 0.003110 32.11
26 0.001143 51.78 48 0.003438 31.21
27 0.001132 50.84 49 0.003816 30.32
28 0.001147 49.89 50 0.004243 29.43
29 0.001159 48.95 51 0.004719 28.56
30 0.001166 48.01 52. 0.005386 27.69
31 0.001170 47.06 53 0.006058 26.84
32 0.001170 . 46.12 54 0.006730 © 26.00
33 0.001471 45.17 55 0.007401 2517
34 000420 44.22 56 0.008069 24.35
35 0.0 1246 43.28 57 0.008710 23.55
36 0.001308 4233 58 0.009397 22.75
37 0.001387 '41.38 59 0.010130 21.96
38 0.001482 40.44 80 0.010907 21.18
39 0.001593 39.50 81 0.011721 20.41
40 0.001721 36.56 62 0.011750 19.64
41 0.001865 37.63 63 0.012120 18.87
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84 0012833 , 18.10 88 0.132652 528
NOTES 65 0013889 1733 89 0.141924 501
66 0015286 .  16.56 90 0.151539 476
67 0.017026 1581 .9 0.161495 452.
68 0.019109 15.08 92 0.171794 4.29
69 0.021534 14.36 g3 0.182436 407 ,
70 0.024301 13.67 94 . 0.193419 3.87
71 0.027410 - 12.99 95 0.204746 368
72 0.030862 12,35 T 0.216414 3.50
73 0.034656 11.72 - 97 0.228425 338
74 0.038793 11.13 98 0240778 . 317
) 75 0.043272 ° 10.56 ‘99 . 0.253473 3.01
76 0.048093 10.01 100 0.266511 2.86 .
77, 0.053257 9.49 101 - 0.279892 2.72 |
78 0.058763 900 102 0.293614 259
79 0.064611 853 103 0307679 . 246
80 - 0.070802 8.08 104 0.322087  2.33
81 0.077335 7.66 105 0.336836 - 219
. 82 0.084210 7.26 108 0351928 205
83 0.091428 6.88 , 107 0.367363 1.89
B84 0.098988 6.52 108 0.383139 170
85 0.106891 619 109 0.399258 . 1.45
8 - 0115136 5.87 110, 0.415720 1.08
87 0.123723 5.56 '
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ANNEXURE I

. A MODEL PROPOSAL FORM
BRANCH OFFICE:corsverrsvnree DIVISION: ...voeeeeee e,
Looveverereesseeeesnenees FOR OFFICE USE ONLY...ooovceceirvrrrnre ]
PROPOSAL NO. e INWARD NO. A
IDENTITY NO. Lo oo DT. OF RECEIPT
POLICY NO.ALLOTTED  :...ccoooeeeee. . AGENCY CODE e sneerennes
NO. OF UNITS ALLOTTED: ...cccoocvsvccvininsn DEV. OFFICER'S CODE v
AMOUNT PAID [ IS AGENCY INFORCE?
AMOUNT PAID ON  eeereeeeereeeeeameneeins AGENCY INFORCE UPTO :.ocooveeererrcerrenes
TRANSACTION NOJ/DATE : ....oovcesrrveseree. IS LICENCE INFORCE? @ v, S
CASHIER'S INITIAL [ LICENGCE INFORCE UPTO : ..ccoorimervnernnnns

ALL ANSWERS TO BE FILLED IN BLOCK LETTERS. ANSWERS MUST BE GIVEN IN
WORDS/ STROKES OF PEN OR DOTS WILL NOT BE ACCEPTED AS REPLIES.

AMOUNT PAID BY CASH/CHEQUE/DD:
DRAWN ON;

(NAME & ADDRESS OF THE BANK) -.......cc0rocroe.. BANK DRAFT/CHEQUE NO.: oo
AMOUNT: T .o (INWORDS) T ... ecivrintmsr v smmnse s s sme e snssane e
1. (2) () NAME IN FULL OF LIFE TO BEASSURED : ..ocouiveemereeremseeeeeeemeesseeeerens
(i) IF MINOR, NAME OF THE PROPOSER * w.vvveveuceveereeremseneeeeasssesesssnsssssassssssns
(i) RELATIONSHIP WITH THE LIFE TO BE ASSURED : .ooooeoeoesseessees s
(b) () ADDRESS (FOR COMMUNICATION): ........... e eet et ee s eeeee et
CTEL. NO. oo esereeseeeses e E-MAILADD : ..oovee..e. e
Proof Submitted : ............. S ..........................................
(i) PERMANENT ADDRESS ! w.coserrsereemerrscrrsserrs s isssssssssssssssssess s

(c) NOMINEE'S DETAILS _
NAME 2 oot enesenseeree DATE OF BIRTHIAGE : oo
RELATIONSHIP WITH LIFE TO BE ASSURED: .....cooovvevveveerrereenssecncssenssserecseesee -
ADDRESS * 1.reooeooeooeoooeeeosremeesssssesseeesesesssssesensesseseeesssnsssson e
(d) APPOINTEE (IF NOMINEE IS MINOR) : ..coverrevsesresressssreneessesssssessssssassasssssssnne
NAME oo anesnens DATE OF BIRTH/AGE : oo
RELATIONSHIP WITH NOMINEE : ocoovsccvevenresresonssssessessroesesssssnmsroeeseesasssassnisss
ADDRESS © ....ooreootesesevesssssssassasssssrsreseseneeeseseees e e eesses s eaeane
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2. PLAN DETAILS

MODE OF PREMIUM F"AYMENT: SINGLE: PREMIUM/YEARLY/HALF-YEARLY/

QUARTERLY

(2) SUM ASSURED UNDER BASIC PLAN

{b) ACCIDENT BENEFIT SUM ASSURED

{c) CRITICAL ILLNESS RIDER SUM ASSURED :

" (See mformatlon below)

INVESTMENT PA'ITERN OF THE FUNDS

... {in worc]s)

. {(e) FUND SELECTED BONDISECURED/BALANCEDIGROWTH FUND

, Fund Type Investment in Govemn- | Short-term invest- Invéstmenr in Details and
. ment/Government | ments such as money| Listed Equity objective of the
Guaranteed Securiliss/ | market instruments Shares fund for risk/return
Cormporate Debt (including Gowvt. Sec ’
. & Corporate Debl)
Bond Fund Not less than 80% 100% Nil Low risk -
Secured Fund  |Not less than 65% Not more than 85% Notless than 16% | Steady income —
. - |and not more than | Lower to Medium
, 35% risk :
‘ Balanced Fund |Not less than 50% Not more than 70% | Not less than 30% | Balanced Income
; . ' and not more than [and growth -
50% Medium fisk
. Growtﬁ Fund - Not less than 20% Not more than 40%  {Not less than 60% Lt;ng term Capital
' , and not more than|growth-High risk
\ - 80% :
(f) OTHER DETAILS:
PLAN NO. DOB .AGE TERM MODE AGE PROOF
OF LIFE )
ASSURED -
OCCUPATION ANNUAL INCOME SOURCES OF INCOME SEX -
RURAL/URBAN FIRST/SUBSEQUENT
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NOTES

3. DETAILS OF EXISTING POLICIES INCLUDING UNIT-LINKED POLICIES (INCLUDING
POLICIES SURRENDERED/LAPSED DURING LAST 3 YEARS)

POL.] INSURANCE |TABLEf SUM -TERM CRITICALIMODE| AMOUNT { YEAR { WHETHER |MEDICALJWHETHER| IF NOT,

NO.] COMPANIES | AND | ASSU- | ASSUR- |ILLNESS OF OF ACCEPTED CR INFORCE | GIVE DUE
FROMWHERE |TERM| RED ANCE RIDER ACCIDENT | ISSUE | ASPRCPO- | NON- FOR DATE OF
THE PREVIOUS ON MAIN] RIDER SUM BENEFIT SEDAT  |MEDICAL] FULL LAST
POLICY/ PLAN SUM ASSU- TAKEN CORDINARY SUM PREMIUM
POLICIES HAVE ASSURED| RED RATES IF . ASSURED | FAID OR -
BEEN . NOTTHE | DATE OF
PURCHASED TERM OF SURREN-
WITH ADDRESS ACCEPTANCE DER
{IF PREVIOUS
POLICIES ARE
FROM LIC OF
INDIA, GIVEN
NAME OF
BRANCH D.O} . ' . ,

4. {a) HAS ANY POLICY ON LA'S LIFE LAPSED OR SURRENDERED DU_RING THE

LAST 3 YEARS? )
{b) HAS A LIFE INSURANCE PROPOSAL ON THE UFE OF LIFE TO BE ASSURED
EVER BEEN . o
() WITHDRAWN/DEFERRED/DROPPED/DECLINED T YESINO
(i) ACCEPTED WITH EXTRA PREMIUM OR LEIN . YESINO
(iif) ACCEPTED ON TERMS OTHERWISE THAN THOSE PROPOSED
. YES/NO
5. FAMILY HISTORY
MEMBER LIVING . DEAD . -
PRESENT | STATEOF | YEAROF AGEAT | CAUSE OF
AGE. HEALTH DEATH DEATH | DEATH
| FATHER
MOTHER
BROTHERS
SISTERS
WIFE/HUSBAND
CHILDREN
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Insurance and Risk 6. PERSONAL STATEMENT REGARDING HEALTH OF LIFE TO BE ASSURED

Managenent

Personal history ’ Answer 'Ye-‘s' If ‘Yes’
) o or ‘No’ give full
) NOTES - : ) details

(a) During the.last 5 years did you consult a Medical
Practitioner for any ailment requiring treatment for more
than a week?

.| (B) Have you ever been admitted to any hospital or nursing
home for general check up, observation, treatment or
operation? '

{c) Have you remained absent from place of work on grounds
of health during the last 5 years? -

(d) Are you suﬁériﬁg from or have you ever suffered from
ailments pertaining to Liver, Stomach, Heart, Lungs,
Kidney, Brain or Nervous system?

(e) Are you suffering from or have you ever suffered from .
Diabetes, Tuberculosis, High Blood Pressure, Cancer, )
Epilepsy, Hemia, Leprosy or any other disease ? ' )

(f Do you have bodily defect or deformity?

(9) Did you ever have any accident or injury?

(h) De you use or have ever used
(1) Alcoholic drinks:
(2) Narcotics: . -
(3) Any other drugs:
{4) Tobacco, in any form:

() What has been your usual, state.of health?

() Have you ever received or at present awaiting/undergoing
medical advicef treatment or tests in connection with
Hepatitis B-or AIDS related condition?

{k) Are you wearing glasses? If so, power of glasses:

(N (a) Missing teeth if an)[,:if so number missing
(b) Are you wearing well fitting denture? If so, for how
many teeth?

7. PHYSICAL MEASUREMENTS OF LIFE TO BE ASSURED (IN CASE OF NON-
MEDICAL): Ht.{in €ms.) .ocooveeencereeee. WEAN KG.) i,

8. TO BEANSWERED IF LIFE TO BE ASSURED IS AMARRIED FEMALE:

{A) Are you pregnant Date of fast Have you had any abortion or Date of last
now? delivery | miscarriage or Caesarean section? | Menstruation
- . . if so, give details.
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(B) Husband's Full Name ] His Occupation . His Annual Income

(C) Details of Husband's Insurance:

POLICY | INSURANCE COMPANIES FROM WHERE . SUM TABLE | PRESENT
NO. THE PREVIOUS POLICY/ POLICIES HAVE | ASSURED| AND | STATUS OF

BEEN PURCHASED WiTH ADDRESS (IF TERM THE
PREVIOUS POLICIES ARE FROM LIC OF POLICY

INDIA, GIVEN NAME OF BRANCH/D.O.)

9.

10.

11.

WHETHER THE TERMS AND CONDITIONS OF THE PROPOSED PLAN HAVE BEEN
EXPLAINED TO YOU BY THE AGENT

" YES/NO

HAVE YOU UNDERSTOOD FULLY THE TERMS AND CONDITIONS OF THE PLAN
YOU PROPOSE TO TAKE? ) ‘

YES/NO

DO YOU.AGREE THAT ON ATTAINMENT OF AGE OF MAJORITY BY THE LIFE TO
BE ASSURED, THE POLICY WILL VEST IN HIM ABSOLUTELY? (Applicable in case
of life to be assured is minor)

YES/NO

Underwriting Selection

" of Lives-

NOTES
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DEGLARATION

| the proposer/the p'erson whose life is herein before being proposed {o be

assured, do here by declare that the foregoing statements and answers haye been given-

by me after fully understanding the questions and the same are true and complete in every
particular and that | have not withheld any inférmation and | do héreby agree and declare
that these statements.and this declaration shall be the basis of the contract of assurance

| belween me and the ABC Insurance Corporation of India and that if any untrue averment be

contained therein the said contract shall be absolutely null and void and all moneys which
shall have been paid in respect thereof shall stand forfeited to the Corporation.

Notwithstanding the provision of any law, usage, custom or convention for the time being
in force prohibiting any doctor, hospital and/or employer from divulging any knowledge or
information about me concerning my health or employment on the grounds of secrecy, |,
my heirs, executors, administrators and assignees or any other person or persons, having
interest of any kind whatsoever in the policy contract issued to me, hereby agree that such
authority, having such knowledge or information, shall at any time be at liberty to divulge
any such knowledge or information to the Corporatton

And | further agree that if after the date of submission of the proposal but before the issue
of the First Premium Receipt (/) any change in my accupation or any adverse circumstances
connected with my financial position or the general health of myself or (i) if a proposal
for assurance or an application for revival-of policy on my life made to any office of the
Corporation or with any other life insurer is withdrawn or dropped, deferred or accepted atan

.|.increased premium or subject to a llen or on terms other than ‘as proposed | shall forthwith

Intimate the same to the Corporation in writing to reconsider the terms of acceptancé of
assurance. Any omission on my part to do so shall render this assurance invalid and all
moneys which shall have been paid in respect thereof shali stand forfeited to the Corporahon

| heraby give my consent for undergoing medical examinationsftests tncludmg test for HIV
as required by the Corporation.

| further declare that | have discussed my ﬁnanciai standing with the agenUfnter_mediary.

| have been informed about the risk profile of the ULIP pl‘an(s) and fund(s). in consuitation
with the agent/ intermediary, | have taken a personal and independent decisioni in an informed
manner ta go for the Plan and Fund which | have chosen.

i understand that if | have deposited ‘application money’ as a token consideration under
this proposal for insurance, the closing NAV of the date of completion only will be applied
for allotment of units. . . :

071V U3 - SOPTRENY . 7 SO 200
Signature of Witness ’ :

Occupalion .......oocevvreersienras O .
AUress ..o L FNTONTE—— T AT

" Signature or Thumb impression of the
person whose life is proposed to be
assured or the proposer (if different from
the life to be éssured) When life to be

" assured is a minor, Proposerssngnature
is required.




in case form is filled up/signed in a language different from that of the Proposal Form:
Declaration by the person ﬁi!ing in the form: '

“I hereby declare that | have fully explained the above questioné to the proposer / the Life
tobeAssuredin ......coccooceirrieeenin, language and | have truthfuII.y recorded the answer given
by the proposer / Life to be assured.” -

Name of the DECIATaNt: ..........eeereermrereeroneeeren SIgNALUIE: .oveeee e e

Address of the Declarant:_ .................................. - o

Declaration by the PrdposeriLifg to be assured:

“l certify that the contents of the form and documents have been fully explained to me,
by MriMs: e, S and | have understood the significance of the
proposed confract. :

Signature or thumb impression of the person whose life is proposed to be assured or the
Proposer:

In case the Propaser and/or the Life to be assured isfare illiterate, the thurﬁb

impressions of the Proposer / Life to be assured should be attested by a person
of standing whose identity can easily be established, but unconnected with the

Corporation and this declaration should be made by him/ her.

“| hereby declare that | have fully explained the above questions and contents of the
proposal form ta the proposer/ life t0 be . assured in ..o .eereressverese s language, and
that the proposer / life to be assured has affixed his / her-thumb impression above after
fully understanding the conténts thereof.”

Name Ofthe DECIAFANE: ..v.....eeevovessseeeereressseesseenssnen Signatdrer ..................... e

Address of the Declarant: ................... NS T

DECLARATION BY PARENT/GUARDIAN (N CASE LIFE TO BE ASSURED IS A MINOR)

“With reference to the proposal for ¥ ..........cocevveeieeies on the life of my son/daughter, |
hereby agree and undertake that if under the policy that may be issued, any payment is
received by me by way of surrender, partial withdrawal or for any other reasons whatsoever
before the policy has vested in life assured, | shall utilize the moneys hereby received for
the benefit of the minor or his estate”.

Signature of Parent/Guardian: .........c.ccevevveeeenn..
Signature of WitNess: «..v.....ccoroivevveereererseieens
NBITIE: crrr oo e eessesrsasssssenseneee
L6 ol o700 7= )T o LU

ADress: cvvvvereereereereeresnens et eeretee e arerenns
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Insurance and Risk _ SUMMARY OF SECTION 45 OF iNSURANCE ACT, 1938

Management

No policy of life insurance shall, after the expiry of two years from the date on which

it was effected, be called in question by an insurer on the ground that a statement
NOTES made in the proposal for insurance or in any report of a medical officer, or referee,
or friend of the insured, or any other document leading to the issue of the policy, was
inaccurate or false, unless the insurer shows that such statement was on a material
matter or suppressed facts which it was material to disclose and that it was fraudulently
made by the policyholder and that the policyholder knew at the time of making it that
the statement was false or that it suppressed facts which it was material to disclose.

Note: “Material” shall mean and include alj important, essential and relevant information
in the context of underwriting the risk to be covered by the Corporation.

Insurance Act 1938 under Secticn 41

(1) No person shall allow or offer to allow, either directly or indirectly, as an inducement
to any person to take out or renew or continue an insurance in respect of any kind
of risk relating to lives or property in India, any rebate of the whole or part of the
commission payable or any rebate of the premium shown on the policy, nor shall
any person taking out or renewing or continuing a policy accept in rebate, except
such rebate as may be allowed in accordance with the published prospectus or
tables of the insurer.

Provided that acceptance by an insurance agent of commission in connection with
a policy of life insurance taken out by himself on his own life shall not be deemed
to be acceptance of a rebate of premium within the meaning of this sub-section
if at the time of such acceptance the Insurance agent satisfies the prescribed
conditions establishing that he is a bonafide Insurance Agent employed by the
insurer. .

" (2) Any person making default in complying with the provisions of this section shall
be punishable with fine which may extend to five hundred rupees.

N.B. Rebate of premiums shall be allowed only in accordance with the details given
in the prospectus .or table; of premium rates or, ds the case may be, the relevant
document, and that an offer or, acceptance of any other rebates shall be an offence’
under Section 41 of the Insurance Act, 1938, : -

For Medical Cases only -

“t certify that the Proposer has
signed/Put hisfher thumbimpression
in my presence, after admitting that
all the answers to Questions Nos. 6
and onwards of this form have been
correctly recorded.” .

Si_gnature. or Thumb impression of the Life
- Proposed ' :

N.B. Signature orthumbimpression should be

Affixed in the presence of Medical Examiner. (Signature of the Medical
Examiner)
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Model: Agents Report/Moral Hazard Report

Branch @ o eerecveeeesssismessesessessevamneeneees . DAE OFEXPHY e :
Licence NO. .. Proposal NO. : ceveevrceeiiaes et et s _

Agent's Code Numberand Name ! ......oeeeeeecvunenns SR——— eererreneesand erereeresaseaesesaneresannatia

Particulars of Club Membership © ... .ot s
Name of Lifeto be Assured ; ..oooevvvcinee . AGR L il Sum Proposed: ......c...... —
Name Of the PIOPOSET : ......c.e.eerersrseuseraerasrarssreseeecens et AGE: e,

(If Life Assured is minor)

-

Occupation of Life to be assured/Proposer :

1. (a) How long to you know the life to be assured’ f Proposer'?
(b) Are you related to him/her ? If so, give details
(¢) What is Educational Qualification of Life to be assured/Proposer

2. .(i) Give details of income of Life to be aésureleroposér
(i) What income proof is verifited by you for details in (/) above?
* 3. () What is the General State of Health of Life to be Assured

(if) Does the Life Assured has any physical deformity / impairment?

(iif) Do you have any knowledge of life to be assured having suffered from any illness
or undergone operation hospitalization or medical investigation?

4, Did you discuss with life to be Assured the status of previous pohc:es and are you,

satisfied that no pollcy has lapsed in last 3 years?

5. Are you aware of any proposal (or revival of any policy) of life to be assured having _

deferred, declined, dropped, accepted with extra?

6. Are you aware of anything in occupation, financial/Social position of proposer his/her
habits or any other circumstances which might likely to add to the risk?

(a) Mark of identification of Life to be ASSUed: ....c..eeeuerssmmirmissesereemmers
(b) Physical Measurements : Height (incm).................... Weight (inkg): .....0ou.e. I

| hereby declare that the foregoing statements are true and correct to the best of my
knowledge and belief.

~

Datedal ... oNthe s day of e

. Agent's Signature and Stamp
To be filled by Sales Supervisor/Marketing Official

| am satisfied with the identity of the party and on the basis of my independent enquires,
hereby declare that the foregoing statements are true to the. best of my knowledge and belief.

DaAted 8t ... eseeee e ONRE croeereeerseesseeeseesssses BY OF s seenreneesenns
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ABC INSURANCE CORPORATION OF INDIA LTD
XYZ-Risk cum Savings Policy {with Profits) (with Accident Benefit)

. ABG Insurance Corporation of India Ltd having received a Proposal and Declaration and the
first prémium from the Proposer and the Life Assured named in the Schedule and the said Proposal
and Declaration with the statements contained and referred to therein having been agreed to by the

.| said proposer and the Corporation as basis of this assurance do by this policy agree, in consideration

of and subject to the due receipt of the subsequent Premiums as set out in the Schedule, to pay the-
Sum'assured together with such further sum as may be allocated by way of Bonus, but without interest -
at the &ffice of the Corporation where this policy is, serviced to the person or persons to whom the

|| same is payable in terms of the said Schedule, on proof to the satisfaction of the Corparation of the

Sum Assured having become payable as set out in the Schedule, of the title of the said person or
persons claiming payment and of the correciness of the age of the Life Assured stated in the Proposal
if not previously admitted. . )

! And it is hereby declared that this Policy of Assurance shall be subject to the Conditions and
Privileges printed on the back hereof, and that the following Schedule and evety endorsement placed

on the Policy by the Corporation shall be deemed part of the' Policy.

Di\risional Office Schedule - . Branch Office

Policy No: Table and Sum Assured Due date Instalment Proposal No.
Date of Premium 4 and Mode Premium & Date
Commencement | Paying Term . of Payment Payable T
Nominee under Section 39 of the Insurance Act, 1938 Date of Birth
Name and Address of Proposer and Life Assured Age of Life Assured
' Whether Age Admitted
. Date of Last Payment
1. On Life Assured surviving - Sum Assured together
. the premium paying term with accrued bonus
Payment to be made and events 2. Onlife Assured’s death be- - Sum Assured together
on the happening of Wthh lhey fore the end of the stipulated  with accrued bonus
are to bemade. . Premium Paying Term ' . '
3. On Life Assured's death Sum Assured
after the end of the stipulated

Premium Payment Term

To Whom Sum Assured Payable The Proposer or his Assigns or Nominees under
' Co : Section 39 of the Insurance Act, or Proving Executors or

: Administrators or other legal Representatives who should
take out representation to his Estate or limited to the
moneys payable under this Policy from any Court of any
State or Territory of the Union of India.

Perib_d during which premium Till the stlpulated dafe of Last Payment or previous dealh
payable of the Life Agsured. .

Dates when premium payable ‘ On the stipulated due date in

Special Provisions

Signed on behalf of the Corporation at the above mentioned Branch Office.
Date" - ' ) . .
Examined . Authorised Signatory




U NIT Pricing in Life Insurance
i Premium Setting

8 | ‘ . I“JO-TlES
PRICING IN LIFE INSURANCE |
PREMIUM SETTING

8.1. Mortality Téble—Risk Premium

Summary
Review Questions

The Premium‘is the price paid for the risk undertaken by the Insurers.
Legally speaking, it is the consideration that moves from the proposer to the insurerin
exchange for their promise to pay the Sum Assured on the happening of the contingent
event. It has been defined as ‘price paid adequate to the risk’ in a court tase (Lucena
vs Crawfurd). From ‘the underwriter’s point of view,.it is the contribution which
should be equitable and commensurate with the risk the insured brings into the
pool of risk. IRDA stipulates that it should be fair, to be certified so by the Actuary
who designs the insurance product. No doubt, the consumer thinks that the premium
is the cost he pays which should be commensurate with the value received.

What is an adequate, fair and equitable premium?

: The premium to be charged under a Life Insurance Contribution depends on the -
following factors:
1. The rate of mnrtahty—the probability of the 1nsured event occumng
2. Expected yield on the investment mix.
3. Operational Expenses—Taxes, Selling, Issuing, Maintaining the policy.
4. Loading to cover for contingencies like rate of inflation, profit margin, ete.
5. Assumption on withdrawals/lapses,
6. Additional loading in the case of guaranteed additions/with proﬁt policies. - -
7. The benefits pattern proinised under the plan.

The possibility of event occurring is ascertained from the Mortallty Tables,
which show the probabilities of death at designated ages. Morbidity Tables show
probabilities on critical iliness, disability, accidents, etc. These tables serve as the main
basis for construction of premium rates for life and health insurance.

8.1. MORTALITY TABLE—RISK PREMIUM

In India, the Oriental Insurance Company-started its mortality investigations
periodically from the year 1897 onwards. Their table relating to the period 1925-35
was considered as more reliable and adopted by LIC with modifications. LIC of India
had their own inve'stigqtions, five times, since 1956. Their latest study relating to the
period 1994-96 is in current use. The mortality rates, as shown in that table, for certain
ages are given in Table 8.1.
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Table 8.1
Age 1" Mortality Rate
20 | .0.00100
30 o 0.00117
40 - 0.00205
50 0.00524
60 : 0.01307

The mortality rate for age 30 is shown as 0.00117. It means if there are 1,00,000
people aged 30, out of them 117 may die during the year before they reach 31 years of age. So
ifall the 1,00,000 persons aged 30 are insured for  1,00,000 each, an insurer would expect to
pay 117 death elaims in this group for a total claim payment 0fZ1,17,00,000. .The insurer can
collect ¥ 117 from each of them and pay the claims from this pool.

The contribution of ¥ 117 each for one lakh cover (F 1.17 for ¥ 1000 Sum Assured)
is qut-‘ adequate to cover the risk for the group. This is called Risk Premium -
the premium to cover one year risk under Term Assurance where only death benefit

is assured. The risk premium is assessed just by multiplying the sum assured with

mortality factor. For example, 1000 x 0.00117 =¥ 1.17 for 1000 Sum Assured. For an
endowment type of policy, where the maturity value as a living benefit is also assured,
additional amount as the investment component is built in the premium.

IRDA vide their Regulations 5 (Assets, Liabilities and-Solvency Margin of
Insurers) made it clear that unlegs the insurer has constructed a separate table based
on his own experience made available through the efforts of Actuarial Society of India,
with the concurrence of the Authority (IRDA), mortality rates/morbidity rates prescribed
by them have to be used. Accordingly LIC (1994-96) Ultimate Table and LIC (1996-98)
Annuitants’ Table are prescribed for computing rates on life insurance and.annuity

.products respectively.

There is no morbidity table on the Indian experience. Life insurers use the tables
provided by the Re Insurers with adjustments wherever necessary. Now, on the request
of IRDA, the Actuarial Society of India has suggested a standard table to be used which
has been’communicated by IRDA to all insurers for pricing critical illness assurance as
a stand alone product or as a rider.

Interest Earned—Pure or Net Premium

Premium is collected in the beginning of the year - in advance. The claim
payments are spread over the entire period of one year. Assuming that all the claims are
paid at the énd of the year (though unrealistic), the insurer need not have ¥ 1,17,00,000
at the beginning of the year. If the insurer is able to earn interest at 5% an amount of
¥ 1,11,420 would be adequate, to be invested in the beginning of the year (the present
value at 5% being 0.95238) to pay the claims. To the extent of the expected interest
earnings, the premium charged is now reduced. The premium so arrived is called
Pure or Net Premium. .

Loading—Office Premium - )

In bringing people having homogeneous risk together to pool their risks and
share the claim cost, the insurer has to incur expenses - marketinhg and policy
maintenance expenses.

Marketing and other.expenses for procuring business, namely commission and
remuneration in respect of the policy are very heavy and take away substantial portion
of the first year premium.
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Policy maintenance expenses depend the manner in which they are analysed by  Pricing in Life Insirance
the insurer, as fixed and variable expenses and as premlum related or policy related Premium Setting
expenses. Ex commission payable is related to the premium; medical fees and stamp fees
relate to the size of the policy. Administrative expenses depend on number of policies.

The cost of sending a premmm notice is the same whether the sum assured is ¥ 1 lakh NOTES
or ¥ 1 crore.

Besides the cost involved in prucuring ard maintaining the policy, the insurer
has to provide for unexpected contingencies, inflation, etc. A reasonable allowance
for profit to the stakeholders of the company has also to be made. When these amounts
" are added to the net rate the insurer arrives at Office Premium.

This premium is further tuned depending upon the mode preferred by the
company - yearly or quarterly. The premium so adjusted is the Tabular Premium. It
is expressed as annual premium — for ¥ 1000 Sum Assured for the designated
age and given in the promotional literature.

Level Premium

The illustration given is for one year Term Assurance, When the survivors in the
group move to the next year, they have to pay higher premium as the risk is increased.
Life Insurance is taken for longer terms. As the premium increases every year, the
policy holders may feel it more burdensome at some stage and tend to discontinue.
Among the policy holders, who discontinue, more will be in good health. Those in poor
health have reason and motivation to continue. This results in adverse selection.
The population left with the insurer is not the same for which the mortality rates are
assumed. Thus the calculation will go awry and the claims not manageable.

Further, charging different premiums every year may also be expensive and
difficult to administer. Single premium payable in the beginning of the term can be
one solution. But it is not popular. This has led to the concept of Level Premium, i.e.
charging the same premium throughout the term. The natural premium payable
every year, as described above, is adjusted for the interest earned and other factors and '
uniform premium is computed. It is the mathematical equivalent of the increasing
yearly renewable term premiums for the same period. As a result, the premiums paid
in the early years will be more than adequate to settle the claims and less than
adequate in the later years. The excess paid in the early years accumulates in the
Life Fund with interest and at any point, this amount along with future premiums
would be sufficient to enable the insurer to pay death claims that may arise in the
remaining period.

Benefit Pattern—Term and Endowment Plans

" The basic. premium will vary according to the payment benefits and pr1v1leges
assured under the Plan. The Term Assurance is the cheapest as it extends death benefit
only. The Term Assurance with return of premiums will have higher premium rate to
enable the insurer to return an amount equivalent to the premlums received on sumval
of the term.

In Endowment Assurance, which is more common, the Sum Assured is payable on
death during the term and also on maturity when the policy holder survives the term.
In such cases, the premium will have two components, one for the “Term’ aspect and
the second for the ‘Endowment' aspect termed as savings element. This part can also
called as ‘Pure Endowment Component’. ‘ .

Most of the plans are combinations of Pure Endowment and Term Assurance in
. 'varying degrees. The premium charged is according to the benefits delivered under
these two types. Under Endowment type of plans (also in Whole Life Plans) reserves
accumulate, due tc level premium system and savings element. This enables the insurer
to grant loans against such reserve value and also offer surrender value when the
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contract is terminated after a minimum périod So, the premium is more in these cases
corresponding to the benefits. It is still higher in Money Back type of plans where the
survxval benefits are settled in quick installments.

For products with an investment component, pnclng ineludes assumption about
the mvestment growth. Longer the span the premium money is invested the larger
the sum grows. Investment earnings have a much greater impact on long term products:
like whole life insurafice, than short term products.

The life insurance premium may have a bundled or unbundled structure.
Bundied premium is a.pricing structure where the insurer presents the ;product as
a package of benefits for a specified premium. Unbunidled means is chsclosmg to the
customer the breakdown of the various components of the premium - as in the case of
Unit Linked Plan.- :

Guaranteed Additions and Participating Policies

Innovative products introduced by the insurers include plans offering guaranteed
additions to the Sum Assured. These additions are paid along with the Survival Benefits
or on death. The addition will be at a predetermined rate of ¥ X per Thousand for Sum
Assured for every year elapsed. Participating Insurance Policies (called With Profits -
in India) give policy holders the right to share in the surplus fund. This distributable
surplus is paid to policy holders as bonus every year after valuation. The insurer has -
to provide specific allowances in the premium for including guaranteed additions or
bonus as additional benefits. .

Withdrawals/Terminations—Their Effect -

The level premium is charged with the assumption that the policy will run its
full ‘term, if the contingency not intervening. The insurer has heavy marketing and
other policy issue expenses, in the first year, which are spread over the full term. So if
the premium is stopped it is a loss to the insurer also. People having good health only
may drop, while those with bad health may continue, resulting in adverse selection.
So the insurer takes into account the possibility of Iapses and their effect aIso while -
fixing the premium.

Fair Premium—IRDA Stipulations

-

The IRDA Notification stlpulates that when insurers w15h to introduce a product,
they should mention in the application (to IRDA) clearly the ‘Pricing Assumptions’ and.
show how premiums are arrived at. They must also cover the relevant areas discussed
above. In the case of Unit Linked Policies expenses/charges relating to allocation, fund

.management, admidistration, switching off, withdrawals also have to be stated. The"

premium table for the particular plan hasto be submitted to IRDA and also be available
in the website.. The appointed Actuary should certify that premium tables are workable,
and sound, and ‘the assumptions are reasonable and premium rates are fair.’

Valuatlon

The practice of charging level prem;um we dlSCussed creates excess fund in the
earlier years, which with interest earned on it along with fqture premiums should -
be able to meet the future liabilities. So it is necessary for the insurer to verify at any

| given point of time, whether the excess is sufficient to clear the estimated liability in the

future. The process of such verification js called valuation. It enables the insurer to see |
whether he is solvent or not. It is an actuarial process involving complex calculations
evolved by actuarial science. IRDA requlres msurance companies to make valuations
as on 31 March every year. .



All the premiums received by the insurer are held as a fund. The amounts are  Pricing in Life Insurance
invested as per norms by the insurer. The fund mamly consists of the premium income

Premium Setting

and the ipterest income on its investment. Out of this is paid are claims and expenses.
The balance fund held by the insurer is called Life Fund of the company..

Surplus - Bonus

‘The insurer assumes a certain rate of interest, rate of morality and expenses while
charging the premium. There are also other assumptions like taxes, inflation rate, etc.
Valuation verifies the actual experience with- these assumptions and expectations. If

" the experience is found to be favourable, the fund will show a surplus,

NOTES

The insurer also collects more premium from the with profit policy holders, which -

has to be invested and returned to the policy holders as additions to their sum assured.

The insurer is requ1red to maintain separate funds, in respect of participating and
non-participating policies. Separate valuations have to be made annually in respect of
these funds. The insurer has to distribute not less than 90% of the surplus, arising
out of the with profits policy holders fund to those with profits policy holders. The law
stipulates that not more than 10% of the surplus of this fund can be distributed to the

share holders.

Distribution of Bonus

The valuation surplus so accrued is distributed by declaring bonus for the with
profit policies. The bonus may be simple and reversionary as  ‘ex’ per thousand sum
assured attached or vested to the sum assured payable either on death or maturity.
Every year, when the bonus is declared it is added to the sum assured. This is a popular

method, called Simple and Reversmnary

In a compound and reversionary system the bonus W111 be added to the
existing sum asgured including bonus -attached to it earlier and the rate per bonus
will be calculated on this amount inclusive of existing vested bonuses. Some insurers
use the surplus to offer ‘cash value of bonus or reduce the premium continuously as

and when the bonuses are declared every year.

Insurers insist on a minimum period to pass from the commencement before -
adding bonus. The bonus rates may also vary, taking into the type of plan, (Whole
Life, Endowment, Money Back, etc.) term and sum assured. The present trend is to
give guaranteed additions during the first five years and then declare and add bonus

from the suzth year onwards.

Final Addlt:onal Bonus

A oné time bonus called Final Additional Bonus or Terminal or Loyalty bonus is
chosen by insure.s to provide incentive to policy holders to continue their policies. It
is paid as an a<d-tioval sum on maturity. The death claim may also be eligible for it if

the policy has been kept in force for a long time, say 15 years and more.

Interim Bonus

Bonus is-declared for the policies which are in the books of the insurer as on the
date of valuation. But valuation takes time, three to six months to complete. Policies
which were on the books on the date of valuation are also eligible for bonus additions.
For such policies interim bonus is given normally, not necessarily at the rate of bonus |

declared in the previous valuation.
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SUMMARY

NOTES

¢ Premium is the consideration paid by the insured. Mortality, interest,

expenses and some more factors, are considered in setting the premium. Level

premium is the uniform premium charged, and found convenient to both the

insured and insurer. It results in creating a reserve under the policy. Office

premium is given in the promotional literature. All the premiums are received

by the insurer in Life Fund. Valuation is done every year and the surplus is

" distributed as bonus. The insurer has to distribute not less than 90% of the

- surpluses, arising out of the with- proﬁts policy holders’ fund to those with-

profits policy holders. Interim bonus is given for the policies which become
eligible in the inter valuation period. ‘

REVIEW QUESTIONS
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How is a net premium is different from a risk premium? .

The possibility of lapse also an influence in computing the prem.mm Discuss.

Level premium is advantageous to the insured and the insurer. Elaborate.

How does a surplus arise? How is an interim bonus/final additional bonus justified?
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9 ‘ \ NOTES

DISTRIBUTION CHANNEL
MARKETING INTERMEDIARIES

STRUCTURE
9.1. Agents

9.2. Brokers

9.3. Bancassurance

9.4, Micro Insurance Agents

9.5. More and More Channels Emerging

Summary
Review Questions

The world over, insurance is sold and not bought. Insurance which are compulsory
under law are few exceptions. Between the insurer and the buyers there are a number
of intermediaries performing the functions of spreading the awareness about insurance
and bringing large sections of people under insurance coverage. As distribution is the
key’ to insurance penetration, IRDA has introduced a variety of intermediaries to work
as per their regulations and guidelines. They are called Agents, Corporate Agents and
Brokers. The list is expanding. This set of marketing intermediaries, helping the insurers
in fulfilling their objectives of reaching out to various market segments, is called the
distribution channel,

9.1. AGENTS

Traditionally, tied agerncy is the preferred mode of distribution for selling life
insurance. The company which has branches all over the country will attraet local people
to become their agents. The agents will be selected from various segments in society
and thus the company will be able to cover entire sections of the society. -

Insurance is 2 complex produet, intangible in nature, which is basically a
‘promise’ by the insurer to cover the contingent event. So, eventually it requires personal
selling effort, an i»-icraction with the prospect, creating confidence and trust in his
mind. A study by the Life Insurance Marketing and Research Association (LIMRA),
conducted amongst 27 million US households, indicated that 76 per cent would prefer
to buy insurance only after face-to-face discussion with an intermediary.

As it is a long term contract, the assured also desires after sales personal
service. Though the reputation of the insurance company and the nature of the product
are determiming factors, the influence of the agent, leads to the ultimate decision in
buying insurance. Hence the insurance companies found the arrangement of having
local individuals as their representatives ideal and adequate to market their products.
Today’s scenario is changing. Corporate bodies and institutions are also in the field as
agents to help the insurer tap the extensive potential.
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