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The basis of insurance

In this unit there are two texts about ideas which are essential to the operation of
insurance. The first text gives a description of how insurance works financially. The
second text looks at three fundamental legal principles of insurance.

Text 1.1 A financial definition of insurance

Pre-reading
Why do you think insurance developed? How would our lives be different today if
there was no insurance available?

Skim and scan
(a) s the style of writing in this text formal or informal?
(b) From which of the following do you think this text was taken?
(i) anewspaper (i) a textbook
(i) a children’s book (iv) an advertising brochure

Note: All words in a text preceded by an asterisk (*) can be found in the glossary at the
back of this book.

A financial definition of insurance

1 | Throughout human history, unexpected economic losses have occurred. Such
losses would continue to occur whether or not a system of insurance had ever
been devised. But through the operation of an insurance system, losses can be
predicted before they occur. The predictability of losses in advance is basic to

an insurance system’s operations. Because an insurance system allows losses 5
to be predicted in advance, it allows the cost of losses to be financed and
redistributed in advance.

2 The first definition of insurance that we will examine is the financial one. In
this instance, insurance is a financial arrangement that redistributes the costs of
unexpected losses. The insurance arrangement involves the transfer of many 10
different exposures to loss to one insurance pool, which combines the
numerous exposures.

3 An insurance system accomplishes the redistribution of the costs of losses by
collecting a premium payment from every participant in the system. In
exchange for the payment of the premium, the insured receives a promise from 15
the insurance system to be compensated in the event of a loss. In most insurance
systems only a small percentage of those insured suffer losses. Thus, an
insurance system redistributes the costs of losses from the unfortunate few

1



Insurance

members who experience them to all the members of the insurance pool
(including those who suffer losses) who have paid premiums. 20
4 Diagram 1 illustrates the way in which a fire insurance pool redistributes the
costs of losses. Assume that each member of the pool is exposed to loss of his
home by fire. Each member willingly contributed a premium - $800 — to the
insurance pool in exchange for the promise of payment in the event of fire.
Assume that homeowner # 4644 loses his house in a fire. He will collect $100,000, 25
the insured value of his house, from the insurance pool. If there were no insurance
pool, the unfortunate victim would lose $100,000. But instead, all the members of
the pool have each paid $800 to provide funds to pay for losses. Thus, each insured
has paid a part of the $100,000 loss experienced by one member.

Diagram 1: Insurance redistributes the costs of losses
You will fill in the spaces A-H for Exercise 2, page 3.

The burden of loss falls on the unfortunate homeowner where there is no insurance system

' % W FW* F#Zﬁ
i S

if his/her house burns

Cost to any homeowner A
Total loss D

The burden of loss redistributed to all homeowner where an insurance system operates

Cost to each home- Fire
G Insurance
owner orar
Total loss H -
I
5 The $800 premium each insured paid in advance was calculated from the 30

losses predicted by the insurance system. When the year began it was not
predicted that home # 4644 would burn but, rather, that 33 houses from among
the 5,000 insured would burn. From this prediction came the decision to charge
each homeowner $800 for his or her insurance.

6 An insurance system is able to operate because all the *insureds are willing 35
to substitute a relatively small certain outlay, the insurance premium, for a
relatively large uncertain loss. It is generally assumed that most people find the
possibility of suffering a large loss unpleasant to contemplate. Therefore,
people are willing to pay an insurance premium to be relieved of the
uncertainty about a loss, as well as to be compensated if the loss actually 40
occurs. Thus, even if no loss occurs during a year, as will be the case for most
insureds, value has still been received in the form of a reduced or eliminated
unpleasant mental state, the anxiety about a loss.

‘Introduction to Insurance’, Dorfman, Mark S. (3rd edn, Prentice Hall, 1987)




The basis of Insurance

When doing the exercises below do not worry about individual words you do not
understand. Do not use a.dictionary. You will see that you can do the exercises without
understanding every word.

Text organisation
1. There are six paragraphs in the text. Match each paragraph with one of the headings
below. The first one has been done for you.

Heading Paragraph number

(iy Losses are shared by insurance. 3
(i)  Premiums are based on prediction.
(i) How an insurance pool works.

(iv) Insurance is defined financially.

(v) Insurance provides peace of mind.
(vi) Future losses can be predicted.

Comprehension
2. The following amounts are missing from Diagram 1:
$800 $100,000 $0

Decide in which space in the diagram they should go. Some amounts must be used
more than once.

Space in Diagram 1 Amount
(i) SpaceA
(i) SpaceB
(i) Space C
(iv) SpaceD
(v) SpaceE
(vi) SpaceF
(vii) Space G
(vii) Space H

3. Say whether the following statements are true or false according to the text. ldentify
the paragraphs in which you find the answers.

Statement True/fals_e Paragraph riumber

0] Insurance has stopped economic losses
from happening.

(i) Insurance is only possible because
losses can be predicted.

(i)  An insurance system means that the cost
of losses is limited to a few people.

{(iv) An insured person only benefits from
his insurance when he suffers a loss.
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4. Using each of the words below once only, complete the following paragraph so that
it is correct according to the text.

compensation exposure pool redistribution premium

The is the sum of money which each individual in an insurance
scheme pays into the . As a result of paying this, the individual
protects himself against to loss and he receives _ if he
does have a loss. In this way there is a(n) of an individual's loss
among all the scheme’s members.

5. (a) What do these figures represent in the text?
(i) 33 (ii) 5,000
{b) In the example shown in Diagram 1 and discussed in paragraphs 4 and 5, why
does each householder have to pay $800 insurance?

Vocabulary

6. When reading a text in a foreign language, readers tend to worry too much about
understanding every single word. This is often not necessary if you only want to
understand the general sense of a passage. Also it is often possible to guess the
meaning of a new word in a text by looking at the context of that word. So for the
next exercise pay careful attention to the contexts of the words below and work out
their meanings. These words are all important in the field of insurance.

(a) Inlines 7 and 18 ‘redistributes’ means:
(i) addsto
(i) reduces
(iii) spreads
(iv) stops

(b) Inlines 11 and 12 ‘exposures to’ means:
(i} experiences of
(i) possibilities of
(iii) results of
(iv) reasons for

(¢) Inlines 11, 19, 21, etc. ‘pool’ means:
(i) total amount collected
(i) total amount paid for losses
(ii) total number of members
(iv) total value of insured property

(d) Inlines 14, 15, 20, etc. ‘premium’ means:
(i} a bonus received by each insured person
(i) an extra payment by an insured person who suffers loss
(i) an amount paid by some insured persons only
(iv) cost of insurance to an individual
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(e) Inlines 16 and 40 ‘to be compensated’ means:
(i) to receive a request for further payment
(i) to receive payment for any loss suffered
(i) to receive more money than the loss suffered
(iv) to receive a demand to pay higher premiums

Text 1.2 Legal principles of insurance

Skim and scan
Read this text quickly and decide which of the three headings, A, B or C, the titles
below correspond to. You don’t need to understand the words used in these titles to
do this.
(i) Indemnity
(i) Insurable interest
(i) Utmost good faith

WWWW
Legal principles of insurance

+ HEADING A

1| 1tis sometimes said that insurance is like gambling. In betting, for example, one
gives a sum of money to a bookmaker who agrees to pay out on the bet if the
horse one has backed wins the race. The law however has found a means of
distinguishing between gambling contracts, which it will not enforce, and
insurance contracts, which it will. For a contract to be one of insurance the 5
insured person must have an insurable interest in the subject matter of the
insurance. That is, he must stand to lose financially if the event insured against
happens. In life insurance, for example, a man or woman obviously has an
interest in his or her own life and can therefore insure it and also the life of a
husband or wife. But one cannot insure the life of anybody else unless their 10
death would result in financial loss to oneself. Similarly, with property,
insurance may only be effected if one stands to lose financially by its loss or
destruction. Clearly the owner of the property would lose but so also might
other people, such as a *building society which has lent money on the security
of a house or a dry cleaner who has taken in clothes for cleaning. 15

« HEADING B

2 | Further, in insurances on property or against liabilities the law applies the
principle that the *policyholder must not make a profit if the event insured
against happens. The insurance contract is said to be one of indemnity, to make
good the insured’s loss and no more. Suppose, for example, that property is
insured for more than its value and is destroyed as a result of an event insured 20
against. The insured’s recovery will be limited to the actual value. Again, if the
property has been insured twice over and is destroyed, the insured will not be
entitled to recover in all more than its total value. And if insured property is

5
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destroyed in circumstances which give the insured a right to claim both against
his own insurer and against some other person who was responsible for the 25
damage, the insured must allow the insurer to have the benefit of the right to
claim against the other person.

* HEADING C

3 | Contracts of insurance form a special class of contract in that the law requires
both parties to them, the insured and the insurer, to exercise the utmost good
faith towards each other. In particular when anyone applies for insurance (he is 30
known as the proposer) he must tell the prospective insurer every fact that he
knows or ought to know which would influence a prudent insurer in deciding
whether to grant the insurance and, if so, on what terms. To take an example, a
proposer for life insurance must reveal if he has recently had a heart attack as
this may be a sign that he is more likely to die prematurely. Similarly if a 35
motorist is seeking to insure his car and has had a number of recent road
accidents he must reveal that fact so that the insurer can decide whether to
charge him an above-normal premium because he appears to be especially
prone to accidents. If any fact of the kind described is not disclosed by the
proposer, or if any fact is misstated, even unintentionally, the insurer is entitled 40
to refuse to pay a claim under the policy. Insurers maintain that this is only right
because the proposer knows the facts and the insurer does not. The insurer
needs to be put in a fair position to decide whether to accept an insurance and

on what terms.

‘What Goes on in Insurance?’, Cockereli, H.A.L.,(Woodhead-Faulkner, 1982)

A NN NN M A TN

Text organisation

1.In pieces of writing, pronouns (e.g. ‘it’, ‘them’, ‘those’ etc.) are used to refer to
something mentioned earlier in the piece or to something which will be mentioned later.
Understanding what pronouns are referring to in any kind of writing is very important for
seeing the logical structure. To practise this skill, find out what the following pronouns in
‘Legal principles’ refer to. Give line references for your answers. The first one has been
done for you. (Remember, pronouns can refer forwards as well as backwards.)

Pronoun Refers to Line number
() It (line 1) that insurance is like gambling. 1
(i) it (line 4)
(i) it (Line 5)
(iv) one (line 5)
(v) it (line 9)

(vi) its (line 12)
- (vii) its (line 21)

(viity them (line 30)

(ix) he (lines 31 and 32)
(x) this (line 36)

(xiy this (line 42)




The basis of Insurance

Comprehension

2. Put the statements (i)—(vi) into the chart according to the heading they refer to.
Identify the lines in the text where you find the answer. The first one has been done

for

you.

Insurable interest Indemnity Utmost good faith

(i) (lines 35-39)

This principle demands complete honesty when agreeing insurance.

This principle prevents an insurance loss producing a profit.

This principle does not accept forgetfulness as an excuse.

This principle ensures that only those who have suffered loss benefit.
This principle prevents a person from claiming insurance twice for one loss.
This principle allows people other than the owner of some property to be

compensated for its l0ss.

3. Look at the following cases of insurance claims. From what is said in the text, decide
if the insurance company must pay the insurance claim in each case. Tick (V) the
box on the right if the company has to pay. Put a cross (x) if it doesn’t have to pay.

Insurance claim

Insurance company
must pay?

A man who was found guilty of dangerous driving changes his
insurance company. He buys a new car but does not tell his new
insurance company about his previous convictions. He has an
accident. He claims from his insurance company.

An old woman’s daughter dies. The daughter has been supporting
her mother financially. The mother claims on her daughter’s life

insurance policy.

A woman buys a house worth £70,000. She insures it for £100,000.
The house burns down and she claims £100,000 from her insurer.

A man's car is badly damaged in a crash. The crash was the other
driver's fault. The man receives full payment from the guilty driver's
insurance company. He then claims from his own insurance for the
damage to his car.

A person states on his life insurance application form that his

father and grandfather died from lung cancer. He himself is a heavy
smoker and also dies from lung cancer. His wife claims from the
insurance company.
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Vocabulary

4. Although you should not use a dictionary too soon when you try to read something
it is, of course, important to be able to use a dictionary effectively and quickly. To
improve this skill, use the dictionary definitions below to work out the meanings of
these words as they occur in the text.

(i) effected (line 14)
(i) liabilities (line 19)
(i) indemnity (line 22)
(iv) to grant (line 39)
(v) proposer (line 40)
(vi) prone (line 45)
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indemnify verb (finance/commerce) _ - /in'demnifar/

1 to repay someone for money spent or goods lost or damaged: You indemnify, indemmnifying,

will be indemnified for costs incurred on the company's behalf. indemnified e,

2 1o promise to protect someone from money lost or goods nofe transitive verb

damaged: The water companies were indemnified by the »< indemnify someone for

government against legal action. something: indemnify

someone against something

» guarantee? 2

indemnity noun (finance/commerce) : / in‘demnati/

" a promise to protect someone from money lost or goods damaged; Pl indemnities
repayment for this. An insurance contract that promises to pay for )¢ an indemnity agreement,
the replacement or repair of lost or damaged goods is a form.of arrangement
indemnity: arrange an indemnity against loss demand an indemnity compensation, cover! 3,
for the delayed payment | The courts have allowed the company p guarantee! 2, insurance,
directors to seek indemnity following the unwelcome takeover. _letter of indemnity

grant! /gramnt Il greent/ v [T] 1 fml to agree to fulfil or allow to be fulfilled: They
granted her request. | At last my wish was granted. (= what I wished for happened) 2
fml to give, esp. as a favour: In response to the lawyer’s appeals, the Home Secretary
granted a free pardon. [+ obj(i)+obj(d)] The country was granted its independence in
1961. | They have been granted permission to puil down the old theatre. 3 to admit
the truth of (something) to (someone): I had to grant the logic of his argument. [+ obj
+ (that)] I grant you (that) the government isn't very popular at the moment, but I still
think it will win the next election 4 granted yes (but): “We were very successful last
year.” “Granted. But can we do it again this year?” 5 granted that (in an argument)
even though; even supposing that: Granted that he should send money to help with the
bills, it doesn’t mean he will. 6 take something/someone for granted: a to accept a
fact or situation without questioning its rightness: / took it for granted that you’d want
to come with us, so I bought you a ticket. b to treat someone or something with too
little attention or concern; not recognize the true value of: He's so busy with his job
that he takes his family for granted.

proposal INSCE. a printed form filled in and handed to an insurer by a proposer, a
person intending to effect an insurance. The form gives the insurer the information he
needs so that he can decide whether to accept the proposed insurance, and if so, what
rate of premium to charge. The form is usu. a list of questions with spaces for writing
the answers.

proposer (1) INSCE. see proposal. (2) MAN at a formal meeting, the person who
formally puts a motion to the meeting. He has the right to speak first in any discussion
of that motion and to speak again at the end, immediately before a vote is taken. See
also seconder.

prone /praun/ adj 1 [F + t0-vite] likely to suffer (usu. something undesirable):
People are more prone to make mistakes when they are tired. | Women are especially

 prone to this disease. | strike-prone industries | Mary's always hurting hemg ; she’s
very accident-prone. 2 fm! lying on one’s front, face downwards: They stepped over
his prone body. — compare PROSTRATE, SUPINE (1) — ~ness n [U (t0)]

9
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5. For each of the words below, choose the meaning which is closest to how the word
is used in the text. If you are not sure about the meaning from the context, use a
dictionary.

(&) Inline 4 ‘enforce’ means:
(i) provide
(i) attack
(iif) apply
(iv) defend

(b) In line 30 ‘exercise’ means:
(i) promise
(iiy show
(iii) propose
(iv) ensure

(¢) Inline 30 ‘utmost’ means:
(i) greatest
(i) least
(iii) average amount of
(iv) unchanging

(d) Inline 32 ‘prospective’ means:

(i) future
(i) possible
(i) certain

(iv) present
(e) Inline 33 ‘prudent’ means:
(i) well-off
(i) suspicious
(ii) unsuspecting
(iv) careful

6. Different forms of the word ‘insure’ are used in the text. Look at how each one is
used and then write it below under the heading ‘Noun’ or ‘Adjective’. The numbers
next to the headings show how many different forms of the word ‘insure’ you should
find in the text.

Noun (3) Adjective (3)

Viewpoint
Do you think some kinds of insurance should be compulsory for everyone? If you think
so, which ones would you make compulsory? Why?
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