Business Services

Cheque: An instrument used for withdrawing money from bank. It isan unconditional orderin
writing on the specified bank by itscustomer, instructing the bank to pay the amount specified
therein to the person named thereinor to hisorder. \

Pass Book: A book supplied by the bank to its customers showing his transactionswith the
bank.

Standing Instructions: |nstructions to the bank for making certain payments and collections
regularly on behdf of the customer.

Bank Draft: Aninstrument drawn by one branch of abank upon another branch of the same
bank, directing the other branch to pay theamount mentioned therein to the person named or to
hisorder.

Overdraft: Anarangementbetweenthe bank anditscustomer where the customercan withdraw
from the bank more money than isavailablein his account.

13.13 ANSWERSTO CHECK YOUR PROGRESS

A. 4) (a) bailee (b) anagent (c) debtor
8) i) True ii)False iii)True iv) True v) True vi) True vii) False viii)False

B. 5)i) True ii)False iii) Fse iv) False v) False vi) True Vi) Falseviii) True

C. 6)i)Fdseii)True iii)True iv) True v) Fasevi) True vii) False viii) Falseix) Fase

1314 TERMINAL QUESTIONS

Define thetem' Banker"', Explain briefly the functions of a modem commercial bank.
Who is acustomer ? When does a person becomethe customer of a bank ?
Explain briefly the varioustypesof banks.
What i sthe rel ationship between abanker and his customer ?
""The relation between a banker and customer isprimarily that of a debtor and creditor™.
Discuss.
6. Explainthe naturedf banker's right of lien.
7. Explaintherightsand obligationsof abank.
8. Discuss variousways inwhichacommercia bank renders financial assistanceto
business.
9. Discussthe variousmodesof creating charges.
10. Digtinguishbetween:
i) Pledge and Hypothecation
i) Hypothecationand Mortgage.
iii) Loanand Overdraft
iv) Cash Credit and Overdraft
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Note: These questionswill help you to understand the unit better. Try to write
answersfor them. But do not submit your answersto the Universityfor
assessment. Thesearefor your practiceonly.
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14.0 OBJECTIVES

After studying this unit, you should be able to:

define businessrisk and explain the pervasivenessof risksin business

identify various types of businessrisksand state the processof risk
management

define insurance and identify insurable and non-insurablebusinessrisks
® gtate the components of an insurance contract and the legal aspects of insurance

® explain variouskinds of insuranceand identify their suitability for different
purposesin business.

141 INTRODUCTION

Asyou know that all human activities which eliminate the hindrancesand facilitate
theflow of goods from producers to consumers come under ‘aids-to-trade’ or
‘auxiliaries to trade'. Thewhole range of activitiescoming under aids-to-trade are
classified under five categories viz., transportation, warehousing, insurance,
advertising and banking. Y ou have already studied about advertisingin Block 3 and
about transpoitation and warehousing in the previousunitsin this block. In thisunit
you will study about insurance. This unit discussesin detail the meaning and types of
business risks, and various aspects of insurance such as meaning, contract, legal
aspects, and types.

142 WHAT ISA BUSINESSRISK

Theterm risk’ has been defined by different peoplein different ways. For this
reason there is no single standard definition of this term which is universally used.
Thetermis used to refer to () an insured object such asahomeor acar, (b) a peril
such asfire or earthquake, (c) the probability of an event which may causeloss, (d)
thelossitself, (¢) the hazardous condition, (f) the variation in the outcome that could
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such asfire or earthquake, (c) the probability of an event which may cause loss, (d)
the lossitsdf, (e) the hazardous condition, (f) the variation in the outcome that could
occur over a specified period in a given situation, etc. Although the underlying
meaningof mogt of these definitionsmay be the same, these definitions are suitable
indifferent contexts. In the present context, we may usetheterm'risk' mainly to
mean the uncertainty of occurrence of economicloss. Based on this, the term
‘business risk’ may be defined as the uncertainty of occurrence of economicloss
in the event of any businessactivity.

As you know business enterprisesface avariety of perils. They run the risksof
injury to their employeesin job related accidents. They face the risk of lossor
damage of property due to fire, floods, theft, natural calamity, etc. Due to changing
consumer tastes, a company may |looseits market share, and transform into aloss
making company from a profit making one. For instance, as you know in 1984 a leak
of deadly methany! isocyanate gas manufactured in the Union Carbide factory in
Bhopal killed more than 2000 people and many more became permanently disabled.
Thished resulted in afew hundred crore rupeeslaw suits, which are yet to be settled.
Thus, dl business enterprisesface a wide range of risks which can cause the losses.

143 PERVASVENESSOF RISKSIN BUSINESS

Different risks pervadeall kinds of businessactivities. Many failures of management
can be traced to failure to recognise and deal with risks. It isthe normal tendency for
the managers to over emphasize the profit aspect of ente priseand under mind the
risk factors. Let us understand how risk pervadesall aspects of business. Let us
examine how risk prevailsin al the following main aspects of business. (1) property
and personnd, (2) marketing, (3) finance, (4) production, and (5) environment.

Property and Personnel Risks: Every businessfirmis confrontedby potential
loss toits property and personnel through common perilssuch asfire, explosion,
wind storm, flood, theft, business liability damagesuits, earth quake and death or
disahility of its personnel. These perilsmay cause direct loss by damaging property
or killing personnel. Losses may occur to businessfrom the occurrence of some of
these perils.

Marketing Risks: Marketing activity includesall those businessactivities necessary
to move goodsfromproducers to consumers. The major functionsinclude buying,
sdlling, transportation and storage. Activitieslike standarization, market information
and research are a so other important functionsof marketing activities. Thereisan
element of risk in dl these activities. For instance, you may not be able to sell your
products at the prices you want. Due to market conditions, you may be forced to sell
at lower pricesand incur losses. Similarly, dueto suddenspurt in the raw material
prices, your cost of production may go up and you may incur losses. Goods may be
stolen, damaged or destroyedin transit from perilsfor which the transporter is not
liable. Similarly, improper facilities for storage may cause unexpected losses.
Normal perilssuch as fire, floods, storm, explosion, theft, etc., can cause extensive
damage to goods in the storage. For instance, the fire due to electric short circuit may
cause extensive damage to the goods in the storage.

Financial Risks: All businessfirmsborrow money and also extend credit to
customers. Thereis awaysscope for lossfrom both credit received as well as credit
extended. Bad debts due to insolvency of customersis arconti nuous problemin
business. Similarly, creditorslike banksand financia institutionsmay fail or cancel
the loans due to bad business conditions. This can cause financial loss to thefi rmdue
to curtailed operations. Similarly, unexpected risein interest rates on bank loans may
reduce profits. Businessfirms' investments in stocks and bonds always face risk.

Production Risks. Manufacturing enterprisesface the problems such as production
losses due to breakdown of machinery, defective products due to faulty machinery or



poor quality of raw material, under utilisation of installed capacity, inventory build Business Risk and Insurance
up to levels much higher than current demand, improper plant layout, uneconomical
plant capacity, etc. Such production risks may be minimized by careful planning.

Environmental Risks: Business environment is acrucial factor for every
enterprise. Environmental factors such as competition, changing tastes and
preferences of consumers, technological developments, governmental policies,
ecological issues, political developments, etc., havelot of impact on each and every
businessfirm. All these environmental problems poserisks to businessfirms.

144 TYPESOF BUSINESSRISKS

We have already discussed the meaning.of risk in the context of business and how
risk ispervasive in al aspects of business. Let us now study various types of
businessrisks.

Pure vs Speculative Risks

The occurance of perils like fire, windstorm, explosion, flood, earthquake, rict, etc.,
generally causelosses only. Their occurance never result into gains. The uncertainty
concerning their occurance may be termed as purerisks. Thus, Purerisks are
those risks in which tlie occurance of events causes losses only. For instance, car
driversalwaysface the risk of accidents. If an accidence occurs, the driver may
suffer physical and financial losses. If the accident did not occur, therewould not be
any gain. Thus, in the case of a purerisk, there isloss when it occurs, otherwise
thereis no loss or gain. On the other hand speculative risks involve events which
may produce either gains or losses. For instance, expansion of operationsin a new
market (area) may lead to higher profits or loss of invested funds. Most business
decisions relating marketing, production, finance, etc., are taken with the idea of
making gains, but there are possibilities of incurring losses aso. Thus, al business
enterprises face both pure risks as well as speculative risks. Many purerisks can be
handled through insurance, while most of the speculative risks are not generally
handled through insurance. So business enterprises must find their own waysof
handling specualtive risks.

Dynamicvs. Static Risks

Riskscan also be classified as dynamic risks and static risks. Dynamic risksare
related to uncerlainities caused by an ever-changing business environmental
factors such as consumer wants, technology, competition, governmental
policies, firmsinternal organisation, etc. On theother hand static risks are those
which occur even if there are no changesin the business environment. Normally
static risks are closely related to pure risks such asfire, flood, windstorm, etc., where
as dynamic risks are more closely associated with speculativerisks. Therefore, as
discussed in the case of pure and speculative risks, most of the static risks can be
handled through insurance while most of the dynamic risks may not be handled by
insurance. However, it is increasingly becoming difficult to separate or distinguish
clearly between the losses caused by dynamic risks and static risks. For instance, fie
whichis astatic risk may be caused by an irrate crowd during ademonstration which
isadynamic risk.

Risk Classified by LossSeverity

Risksmay also be classified asfollows into three groups on the basis of tlie extent of
lossand itsimportance on thefinancial position of the business firm:

Class I Those losses which do not disturb afirmsbasic finances.
Class2: Those losses which would require borrowing or selling firms property.
{lass 3 Those losses which might bankrupt the firm. 27
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Here Class i riskscause smdl losses, Class 2 riskscause much bigger losses, and the
firm may not survive with the occuranceof Class 3 risks. Therefore, Class 1 and 2
risks can be handled by variousinternal methods but Class 3 risks are beyond

internal capabilitiesof the businessfirms.

Objective vs. SubjectiveRisks

Objective risk isthe measure of the degreeof variationin the proportion of actual
from the expected events. This proportion declinesas the number of observed events
increase. Hence we can say that the objective risk asa proportion declines when
larger and larger number of events areinvolved. Subjective risk may be
defined as the uncertainty of an event as seen or perceived by anindividual.
This perception dependson the attitudesof the concern individual stowards risk.
Among people, thereare risk lovers who prefer asituation with agreat deal of
uncertainty, and also'risk haters' or 'risk averters’ who do not liketo facerisks.

145 RISK MANAGEMENT

We have aready discussed various typesof risksfaced by business enterprises. Now
the question is, how to handle theserisk ? Now let usbriefly discuss various steps
involved in therisk management process. Risk management involves five basic

seps:

i Risk identification is the first step and also the most difficult function.
Failureto identify al thelossexposersof the firm means you will not bein
aposition to deal with those risks. Therefore, asafirst step you should
identify all typesof lossexposersof your business.

2. After identifying the risks, you should assessthe intensity of financial 10ss
associated with each of those risks. At thisstage you have to determine
two aspects: (a) probability of the occuranceof each of the perils or risk
identified in thefirst stage, and (b) extent of financia lossto thefirm, if
that peril occur. With this assessment, you can identify therelatively more
seriousrisks and can pay more attention to them.

3. After risk identificationand proper measurement, at the third stage you
should consider various toolsof risk management and decide upon the
best combinationof thetoolsto be used for  attacking the problem. There
are basically six toolsof risk management viz., (a) assumption (or retention)
(b) lossprevention, (¢) avoidance, (d) transfer (insurance), (€) separation, and
(f) combination. Businessfirm may adopt any one of these six methods or
a combination of them. Let us discussthese methods briefly.

a) Risk Assumption or Retention: Thisisacommon way of
handling risks. Business enterprisesassume or retain risks
conscioudy (intentionally) or unconsciously (unintentionally).
Under conscious assumption, oneis aware of therisk to which
his/her businessisexposed, but essentially does nothing to avoid
it. A manager of abusinesswho consciously assumes risk is doing
something about it by the very act of being aware of those perils
and hazards which may causeloss. Being aware of risk, he may
knowingly or unknowingly make adjustments in operationswhich
will help to aleviatetheimpact of that risk. Awareness of risk
itself isasignificant achievementin better management. In the
case of uitconsclous risk assumption, risk isnot recognised. As
you are not even awareof the existence of somerisk, losses
stemmingfrom it can cause disastroussurprises to-your business.



b) Loss Prevention: Another method of handling risk isto take
appropriate measures to prevent the occurance of a peril, or
minimise its financial impact on business. This approachisknown
asloss prevention. For instance, by using fireresistant building
material, you can prevent the occuranceof fire in the building.
However, in most cases |oss prevention measures may not totally
eliminate the risk, but can reduceits probability in terms of
frequency aswell asseverity.

BusinessRisk and Insurance

€) Avoidance: Avoiding situations which have the potential to cause
loss, is another approach. For instance, afirm can avoid the risk of
loss due to bad debts by simply stopping credit sales. Similarly, a
firm may avoid operations in certain areas which are known for
some perils like terrorism.

d) Transfer: Transferring therisk to another party isavery widely
followed approach to handle risks. Insuranceis the most common
method of transferring pure riskssuch asfire, windstorm, flood,
riot, theft, etc. Business enterprises normally transfer the pure risks
to the insurance company and devote their full effortsto their
normal business.

e) Separation: Fifth method of risk control is separationof the
firm's exposers to loss instead of concentrating them at one
location where al of them might be involved in the same loss.

For example, when afirm keeps its entire raw material in one
warehouse, the entire raw material may be damaged if fire occur in
that warehouse. Therefore, the firm may decide to store the raw
material in ten separate warehouses. If fire occur inone
warehouse, inaterials stored in that warehouse are damaged and the
remaining nine warehouses are safe. Here through separation the
firm increases the number of independent exposere units under its
control. Thismethods is also a kind of 1oss prevention.

f) Combination: Strategies like diversification of products, law of
large numbers, formation of more companies with unrelated lines
of business, etc., come under this method. For example, if afirmis
engaged in more products, the lossesincurred in one product may
be upset by the gainsin another product. Similarly, if there are
more companies, thelossesincurred by one company may be
upset by the-gains by the other companies. Insurance companies
work on this combination principle where a sufficiently large
number of similar objects are combined to make theloss
predictable within narrow limits.

Subjectiverisks can be reduced by having more knowledge about such
perils. A person with better knowledge of the perils can handle them more
easily than a person who do not have the knowledge. Therefore, subjective
risksmay be reduced through knowledge and research. An important aspect
you should remember here is that while managing risks you should not just

rely on any one method, instead you should usualy employ some .
combination of various methods.

4.  After taking a decision regarding the combination of risk managementtools, the
next step isthe implementation of the decision made. For instance, if you have
decided in the previous stageto  transfer the risk, you haveto get the insurance
policy at this stage.

5. Finaly, you have to evaluate the effectiveness of the risk management tools
you have implemented. 29




Business Services The result of the decisionsmade in the four stagesmust be eval uated to
determinetheir effectivenessand changethe strategy, if required.

Check Your Progresq’ A
1 What isbusinessrisk ?
2 Differentiate between risk avoidanceand risk transfer.
3 Differentiate between pureand speculativerisks.
4 Lig thefive stepsaf the risk management.
5. State which of the following statementsare True or False.
a) Business enterprisesfacerisks only in some specific aspects.
b) Occuranceof purerisks may result into gainsto the business
firms.
<) %pecul,ativerisks sometimescan resultinto ?rof_its .
d) bjective risks as a proportion declines with the increasein the

number of events.

14.6  WHAT ISINSURANCE

Asdiscussed earlier, risk is born out of uncertainty and it isinseparablefrom
business. You have aso learnt that the businessrisks can not be eliminated, but they
can be controlled to some extent by adopting appropriate measures. One of such risk
control measureisrisk transfer by means of insurance. Let us now understand what
isinsurance?

Insurance isa device by which alosslikely to be caused by uncertain event is spread
over alarge number of personswho are exposedto it and who voluntarily join to
insure themselves againgt such an event, Let us take the exampleof the peril of fire.
It isa common knowledge that every year acertain number of houses are destroyed
by fire, but no body can predict which particular house will be destroyed. Thus, all
house owners run the risk of lossthrough'fire. If all of them pay a small sumintoa
fund every year, anyonewho does|ose his house can claim money from such fund to
build anew house. In the absence of such afund, the owner of the house hasto bear
the wholeloss by himsdif. In the case of insurance, inthe similar way, lossisbeing
shared by alarge number of personsinstead of being borne by one. People are
willing to loseasmall sum in order to be certain that they will not lose a much
bigger sum. In the above illustration the personswho got their houses insured are
known as'Insured'. The agency which helped them in entering into'this
arrangementis knownas'lnsurer'  or the Insurance Company. The agreement or
contract between the insurer and insured is known as'Policy’. The amount paid by
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theinsured in return of which the insurer undertakes to make good the lossis known
as'Premium’.

To conclude, we may define insurance asa form of contract between two parties
(insurer and insured) whereby one party (insurer) undertakes in exchange for afixed
amount of money (premium) to pay the other party (insured), a fixed amount of
money on the happening of a certain event (death or attaining a certain age in case of
life) or to pay the amount of actual loss when it takes place through the risk insured
(in case of property).

Insurance vs Assurance

Sometimes these two terms are used synonymously. But it is necessary for you to
know the difference between these two terms. In fact insuranceis now commonly
used in a general sense to include assurance, though it is customary to speak of
assurance in connection with life policies. The term 'assurance’ isused in those
contracts which guarantee the payment of a certain sum on the happening of a
specified event which is bound to happen sooner or later. For example, human beings
certainly attain acertain age or death. Thus, all life policies come under assurance.
On the other hand 'insurance’ contemplates the granting of agreed compensation on
the happening of certain events stipulated in the contract which are not expected, but
which may happen. Thus, insurance refersto risks such asfire, accident, theft,
etc., which are contingent in nature.

14.7 INSURABLE RISKSAND NON-INSURABLE
RISKS

Youshould know that al risks can not be transferred to the insurer. Mostly, pure
risks can be transferred to the insurer. Now let us discuss the characteristicsof risks
which can be transferred to the insurer. The characteristics of theinsurable risks
are asfollows:

1 The risk should be accidental or random in nature. The loss causing factor
should not be within the control of theinsured. Thus, theloss which has
occurred aready or which isveiy likely to occur can not be insured. For
instance, a building which is on fire or which is aready destroyed by fire
can not be insured against fire. Similarly, a person who isinfected with
AIDS disease can not be insured because heissure to die as thereisno
treatment to AIDS so far.

2. The amount of loss should be measurable and possible to estimate. This
condition is necessary to set the premium at appropriate levels.

3. There should be a sufficiently large number of units exposed to the same
risk. In other words, there must be a large number of people interested to
insure against the same risk. This requirement follows from the law of large
numbers, since an insurance operation is safe only when theinsurer isable
to predict fairly accurately its expected |osses.

4, The units facing the same risk must be spread over large geographical area.
In other words, the risk must be spread over a wide geographical area so
that the happening of a single event in asmall region may not cause heavy
burden to the insurer. For instance, if an insurance company had accepted
againgt fire for the buildings located in one area only, an incidenceof firein
that area can destroy all those builds. The insurance company may become
bankrupt with that single incidence asit hasto pay to all the insured.
Therefore, it is necessary that the values e:.posed to loss should not be
concentrated in one area.

Business Risk and Insurance
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Normally, pure risksfulfill all theabovefour featuresand they areinsurable.
There are certain risks which do not fulfill thesefour requirements explained above,
and cannot beinsured against. They are called non-insurablerisks. These non-
insurable risksinclude:

1. Risksdueto war (except cargoat sed) and certainriskssuch asradio activity
arising from nuclear
fusion.

2 Risksincapableof measurement such as unforeseen changesin fashion,
marketing of new products, €tc.

3. Riskstoo small and recurring too frequently, or risks so large and recurring so
infrequently. For instance, a hotel can not insure the crockery against breakages.

14.8 INSURANCE CONTRACT

When apersonbuysinsurancefroman insurancecompany (insurer), it is essentially
a contract between theinsured and insurer. An insurancecontract is a vehicle used
for transferring risk from an individual or business firm to the insurer. Insurance
contract, congtitutes the agreement between the insured and insurer, and details the
conditionsunder which therisk transfer takes place. Before we discussthe
componentsof an insurance contract, you should understand the meaning and
importanceof thefollowing three aspects.

TheProposal: A person wishing to effect aninsurancecontract is required to submit
aproposal to theinsurer. Thisproposal may be made either orally or in writing.
Proposal form consists of a number of questionsto which the person must give
truthful answers. Theinsurer can reject the proposal if the proposal isincomplete
or incorrect.

The Cover Notes.  Insurancecontract comesinto existanceonly when the proposal
is accepted by theinsurer. While the proposal isunder consideration by theinsurer,
sometimesthe person making the proposal may wish to have immediate cover. In
such case, on request, the insurer may issuea cover note whioh grants temporary
protection. Thus, the main purposeof cover noteisto confirm therisk cover prior to
theissuedf policy by theinsurer,

ThePolicy: Insurance policy containsall the terms of the contract. Having accepted
aproposal, insurer must issue the policy within one month of receiving thefirst
premium. Most policiesare for fixed periods, usually a year. Under alife policy the
assured has an indispitable right of renewal whileother policiesare renewableby
mutual agreement. Although not obliged to do so, theinsurer usually issuesa
renewal noticereminding the insured of the date for payment of the next premium. It
is, moreover, the voluntary practice of insurersto alow extradays, called days of
grace, within which the renewa premiummay be paid. Usudly, grace period is 15
daysfor fireand accident insurance and 30 daysfor life assurance. With types of
policy other thah those mentioned, cover will usually cease with the day on which
the policy expires. It is, therefore, not proper to delay payment of renewal premiums
beyond the date on which they fall due.

14.8.1 Componentsof an InsuranceContract

Basically dl insurance contractsconsist of the followingfive parts (1) declaration,
(2) insuring agreement, (3) exclusionsand limitations, (4) conditions, and (5) binder.
Let usdiscussthesefive partsbriefly.

1 Declaration: This isthefirst part of any insurance contract. It containsthe
informationrelatingto identity of thei nsred, the property, the type(s) of
coverage, termof thecontract, insuranceamount and the premium. Other
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contract and the specific circumstances surrounding the risk transfer. The
declaration covers most of the basic information needed by the insurerin
deciding whether to issue the contact and at what price.

2, Insuring Agreement: The insuring agreement isaformal statement
detailing what the insurer promisesto do in return for the premium paid.
The perilsinsured against and services promised are stated and defined in
the agreement. If there are limitations on the amount of recovery, these may
be stated in the agreement. In the insurance contract, this agreement
ordinarily follows the declarations. The insuring agreement is the most
important section of the contract, since it contains the basic information
about the nature of therisk transferred and what may be recovered in the
event of loss.

3, Exclusions and Limitations: Insurance contacts may be writtenon an all
risk basis, where the contract insuresagainst all risksexcept those
specifically excluded in the contract. The contract may be also on the
named perils basis, where only losses resulting from the perils named in the
contract are covered. Though the insured may prefer an all-risk contract
since it offets the broader coverage, insurers normally do not undertake to
insure against all risks. Perils whichare covered in the contract are
normally subject to limitations and/or exclusions. In general, such
exclusions are of two types (1) certain kinds of property are excluded or
certain perils are excluded or both thingsmay occur, and (2) excluded
property may be added by endorsement and the same istrue of perils. Itis
important that the insured must understand the exceptions surrounding the
transfer.

4, Conditions: The clauses are the conditions to be fulfilled by the insured to
enforce hisrights under the contract. Most of these conditionsrefer to the
type of information that must be supplied by the insured in the event of loss
or refer to theright of the insured if dispute arisesin regard to theloss. It is
essential for the insured to know his duties. Unless hefulfilsall the terms of
the contract, he may not be ableto recover the loss fromthe insurer.

5 Binders: Sometimes a memorandum called abinder is issued by the
insurer. The binder is atemporary insurance contract. The binder contains
the essential facts about the transaction such as date, amount, name of
insured, and risk to be covered. In the event of loss, the binder servesin lieu
of the policy and has the sameforce as if the policy had beenissued.

14.8.2 Legal Aspectsof Insurance

Thevalidity of every insurance contract rests upon certain principles. The basic
principleswhich are applicable to variouskinds of insurance contractsare: (1)
utmost good faith, (2) proximate cause, (3) insurableinterest, (4) indemnity, (5)
subrogation, and (6)principle of mitigation of loss. Let usdiscussthese principles
briefly.

1, Utmost Good Faith; A basic condition of every contract of insuranceis
that theinsurer and insured should display utmostgood faith towardseach
other. Each party must reved to the other party, whether asked or not, all
material facts which would influence the other party's decision to enter into
the contract. It is not enough that the insured givestruthful answerstoall
the questionsin the proposal form, but it is legal obligation to discloseall
other information known to him that is likely to affect the insurer’s
estimation of therisk. If the material fact isnot disclosed or if thereis
misrepresentation or fraud, the insurer is entitled to avoid the contract or

refuse payment under it. This requirement of good faith is essential for the 1
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Normally, pure risksfulfill all theabovefour featuresand they areinsurable.
There are certain risks which do not fulfill these four requirementsexplained above,
and cannot be insured againgt. They are called non-insurablerisks. These nan-
insurable risksinclude:

1. Risksdueto war (except cargo at sea) and certainrisks such asradio activity
arising from nuclear
fusion.

2. Risksincapableof measurement such as unforeseenchangesin fashion,

marketingof new products, €.

3. Riskstoo small and recurring too frequently, or risksso largeand recurring so
infrequently. For instance, a hotel can not insure the crockery against breakages.

148 INSURANCE CONTRACT

When aperson buysinsurancefroman insurancecompany (insurer), it isessentially
acontract between the insured and insurer. An insurancecontract isa vehicle used
for transferring risk from an individua or businessfirm to theinsurer. fnsurance
contract, constitutestheagreement between theinsured and insurer, and details the
conditions under which therisktransfer takes place. Before we discussthe
componentsof an insurancecontract, you should understand the meaning and
importanceof thefollowing three aspects.

The Proposal: A personwishing to effect aninsurance contract i s required to submit
aproposal to theinsurer. Thisproposa may be madeeither orally or in writing,
Proposal form consistsof anumber of questions to which the person must give
truthful answers. Theinsurer can reject the proposal if the proposal is incomplete
or incorrect.

The Cover Notes. Insurancecontract comes into existance only when the proposal
isaccepted by the insurer. Whilethe proposal is under considerationby the insurer,
sometimesthe person making the proposal may wish to haveimmediate cover. In
such case, on request, the insurer may issuea cover note whioh grantstemporary
protection. Thus, the main purpose of cover note isto confirm the risk cover prior to'
theissuedf policy by theinsurer.

ThePalicy: Insurancepolicy containsall the terms of the contract. Having accepted
a proposal, insurer must issue the policy within one month of receiving thefirst
premium. Mogt policiesarefor Axed periods, usudly ayear. Under alife policy the
assured hasan indisgutableright of renewal whileother policies are renewableby
mutual agreement. Although not obliged to do so, the insurer usually issuesa
renewal notice reminding the insured of the date for payment of the next premium. It
is, moreover, the voluntary practiceof insurersto allow extradays, called days of
grace, within which the renewa premium may bepaid. Usualy, grace period is 15
daysfor fireand accident insuranceand 30 days for life assurance. With types of
policy other thah those mentioned, cover will usually cease with the day on which
the policy expires. It is, therefore, not proper to delay payment of renewal premiums
beyond the date on which they fall due.

14.8.1 Componentsof an Insurance Contract

Basically dl insurance contracts consistof the following five parts (1) declaration,
(2) insuring agreement, (3) exclusionsand limitations, (4) conditions, and (5) binder.
L et us discussthesefiveparts briefly.

1 Declaration: This isthe first part of any insurancecontract. 1t contains the
information relatingto identity of the insured, the property, the type(s) of
coverage, termof thecontract, insuranceamount and the premium. Other




information may also be added to declaration depending on thetype of Business Risk and Insurance
contract and the specific circumstancessurrounding the risk transfer. The

declaration covers most of the basic information needed by the insurer in

deciding whether to issue the contact and at what price.

2. Insuring Agreement: The insuring agreement is afonnal statement
detailing what the insurer promisesto do in return for the premium paid.
The perilsinsured against and servicespromised are stated and defined in
the agreement. If there are limitationson the amount of recoveiy, these may
be stated in the agreement. In the insurance contract, this agreement
ordinarily follows the declarations. The insuring agreement is the most
important section of the contract, since it contains the basic information
about the nature of therisk transferred and what may be recovered in the
event of loss.

Exclusions and Limitations: Insurancecontactsmay be writtenon an all
risk basis, where the contract insuresagainst all risks except those
specifically excluded in the contract. The contract may be aso on the
named perils basis, where only losses resultingfrom the perils named in the
contract are covered. Though the insured may prefer an all-risk contract
since it offets the broader coverage, insurersnormaly do not undertake to
insure against al risks. Perilswhich arecoveredin the contract are
normally subject to limitationsand/or exclusions. In general, such
exclusionsare of two types(1) certainkindsof property are excluded or
certain perilsare excluded or both things may occur, and (2) excluded
property may be added by endorsement and the sameistrue of perils. Itis
important that the insured must understand the exceptions surrounding the
transfer.

4, Conditions: The clauses are the conditionsto be fulfilled by the insuredto
enforcehis rights under the contract. Most of these conditionsrefer to the
type of information that must be supplied by theinsured in the event of loss
or refer to the right of the insured if disputearisesin regard to theloss. Itis
essential for the insured to know hisduties. Unless hefulfilsal the termsof
the contract, he may not be able to recover the lossfrom theinsurer.

5. Binders: Sometimes a memorandum called abinder isissued by the
insurer. The binder isatemporary insdrance contract. The binder contains
the essential facts about the transaction such as date, smount, name of
insured, and risk to be covered. In theevent of loss, the binder servesin lieu
of the policy and has the same forceas if the policy had beenissued.

14.8.2 Legal Aspects of Insurance

Thevalidity of every insurance contract rests upon certain principles. The basic
principleswhich are applicable to various kinds of insurance contractsare: (1)
utmost good faith, (2) proximate cause, (3) insurable interest, (4) indemnity, (5)
subrogation, and (6) principle of mitigation of loss. Let us discussthese principles
briefly.

1 Utmost Good Faith: A basic condition of every contract of insuranceis
that theinsurer and insured should display utmost good faith towards each
other, Each party must reveal to the other party, whether asked or nat, all
material facts which would influencethe other party's decision to enter into
the contract. It is not enough that the insured givestruthful answersto all
the questionsin the proposal form, but it is legal obligation to discloseall
other information known to him that is likely to affect theinsurer's
estimation of the risk. If the material fact isnot disclosed or if thereis
misrepresentationor fraud, the insureris entitled to avoid the contract or

refuse payment under it. This requirement of good faith is essential for the 13




Business Services

34

protection of theinsurer, since he can evaluate therisk only on the basis of
what heis told by the insured.

Proximate Cause: To recover compensation under apolicy, it must be
proved thet the loss sustained was proximately caused by the event insured
against. In other words, the loss must be the result of the occurance of the
peril stated in the policy or a peril very closed related toit. For instance, a
fireinsurance policy will cover not only loss caused directly by firebut also
theloss caused due to the efforts made to put out the fire (such as the loss
dueto demolition of part of the building to prevent the fire from
spreading). Similarly, theft aso can be a cause proximate to afire, if goods
removed from the burning building are pilfered before the arrangements
were madefor their safe custody.

Insurablelnterest: A personcan not legally insurearisk in which he has
no legal interest. For instance, a person can insure his own property but
not that of his neighbour's property. In the same way, a creditor may insure
thelife of a person who owes him money. But you should note that
sometimes interest may arisewithout ownership aso. For instance, if a
person had taken loan from ahousing finance company to build his house,
the housing finance company had an interest in the house, and isentitled to
insureit. In thecaseof lifeinsurance, it iswell established that a man had
unlimited interest in hisown life and in that of his wife, and similarly the
wife had unlimited interest in thelife of her husband. In lifeinsurance, the
insurable interest must be present at the time when insurance is effected. In
marineinsurancethe interest need exist only at the time of loss, but infire
and burglary, it must exist throughout the period of the contract.

Indemnity: Here the term indemnity is synonymous with compensation.
Under the contract of indemnity, the policy holder is entitled to get the
compensation from the insurer so that the policy holder neither gains nor
losses from the mishap. For example, a building is insured against fire for
Rs.1,00,000 and it ispartly damaged by fire. It isestimated that it requires
Rs.50,000 towards repairs. In this case the insured can recover only
Rs.50,000 from the insured athough the total sum insured is Rs.1,00,000.
This clause is applicable in fire and marine insurances only, and not
applicablein other insurances(life, personal accident and sickness
insurances). The main purpose of indemnity isto compensate the loss
incurred and not make profits out of mishaps. However, if the same interest
(property) is insured with several insurers, the total sum recovered from all
the insurers should not be more than the actual loss. As arule, in case of
multipleinsurances the insured should claim the loss propoitionately from
each insurer. In case of life assurance, the insurer must pay the agreed
amount irrespective of the true value of the losssuffered. For instance, a
personinsured life for a very hugesum of onecrore and died in an
accident. The insurer must pay the total amount of one crore stipulated in
the policy. Thusthe principle of indemnity is not applicable in life,
personal accident and sickness insurances. .

Subrogation: The doctrine of subrogation applies only to contracts of
indemnity. Accordingto the doctrine of subrogation, after the insured is
compensated for theloss, theright of ownership of such damaged part of
the property passes onto theinsurer. If the damaged property hasany value
left or the lost property is recovered, such property can not be allowed to
remain with the insured becausein that case the insured will realise more
than the actual loss, which is against the principle of indemnity. For
example, if acar belonging to Mr. Satish isdamaged due to negligence of
Mr. Raju, and Mr. Satishisfully compensated by the insurer. In that case
Mr. Satish can not sue Mr, Raju torecover any compensation. In fact the
insurer can sue Mr. Raju for negligence. Hereif insurer recovers from Mr.




Raju more than the compensation already paid to Mr. Satish, insurer must BusinessRisk and | nsurance
pass on the surplusto Mr. Satish. Similarly; aninsurer who has paid ona

burglary claim s entitled to the stolen goods when they are recovered. You

should notethat, as stated earlier, this doctrineof subrogationapplies only

to the contracts of indemnity.

6. Principle of Mitigation of Loss: Aninsured must take all reasonable care
to prevent and reduce he loss. For instance, if ahouseisinsured against fire
and thereisaccidental fire, the owner must take all reasonable stepsto
extinguishfireand keep thelossto the minimum. Similarly, if aperson had
insured house hold goods against theft and burglary, he must take all normal
precautions (such as locking the house) to prevent theft.

Check Y our Progress B

1 Differentiate between insurer and insured.

4, Match theitemsin Group A with Group B

Group A Group B

i. Binder a) Insurer's right of ownership of
damaged property.

ii. Indemnity b) Life Policies

iii. Subrogation ¢) Risk dueto war

iv. Assurance d) A temporary insurance contract

v. Non-insurable risk €) To makegood the loss

5. State whether the following statementsare True or False ?
a) Insurance is nothing but risk transfer.
b) Insurer pays premium to the insured.
c) A house aready on fire can be insured.
d) Risks too small and recurring too frequently can not be insured.
) Man had insurable interestin wife and vice versa.

R T
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14.9 KINDSOF INSURANCE

You have already studied the meaning of insurance, risks which canbeinsured,
legd aspects and componentsof insurance contracts. Now let us discuss how
differentkinds of insurances cover varioustypesof risks under thefollowing five
caegories.

&
i
4
i
i

1 Life Insurance
2 Marine Insurance .
3, Fire Insurance 35
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4, Motor Insurance
5. Miscellaneouslnsurance

1491 Lifelnsurance

Life insuranceis a contract under which one person, in consideration o f a premium
paid (either in lump sum or by monthly, quarterly, half-yearly or yearly payment),
undertakesto pay to the person for whose benefit the insuranceis made, a certain
sum of money either on the death of the person whose lifeisinsured or on the
expiry of a specified period of time. As you know, insurance policy may be taken by
aperson who had insurableinterest. In section 14.8.2 of this unit we have aready
discussed the principle of ‘insurable interest’. In case of life insurance, under this
principle, any person who had a pecuniary claim against another or aright to
support and maintenance from him can insurethe life of that another person. The
following persons, thus, have theinsurable interest.

o A person has an unlimited insurableinterestin own life

° A husband has aninsurable interestin hiswife while the wife had insurable
interest in her husband

° A child had insurableinterestin the life of the father while father do not
have the insurableinterest in the life of his son, unless father is dependent
on son.

e An elder brother do not have insurableinterest in the life of the younger
brother.

) A creditor has an insurableinterestin the life of debtor, to the extent of the

amount of debt.
A servant hasan insurable interest in thelife of hisemployer.
A surety hasan insurable interest in the life of his co-surety and the
principal debtor.

® A company has an insurable interest in the life of its officers, whose death
may serioudly affect its business(Profits)

Asdiscussed earlier, life policiesare considered aslife assurance policies. You have
already |earnt the difference between assurance and insurancein section 14.6. Life
assurance contractsare not the contractsof indemnity. Therefore, in the case of life
policiesthe insurer must pay the agreed amount (policy amount) on the occurance of
the agreed event (death or expiry of the specified time). As you know, marine and
fire policiesare the contractsof indemnity, wherethe insurer is compensated to the
extent of loss only if theactual lossis lessthan the amount specified in the

policy

Typesd LifePolicies. Thereare eight broad typesof life policies as discussed
below:

1 WholeLife Policies: Under this policy, the sum assured is payable after the
death of theassured. The premiums on whole life policies may be payable
regularly through out the life of the assured, or aternatively they may be
payablefor afixed period only (say 20 or 30 years). If the premiums are
paid throughout thelife, it is called ‘ordinary lifepolicy'. Inthe other case
when premiumsare paid for alimited period, it is called 'limited payment
life policy'. Eveninthe case of the limited payment life policy also, insurer
will pay the sum assured only after the death of theinsured. Wholelife
assurance policy isideal for a personwho wishesto provide support for
his/her dependents after the death.

2. Endowment Life Assurance: Under thispolicy the insurer undertakesto

pay the sum assured either at the end of aspecified period or on the death of
the assured, whichever isthe earlier. In case the assured dies before the
expiry of specified period (or before attaining the specified age), the sum
assured is payableto thelegal heirsor nominees. On the other hand, if the



insured survivestill the policy matures(i.e, expiry of the specified period), BusinessRisk and Insurance
the sum assured is paid to theinsured himself. The premiumfor endowment
policy isabit higher than thewholelife palicy.

Term Assurance: Thisisalso called temporary assurance. Under this

policy, the sum assured is paid when the assured dies before the stipul ated

date. No payment is made if the assured survivesto that date. For example,

policies of thiskind are taken out by personswho travel abroad, to cover

short-period bank |oans so that the sum assured will be available to repay L
theloan if the borrower die beforethe policy lapses, etc. \

Joint LifePolicy: This type of assurance involves theinsurance of two
lives simultaneously in the same policy. The sum assured (policy money) is
payable by the insurer upon the death of any one of the assured tothe
surviving person. If both the policy holdersdieat the sametime, their lega
heirs or nominees will be paid the assured sum. A good-example of ajoint
life policy isthat of a policy on thelives of a hushand and wife, payableto
the survivor on the death of either of the two.

Group Insurance: Under group insurance, a group of persons under the L
sameemployer arg coyered under asingle policy. Premiumis paid by the I
employer alone or by theemployer and employeejointly. A group |
insurance policy may cover al theemployeesor a particular f
category/section of the employee of the same organisation. However, the i
employeesare covered under this policy aslong as they serve with that |
employer. In group insurance, the insurance contract is between the I
employer and the insurance company (insurer). A master policy isissued
to the employer, wliile the each employeereceivesa certificate. The
certificate issued to the employee stipulatesthe amount of coverage that
person had, his beneficiary (nominee) and any other rightsand privileges |
he may have under the plan. %’

The policy is taken for afixed period, usually 20 years. If theemployee
(assured) dies before the expiry of the term, the nominee (beneficiary) gets
afixed annual income for the remaining part of the period and the full
assured sum at the end of the term. On the other hand, if the assured
survivesthe term, the full assured sumispaid a the end of the term.

Childrens' Endowment Policies: These policiesare taken for the purpose
of education of children and marriage expensesof daughters. Thesepolicies
arejust like the endowment life policies discussed earlier. Premium (annual
or lump sum) is payable by tlie person (father or guardian or other person)
entering into the contract. Policy matures when the child attains certain age.
Then the sum assured is paid either in lump sum (when intended for the
marriage of the female child) or paid by installments over a specified period
(when policy is meant for education).

Annuity Policies. This policy issuitable when peopledesireto have
certain income after the attainment of certain age. Annuity policiesare, for
example, taken by employees who want some income after their retirement
from service. Premium may be paid in instalmentsor inlumpsumat the
beginning. After the assured attains certain age, insurer pays theamount in
instal ments(monthly/Quarterly/half yearlylannual)

With Profit or Without Profit Policies: Most of the above discussed 0
typesof policies may be with profit or without profit. In the case of with
profit policy, the assured is paid, in addition to the sum assured, a share in

the profitsearned by the insurer. The profitsare declared by the insurer after

certainintervals and credited to the policy-holder as bonus. Without profit

policy is one under which the policy holder does not get any share in the 37
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profitsearned by theinsurer. The premia on without profit policies are
lower than those on with profit policies. With profit and without profit
policiesare also known as participating and non-participating policies
respectively.

14.9.2 Marinelnsurance

Marine insurance is an arrangement by which the insurer undertakesto compenszies
the owner of aship or cargo for completeor partial loss at sea. Marine insurance
coversship, cargo and freight. Perilsof the seaalso includes any land risk incidental
to sea voyage. The marine policy must specify the following aspects:

® Thenamesof theinsured and the insurer

s  Thesubject matter insured and the risks insured against

® Thevoyage or time period or both

e Thesum assured

s Theamount of premium

Under marine insurance, insurable interest must exist only at the time of loss. It is
not necessary for the insured to have the insurable interest at the time of taking the
marineinsurance policy.. Marine insuranceis a contract of indemnity. Theinsured
isentitled to recover only the actual amount of lossfrom the insurer. Similarly, the
principled contribution and subrogation is applicableto all marine policies.In
case of several policies relating the same subject matter, each insurer isliableto
contribute to the amount of compensation proportionately. Once the insured receives
the compensation, all rights on the remains of damaged property passes on to the
insurer.

Typesof Marine Policies: The main kinds of marine policies are as follows:

Voyage Policies. Thistypeof policy covers a ship or cargo duringa
specified voyage only. Thus the limits of therisk are from the port of
departure to the port of destination. The risk which is covered startsfrom
the departure of ship from the port and it ends when that ship reachesthe
port of destination. For example, you are shipping the export cargo from
Bombay to Amsterdam in Netherlandsand you have taken a voyagepolicy.
This policy covers the risk of damage to cargo from Bombay port till it
reaches the Amsterdam port. In the case of avoyage policy, issurer is not
ligbleif the destination of the ship is changed or the ship deviates from the
agreed route. However, deviation from the agreed route is allowed when it
is necessary for the safety of ship/cargo or saving the human life or any
other circumstance stated in the contract.

2. TimePolicy: Thistype of policy covers therisk during a stated period of
time irrespective of number of voyages made. This policy would cover all
therisksfrom the perils of seafor astated period of time, say 1" April 1993
to 30™ March 1999. Normally atime policy covers a period not more than
12 months. However, most time policies include a contintiation clause
providing against expiration of the policy if the ship is till on the voyage. A
monthly prorata premium is payable for the continuation.

3. Mixed Policy: This combines the elements of atime policy and voyage
policy. Mixed policy coverstherisk during aparticular voyage for a
specified period. For example, amixed policy may be taken to cover the
ship or cargo during voyage from Bombay to Amsterdam from 1%
November 1998 to 31* January 1999.

4, Valued and Unvalued Policies. Under valued policy, the value of the
subject matter insured (ship/cargo) isspecified on theface of the palicy. In
theevent of full loss theinsurer compensates the amount specified in the




policy. If thelossis partial a proportionateamount is paid by the insurer.

On the other hand, in the case of an unvalued policy, the value of the
subject matter is not stated in the policy. In case of lossor damage, the
compensation is ascertained by assessment of loss, subject to the limit of the
suminsured.

5 Floating Policies: This policy is suitableto a merchants who makes
regular shipments. To avoid the botheration of taking a separate policy for
every shipment, of exporter can take a floating Policy. A floating policy is
taken for around amount, and leaves the details to be declared at alater
time, Whenever some cargo is shipped, the shiper (insured) makesa
declarationstating the sum for which it is to be insured. Then thetotal
valueof thefloating policy isreduced by that amount. With each shipment,
the value of the policy goes on decreasing. Thus the amount outstandingon
the policy reduces progressively as shipments are made and premiums
calculated. When the policy isfully covered, it issaid to befully declared
and anew policy istaken.

14.9.3 FireInsurance

Fire policies cover the losses directly caused throughfire. However, it is
necessary that fire must happen by ignition. If the fire is caused through the
mdicious act of the insured himself, he would not be able to recover the lossfrom
theinsurer. Thefireinsurance contract is an indemnity contract. Each contract
specifies the maximum amount that can be claimed by the insured in case of loss.
The insurer isliable to make good the actual amount of loss caused by fire, not
exceeding the maximum amount fixed in the policy. In order to cover a particular
loss or damage under a fire policy, the following three conditions should be fulfilled:

. The loss or damage should relate to the subject matter of policy.

. The loss or damage must be caused by ignition or fire.

. Theignitionmust be either of goods insured or the premiseswhereit is
placed.

Inaddition tofire, the standard fire policy coverssuch perils as lightning, explosion
of domestic boailers, gas used for lighting and heating, and damage by water used to
extinguish afire on neighbonring property. For asmall additional premium the
policy may be extended to cover such other items as storm and flood, earthquakes
and impact from road vehicles or aircraft, but not glass and china, jewellery,
manuscriptsand other items of value, except wherespecially mentioned. However,
dl theseitems may be covered in an'al other contents' clause. As per the cause
proxima condition, as discussed earlier, loss/damage by fire also includes the
loss/damage caused by efforts to extinguish firewith a view to mitigate theloss.

Therefore, thefollowing causes are covered by fire insurance:

’ Damages due to usage of water to extinguish thefire.

¢ Wages paid to persons employed to extinguish thefire.

. Losses arising from efforts to avert damage by fire. For instance, property
destroyed (e.g. adjacent building) by the fire brigade to prevent the spread
of fire.

Uaudly a firepolicy isfor afixed period. During that period if there are successive
fireaccidents, the insurer is liable to make good of all those successivelosses.

Types of FirePolicies. Broadly, thereare six types of fireinsurance policies, as
explained below;

Business Risk and Insurance

39




I

Business Services

40

o Specific Policy where the lighility of the insurer is limited to a specified
amount, whichisnormally less than the actual value of the property
insured.

° Valued Policy where the insurer agreesto pay afixed amount in the event
of loss, irrespectiveof the actual loss suffered. Under this policy, the
insured recoversa fixed amount, irrespective of the amount of actual
damage

° Floating Policy where the amount of the policy may vary from time to
time. Thistype of policy isuseful in the case of goods in store where
quantity and vaue change from time to time.

° Replacement Policy where the insurer has the option to replace the
property/goods damaged by fire, instead of paying the loss by cash.
® Loss of Profit Policy whereinsured is protected against the loss of profit

due to dislocation of businessdue tofire. Under this policy, insurer
compensates to the extent of the lossin profits.

° Comprehensive Policy which providescover against not only fire but dso
severa other riskssuch as lightning, riot, earthquake, flood, storm,
burglary, war, etc.

14.9.4 Motor |nsurance

Owners of motor vehicles (twoor four wheelers) can take insurance policies to cover
different types of risks viz., (a) loss or damage to the vehicle, (b) injuries to or death
of any passenger, and (c) damages payableto the third partiesfor accidents. Every
motor-vehicledriver must be insuredfor against liahility for death of or injury to
third parties and for the cost of their medical/surgical treatment, Though thereisno
statutory duty to insure against damage to property as well as personal injury, most
of the third party policies cover both of theserisks. A comprehensive motor
insurance policy coversnot only full third party risks (property aswell as persons
including passengers), but also damageto the insured vehicle, loss of rugs and other
articles, and may also cover the cost of hiring a substitutevehicle, if necessary. If
no claims are made during the year, adiscount or 'no-claim bonus' isallowed at
the time of renewal. Thediscount is cumulative and after 4 or 5 years may reduce the
premium rate by as much as 60 per cent

14.9.5 Miscdllaneouslnsurance

Y ou have studied four major kinds of insurance viz., life insurance, marine
insurance, fireinsurance and motor insurance. Besides these, there are several other
types covering various other aspects of risks. Some of them are discussed below.

Engineering Insurance

Thisisahighly technical branch of insurance. It isabranch of insurance that has
expanded rapidly under recent legislation and especially under the Factories Acts,
which prescribe compulsory inspection at regular intervals of certain types of
industrial equipment, such as boilers, electrical plant, cranes and other lifting gear.
Policies cover theinspectionservice, the cost of repairing or replacing plant, and
also injury to personsand damage to property. Cover is aso available for machinery
intransit or in course of erection.

Aviation Insurance

Under aviation insurance, cover is availablefor loss of or damage to aircraft,
persona accidentsto passengers, third party risksin respect of both person and
property and for cargo sent by air. However, accidents to staff who fly regularly are
covered by group insuranceschemes.



1ouseholder’s Policies

Jost firecompanies now offer an extensive range of cover on the buildings and
ontents Of private dwellings under householders' or all-in policies. Normally, these
wolicies are designed to provide protectionin one document against a variety of risks
additional to those already covered by a standard fire policy) including burglary,
Jousebreaking, theft, accidents to domestic servants, liability tothird parties, glass
yreakages and other hazards. Under these policiesit is normally insisted to insure
yildings and contents for their full value to enable the insurer to earn an adequate
yremiunt.

Fddity Guarantee I nsurance

As you know, cashiers and others who handle money are frequently required by

heir employersto provide security as protection against their personal dishonesty. In
uch cases, fidelity guarantee insurance policy may be taken by the employer. The
solicy indemnifies the employer against |0sses from the dishonesty of his employees.
rhe employer himself often takes out the policy. He may insure anumber of
mployees either individually or on agroup basis under a variety of policies.

Burglary, Theft and Robbery

Burglary is the act of unauthorised entry with criminal intentions, into any building

r residence*Theft is the act of dishonestly taking property belonging to another with
he intentionof depriving him of it. Robbery is theft with violence or the threat of
vidence. Burglary insurance covers the loss caused on account of burglary, house
reaking or theft.

1496 Difference Between Lifelnsuranceand Other Forms of
I nsurance

Yau have studied various kinds of insurance policiesand how they cover various
typesof business risks. Now let us study the basic difference between life policies
and other policies. Study the following table carefully to understand thisdifference.

Life Insurance Other Forms
[
L Relate to human lives. Mostly relate to property.
|
2 The event (i.e., attainment of The peril insured may or may

certain age or death of insured) not occur.
iscertainto happen.

3. There must be insurable interest | In fire and marine insurance, insurable
interest must at the time of. exist only at the time loss occurs,
taking the policy

4, It isa contingent contract. The These are contracts of indemnity,
Insurer isliable to make good only the actual loss
total sum assured is payable on suffered or the sumi the happening
assured, whichever isless.
of theevent (death or attainment
of certain age).

3. These arelong term contracts. Mostly one year contracts,
subject to renewal at theend
of the year,

Business Risk and Insurance
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Check Your ProgressC

1. Differentiatebetweenjoint lifepolicy and group insurance.
2 Differentiate between voyage policy and time policy.
3, State whether thefollowing statementsare True or False ?
a) Life assurancecontracts are indemnity contracts.
b) Some of the marine insurance policiesare not indemnity contracts.
c) A surety has an insurableinterestin the life of the borrower.
d) Inthe case of life insurance, only actual |oss is compensated by the
insurer.
e Lossesarising from effortsto avert damage by fire are covered
under afire policy.
b)) Motor insurance covers the damages payable to third parties for
accidents.
9) Marineinsurancedo not cover the recovery of freight.

410 LET USSUM UP

Risk meansthe uncertainty of occuranceof economicloss. Based on this the term
businessrisk may be defined asthe uncertainty of occurance of economic lossin the
event of any business activity. Business enterprisesface avariety of risks, and thus
risks prevail in al activitiesof businessenterprises. Depending on the hature,
business risks may be classified as pure risksand speculative risks, dynamic risks
and static risks, risks classified by loss severity, objectiverisks and subjective risks,
etc.

Business enterprises have to manage the risks systematically. Risk management
processinvolvesfive steps: (1) identificationof the risks, (2) assessment of the
intensity of financial loss associated with each risk, (3) identifications of various
toolsof risk management and selecting the best combination of tools to be used, (4)
implementation of the decision, and (5) evaluationof the effectiveness of the risk
management tools.

Insurance isadevice by which alosslikely to be caused by an uncertain event is
spread over alarge number of personswho are exposed to it and who voluntarily
join together to insurethemsel vesagainst such an event. Thus, insurance isaform of
contract between two partieswhere by one party (insurer) undertakes in exchangefor
afixed amount of money (premium) to pay the other party (insured) a fixed amount
of money or compensate the loss on the happeningof acertain event.

All risks are not transferableto the insurer. Only pure risks can be transferred.
Characteristics of insurablerisks are: (1) risk should be accidental or random in
nature, (2) loss should be measurable, (3) there should be sufficiently large number
of unitsexposed to the same risk, and (4) those units should be spread over alarge
geographical area. Riskswhich do not fulfill these conditions are non-insurable.

An insurance contract consistsof five main parts: (1) declaration, (2) insuring
agreement, (3) exclusionsand limitations, (4) conditions, and (5) binders. Insurance
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contractsmust fulfill six conditions viz., utmost good faith, proximatecause,
insurableinterest, indemnity, subrogation and principle of mitigationof loss.

Business enterprisescan transfer several types of risksto insurancecompanies.
Thereare different kinds of insurance such asfireinsurance, marineinsurance, life
insurance, motor insurance, fidelity guarantee insurance, burglary and theft
insurance, etc. Within each of these kindsthere are again different typesto suit
various requirements. Life insurance relate to human liveswhile other types of
insurancescover properly.

411 KEY WORDS

Risk: Uncertainty of occurance of economicloss.

Business Risk: Uncertainty of occurance of economic less toa businessfirmin the
event of any businessactivity.

PureRisk: A type of risk whose occurance causesloss only.
Speculative Risk: A risk whose occurance may cause either gain or loss.

Static Risk: A risk which may occur without any changein the business
environment.

Dynamic Risk: A businessrisk which arisesdue to changes in the business
environment.

Insurance: A farm of contract between two parties where one party undertakesin
exchangefor afixed

amount of money to pay the other party a fixed amount of money or pay the amount
" o actual 1oss on the happening of a certain event.

Insurable Risks: Purerisks which can be transferable to the insurer.
Non-insurable Risks: Riskswhich cannot betransferred and therefore not insurable.

Insurance Policy: A document containing all terms of contract betweentheinsurer
and insured.

kinder: A document in lieu of theinsurancepolicy issued by the insurer.

Marine Insurance: An agreement whereby theinsurerundertakes, inreturnfor a
onsideration, to compensate the owner of ashipor cargofor complete or partial
f})ss due to perils of the sea,

fire Insurance: Anagreement whereby one party in return for a consideration
undertakes to indemnify the other party against financial loss which the later may
sustain by reason of certain defined subject matter being damaged or destroyed by
fire Or other defined perilsupto an agreed amount.

LifeInsurance: An agreement whereby the insurer, in considerationof apremium
pad either in lumpsum or by regular instalments, undertakes topay a certain sum of
money either on the death of the insured or on the expiry of a specifiedperiod of
time.

BusinessRisk and Insurance
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14.12 ANSWERSTO CHECK YOUR PROGRESS

A.
B.

C

(a) False (b) False (c) True (d) True

(i) d (i) e (ii)a (iv)b (v)c

(@ True (b) False (c) False (d) True (€) True

(@) False (b) Fase(c) True (d) False (€) True (f) True (g) False

14.13 TERMINAL QUESTIONS

ool e

IS

11,

&~

What isrisk ? Explain how risksare pervasive in business.

What isabusinessrisk ? Explainthe process of risk management.

What isa business risk ?Describe various types of business risks.

'All businessrisksare not insurabl€'. In thelight of this statement, explain
insurablerisks and non-insurable risks.

What isinsurance? Discussthe general principlesof insurance.

What isan insurance contract ? Describe the parts of insurance contracts.
Comment on thefollowing statements:

a) 'A contract of insuranceis acontract of indemnity and indemnity
only'.
b) ‘All risksare not insurable’.
" ¢) 'Insurance is sometimes spoken of as pooling of risks.

g Explaintheprinciple of insurableinterest. State the significance of this

principlein the case af life, fireand marine policies.
Briefly explain salient featuresof various typesof life insurance policies.
Writeshort notes on thefollowing:

a) Cause proxima .
b) Doctrineof subrogation
c) Insurableinterest

Distinguish between the following:

a) Risk transfer and risk separation

b Risk avoidanceand loss prevention

c; Lifeinsurance and other insurances

d) Wholelife policy and endowmentlife policy

5) Voyagepolicy and time policy

What is marineinsurance? Explain varioustypes of marine policies.
Explain thefeatures of afire policy and State varioustypes of fire policies
available.

Note: These questionswill help you to'understand the unit better. Try to
write answersfor them. But do not submit your answersto the

University for assessment. Theseare for your practice only.
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150 OBJECTIVES

After studying thisunit you should be ableto: \
® explaintheroleand importanceof transport as an adjunct of trade i
® statethe essentids of a good transport system

enumerate the various modes of transport

describethe proceduresinvolved in different modesof transport
explain thesuitability of the various modes of transport

discussthe basis on which choice of amode of transport can be made
describe the meaning and importance of containerisationin transport
enumerate the functionsof forwarding and clearing agents
describethepurposes served by different types of warehouses.

1.1 INTRODUCTION | 1;

e © © © o o

Modern businessinvolves manufacturesof goods on a large and making them availableto
consumersin distant places. Thus goodsmust be moved from the place of production to the place
of consumptionto create place Utility to them. Similarly, tradinginvolvesdistribution ensuring
theavailability of goods to consumers as and when needed. Thisinvolvesholding of stocks by
traders as near as possibleto the markets and supplied to buyers. Thustransportation and
warehousing functionsensure consumersto get a ready supply of goodsas the right place and
rightti n@. In thisunit you will study these functions in detail. You will study the nature and
importanceof transport service modes of transport, procedureinvolved and the suitability of
vaious modes. You will also learn the meaning and usefulness of warehousing and the purpose
saved by different types of warehouses.

45




