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Basic Concepts Relating
to Insurance

This chapter deals with some basic concepts related to insurance which include
risk, loss, peril, hazard, insurance and the law of large numbers.

Risk

e Definition

Put simply, risk means uncertainty about future loss or, in other words, the
inability to predict the occurrence or size of a loss. But in the abstract, it is used to
indicate a condition of the real world in which there is a possibility of loss; also used
by insurance practioners to indicate the property insured or the peril insured against.

e Types of Risks

There are two basic types of risks which are. pure risk and speculative risk. Pure
risk can result only in loss or absence of loss. Speculative risk has a third possible
outcome ; gain.

¢ Importance of Distinguishing Pure Risk from Speculative Risk

The distinction between these two types of risks is an important one, because
normally only pure risk is insurable. Insurance is not concerned with the protection of
individuals against those arising out of speculative risks.

e Ways of Handling Risks

Five methods can be used to handle risk: (1) trying to avoid it; (2) retaining it
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either voluntarily or involuntarily; (3) transferring it from one individual to another
who is more willing to bear it; (4) sharing it in various ways. For example, a large
number of investors may pool their capital, each bearing a portion of risk that the
enterprise may fail; (5) reducing it through loss prevention-and loss’ i__:iin,trol;ﬂ

Loss

e Definition

In insurance, a loss is an unexpected decline in or disappearance of economic
value due to a contingency.

® Classifications of Losses

There are four principal types of losses. They are loss of property, loss of
income, loss associated with legal liability claims, and loss due to unexpected
expenses. , , _ ,

— Loss of property It includes the cost of repairing or replacing.

— Leoss of income This loss can result from sickness, accidental injury, death,
or damages of income-earning property.

— Loss associated with Legal Liability Claims

These claims are based on the law of negligence. For example, a homeowner
may be sued by someone who trips and falls over a toy left lying on the sidewalk. .

— Loss due to unexpected expenses For instance, each year many families are
faced with huge bills. from doctors, hospitals,.or nursing homes. .

Peril

® Definition

A peril is the cause of possible loss; the event insured against.

o Common Causes of Loss .

Losses suffered by insurance companies are caused by payment of money for
(1) building repairs; (2) replacing income lost by the hotel during the months it was
closed after the disaster; (3) settling lawsuits, and:(4) .medical bills. In less
spectacular fashion, automobile collisions also. frequently create each -of these four




types of loss.

Hazard

e Definition

A hazard is a condition that creates or increases the probability of a loss due to a
particular peril.

¢ Kinds of Hazards

There are three kinds of hazard: physical, moral, and morale.

— Physical hazards are those physical properties that increase the chance of loss
from various perils. Examples of this kind of physical hazards are poor brakes,
slippery floors and dry forests.

— Moral hazards A moral hazard refers to the temptation not to prevent or
contain a loss. Sometimes, instead of preventing the loss, the insured may deliberately
bring about the loss in order to receive compensation from the insurer.

— Morale hazard A careless attitude on the part of an insured that increases the
chance of loss on causes to be greater than would otherwise be the case. -

It is not uncommon for the terms peril and hazard to be used. interchangeably
with each other and with risk. However, to be precise, it is important to distinguish
these terms.

Differences among Risk, Peril and Hazard

Sometimes risk, peril and hazard are used to mean more or less the same thing.
However, to be precise, they are different in meaning from insunance specialists’
point of view.

A peril is a cause of a loss. We speak of the peril of fire, or windstorm, or hail
or theft. Each of these is the cause of the loss that occurs.

A hazard, on the other hand, is a condition that may create or increase the
chance of a loss arising from a given peril. It is possible for something to be both a
peril and a hazard. For instance, sickness is a peril causing economic loss, but it is
also a hazard that increases the chance of loss from-the peril of premature death.
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A risk, in the abstract, is used to indicate a condition of the real world in which
there is possibility of loss. It is also used by insurance practitioners to indicate the
property insured or the peril insured against. Some insurance experts say: The term
risk is used by people in the insurance business to mean either a peril insured against
(e. g. fire is a risk to which most property is exposed) or a person or property
protected by insurance (e. g. many insurance companies feel that young drivers are
not good risk). In such case, “risk” is used in its general meaning: to indicate a
situation where an exposure to loss exists.

Insurance

e Definition

Insurance may be defined as a mean of handling risk by combining many loss
exposures with the costs of the losses being shared by all of the participants. The term
loss exposure refers to the objects that are subject to loss. In auto insurance the loss
exposures are autos;’ in life insurance they are lives. ‘

¢ How Insurance Actually Operates

The actual operation of insurance can be illustrated by such an example, where 10
people have invested their money in a stereo system which is worth $1,000. To
eliminate the risk of losing their money invested due to theft or destruction of fire,
they buy an insurance policy to cover the stereos for the perils of theft and fire for a
period of one year. So long as they pay the premiums ( the price of an insurance
policy ) , the insurance company will pay them if the stereos are stolen or destroyed by
fire. ‘In this way the insured are relieved of the risk. In other words, the insurance
policy they have bought removes the possibility of financial loss sustained by the
insurers.

¢ Insurance and Gambling

Though in some ways insurance does look like gambling. Both involve an
exchange of money based on the occurrence of a future event, and in both situations
the amount payable by one of the parties may be greater than the amount payable by
the other. Yet, after a closer look at them, you will find differences. One
difference, of course, is that insurance involves pure risk whereas gambling is a
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speculative risk. Another difference, and a very important one, is that gambling

creates risk, while insurance transfers an existing risk from one to another. For

example, until people bet on certain horses, they have no financial stake in the

outcome of a horse race. Placing bets put them in a position in which they can win or

lose, depending on which horses they bet on. Gambling thus creates a risk that did

not previously exist.
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10.
. hazard n. BEBIGE BB WK FIREME KM

. morale n. % = state of mind with reference to confidence, courage, hope,

— -
N =

13.

14.
15.
16.

17.
I8.
19.
20.

in the abstract g2, 36 | = in theory
insurable a.  AIHE{REI Y = which can be insured or covered
to pool vt. E¥4 Afk =to combine the financial resources
to be associated with. .. . He---e- A x/ BB A =in connection with. . .
law of negligence A XHZ I HMER; IR
to trip vi. ¢8| = to stumble or cause to stumble, e. g. He tripped over a stone.
huge bill %A R MK H ;
nursing homes /NEYFA A EEBE = small private hospital
peril n.  FIBEGIERHI K 0 R H s BB 3 14
in less spectacular fashion - PAR/E AR

zeal, etc.

property n. S 3K properties A} FR “HEFE” , “HERE” , “#R4E” = characteristic,
the nature or basic structure

to contain v¢.  ¥E{fl, 3| = to keep within bounds; restrain

deliberately adv. #{FEHi = purposefully

interchangeable a. T H # ¥ = putting each of two things in the place of the
other

premature a. i B[], ANFHARG = happening before the natural or proper period
loss exposure 5 Z2ARETYI I (AR SLIRSO)

stereo system I {KEFI RS

to be relieved of. .. HEfHER------ = to be freed from (pain, worry...)



