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CH-1 INSURANCE

1. Meaning of Insurance

Insurance is a contractual arrangement between two parties — the insurer (insurance
company) and the insured (policyholder) — in which the insurer agrees to provide financial
compensation to the insured for specific losses, damages, illnesses, or death, in return for a
fixed premium paid by the insured.

In simple words, insurance is a risk management tool. It transfers the risk of financial loss
from the insured to the insurer. While insurance cannot prevent unforeseen events, it
provides financial security and stability when those events occur.

Key Terms

Insurer — The company providing insurance coverage.

Insured/Policyholder — The person or business purchasing the insurance policy.

Premium — The regular payment made by the insured to the insurer.

Claim — The request made by the insured to the insurer for compensation after the
occurrence of the insured event.

Key Features of Insurance

Risk Transfer — Shifts the financial burden of risk from insured to insurer.

Pooling of Risks — Many people pay premiums into a pool; compensation is given to those
who suffer loss.

Contractual Agreement — Based on legal contract under the Insurance Act.

Payment of Premium — Insurance works only when the insured pays a fixed premium
regularly.

Indemnity Principle — Insurance aims to compensate, not to make profit.

2. Importance of Insurance

Insurance plays a vital role in modern life for individuals, businesses, and the economy. Its
importance can be explained as follows:

a) Importance to Individuals
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e Financial Security — Provides monetary help in case of death, accident, illness, or property
loss.

e Encourages Savings — Life insurance promotes disciplined savings and investment.

e Peace of Mind — Reduces anxiety by covering unexpected risks.

e Medical Protection — Health insurance covers hospitalization and treatment costs.

b) Importance to Businesses

e Risk Coverage — Protects against losses due to fire, theft, accidents, natural disasters,
liability, etc.

e Continuity of Business — Insurance ensures business operations continue smoothly even
after a major loss.

e Employee Welfare — Group health/life insurance boosts employee morale and loyalty.

e Encourages Entreprencurship — By reducing fear of loss, insurance promotes investment in
new ventures.

¢) Importance to Society

e Social Security — Provides support to families after death, accident, or disability.

e Reduces Burden on Government — Private insurance reduces dependence on public funds
during emergencies.

e Promotes Social Welfare — Insurance funds are invested in infrastructure, housing, and
development projects.

d) Importance to the Economy

e Capital Formation — Premiums collected are invested in banks, industries, and development
projects.

e Economic Stability — Reduces financial shocks and maintains stability during disasters.

o International Trade Growth — Marine and export insurance reduces risks in global trade.

e Employment Generation — Provides jobs in the insurance sector and allied industries.

Functions of Insurance

e Insurance is not just about providing compensation for losses. It plays multiple roles at the

individual, business, and societal level. The functions of insurance can be broadly classified
into primary functions and secondary functions.
1. Primary Functions of Insurance
These are the core objectives that directly relate to the concept of insurance.
(a) Provision of Protection (Risk Coverage)
e The foremost function of insurance is to protect against risks.
e Insurance safeguards individuals and businesses from unexpected financial losses
caused by accidents, illness, death, fire, theft, or natural disasters.
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e While insurance cannot eliminate risk, it ensures that the financial burden does not
fall entirely on the insured.
(b) Collective Bearing of Risk (Pooling of Risks)
e Insurance works on the principle of risk-sharing.
e Many policyholders pay premiums into a common fund.
e When a few of them suffer a loss, compensation is paid from that pool.
o This way, risk is spread over a large number of people, making it easier to bear.
(c) Assessment of Risk
e Insurance companies evaluate, classify, and analyze risks before issuing policies.
o This scientific assessment ensures fair premium rates according to the risk exposure.
o Example: Higher premium for a person with risky health conditions or for a factory
located in a fire-prone area.
(d) Indemnification (Compensation for Losses)
e Insurance provides compensation to the insured in the event of actual loss.
e It follows the principle of indemnity, meaning the insured is restored to the same
financial position as before the loss (not to make a profit).
e Example: If a car worth I5 lakhs is insured and gets damaged, the insurer
compensates only up to the repair/replacement cost, not beyond.
2. Secondary Functions of Insurance
These functions go beyond risk coverage and contribute to the overall economy and social
welfare.
(a) Encourages Savings and Investments
e Particularly in life insurance, policies act as both protection and a saving tool.
e Regular premium payments create disciplined savings habits.
e These funds are later used for retirement, education, or family support.
(b) Facilitates Credit
e Insurance increases the creditworthiness of individuals and businesses.
e Banks and financial institutions are more willing to lend money if assets or lives are
insured, as risks are minimized.
e Example: A shipping company with marine insurance can get loans more easily.
(c) Promotes Business Stability and Growth
e Insurance protects businesses from large financial losses.
e By covering risks such as fire, theft, liability, and natural disasters, it ensures continuity
of operations.
e This encourages entrepreneurs to take risks and expand their businesses.
(d) Generates Employment
e The insurance industry itself provides jobs to agents, advisors, underwriters, surveyors,
claims managers, and other staff.
e It also indirectly generates employment through investments in industries and
infrastructure.
(e) Capital Formation and Economic Development
e Premiums collected by insurance companies are invested in banks, government securities,
industries, and infrastructure projects.
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e This mobilization of funds contributes to the development of the economy.
(f) Social Security and Welfare
e Insurance reduces the burden on the government in providing relief during emergencies.
e Health, life, and accident insurance provide social security to people.
e It helps maintain financial stability for families in case of death or disability of the
earning member.
3. Miscellaneous Functions of Insurance
e Loss Prevention: Many insurers promote safety campaigns, fire prevention methods, and
health awareness to reduce risks.
e Supports International Trade: Marine and export insurance reduce risks in global trade,
making international commerce more secure.
e Peace of Mind: Insurance gives individuals and businesses confidence to face uncertain
events.

Principles of Insurance

e Insurance is not just a financial arrangement but a legal contract. For the contract to be
valid and enforceable, it must be based on certain well-established principles. These
principles protect both the insurer and the insured and ensure fairness in the insurance
system.

1. Principle of Utmost Good Faith

e Both parties (insurer and insured) must disclose all material facts truthfully.

¢ Any concealment, misrepresentation, or false information may render the policy void.

o Example: If a person with a severe health condition hides it while taking life insurance,
the insurer can reject the claim later.

2. Principle of Insurable Interest

e The insured must have a financial or monetary interest in the subject matter of
insurance.

e Insurable interest means the insured will suffer a financial loss if the insured event
occurs.

e Example:

o A person can insure their own life, spouse, or children (life insurance).
o A shop owner can insure their shop against fire.
o But a person cannot insure a stranger’s life or property.

3. Principle of Indemnity

e The insured should be compensated only to the extent of actual loss suffered, not more.

e Purpose: To restore the insured to the same financial position as before the loss, not to
allow profit.

e Example: If a car worth 6 lakhs is insured for 10 lakhs and destroyed in an accident,
the insurer will pay only up to the car’s market value (%6 lakhs), not the insured sum.

e Applicable mainly to property, fire, and marine insurance (not life insurance).

4. Principle of Contribution
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e  When the insured has taken out multiple insurance policies on the same subject matter,
all insurers will contribute proportionately to the claim.

e Prevents the insured from making a profit by claiming the full amount from multiple
insurers.

o Example: If a factory worth I50 lakhs is insured with two companies (A and B) for 330
lakhs each, and it suffers a 320 lakh loss, both insurers will share the compensation
proportionately.

5. Principle of Subrogation

o After the insurer has paid compensation for a loss, the insurer gains the right to claim
ownership of the damaged property or recover damages from the third party responsible.

e Prevents the insured from making double profits.

e Example: If an insured car is damaged due to another driver’s negligence, and the
insurance company pays for the loss, the insurer can sue the negligent driver to recover
the money.

6. Principle of Proximate Cause

e  When multiple causes contribute to a loss, the insurer is liable only if the proximate
(nearest and most effective) cause is an insured risk.

e Example:

o If goods are insured against fire, and they are damaged by water used to
extinguish the fire, the insurer is liable (since the proximate cause is fire).
o But if goods are damaged due to war, even if fire breaks out afterward, the
insurer is not liable if war risk is excluded.
7. Principle of Loss Minimization

e The insured must take all reasonable steps to minimize the loss when an event occurs.

¢ Insurance does not encourage negligence or carelessness.

e Example: If a fire breaks out in a warehouse, the insured must try to save goods and call
the fire department, instead of letting everything burn and expecting full compensation.

Principles of Insurance and their application in Life, Fire, and Marine,
Motor vehicle insurance, Universal insurance, Kidnap and Ransom
insurance.

1. Utmost Good Faith
Both the insurer and the insured must disclose all material facts honestly.
Application:
o Life Insurance: Applicant must disclose medical history, smoking habits.
e Fire Insurance: Business owner must reveal nature of goods stored.

e Marine Insurance: Must disclose cargo details, destination, known risks.

Asst.Prof. Madhuri Bhayawala 5




e Motor Insurance: Must inform about previous accidents, car modifications.
e Universal Insurance: All disclosed events must be genuine and not hidden.

e Kidnap & Ransom Insurance: High-risk locations or previous threats must be
disclosed.

2. Insurable Interest
The policyholder must have a financial or other beneficial interest in the subject matter.
Application:

e Life Insurance: You can insure your own life or your family’s life.

e Fire Insurance: The Business owner has an interest in their property.

e Marine Insurance: Shipowner or cargo owner has insurable interest.

e Motor Insurance: Only the car owner can insure the vehicle.

e Universal Insurance: Interest must exist in all insured assets/lives.

¢ Kidnap & Ransom Insurance: Employer can insure key personnel; families can insure
loved ones.

3. Indemnity
Compensation is limited to the actual loss — no profit is allowed.
Application:
o Life Insurance: ) Not applicable (pays agreed sum, not actual loss).
e Fire Insurance: Pays repair/replacement cost (not more).
¢ Marine Insurance: Covers actual cargo/ship loss or damage.
e Motor Insurance: Pays cost of repairs or market value.
e Universal Insurance: Applies where asset losses are covered.
¢ Kidnap & Ransom Insurance: Reimburses exact ransom paid and associated costs.
4. Contribution

If multiple policies cover the same risk, the insured can claim only the proportionate amount from
each.

Application:
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e Life Insurance: ) Not applicable — can claim full from multiple policies.
e Fire Insurance: Claims shared among insurers based on coverage.
e Marine Insurance: If goods are insured with multiple insurers, each pays part.
e Motor Insurance: Applicable if insured under more than one policy.
e Universal Insurance: Contribution applies in multi-policy scenarios.
¢ Kidnap & Ransom: Applies if more than one policy covers the same event.
5. Subrogation

After compensation, the insurer can take over the legal rights of the insured to recover from a
third party.

Application:
o Life Insurance: ) Not applicable.
e Fire Insurance: The Insurer can sue a negligent third party for fire damage.
e Marine Insurance: The Insurer can claim from the party at fault.
e Motor Insurance: The Insurer can recover from negligent drivers.
e Universal Insurance: Right of recovery transfers to insurer.
¢ Kidnap & Ransom: Insurer may pursue recovery from perpetrators if possible.
6. Proximate Cause
The closest, most effective cause of the loss must be considered.
Application:
o Life Insurance: Cause of death (accident, illness) must be within policy terms.
e Fire Insurance: Only losses due to fire or related cause are covered.
e Marine Insurance: Cause of cargo loss must be insured peril (e.g., storm).
¢ Motor Insurance: Only damage due to accidents or covered events is paid.
¢ Universal Insurance: Applicable to determine if cause falls under coverage.
¢ Kidnap & Ransom: Must confirm kidnap is genuine and not staged.

7. Mitigation of Loss

Asst.Prof. Madhuri Bhayawala 7




The insured must take steps to reduce or prevent further loss.
Application:
e Life Insurance: Encourage regular health checks.
e Fire Insurance: Install fire alarms, extinguishers, act to stop spread.
e Marine Insurance: Take measures to protect cargo during storm.
e Motor Insurance: Avoid reckless driving; report theft promptly.
e Universal Insurance: Must try to reduce any covered loss.

¢ Kidnap & Ransom: Promptly notify authorities; follow crisis protocols.

« Summary of principles of insurance and their application in different types of
insurance.

Insurance Utmost Insurable Indemnity Contribution Subrogation Proximate Mitigation

Type Good Interest Cause of Loss
Faith

X X X
Insurance
Insurance
Insurance
Insurance
Universal
Insurance
Kidnap &
Ransom
Insurance

WRITE A SHORT NOTE:

1. Principle of Utmost Good Faith

Meaning
e The Principle of Utmost Good Faith means that both the insurer and the insured must
disclose all material facts truthfully while entering into an insurance contract.
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o Material facts are those facts that can influence the decision of the insurer in accepting
or rejecting the risk, or in fixing the amount of premium.

o If either party hides information, misrepresents facts, or provides false statements, the
contract can become void.

e This principle is stricter in insurance than in normal business contracts, because in
insurance, one party (the insurer) completely relies on the honesty of the insured when
assessing risk.

Why is it Important?
e Insurance is a contract of trust.
e Unlike other contracts, the insurer cannot physically verify all the details (such as the
health of a person or the actual risks to a business).
e If wrong or incomplete information is given, it may result in unfair claims or losses for
the insurer.
Duties under this Principle
1. Duties of the Insured
e To disclose all material facts truthfully.
o Examples of material facts:
o In life insurance: age, health history, lifestyle habits (smoking, drinking, etc.),
previous illnesses.
o In fire insurance: nature of goods stored, safety measures, previous fire
incidents.

o In marine insurance: nature of cargo, condition of the ship, route details.
e Not to conceal or misrepresent any fact deliberately.
e To update the insurer if there are changes in risk during the policy period.
2. Duties of the Insurer
e To clearly explain the terms, conditions, coverage, and exclusions of the policy.
e To not mislead the insured by hiding important limitations or exceptions.
Consequences of Breach
If utmost good faith is not maintained:
1. The insurer may cancel the policy.
2. The insurer can reject the claim.
3. The insured may face legal consequences for fraud.
Examples
1. Life Insurance Example
o If a person suffering from a serious heart condition hides this fact while buying
life insurance, and later dies of a heart attack, the insurer may reject the claim
since there was non-disclosure of material facts.
2. Fire Insurance Example
o If a factory owner fails to disclose that highly flammable chemicals are stored on
the premises, and a fire occurs, the insurance company may refuse compensation.
3. Health Insurance Example
o If someone fails to disclose that they are a smoker while buying health insurance,
the insurer can deny coverage for diseases related to smoking.
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2. Principle of Insurable Interest
Meaning
e The Principle of Insurable Interest means that the insured must have a legal right to
insure the subject matter of insurance. In other words, the insured should have a financial
or pecuniary interest in the subject matter, such that they suffer a financial loss if the
insured event occurs.
e Without insurable interest, the insurance contract is void, because otherwise, it would be
like gambling.
Key Features
1. Existence of Financial Relationship
o The insured must stand to gain if the subject matter exists safely, and must suffer
a loss if it is destroyed.
2. Legal Requirement
o For an insurance contract to be valid, insurable interest must exist.
3. Prevents Wagering (Gambling)
o Without insurable interest, insurance becomes a bet (e.g., insuring the life of a
stranger).
When Must Insurable Interest Exist?
o Life Insurance: Insurable interest must exist at the time of taking the policy.
o Example: A person can insure their own life, spouse, or children, but not a
stranger’s life.
¢ Fire Insurance: Insurable interest must exist both at the time of taking the policy and
at the time of loss.
o Example: If a person sells a house after insuring it, and then a fire occurs, he
cannot claim compensation because he no longer has an interest in the house.
e Marine Insurance: Insurable interest must exist at the time of loss (not necessarily
when the policy is taken).
o Example: A trader who buys goods on credit can insure them. But if ownership
hasn’t yet passed, he cannot claim if loss occurs.
Examples
1. Life Insurance
o A husband has insurable interest in the life of his wife, and vice versa.
o A creditor has insurable interest in the life of a debtor (limited to the amount of
the loan).
2. Fire Insurance
o The owner of a factory has insurable interest in the factory building and
machinery.
o A tenant has insurable interest in the rented property, as he will suffer if it gets
damaged.
3. Marine Insurance
o A ship owner has insurable interest in the ship.
o A cargo owner has insurable interest in the goods being transported.
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Consequences of Absence of Insurable Interest
e The contract will be treated as void.
e The insurer is not liable to pay any compensation.
e It may be considered as wagering (betting), which is not legally enforceable.

The Principle of Insurable Interest ensures that insurance is taken only for genuine
protection against financial risks and not for speculative gains. It protects the integrity of
insurance contracts by ensuring that the insured has a real financial stake in the subject
matter of insurance.

3. Principle of Indemnity
Meaning
o The Principle of Indemnity states that the insurer agrees to compensate the insured only to
the extent of the actual financial loss suffered, but not to allow the insured to make a
profit out of the insurance claim.
o The objective is to restore the insured to the same financial position they were in
immediately before the loss occurred — no more, no less.
o In simple words: “Insurance is a protection, not a source of profit.”

Key Features
1. Compensation Only for Actual Loss — The insured can claim only the real monetary
value of the loss.
2. Prevents Profit Making — The insured cannot deliberately cause a loss or over-insure
property for personal gain.
3. Applicable to Certain Types of Insurance — Mainly to fire insurance, marine
insurance, property insurance, and general insurance.
o Not applicable to life insurance because human life cannot be measured in
monetary terms.
Example
e Ifa house worth %50 lakhs is insured for 70 lakhs, and it gets destroyed by fire, the
insurer will pay only up to I50 lakhs (the actual value), not the insured sum.
e Similarly, if damage amounts to ¥10 lakhs, only 210 lakhs will be compensated, not the
full insured value.
Methods of Indemnity
o Insurance companies use different methods to provide indemnity, such as:
1. Cash Payment — Most common method; insurer pays cash equal to the loss.
2. Repair — The insurer may get the damaged property repaired.
3. Replacement — Damaged goods may be replaced with similar new goods.
4. Reinstatement — Rebuilding or restoring property (common in fire insurance).

Importance of Principle of Indemnity
e Prevents insurance from becoming a source of unjust enrichment.
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Encourages honesty and reduces moral hazard (deliberate losses).
Ensures fair compensation and trust in insurance contracts.
Protects insurers from fraudulent or exaggerated claims.

Exceptions to the Principle

1.

Life Insurance — Life cannot be valued in money terms; beneficiaries get the sum
assured, not just financial loss.

Personal Accident Insurance — Compensation may be paid as per the agreement, not
actual financial loss.

The Principle of Indemnity is the backbone of general insurance. It ensures that the

insured is compensated fairly for actual loss suffered, restoring them to their prior financial
condition without enabling profit. This principle maintains the balance of trust, fairness, and
honesty in the insurance system.

4. Principle of Subrogation
Meaning
¢ The Principle of Subrogation means that after the insurer has compensated the insured for

the loss, the insurer acquires all the legal rights of the insured against the third party

responsible for the loss.

o In simple terms: Once the insured is fully compensated, the insurer steps into the shoes

of the insured to recover the loss from the guilty party.

o This principle prevents the insured from recovering compensation twice — once from the

insurance company and again from the third party.

Key Features

1.

Arises Only After Payment — The insurer’s right of subrogation arises only when it has
fully compensated the insured for the loss.

2. No Double Benefit — The insured cannot keep both the compensation from the insurer
and damages recovered from the third party.

3. Applicable to Indemnity Contracts — Works in fire, marine, and property insurance; not
applicable to life insurance (since life cannot be indemnified).

Example

1. Suppose a car worth I8 lakhs is damaged in an accident caused by another driver. The
insurance company pays 8 lakhs to the insured. Later, the insurer sues the negligent
driver to recover the money.

2. A factory insured against fire suffers a loss due to defective machinery supplied by a

vendor. After compensating the insured, the insurance company can claim damages from
the vendor.

Importance of Subrogation

Prevents the insured from making unfair profit.

Ensures equity and fairness between insurer and insured.

Allows insurers to recover claims paid from guilty third parties, reducing their losses.
Discourages negligence of third parties since they remain liable for damages.

Exceptions to Subrogation
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1. Life Insurance — Not applicable because life cannot be valued in money terms, and
beneficiaries can keep the assured sum.
2. Personal Accident Insurance — Compensation is paid as per the policy agreement, not
based on subrogation rights.
The Principle of Subrogation ensures that the insured does not make a profit from loss
and that the insurer can recover the claim amount from the negligent third party. It maintains
fairness in insurance contracts and reduces the financial burden on insurance companies.

5. Fire Insurance
Meaning
¢ Fire insurance is a type of property insurance that protects against financial losses caused
by fire and related perils.
e It covers damage or loss to property, buildings, machinery, stock, or goods due to fire.
e Fire insurance policies may also cover ancillary risks such as lightning, explosion, storm,
flood, or riot, depending on the terms of the policy.
Key Points
1. Purpose — To protect the insured from financial loss due to fire.
2. Insured Property — Can include buildings, factories, shops, warehouses, or stock.
3. Compensation — Based on the actual loss (Principle of Indemnity).
4. Premium — Paid depending on the value of the property, location, and risk factors.
Example
e A factory valued at 50 lakhs is insured against fire. If a fire damages machinery worth
%10 lakhs, the insurer compensates X10 lakhs for the loss.

6. Marine Insurance
Meaning
e Marine insurance provides protection against loss or damage to ships, cargo, and goods in
transit over sea, inland waterways, or air.
e It covers risks like shipwreck, theft, piracy, collision, bad weather, or accidents during

transportation.
e It is one of the oldest forms of insurance because global trade historically involved high
risks.
Key Points

1. Purpose — To secure goods, vessels, and cargo against transit risks.
2. Insured Subjects — Can include ships (hull insurance), cargo (cargo insurance), and
freight.
3. Premium — Calculated based on the value of the goods, distance, route, and risk factors.
4. Principle of Proximate Cause — The insurer compensates only if the main cause of loss is
an insured peril.
Example
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e A trader ships textiles worth %20 lakhs from India to Europe. During the voyage, a storm
damages the cargo. If the cargo is insured, the insurer pays for the loss.

7.Motor Vehicle Insurance
Meaning
e Motor vehicle insurance is a type of insurance that provides financial protection against
loss or damage to vehicles and liability arising from accidents involving vehicles.
e It covers damage to the insured vehicle due to accidents, fire, theft, or natural disasters.
e It also covers third-party liability, i.e., legal responsibility to pay for injury, death, or
property damage caused to another person in an accident.

Key Points
1. Purpose — To protect vehicle owners from financial losses and legal liabilities.
2. Types—

o Comprehensive Insurance: Covers both own damage and third-party liability.
o Third-Party Insurance: Covers only liability towards third parties (mandatory in
most countries).
3. Premium — Based on vehicle type, age, value, and risk factors.
Example
e Ifa car meets with an accident and causes damage worth 22 lakhs to a third-party vehicle,
the insurer pays for the damage.

8. Universal Insurance
Meaning
o Universal insurance is a type of life insurance policy that combines:
1. Life coverage — Protection in case of death.
2. Investment/savings component — Part of the premium is invested, and the policy
accumulates cash value over time.
e Itis flexible in terms of premium payment, death benefits, and investment allocation.
e It allows the policyholder to adjust the amount of coverage and premiums based on
changing needs.
Key Points
1. Purpose — Provides both protection and wealth accumulation.
2. Flexibility — Premiums and benefits can be adjusted.
3. Cash Value — Part of the premium is invested and earns returns over time.
Example
e A policyholder pays a flexible premium every year. Part of it goes toward life coverage,
and part is invested. The policy grows in value over time, which can be withdrawn or
borrowed against.
5. Kidnap and Ransom Insurance (K&R Insurance)
Meaning
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Kidnap and ransom insurance is a type of specialty insurance that provides financial
protection to individuals or organizations against losses arising from kidnapping,
abduction, or extortion.

It covers ransom payments, loss of income, legal fees, and sometimes rescue operations.
Typically used by multinational corporations, executives, journalists, or high-net-worth
individuals working in high-risk areas.

Key Points

1.

Purpose — Protects against financial and personal risks of kidnapping, extortion, or
hijacking.

2. Coverage — Ransom payments, loss of income, medical expenses, and professional
negotiator fees.
3. Policyholders — Companies sending employees abroad, NGOs, or wealthy individuals in
risky regions.
Example

An executive working abroad is kidnapped, and the family pays a ransom. The insurance
company reimburses the ransom payment and other related expenses.
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