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RISK IS UNCERTAINTY AS TO LOSS…RISK IS OMNIPRESENT AND ALL PERVASIVE…
INSURANCE PROTECTS AGAINST THE ECONOMIC LOSS CAUSED BY RISKThis book
provides an actionable approach to the functions of the insurance industry in an easy to use
examination of property, liability, life and health insurance coverages plus information on the
basics of a risk management program.
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Health and Risk Managementby Marshall Wilson Reavis III, PhDPREFACEInsurance is a
method by which individuals, families and organizations can be protected from financial loss that
results from an unexpected or accidental happening. There are two basic types of insurance
programs — personal insurance and commercial insurance. The major lines of insurance are
Property, Liability, Life and Health.In this book the primary features of the insurance policies will
be explored to give the reader an understanding of the working of an insurance company and an
insurance policy.In the area of Personal Insurance the keystone of property insurance is the
Homeowners Program which provides coverage for real and personal property as well as
personal liability exposures.The other major player in Personal Insurance is the Personal
Automobile policy which provides protection for the user of the vehicle who may be held
responsible for an accident. It also covers physical damage to the vehicle and provides medical
expense insurance for its insureds and passengers.Commercial Insurance is largely covered by
the Commercial Package Policy (CPP) which is designed to meet the various coverage needs of
commercial, industrial and mercantile businesses through its various policy forms. Available
through the CPP program are policy forms for Commercial Property, Liability, Auto, Crime,
Equipment Breakdown, and Inland and Ocean Marine insurance.Workers Compensation and
Employers Liability insurance will also be reviewed as it is a primary insurance coverage for
businesses and other organizations. In addition to the noted coverages there will be other
insurance programs and policies discussed in the book including an examination of a Risk
Management Program.We hope you will find this book to be of great value to you as insurance in
its many forms is an economic necessity that affects your personal and business
finances.Marshall Wilson Reavis III, PhDInsurance Education Publishers, LLC.CHAPTER
ONEBASIC PRINCIPLES & CONCEPTS OF INSURANCE & THE INSURANCE
INDUSTRYIntroduction.During an introductory study, one finds that the insurance industry is
many things to many people. It is a major financial institution which has great effect upon the
economy of the country because of the large number of dollars that are paid in by policyholders
which must be invested until it is time to pay claims.It is also a large employer since there are



thousands of insurance companies that employ or service the hundreds of thousands of agents
and company representatives throughout the country and the world.Finally, it is a social device
since it serves to finance the rebuilding of properties after a loss, makes funds available for a
child’s education, builds estates for the beneficiaries of policyholders, pays for needed health
care, protects the individual from financial loss in the event of an accident and assures lenders
that if a mortgaged property is lost or destroyed the repayment of the loan will still be
made.Insurance is many things to many people. What will insurance be to you? The following
sections discuss some basic principles and concepts which are important to an introductory
study of the insurance industry. In many cases the insurance industry uses a language of its
own. In studying the insurance industry it is important to understand these terms and concepts.
The following material will aid you to understand the insurance industry, its products and its
people.What is Insurance?By definition insurance is “a method by which interested members of
a society can band together and collect funds to pay losses suffered later by members of the
group.”There are other definitions of insurance available, some are related to its legal aspects,
others to its economic importance and still others to its social effects. However, for the purpose
of this book the definition given above is sufficient.There are many stories as to when, where
and how insurance began. One of some interest concerns the primitive Caveman who faced the
possibility of loss of their goods and belongings at the hands of enemies and animals. The
Cavemen found that when they left their caves for an extended hunting trip, upon their return,
they would sometimes discover that one of the members’ caves had been stripped of its
belongings probably by animals or an enemy.Finally a wise Caveman suggested that each put
part of his own goods into the cave of each of the others. Then the Caveman said, if one cave is
raided and all of its contents lost, all of the members would lose part of their goods, but none
would lose all of their goods.Thus, the concept of insurance was introduced—to spread risk
among many so that no single member would lose everything.Insurance has developed
throughout the world in its commercial form for over 300 years. The insurance industry in the
United States dates from the time of the Revolutionary War. Today there are over four thousand
property and liability insurance companies and over two thousand life insurance companies
operating in this country.What is Risk?Another term that is commonly used in the insurance
industry is Risk. A generally accepted definition of risk is “uncertainty as to loss.”This definition of
risk as used in insurance indicates that while it can be assumed that some individual will suffer a
loss, there is uncertainty as to which individual will be affected in any given circumstance and at
what time.Insurance is often accused of being a form of gambling. However, there is an
important difference. The concept of risk and uncertainty plays an important part in this
difference.One important factor which involves insurance is that there must be a certainty of loss
with a certainty of no gain. This is interpreted to mean that the expense of the premium has
become a certain loss while the no gain means that only as much as has been lost will be
repaired, replaced or have its actual cash value paid.Therefore one may lose but one may never
gain from the insurance industry’s product. This concept is what removes insurance from the



area of gambling. In gambling there is both a chance of loss and a chance of gain.What Makes a
Risk Insurable?It is generally accepted that there are four criteria or requirements which must be
fulfilled in order that a risk can be considered to be insurable. These four are:It must be one of a
large homogeneous group. — This means that there are a large number of similar units which
are exposed to loss in a relatively similar fashion and as a result, the law of large numbers can
operate. This law allows the statistical process called probability to be applied in determining the
probable number of losses that will occur and the amount of premium needed for the insurance
program.Any loss must be measurable in dollars and cents. — Since this is an economic loss,
there must be a money value which can be established on the goods and services involved in
the potential loss.Not subject to catastrophic loss. — To be insurable, there has to be an element
of an accidental happening to one of the many units exposed. If all the items to be considered
were subject to a catastrophic loss; i.e., all located in the path of a weakened dam, then the
factors of chance and probable loss could not apply. When they cannot apply, then the risk
would not be insurable.The loss must be a fortuitous (accidental) happening. — Intentional acts
by a responsible party cannot be insured because they would conflict with the projections of
uncertainty and probability. There must always be uncertainty as to which unit may be lost.What
are a Loss Exposure, Loss and Claim?There are three related concepts that are important to the
study of insurance. These are loss exposure, loss and claim.Loss Exposure. — Something or
someone that can experience damage, destruction, disappearance, death, disability or illness
because of the action of another person or of an accidental happening. Most loss exposures are
insurable.Loss. — The unintentional and unexpected reduction in economic value experienced
by an individual or object due to the action of another or some accidental happening causing
injury or damage.Claim. — The demand made upon another party for recovery by a party that
has suffered a loss. The action may be made against an individual, a firm, an organization or an
insurance company.What is a Cause of Loss?A major term used in insurance is Cause of Loss
(also called a Peril). Insurance coverage responds when a loss results from a cause of loss
identifed in an insurance contract.Examples of causes of loss are fire, windstorm, operation of a
motor vehicle, burglary, acts of negligence, accident and sickness and other conditions that can
cause a loss. Sometimes the cause of loss is called an Act of God, particularly when it is an
unusual and unexpected, perhaps even a catastrophic happening.What is a Hazard?A Hazard
is a condition which feeds a cause of loss (peril). There are four types of hazards which
contribute to the loss caused by perils that are covered under an insurance policy. These are
physical, moral, morale and legal hazards.Physical Hazards. — These include such things as a
broken stair step, trash which has collected, weeds near a building, worn tires on a motor
vehicle, the lack of a burglar alarm or inadequate fire protection equipment.Moral Hazards. —
Those things that deal with dishonest intent or exposure to dishonest persons. For example,
embezzlement or arson are moral hazards.Morale Hazards. — These deal with the area of
indifference or laziness. Such as an employee smoking where prohibited, removing guards from
machinery, not wearing safety equipment or leaving doors unlocked.Legal Hazards. —



Conditions brought about by statute, judicial decision or administrative regulation which create a
potential loss exposure that had not existed before are legal hazards. For example, a
government agency rules that a particular product may cause cancer and should be removed
from the marketplace. A firm that manufactures such a product could become the object of
lawsuits arising out of the use of its product because of the new regulation.What is Indemnity?
An insurance policy may state that it will indemnify the insured in the event of a loss. Indemnity
means that the insurance company will pay the insured the money value of the loss.Under a
property policy this means that the insurance company will repair or replace or pay the insured
the “actual cash value” of the item or property lost or destroyed. The insured when indemnified,
will receive no more than the value of the property at the time of loss. Actual Cash Value is
defined as the Replacement Cost (at the time of loss) minus Depreciation (the reduction in value
due to wear, use or obsolescence).Liability policies are also policies of indemnity. However, they
state that the policy will pay on behalf of the insured. Under these policies the insurance
company does not repay the insured for value lost, but instead pays the injured party such
monies as the insured is required to pay because of a loss caused by the insured.What is
Insurable Interest?Another important concept in insurance is Insurable Interest. This has to do
with who or what may be insured and by whom. Insurable interest exists if the party purchasing
the policy would suffer economic loss if the person or item insured were to die or be damaged,
destroyed, lost or cause damage to another person or object.In all types of insurance one party
must have such an insurable interest before a contract of insurance can be purchased on or for
another party. With Life insurance the insurable interest must exist at the time the policy is
written, while the relationship need not have to continue until the death of the insured.However
in Property and Liability insurance there also must be an insurable interest at the time of loss as
well as when the policy is issued. For example in Property insurance, the relationship of values
between a mortgagee and mortgagor must be determined at the time of loss. This is because
the values may differ from the amount that they were at the time the policy was issued.Who are
the Parties to the Insurance Contract?With a Property insurance policy the contract parties are
the Insured and the Insurance Company. Under a Liability insurance contract the parties are the
Insured, the Insurance Company and the “Third-Party” Claimant.In Life insurance the parties are
the Insured, the Owner, the Beneficiary and the Insurance Company. Health insurance contract
parties are the Insurance Company and the Insured participants.How is Insurance Marketed?
There are various types of insurance companies as well as several methods of marketing their
products. The companies are generally classified by the type of corporate structure under which
they operate. There are also several types of government insurance operations.Private
insurance companies. The major forms of property and liability insurance companies are stock
companies, mutual companies and reciprocal insurance exchanges. These companies have a
home office in a single state but often operate in other states as authorized by those
states.Stock insurance companies. — These are corporations chartered by a state to conduct
an insurance business. To start the business, individuals buy shares and these funds are used to



form the corporation. The invested capital is used to fund the insurance company’s operations
until the organization generates enough business to pay operating costs out of current income.
The paid-in capital also serves as the surplus fund guaranteeing the fulfillment of policy
obligations during the early days of the organization.The characteristics of a stock insurance
company are: paid-in capital appears in its financial statement, the board of directors is elected
by the stockholders and some portion of earnings may be paid to stockholders as dividends on
their stock.Mutual insurance companies. — Such organizations are owned by their
policyholders. Before they can receive authority to operate they must meet a statutory
requirement on the amount of premium and number of policies that it can immediately issue
upon authorization. This requirement makes it difficult to start a mutual insurance company
today.A mutual insurance company may be identified as different from a stock insurance
company by the following factors: there is no capital stock outstanding, the members of the
board of directors are elected by the policyholders as there are no stockholders and the funds
remaining after paying all costs of operations (including additions to all surplus and contingency
funds) are distributed to the policyholders as policy dividends.Reciprocal insurance exchange.
— These firms are sometimes called an inter-insurance exchange. They are similar to a mutual
insurance company as they are owned by their members. The policyholders, called subscribers,
establish an exchange and insure one another. They also contract with an attorney-in-fact to
operate the exchange under the control of an advisory board.Each policyholder is both an
insured and an insurer since the contracts are exchanged on a reciprocal basis. A premium
called a deposit is paid in advance. Dividends may be paid to the subscribers based on
operating results.Public insurance companies. There are insurance programs that are
underwritten by both the federal government as well as state governments. Some of these
programs are voluntary while others are compulsory.Voluntary programs include federal
programs for the military, crops, financial institution deposits, security dealer transactions, crime
and mortgage insurance. State government programs include life, title, automobile, medical
malpractice and workers compensation insurance.Compulsory insurance programs include
federal Social Security plans for retirement, survivors, disability and health coverage. In six
states, workers compensation insurance is only available from a state fund. Unemployment
benefits are provided through state programs, although funding comes from employers and the
federal government. Non-occupational health insurance is mandatory in several states and
Puerto Rico.Who are the Insurance Producers?The marketing arm of the insurance company is
the insurance producer. Yet the approach to marketing by insurance companies varies. Some
may use more than one approach while others use only one. To review these various methods
consider the following as the “A, B, C, D, E, S” of insurance marketing. While many states now
issue a single “Producer” license, which encompasses both agents and brokers, all the methods
of marketing mentioned above are discussed here.Agents. — This is the traditional way of
marketing all types of insurance. Under the American Agency System which developed in the
early years of the insurance industry the agent is an independent business owner. As an agent



the producer represents the insurance company in the sales transactions and must live up to the
terms an agency contract with the insurance company. An agent generally will represent several
insurance companies and “owns” the renewal right to the policies written for clients.Brokers. —
The technical difference between a broker and an agent is that the broker represents the client
(insured) while the agent represents the insurance company at the time the transaction is made.
It is the broker’s function to search among the various insurance companies to find the best
possible combination of coverages at the most reasonable price for the client. A broker must
place the insurance contract through an authorized agent of the insurance company selected.
The broker is also an independent contractor who controls the renewals of the contracts
obtained for clients.Commercial producers. — This is the large multi-office organization which
operates throughout the United States and in some cases is multi-national in scope. Often they
are large organizations whose stock is sold publicly. Their clients are generally large businesses
and organizations. The commercial producer provides expertise in all major insurance related
operations (loss control, claims, underwriting) and may serve as a consulting risk
manager.Direct writers. — This system of marketing insurance involves employees who are the
sales force for an insurance organization. The method of compensation may be salary,
commission or both. They can only sell their company’s product. Another form of direct selling is
“mass merchandising” which involves the solicitation of certain lines of insurance by mail,
telephone or various media. Under this approach the prospect submits the application and
receives the policy without ever meeting with the producer.Exclusive representatives. — This is a
system similar to the direct writer. The difference is that they must first offer the business to their
insurance company but if it is rejected, they may place it with another company.Surplus and
Excess Lines producers. — When a producer cannot find a market for a client’s insurance with
an insurance company admitted to do business in the state, a non-admitted insurance company
may be used. However, this requires a specific license and the producer must meet other state
regulatory requirements such as paying premium taxes in order to use a non-admitted insurance
company.How are Insurance Companies Regulated?Insurance policies, companies and
producers are regulated by the various states “in the public interest.” An individual state can
regulate how an insurance company may write a particular class of business, a certain form of
policy and the rate and premium that can be used.The states have Insurance Departments that
are headed by an Insurance Commissioner or Director who oversees the insurance business of
the state. This includes the licensing of insurance companies and producers as well as
overseeing the financial well being of the insurance companies operating in the state.The federal
government is also involved in regulation of some phases of insurance particularly health
insurance coverages where the government mandates that insurance companies provide
specific coverages on their policies.Consider the Organization of an Insurance Company.In
order to provide for the protection from economic loss to individuals, business firms and other
organizations the insurance companies have developed a basic operational format.This format
provides for three major functions: Underwriting, Marketing and Claims. In addition there are



other activities which must be performed in order to serve policyholders. These others can be
grouped into a fourth functional area called Administration.Underwriting. — An underwriting
department selects from the applicants for insurance those who meet its underwriting
requirements. The areas of underwriting involved depend on the lines of insurance the insurance
company is eligible to underwrite based on its “Certificate of Authority” as issued by the various
states.A property and liability insurance company can issue either monoline or multiple peril
policies. An example of the first type would be a workers compensation policy and the latter a
homeowners policy. Personal life and health insurance can be monoline or group policies.Since
there are many types of insurance policies and lines of coverage, an individual underwriter may
specialize in one particular area of interest or become a generalist handling several types of
policies. This often depends upon the size of the insurance company and the types of policies
that it underwrites. Property and liability insurance companies may divide their underwriting
departments into Commercial and Personal lines. Life insurance and health insurance
companies may have a department for individual insurance policies and one for group policies.
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Pamela Hoffman, “Good basic overview. This is ideal for a non-risk manager to use as a
reference when confronted with insurance questions. It will be much too basic, I'm sure, for an
insurance expert. But as a contracts person who frequently has to make insurance decisions I'm
not qualified to make, this book is gold. After one loaned out copy disappeared, I bought a
second copy.”

Neurasthenic, “A review of insurance types for practitioners. This is a thin book that explains
different kinds of insurance coverage and defines key terms and limitations. It's going to be of
greatest use for somebody working in insurance sales, perhaps providing background about Life
& Health coverage to somebody who specializes in Property 7 Casualty, or vice versa. There's
nothing complex here, but it's competently prepared and neatly presented.”

Matthew B., “Overview of insurance and mitigation of risk. The format of the book is one that
makes for a very understandable read rather than the book being a producer of confusion. I
highly recommend this piece of literature to anyone in the insurance business or one who is
studying for a licensing exam.”

cmi, “Excellent Primer for Insurance. This is an excellent primer on the insurance industry.
Overall it is easy to understand and explains how things work. Toward the end, there are some
concepts that could have been explained more thoroughly with examples, but it would also be
fine to just include references to such. Examples would be very helpful.”

J Burnette, “Insurance Concepts. I bought this book to learn more about insurance.”

Jennifer Johnson, “Very informational!. I'm just learning the basics of the insurance game and
this is a very informational book that really covers the broad basics. It has helped me to
understand the big picture.”

Philo, “Just the basics I wanted. It's a short book, but it gets right to the point on the basics.”

Yvonne O'Connor, “Good overview guide.. Basic principles of every area are covered here,
which is fantastic if you need a refresher and don't know where to start.”

Martin, “Super. Cherchant à améliorer mon anglais et étant dans les assurances ce livre fait
totalement l’affaire”

Kristina, “utile. chiaro e ordinato, esamina il panorama del mondo delle assicurazioni, molto utile
per i non esperti. da considerarsi una introduzione per leggere poi libri specialistici come Risk



and Insurance in Construction di N.G. Bunni.”

Sunil Mumbai, “Very useful as a primer. Less than 3 hr read but gives very good intro to
insurance industry for new comers. A good base to form before moving on to advanced books”

The book by Patrice Leleu has a rating of  5 out of 4.3. 150 people have provided feedback.
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