Unit 1: risk and related concepts
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1.0 Aims and Objectives

After you have completed this unit, you should be able to:

· define the term risk.

· explain the differences among risk, uncertainty, and probability.

· distinguish among risk, peril, and hazard and explain their relationships.

· identify the different classification of risk.

· identify the different types of risks related to business activities.

· identify the types of pure risks and explain them in detail.

· distinguish between pure risks and speculative risks.

1.1 introduction

Due to imperfect knowledge about the future, our activities are likely to result in outcomes, which are different from our expectations. These deviations are not desirable. Risk is undesirable outcome that exists due to imperfect foresight about the future. The future is always uncertain and no one can be perfect about the future.

The more knowledgeable the person is, the more certain it will be concerning the future events. However, the disappointing phenomenon is that perfect foresight about the future is something impossible. Thus, risk becomes a fact that always remain side by side with human being activities. 

1.2 definition of risk

There is no one universal and comprehensive definition of risk that exists so far. It is defined in different forms by several authors with some differences in the wordings used. The essence, however, is very similar. Some of the definitions are shown below:

· Risk is a condition in which there is a possibility of an adverse deviation from a desired from a desired outcome that is expected or hoped for.

· Risk is the objectified uncertainty as to the occurrence of an undesired event.

· Risk is the possibility of an unfavorable deviation from expectations; it is the possibility that something we do not want to happen will happen or something that we want to happen will fail to do so. 

· Risk is the variation in the outcomes that could occur over a specified period in a given situation.

· Risk is the dispersion of actual from expected results.

From the above mentioned and other definitions of risk, we can infer that risk is undesired outcome or it is the possibility of loss. The important point is there should be more than one outcome for the risk to happen, i.e. there will be no risk if there is only one outcome. This is because it is certain that only one outcome will take place. The absence of risk in this case implies that the future is perfectly predictable. Variations in the possible outcomes, then, lead to the existence of risk; and the greater the variability, the greater the risk will be. 

1.3 Risk Vs uncertainty

Many textbooks use the terms risk and uncertainty interchangeably. However, the distinction between the two must be noted. The “risk versus uncertainty” debate is long-running and far from resolved at present. Although the two are closely related, quite many authors make a distinction between the two terms. Uncertainty refers to the doubt as to the occurrence of a certain desired outcome. It is more of subjective belief. Subjective in a sense that it is based on the knowledge and attitudes of the person viewing the situation and as the result different subjective uncertainties are possible for different individuals under identical circumstances of the external world. 

Knight defined “risk” as a measurable uncertainty that can be determined by objective analysis based on prior experience and “uncertainty” as unmeasureable uncertainty that is of a more subjective nature because it is with out precedent. Risk is dealt with every day by weighing probabilities and surveying options, but uncertainty can be debilitating, even paralyzing, because so much is new and unknown. The practical difference between the two categories, risk and uncertainty, is that in the risk the distribution of the outcome in a group of instances is known either through calculation a priori or from statistics of past experience; while in the case of uncertainty this is not true, the reason being in general that it is impossible to form a group of instances, because the situation dealt with is in a high degree unique. 

Preffer has noted the difference between risk and uncertainty as “Risk is a combination of hazards and is measured by probability; uncertainty is measured by the degree of belief. Risk is a state of the world; uncertainty is a state of the mind.”

In general, many authors indicated that risk is objective phenomenon that can be measured mathematically or statistically. It is independent of the individuals belief. Whereas, uncertainty is subjective that cannot be measured objectively. Of course, risk and uncertainty may have some relationship. Uncertainty results from the imperfection of knowledge of mankind of predicting the future. The higher the lack of knowledge about the future the higher the uncertainty. But, it is debatable to say that higher uncertainty leads to higher risk. The presence and absence of uncertain does not necessarily mean the presence and absence of risk respectively. The following four situations underscore the difference between risk and uncertainty: 

1. Both risk and uncertainty are present 

eg. a person may be exposed to risk of disability and may experience uncertainty

2. Both risk and uncertainty are absent 

eg. sailors at present know that the earth is not flat. 

There is no possibility of falling off the edge of the earth.

3. Risk is present and uncertainty absent 

eg. the possibility of loss due to interruption of operation by fire. There may be no uncertainty because of failure to recognize the existence of such risk, understatement of the situation or because of preoccupation with other problems.

4. Risk absent but uncertainty present

eg. An hour ago, a man heard that a plane departing from the airport crashed. The man knows that his wife was scheduled to fly from the airport earlier today, but he does not know whether she was on the plane crashed. Here there is no risk as risk refers to future outcomes. However, there is uncertainty since it relates to past, present and future situations.

Hence, from the discussions above it is clear that risk is primarily objective while uncertainty relates to the subjective sate of mind. Moreover, there may not be any necessary relationship between risk and uncertainty Risk exists whether or not a person is aware of it. It is a state of the world. Uncertainty, however, exists only with awareness; it is a state of mind. For example, the risk of cancer from cigarette smoking existed the moment cigarettes are produced. However, the uncertainty did not arise until the relationship between cigarette smoking and cancer is established through scientific and empirical research.

Generally, it is possible to conclude that although there is relationship between risk and uncertainty, they are different practically. 

1.4 risk vs probability

It is necessary to distinguish carefully between risk and probability. Probability refers to the long-run chance of occurrence, or relative frequency of some event. Risk, as differentiated from probability, is a concept in relative variation. We are referring here particularly to objective risk. 

The probability associated with a certain outcome is the relative likelihood that outcome will occur. And probability varies between 0 and 1. If the probability is 0, that outcome will not occur, if the probability is 1, that outcome will occur.

Probabilities are generally assigned to events that are expected to happen in the future. There may be a number of possible events that will take place under given set of conditions; and these events may occur in equal or different chance of occurrence. The weights given to each possible event may depend on prior knowledge, past experience, statistical or mathematical estimation of relevant data or psychological belief. Thus, to each possible event is assigned a corresponding probability of occurrence that leads to probability distribution. This means that probability relates to a single possible event. 

Risk on the other hand refers to the variation in the possible outcomes. This means that risk depends on the entire probability distribution. It indicates the concept of variability. Therefore, the concepts of risk and probability are two different things. 

The following example illustrates the distinction between risk and probability. Suppose the occurrence of a particular event is to be considered. One extreme is that this event is certainly to take place. Thus, the probability that this event will take place is 1. There is certainty as to the occurrence of this event with prefect foresight in this regard. Accordingly, there is no risk. The other extreme is that the event will not take place at all. Hence, the probability of occurrence is zero. Here, too, there is certainty and therefore, there is nor risk. In between these two extremes there could be several occurrences of the events with the corresponding probabilities of occurrence. It is therefore; risk and probability are different but related concepts.

Check Your Progress Exercise 1

1. What is risk?

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Identify the differences between risk and uncertainty 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

3. Explain the concepts “state of the mind” and “state of the world” 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

4. Differentiate the concepts of risk and probability 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

1.5 distinction of risk, peril and hazard

The concepts of risk has already been defined above. Two concepts, peril and hazard must be distinguished from risk. Although, the three concepts have one common feature in transmitting bad taste or feeling, they are differentiated as follows: 

Peril: - refers to the specific cause of a loss. For example, fire, windstorm, theft, explosion, flood etc. therefore, the source or cause of a loss is called a peril. 

Hazard: - refers to the condition that may create or increase the chance of a loss arising from a given peril. Hazard affects the magnitude and frequency of a loss. The more hazardous conditions are, the higher the chance of loss. There are three categories of hazards:

1. Physical Hazard: - This is associated with the physical properties of the item exposed to risk. Examples of physical hazard include the following:

· type of construction material such as wood, bricks, etc 

· location of property such as near to fuel station, near to flood area, near to earthquake area, etc.

· occupancy of building such as dry cleaning, chemicals, supermarket etc.

· working condition such as machines for personal accidents.

· etc.

2. Moral Hazard: - This originates from evil tendencies in the character of the insured person. It is associated with human nature, qualities, reputation, attitude, etc. examples include the following:

· dishonesty, fraudulent intention, exaggeration of claims, etc …

3. Morale Hazard: - This originates from acts of carelessness leading to the occurrence of a loss. It occurs due to lack of concern for events. Examples are:

· poor house keeping in stores

· cigarette smoking around petrol sations.

· etc.

In some situations, however, it is difficult to distinguish between a peril and a hazard. Fore example, a fire in general may be regarded as a peril concerning the loss of physical property. It may also be regarded as a hazard concerning auto collisions created by the confusion in the vicinity of the fire (around the fire).

1.6 classification of risk

Risk can be classified in several ways according to the cause, their economic effect, or some other dimensions. The following summarizes the different ways of classifying risks.

1. Financial Vs Non-financial risks

This way of classification is self explanatory. Financial risks result in losses that can be expressed in financial terms. Non-financial risk does not have financial implication. For example, loss of cars (property) is a financial risk, and deate of relatives is a non-financial risk.

2. Static Vs Dynamic risks

Dynamic risks originate from changes in the over all economy which are associated with such as human wants, improvements in technology and organization (price changes, consumer taste changes, income distribution, political changes, etc.). They are less predictable and hence beyond the control of risk managers some times. 

Static risks, on the other hand, refer to those losses that can take place even though there were no changes in the over all economy. They are losses arising from causes other than changes in the overall economy. Unlike dynamic risks, they are predictable and could be controlled to some extent by taking loss prevention measures.

3. Fundamental Vs Particular risks

Fundamental risks are essentially group risks; the conditions, which cause them, have no relation to any particular individual. Most fundamental risks are economic, political or social.

Particular risks are those due to particular and specific conditions, which obtain in particular cases. They affect each individual separately. They are usually personal in cause, almost always personal in their application. Because they are so largely personal in their nature, the individual has certain degree of control over their causes.

Thus, fundamental risks affect the entire society or a large group of the population. They are usually beyond the control of individuals. Therefore, the responsibility for controlling these risks is left for the society it self. Examples include: unemployment, famine, flood, inflation, war, etc. Particular risks are the responsibility of individuals. They can be controlled by purchasing insurance policies and other risk handling tools. Examples include: property losses, death, disability, etc. 

4. Objective Vs Subjective risks

Some authors classify risk in to objective and subjective. These two types of risk are also mentioned as measurable and Non-measurable risk.

Objective risk has been defined as “the variation that exists in nature and is the same for all persons facing the same situation”. it is the state of nature (world). However, each individual’s estimate of the objective risk varies due to a number of factors. Thus, the estimate of the objective risk which depends on the person’s psychological belief is the subjective risk. The problem, however, is that it is difficult to obtain the true objective risk in most business situation. 

The characteristics of objective risk is that it is measurable. In other words, it can be quantified using statistical or mathematical techniques.

5. Pure Vs Speculative risks

The distinction between pure and speculative risks rest primarily on profit/loss structure of the underlying situation in which the event occurs. Pure risks refer to the situation in which only a loss or no loss would occur. There are only two distinct outcomes: loss or no loss. They are always undesirable and hence people take steps to avoid such risks. Most pure risks are insurable. Pure risks are further classified in to three categories: personal risk, property risk, and liability risk.

i. Property risk

This refers to losses associated with ownership of property such as destruction of property by fire. Ownership of property puts a person or a firm to property exposure, i.e. the property will be exposed to a wide range of perils. 

ii. Personal risk

This refers to the possibility of loss to a person such as death, disability, loss of earning power, etc. There are losses to a firm regarding its employees and their families. Personal risks may arise due to accidents while off duty, industrial accident, occupational disease, retirement, sickness, etc. Generally, financial losses caused by the death, poor health, retirement, or unemployment of people are considered as personal losses. Either the workers and their families or their employers may suffer such losses.

iii. Liability risk

The term liability is used in various ways in our present language. In general usage, the term has become synonymous with “responsibility” and involves the concept of penalty when a responsibility may not have been met. A person may be generally obligated to another, because of moral or other reasons, to do or not to do something; the law, however, does not recognize moral responsibility alone as legally enforceable. One would be legally obliged to pay for the damage he/she inficted upon other persons or their property.

Speculative risks, on the other hand, provide favorable or unfavorable consequences. The situation is characterized by a possibility of either a loss or a gain. People are more adverse to pure risks as compared to speculative risks. In speculative risk situation, people may deliberately create the risk when they realize that the favorable outcome is so promising. Speculative risks are generally uninsurable. For example, expansion of plant, introduction of new product to the market, lottery, and gambling.

Both pure and speculative risks commonly exist at the same time. For instance, accidental damage to a building (pure risk) and rise or fall in property values caused by general economic conditions (speculative risk). Risk managers are concerned with most but not all pure risks. For the detail refer unit 2.

Check Your Progress Exercise 2
1. Identify the differences and relationships between risk, peril, and hazard.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Explain the differences between moral hazard and morale hazard

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

3. Identify the types of pure risks and explain them briefly

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

4. Explain the concepts of pure risks and speculative risks.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

5. Discuss fundamental and particular risks and mention three examples for each of them

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

1.7 risks related to business activities

Most risks in business environment are speculative in nature. The finance literature considers five types of risks that business organizations face in the course of their normal operation: business risk, financial risk, interest rate risk, purchasing power risk, and market risk.

1. Business Risk: - This the risk associated with the physical operation of the firm. Variations in the level of sales, costs, profits, are likely to occur due to a number of factors inherent in the economic environment. Business risk is independent of the company’s financial structure. 

2. Financial Risk: - This is associated with debt financing. Borrowing results in the payment of periodic interest charge and the payment of the principal upon maturity. There is a risk of default by the company if operations are not profitable. Other financial risks include: bankruptcy, stock price decline, insolvency, etc. Bond holders are less exposed to financial risk than common stock holders because they have a priority claim against the assets of an insolvent firm. 

3. Interest Rate Risk: - This is a risk resulting from changes in interest rates. Changes in interest rates affect the price of financial securities such as the price of bonds, stock, etc---

4. Purchasing power Risk: - This risk arises under inflationary situations (general price rise of goods and services) leading to a decline in the purchasing power of the asset held. Financial assets lose purchasing power if increased inflationary tendencies prevail in the economy. 

5. Market Risk: - Market risk is related to stock market. It refers to stock price variability caused by market forces. It is the result of investors reactions to real or psychological expectations. The market in many cases, is also affected by such events like presidential election, trade balances, wars, new inventories, etc. market risk is also called systematic or non diversifiable risk. All investors are subject to this risk. It is the result of the workings of the economy; and cannot be eliminated through portfolio diversification. 

Check Your Progress Exercise 3

1. Identify some of the risks associated with business activities. 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Explain the differences interest rate risk and purchasing power risk.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

3. Explain the concept of diversifiable and non-diversifiable risks. 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

1.8 Summary

Risk is an adverse deviation from the desired or expected outcome while results due to imperfect knowledge of the future.

Risk and uncertainty are two different but related concepts. Risk is objective and the state of the world while uncertainty is subjective, the state of the mind. 

Risk can be classified in various ways by considering the different aspects of it. Financial Vs non financial risks, static Vs dynamic risks, fundamental Vs particular risk, objective Vs subjective risks, and pure Vs speculative risks. However, in risk management pure Vs speculative way of classifying risks is common.

Pure risks are those, which occur in situation where only two (loss or no loss) distinct outcomes exists. And they are further classified as personal property, and liability risk.

Business cannot be undertaken in a vacuum. Hence, there are various risks associated with it such as: market risk, interest rate risk, purchasing power risk, and others.

1.9 Answer to Check Your Progress Exercises

Check Your Progress Exercise 1

1. Risk is simply defined as an adverse deviation or it is undesired event (outcome).

2. Risk:       - is objectively measured

· is a state of the world

· is measured by probability

      Uncertainty:       -     is a subjective belief

· is a state of the mind

· cannot be measured objectively

3. A state of the mind refers to something that exists in the mind of human beings. Whereas, a state of the world means something that happens in the world. Uncertainty is a state of the mind because it exists only the mind as a worry. But risk is a state of the world that exists in the world that is why it can be measured.

4. Probability is the likelihood or chance of outcomes. Where as risk is the variation of outcomes. By assigning the corresponding probability for each occurrence, probability distribution is developed and risk depends based on the entire probability distribution.

Check Your Progress Exercise 2

1. Peril is the source or cause of a risk.

Hazard is a condition that increases (facilitates) the loss arising from peril. It increases the magnitude and frequency of risk (loss).

2. Moral hazard is a condition that increases risk due to intentional acts of persons. Individuals can increase the magnitude of loss due to their intentional acts. On the other hand, morale hazard is the careless acts of human beings, which also increase the magnitude of loss. Morale hazard is not an intentional acts of persons rather it is due to carelessness.

3. Property risks: losses associated with ownership of property. Persons can suffer losses due to ownership of different properties such as: cars, buildings, and other properties.

Personal risk: refers to the possibility loss as the result of various problems with persons such as death, disability and loss of earning power.

Liability risk: losses associated with legal obligation of individuals. Individuals are legally obliged to pay for the loss they create on others.

4. In pure risks, there are only two distinct outcomes (loss or no loss). For example, if you own a car either there will be a loss if risk happens or no loss if there is no risk. Where as in speculative risks, the outcomes are loss, no loss, or gain. For example, lottery. Pure risks are mostly insurable but speculative risks are generally uninsurable.

5. Particular risks are those losses arised due to specific conditions and they affect individuals separately. For example: property loss, liability loss, death, etc.

Fundamental risks are general losses, which affect large group of people at a time. Examples: unemployment, famine, inflation, etc.

Particular risks are mostly insurable and fundamental risks are usually uninsurable. 

Check Your Progress Exercise 3

1. Business risk, interest rate risk, financial risk, purchasing power risk, market risk, etc.

2. Interest rate risk arises due to changes in interest rates, but purchasing power risk arises due to inflation. When there is high inflation rate, the purchasing power of money decreases.

3. Diversifiable risks are those risks, which can be reduced or limited through portfolio diversification. For example, a firm can avoid certain risks by entering into diversifiable activities. Where as non-diversifiable risks are those risks, which cannot be avoided through diversification of activities. 

Unit 2: Risk management 
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2.0 Aims and Objectives

After you have completed this unit, you should be able to:

· define the concept of risk management

· identify the basic steps involved in the process of risk management

· define risk identification and discuss the methods used to identify potential losses

· distinguish between loss frequency and loss severity

· identify the methods of valuing potential direct property losses

· discuss the relationship among risk measurement and probability distribution

· understand Poisson, and binominal probability distribution methods used to measure risks

· identify different risk handling tools and discuss them briefly. 

2.1 Introduction

This unit focuses on the methods, procedures and techniques used by the risk manager so as to minimize the risk occur in a firm.

Once we understand that risk always exist with a firm or human being activities, managers should take different measure to avoid or reduce these losses or undesired events. 

2.2 definition of risk management

Risk management is the identification, measurement, and treatment of property, liability, and personnel pure-risk exposures. It involves the application of general management concepts to a specialized area.

It requires the drawing up of plans, the organizing of material and individuals for the undertaking, the maintaining of activity among personnel for the objectives involved, the unifying and coordinating all the activities and efforts, and finally the controlling these activities.

2.3 risk management process

The process of Risk management includes the following five steps.

1. Risk identification

The loss exposures of the business or family must be identified. Risk identification is the first and perhaps the most difficult function that the risk manager or administrator must perform. Failure to identify all the exposures of the firm or family means that the risk manager will have no opportunity to deal with these unknown exposures intelligently.

2. Risk Measurement: - 

After risk identification, the next important step is the proper measurement of the losses associated with these exposures. This measurement includes a determination of: 

a) the probability or chance that the losses will occur

b) the impact the losses would have upon the financial affairs of the firm or family, should they occur.

c) the ability to predict the losses that will actually occur during the budget period.

The measurement process is important because it indicates the exposures that are most serious and consequently most in need of urgent attention. It also yields information needed in risk treatment.

3. Tools of Risk Management

Once the exposures has been identified and measured the various tools of risk management should be considered and a decision made with respect to the best combination of tools to be used in attacking the problem. These tools include: 

a) avoiding the risk

b) reducing the chance that the loss will occur or reducing its magnitude if it does occur

c) transferring risk to some other party, and

d) retaining or bearing the risk internally

 The third alternative includes, but not limited to the purchase of insurance. In selecting the proper tool or combination of tools the risk manager must establish the cost and other consequences of using each tool or combination of tools. He/she must also consider the present financial condition /position/ of the firm or family, its over all policy with reference to risk management and its specific objectives. 

4. Implementation:

After deciding among the alternative tools of risk treatment the risk manager must implement the decisions made. If insurance is to be purchased for example, establishing proper coverage, obtaining reasonable rates, and selecting the insurer are part of the implementation process.

5. Controlling/monitoring:

The results of the decisions made and implemented in the first four steps must be monitored to evaluate the wisdom of those decisions and to determine whether changing conditions suggest different solutions.

2.4 Objectives of Risk Management

1. Mere survival: - to exist as a business enterprise as a going concern

2. Peace of mind: - to avoid mental and physical strain of uncertainty of a person

3. Lower risk management costs and thus higher profits

4. Fairly stable earnings: - to eliminate the fluctuating nature of earnings due to fluctuating losses.

5. Little or no interruptions of operations

6. Continued growth

7. Satisfaction of the firm’s sense of social responsibility or desire for a good image/ creating good will on society/value maximization/

8. Satisfaction of externally imposed obligations. 

2.5 Risk Identification

Risk identification is the process by which a business systematically and continually identifies property, liability, and personnel exposures as soon as or before they emerge. The risk manager tries to locate the areas where losses could happen due to a wide range of perils. Unless the risk manager identifies all the potential losses confronting the firm, he or she will not have any opportunity to determine the best way to handle the undiscovered risks. 

To identify all the potential losses the risk manager needs first a checklist of all the losses that could occur to any business. Second, he or she needs a systematic approach to discover which of the potential losses included in the checklist are faced by his/her business. The risk manager may personally conduct this two-step procedure or may rely upon the services of an insurance agent, broker, or consultant. 

After the checklist is developed, the second step is to discover and describe the types of losses faced by a particular business. Because most business are complex, diversified, dynamic operations, a more systematic method of exploring all facets of the specific firm is highly desirable. Seven methods that have been suggested are: 

1. the risk analysis questionnaire

2. the financial statement method

3. the flow-chart method

4. on-size inspection

5. planned interactions with other departments

6. statistical records of past losses

7. analysis of the environment

No single method or procedure of risk identification is free of weaknesses or can be called foolproof. The strategy of management must be to employ that method or combination of methods that best fits the situation at the hand. 

The choice depends on:

· the nature of the business

· the size of the business

· the availability of in house expertise, etc

1. The risk analysis questionnaire: - It does more than provide a checklist of potential losses. It directs the risk manager to secure in a systematic fashion specific information concerning the firm’s properties and operations.

Eg. If a building is leased from some one else, does the lease make the firm responsible for repair or restoration of damage not resulting from its own negligence? 

2. Financial statement method: - A second systematic method for determining which of the potential losses in the checklist apply to a particular firm and in which way is the financial statement method. By analyzing the balance sheet, operating statements and supporting records, the risk manager can identify all the existing property, liability and personal exposures of the firm. By coupling these statements with financial forecasts and budgets, the risk manager can discover future exposures.

3. Flow-chart method: - Is the 3rd systematic procedure for identifying the potential losses facing a particular firm. First, a flow chart or series of flow charts is constructed, which shows all the operations of the firm, starting with raw materials, electricity, and other inputs at supplies locations and ending with finished products in the hands of customers. Second the checklist of potential property, liability, and personal losses is applied to each property and operation shown in the flow chart to determine which losses the firm faces.

4. On-site inspections: - are a must for the risk manager. By observing first hand the firm’s facilities and the operations conducted thereon the risk manager can learn much about the exposures faced by the firm.

5. Interactions with other departments:- Through systematic and continuous interactions with other departments in the business, the risk manager attempts to obtain a complete understanding of their activities and potential losses created by these activities.

6. Statistical Records of losses: - Another approach that will probably suggest fewer exposures than the others but which may identify some exposures not other wise discovered is to consult statistical records of losses or near losses that may be repeated in the future. 

7. Analysis of the environment: By analyzing the internal and external environment such as customers, competitors, suppliers and government, the risk manager can identify the potential losses.

In identification process the risk manager gives more emphasis on pure risks: property losses, personal and liability losses.

2.6 Liability losses

Firms might get exposed to liability risks which refer to injuries caused to other people or damages caused to their property, because of their operating activities.

The following are some of the factors leading to liability losses.

i) Product Liability: is associated with the manufacture and sell of a particular product. For example, if a pharmaceutical company sells a drug or medicine that causes serious health problems, the victim might file a law suit demanding compensation. This then may lead to a potential loss to the firm producing the product. Quality problems, breach of warranty, misleading advertisement, etc are some of the factors that lead to liability losses. 

ii) Motor Vehicles: this is the most frequent factor a firm should expect liability losses as use of various kinds of motor vehicles. Operation of motor vehicles could lead to killing of people or injuries and damages of property of other people due to accidents such as collisions, fire, crash, etc.

iii) Industrial Accidents: factory employees are likely to suffer physical injuries at work sites. In some types of activities they may be exposed to job related diseases. This is common in the case of laundries, chemical industries, cement factories, and others where employees are exposed to dust inhalation and pungent chemical smell that can cause occupational diseases. Liability loss arises then as the firm has to compensate employees for their injuries and job related diseases faced during the course of employment. 

iv) Industrial Waste: industrial wastes released into air or thrown into rivers and lakes are major sources of environmental pollution. Following the development of environmental economics, environmentalists are giving hard time to industries. There is then a potential liability loss if the firm's activities pollute the environment and a law suit is filed against its activities.

v) Professional Activities: in the filed of consultancy, medicine, construction, and other professional activities, liability losses are likely to emerge because of the deficiencies inherent in the services rendered due to negligence, errors, intentional concealment and the like.

vi) Ownership of immovable: this refers to building, land and machinery owned. The use of such immovable by people may bring liability losses for injuries might be caused by accidents. For example, faulty electrical, connections, old building faulty elevators and escalators may cause injury to people while they are using these facilities. 

Check Your Progress Exercise 1

1. Define the concept of risk management.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Identify the steps involved in risk management process and explain them in short.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

3. Identify at least six objectives of risk management.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________4. Discuss the risk identification methods.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

5. Identify the sources of liability losses and explain how the could be? 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2.7 Risk Measurement

After the risk manager has identified the various types of potential losses faced by his or her firm, these exposures must be measured in order to determine their relative importance and to obtain information that will help the risk manager to decide upon most desirable combination of risk management tools.

2.7.1 Dimensions to be Measured
Information is needed concerning two dimensions of each exposure 

1. The loss frequency or the number of losses that will occur and

2. The loss severity

Both loss frequency and loss severity data are needed to evaluate the relative importance of an exposure to potential loss. However, the importance of an exposure depends mostly upon the potential loss severity not the potential frequency. A potential loss with catastrophic possibilities although infrequent, is far more serious than one expected to produce frequent small losses and no large losses. On the other hand loss frequency cannot be ignored. 

If two exposures are characterized by the same loss severity, the exposure whose frequency is greater should be ranked more important. There is no formula for ranking the losses in order of importance, and different persons may develop different rankings. The rational approach, however, is to place more emphasis on loss severity.

Loss-frequency Measures 
One measure of loss frequency is the probability that a single unit will suffer one type of loss from a single peril. Instead of estimating the probability that a single unit suffer one type of loss from a single peril during the coming year, the risk manager can, in the same way estimate the probability that the unit will suffer that type of loss from many perils. This probability will be higher because of the additional possible causes of loss.

Loss-severity Measures
Two measures commonly used to measure loss severity are:

1. the maximum possible loss, and

2. the maximum probable loss

The maximum possible loss is the worst loss that could possibly happen and the maximum probable loss is the worst loss that is likely to happen. The maximum possible loss, therefore, is usually greater than the maximum probable loss. Of these two measures, the maximum probable loss is the most difficult to estimate but also the most useful.

In estimating the maximum possible loss and the maximum possible loss and the maximum probable loss the risk manager, ideally, would consider all types of losses that might result from a given peril.

In determining loss severity the risk manager must be careful to include all the types of losses that might occur as a result of a given event as well as their ultimate financial impact upon the firm: direct, indirect and net income losses.

The potential direct property losses are rather generally appreciated in advance of any loss, but potential indirect and net income losses that may result from the same event are commonly ignored until the loss occurs. This same event may also cause liability and personnel losses.

2.7.2 Methods of Valuing Potential Direct Property Losses
1. Original Cost: Original cost is simply the amount of money paid for the property at its acquisition by the business firm. However, it has many weakness to evaluate potential losses.

a. The value is completely dependent up on the price level and bargaining, position of the business firm at the time of acquisition. 

b. Original cost takes no account of the physical depreciation or wear and tear that has occurred during the period of use since acquisition.

c. Original cost also ignores what may have occurred because of changes.

2. Original Cost Less Accounting Depreciation: Accountants traditionally have valued plant and equipment at original cost less depreciation, depreciation being the amount of the original cost that has been charged as an expense against the income earned since the acquisition of the property. Original cost less depreciation is not also a useful measure because of the deficiencies of the original cost measure and because accounting depreciation may have little or no relationship to engineering or physical depreciation.

3. Market Value: in the case of real estate, the market value established by obtaining offers to purchase may be of value to the risk manager. The difficulty with this approach, however, is that market value is closely linked to the supply and demand function for real estate of the particular kind involved and the lot value, which usually is not destroyed by most contingent events. Market value is also somewhat difficult to establish, since each building is unique, and completely duplicate facilities seldom exist for most forms of real estate. Finally, the market value may be higher than the direct property loss because it may include some payments for the right to use the property immediately.

Personal property that is readily obtainable in established markets may be valued according to current purchase or invoice prices from these market sources.

4. Tax-Appraised Value: the value placed up on property for tax purposes has been suggested by some as a way of establishing potential loss to property interests; but these values have many deficiencies. For example, some states and localities set the tax value at less than their estimate of the true value. Tax value may also be closer to the true value on new properties that on old properties.

5. The Economics or Use Value: another way of valuing property loss is by measuring the present value of the income it produces. For example, if a property produces a net income of Birr 50,000 at the end of each year for three years, the present value of this income stream is the sum of the present values of each of the three 50,000 Birr incomes. The approximate present value of the three incomes, therefore, is 45,500 + 41,400 + 37,700 = 124,000. Thus, the value of the property loss will be Birr 124,000.

This capitalization procedure is often used when the property is rented or peculiarly designed and the income and profit position of the firm would be directly affected by its destruction. The major disadvantage associated with using this approach to determine direct losses is that, like the market value, this economic value also reflects net income losses, which should be measured separately. Furthermore, the value may be greatly affected by the location of a building and the skill of the management. And finally, the valuation estimates of the future incomes and the discount rates are very subjective.

6. Reproduction Value: reproduction cost is the cost of reproducing or replacing the existing property exactly at current prices. This measure may produce an unrealistic value. For example, the materials or design used to construct a building now twenty years old may be outdated. To produce a computer that is ten years old may cost more than buying a more effective, modern computer.

7. Replacement Cost for New: replacement cost for new is the cost of replacing the property with new property that is not exactly the same but meets current reasonable specifications. For example, a risk manager may determine what it would cost to replace a building by another that is equivalent in terms of space or volume at the same or another location but of reasonable, current design. The basic problem here is that the business firm would be getting a new building for an old one. On the other hand, the argument can be made that so long as the old building stands. It can be used in its present design and construction.

8. Replacement Cost New Less Physical Depreciation and Obsolescence: in many property loss valuations risk managers subtract from replacement cost new an allowance for physical depreciation, economic obsolescence, or both. Their reasoning is that the business will gain if a property is replace with new property. No loss will have occurred. The older the property, the more risk managers argue that this is true. The firm should recognize, however, that a loss will force it into a replacement decision that would normally not be made at that time and that replacement will require additional financing.

One difficulty associated with this measure is the task of measuring physical depreciation and economic obsolescence. Physical depreciation is the result of age and wear and tear. Economic obsolescence is illustrated by a change in fashion or the development of new, more efficient machinery.

In valuing the cost of replacing personal property on either this basis or the basis of replacement cost new, one must be careful to include all the costs (e.q., transporting, installing, and ticketing costs) that would be incurred in obtaining the replacement. The risk manager should also recognize that the same property has replacement costs as it moves through the channel of distribution from the manufacturer to the wholesaler to the retailer to the ultimate consumer. Finally, in assessing either real or personal property losses one should include the expenses associated with cleaning up the debris following an accident.

2.7.3 Risk Management and Probability Distribution
A more sophisticated way to measure potential losses involves probability distributions. However, this method is more difficult to explain and the data needed to construct the required probability distribution are commonly not available. Nevertheless, probability distributions make possible more comprehensive risk measurements than other techniques; and also, they are becoming a more common tool of modern management, and data sources are improving. Furthermore, probability distributions improve one's understanding of the more popular risk measurements and are extremely useful in determining which risk management devices would be best in a given situation.

A probability distribution shows for each possible outcome, its probability of occurrence. It is used to estimate numerically the potential loss from a risk. Using the probability distribution, it is possible to measure the various aspects of a risk; such as:

1. the total dollar losses per year (physical period)

2. the number of occurrences per year

3. the dollar losses per occurrence

1. Total Dollar Losses Per Year

The probability distribution of the total dollar losses per year shows each of the total dollar losses that the business may experience in the coming year and the probability that each of these totals might occur. For example, assume that:

i) a business has five cars, each of which is valued at 10,000 Birr

ii) each car may be involved in more that one collision a year; and

iii) the physical damage may be partial or total.

Also assume prompt replacement of any car that goes out of service, thus reducing net income losses to a minimal level. A hypothetical probability distribution that might apply in this situation is shown below:


Total Dollar Losses Per Year 

      Probability


Birr 

    0




0.606

  500




0.273

1000 0.100

2000 0.015

5000 0.003

         10,000




0.002



         20,000




0.001








1.000

If the risk manager can estimate accurately the probability distribution of the total dollar losses per year, he or she can obtain useful information concerning:

1. the probability that the business will incur some dollar loss,

2. the probability that "severe" losses will occur,

3. the average loss per year, and

4. the risk or variation in the possible results.

Given the above distribution, the probability that the business will suffer no dollar loss is almost 0.61 (0.606). Because the business must suffer either no loss or some loss, the sum of the probabilities of no loss and some loss must equal 1. Consequently, the probability of some loss is equal to about 1 – 0.61 = 0.39. An alternative way to determine the probability of some loss is to sum the probability for each of the possible total dollar losses: i.e., 0.273 + 0.100 + 0.015 + 0.003 + 0.002 + 0.001 = 0.394 (1 – 0.606 = 0.394).

The potential severity of the total dollar losses can be measured by stating the probability that the total losses will exceed various values. For example, the risk manager may be interested in the probability that the dollar losses will equal or exceed 5,000 Birr. These probabilities can be calculated for each of the values in which the risk manager is interested and for all higher values. For example, the probability that the dollar losses will equal or exceed Birr 5000 is equal to 0.003 + 0.002 + 0.001 = 0.006.

Another extremely useful measure that reflects both loss frequency and loss severity is the expected total dollar loss or the average annual dollar loss in the long run. Because the probabilities above represent the proportion of times each dollar loss is expected to occur in the long run, the expected loss can be obtained by summing the products formed by multiplying each possible outcome by the probability of its occurrence; i.e., 0(0.606) + 500(0.273) + 1000(0.100) + 2000(0.015) + 5000(0.003) + 10,000(0.002) + 20,000 (0.001) = 321 Birr. This measure indicates the average annual dollar loss the business will sustain in the long run if it retains this exposure. 

Up to this point, no yardstick has been suggested for measuring risk but its relationship to the variation in the  probability distribution has been noted. Statisticians measure this variation in several ways. One of the most popular yardsticks for measuring the dispersion around the expected values is the standard deviation. The standard deviation is obtained by subtracting the average value from each possible value of the variable, squaring the difference, multiplying each squared difference by probability that the variable will assume the value involved, summing the resulting products, and taking the square root of the sum. 

The standard deviation for the example given above is calculated as follows:

	(1)

Value
	(2)

Value-average
	(3)

(Value-average)2
	(4)

Probability
	3 x 4

	$ 0

500

1000

2000

5000

10,000

20,000
	0 – 321

500 – 321

1000 – 321

2000 – 321

5000 – 321

10,000 – 321

20,000 – 321
	$ (-321)2
(179) 2
(679) 2
(1679) 2
(4679) 2
(9679) 2
(19679) 2
	0.606

0.273

0.100

0.015

0.003

0.002

0.001
	62,443

8,747

46,104

42,286

65,679

187,366

387,263

	
	
	
	
	799,888


Then the standard deviation is
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 = $894.

When there is much doubt about what will happen because there are many outcomes with some reasonable chance of occurrence, the standard deviation will be large; when there is little doubt about what will happen because one of the few possible outcomes is almost certain to occur, the standard deviation will be small.

2. Number of Occurrences Per Year

This refers to the number of accidents expected to occur per physical period (year). If each occurrence produces the same dollar loss, the distribution of the number of occurrences per year can be transformed into a distribution of the total dollar losses per year by multiplying each possible number of occurrences by the uniform loss per occurrence. If the dollar loss per occurrence varies within a small range, the distribution of the total dollar losses per year can be approximated by multiplying each possible number of occurrences by the average dollar losses per occurrence. If the dollar losses per occurrence vary widely, one needs the probability distributions of the dollar losses per occurrence and the number of occurrences per year to develop information about the total dollar losses per year.

3. Dollar Losses Per Occurrence

Researchers have also has some success describing the probability distribution of the dollar losses per occurrence. This distribution would state the probabilities that the dollar losses in an occurrence would assume various values. Generally dollar loss per occurrence refers to the average monetary loss expected per accident (occurrence).

2.7.4 Risk Measurement Methods
There are various methods used to measure the different aspects of a risk. Some of these methods  are:

1. Poisson distribution method

2. Binomial distribution method, and

3. Normal distribution method

1. Poisson Distribution

The Poisson probability distribution can be used for the analysis of risk measurement. The Poisson distribution works well when:

i) there are at least 50 units exposed independently to loss, and

ii) the probability that any particular unit will suffer a loss is the same for all units less than 0.1 (1/10).

These conditions can be satisfied in two ways. First, the business can have at least 50 persons, properties, or activities each of which can suffer at most one occurrence per year, and the probability being less than 0.1 (1/10) that any particular unit will have an occurrence. Second, the number of persons, properties, or activities may be less than 50, but each unit can have more than one occurrence during the exposure period.

The only information that is crucial in constructing a Poisson probability distribution is the expected number of accidents (the main). Once the mean is determined, the probability of any number of accidents will be easily calculated using the following formula:

P(r) = 
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Where: 
M = Expected number of accidents



 r  = number of occurrences



 e  = 2.71828

To illustrate the application of this formula, assume that there are 5 cars and each has experiencing about one collision every two years. The mean therefore is ½ or 0.5 collision per year. Then the probability distribution is developed as follows.

P(0) = 
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We continue like above until we found that the sum of probability of all accidents equal to 1. Thus the probability distribution is:


      No of Collisions


    Probability

0 0.6065

1 0.3033

2 0.0785

3 0.0126

Once the probability distribution is developed, it would not be difficult to determine the probability of any number of accidents that are likely to occur. For example, the probability of no collisions is almost 0.61 or 61%; the probability of more than three collisions is 1- 0.9982 (0.6065 + 0.3033 + 0.758 + 0.0126) = 0.0018; and the probability of more than one collision is 1 – (0.6065 + 0.3033) = 0.0902 or 9.02%.

2. Binomial Distribution

Another method used by the risk manager to measure risk is binomial probability distribution. To use the binomial distribution the risk manager must be familiar with the basic assumption of the distribution.

The first assumption is that the objects are independently exposed to loss. The other assumption is that each exposed unit suffered (experience) only one loss in a year (or other budget period). Thus the probability that the firm will suffer r occurrences during the year is calculated using the formula:



P(r) = 
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Where: n = number of exposures


r = number of accidents (occurrences)


p = probability of occurrence

To illustrate, assume that there are 5 trucks which are operated by a business and if an accident happens to a particular truck, it becomes a total loss. New trucks are purchased at the beginning of every year to make up the lost ones so that the firm always starts the new physical period with 5 trucks.

First it is assumed that monetary loss per accident is constant and it is Birr 5000.

	Year
	No of trucks
	No of accidents
	Total monetary loss

	1

2

3

4

5
	5

5

5

5

5
	2

2

3

2

1
	Br 10,000

     10,000

     15,000

    10,000

      5,000

	Sum

Mean
	25

5
	10

2
	    50,000

    10,000


 Thus, the average monetary loss per accident = 
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 = 5,000, and the probability of an accident can be estimated as  P = 2/5 = 0.4

With this information as a point of departure it would be possible to construct a binomial probability distribution for the following variables of interest:

1. number of accidents, and

2. total monetary losses

Given: n = 5

p = 0.4

q = 0.6 (1 – p)

Using the formula [p(r) =
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pr q(n – r)]the following probability distribution can be constructed.

	No of accidents
	Monetary loss
	Probability
	Expected no of accidents
	Expected monetary loss

	0

1

2

3

4

5
	0

5,000

10,000

15,000

20,000

25,000
	0.07776

0.25920

0.34560

0.23040

0.07680

0.01024
	0

0.2592

0.6912

0.6912

0.3072

0.0512
	Birr 0

1296

3456

3456

1536

256

	Sum
	
	1.00
	2.00
	10,000


Then from the above probability distribution we can determine the following:

1. the expected number of accidents or the average accidents to occur is 2.

2. the expected total monetary loss is Birr 10,000.

In addition, we can determine various aspects of the risk. For example, the probability that the firm will face some accident is 0.92224 = 1 – 0.7776. This probability is so high that implies the risk manager should take appropriate measures to handle the risk. The probability that the firm will face some monetary loss is also 0.92224. And the probability that monetary loss equals or exceeds Birr 10,000 is 0.66304 = (1 – (0.07776 + 0.25920).

Formula for the Mean and Standard Deviation (SD)
For Poisson Distribution

Mean (M) = np

SD = 
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Where:

n = number of exposure units





p = probability

For Binomial Distribution

Mean (M) = np

SD = 
[image: image11.wmf]npq



Where:

n = number of exposure units




p = probability




q = 1 - p

Risk Measures

1. Risk relative to the mean (coefficient of variation). It indicates that the variability of the total annual monetary losses from the expected value (the mean). It is calculated by dividing standard deviation with mean.  RM = SD/M.    The higher the coefficient of variation (RM), the higher the risk, meaning variability increases. 

2. Risk relative to the number of exposure units (Rn). It indicates the deviation from the expected outcome as a percentage of the total number of exposure units. It is also calculated by dividing standard deviation with number of exposure units 

Rn = SD/n. The higher the value, the higher the variability, and consequently, the higher the risk.

3. Normal Distribution

The risk manager may also use a normal distribution method to measure risks. The assumption here is the number of accidents or total annual monetary losses are approximately normally distributed. The normal distribution can be well explained by identifying only two parameters: the mean and the standard deviation.

The normal distribution has the following assumptions: 

1. 68.27% of the observations fall within the range of one standard deviation of the mean ((1).

2. 95.45% of the observations fall within the range of two standard deviation of the mean ((2).

3. 99.73% of the observations fall within the range of three standard deviations of the mean ((3).

For this movement it is not important to go to the detail of normal distribution.

Risk and Law of Large Number

Law of large number states that as the number of exposure units increases, risk decreases. That means risk and number of exposure units are inversely related but not proportional. 

Check Your Progress Exercise 2

1. Identify the two dimensions of risk measurement and explain them briefly.

____________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Differentiate the maximum possible loss and the maximum probable loss.

__________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________​​__

3. Explain the following:

· Total dollar losses per year

____________________________________________________________________________________________________________________________________________________​​__

· Number of occurrences per year

____________________________________________________________________________________________________________________________________________________​​__

· Dollar losses per occurrence

____________________________________________________________________________________________________________________________________________________​​__

· Expected monetary loss

____________________________________________________________________________________________________________________________________________________​​__

4. Given the following binomial probability distribution for the next year.

	No of accidents
	Monetary loss
	Probability

	0

1

2

3

4

5
	Br.    0

   5000

10,000

15,000

20,000

30,000
	0.40

0.25

?

0.12

0.05

0.03


Based on the above information, determine: 

B. The average number of accidents per year

C. The expected monetary loss per year

D. The maximum possible loss

E. The maximum probable loss assuming a less than 12% criterion

F. The probability that the firm will suffer some loss.

5. Given the following probability distribution for a firm per year.

	No of Accidents
	Loss Value
	Probability

	0

1

2

10

20

50

100
	Br    0

   500

  1,000

  5,000

10,000

25,000

50,000
	0.80

0.15

0.03

0.01

0.007

0.002

0.001


Using a poisson distribution method, compute:

B. The probability teat the firm will suffer some accidents in the next year.

C. The expected total dollar loss.

D. The probability that the firm suffer losses totaling Birr 5000 or more.

E. The risk relative to mean if the standard deviation is Birr 2200.

F. The average loss size.

G. The maximum possible loss.

H. The maximum probable loss assuming a less than 1% probability criterion. 

6. Compute risk relative to the number of exposure units using binomial distribution under the following conditions and interpret the results: 

A. n = 10



B. n = 10


     p = 0



     p = 1

7. ABC company has provide you the following 5 years historical data.

	Year
	No of trucks
	No of accidents
	Monetary loss

	1

2

3

4

5

6
	10

15

20

25

30

40
	3

5

5

6

6

-
	Br. 10,000

     12,000

     15,000

     18,000

    20,000

-


Using a poisson distribution, compute the following for the company assuming yourself as a risk manager.

A. The expected number of accidents for the year 6.

B. The expected total monetary loss for the year 6.

C. The risk relative to the number of exposure units and the risk relative to mean.

D. If the number of trucks increases to 50, what will be risk relative to the number of exposure units and risk relative to mean?

E. What do you understand from your answers to C and D?

2.8 Risk Measurement Methods/Tools

This section takes our attention away from the risks themselves towards the methods, resources, techniques, and strategies for managing risks and the principles governing the management of the risk.

After the risks facing the firm are identified and measured, the risk manager must decided how to handle/manage them. Risk can be handled in several ways. However, we can classify them into two broad measures / approaches. They are risk control tools and risk financing tools.

2.8.1 Risk Control Tools
Risk control approaches are designed to reduce the firm’s expected losses and to make the annual loss experience more predictable. More specifically, risk control efforts help individuals and organizations avoid a risk, prevent loss, lessen the amount of damage if a loss occurs, or reduce undesirable effects of risk on an organization. The application of risk control techniques to achieve these ends may range from simple and low cost to complex and costly approaches.

The activities that constitute one organization’s risk control efforts may vary from those of a similar organization in another part of the world. Although risk control programs vary from organization to organization as a consequence of creativity and innovation, a typology of risk control tools and methods still exist. Risk control tools and techniques can be categorized as:

Avoidance

Avoidance of risk exists when the individual or the firm frees itself from the exposure through (1) abandonment, or (2) refusal to accept the risk from the very beginning (proactive avoidance). To avoid the risk the individual or the firm need to avoid the property, person or activity with which the exposure is associated.

Avoidance through abandonment is not quite as common as proactive avoidance, but it does occur. For example, suppose a firm finds out that one of its product has a serious health problem on customers. Therefore, to avoid liability risk that could arise, the firm can abandon the production and sale of that specific product.

Proactive avoidance or refusal to accept the risk from the very beginning can be explained by the following example; ABC has planned to build a 50 story building around Arada area but while consultants finds out that the area cannot support more than a 20 story building. Thus the company can refuse to under take construction.

Avoidance is an effective approach to the handling of risk. By avoiding a risk, the company can avoid the uncertainty that the company experiences. However, the company loss the benefit that might have been derived from that risk. 

In general, it would be impossible to use avoidance in the following situations.

1) The production of some products and the provision of some service may provide rewards whose expected value far exceeds potential loss pr costs at the margin. 

2) It is impossible to avoid all the properties such as vehicles, buildings, machinery, inventory etc. Without them operations of business would become impossible.

3) The context of the decision also may make avoidance impossible. A risk does not exist in a vacum, and a decision to avoid a risk might actually create a new risk else ware or enhance some existing risk. For example, if the Addis Ababa city Administration learned that Ras Tefere Bridge is in a state of serious disrepair, in response the administration decided to close the bridge and divert all traffic to the other alternative bridge. The traffic load will made failure of the second alternative bridge more likely to occur, and within a year the second bridge will collapse. That means the measure taken to avoid risk in the first bridge bring another risk in the second road.

4) The risk may be so fundamental to the organization’s reason for being that avoidance cannot be contemplated. A mining concern may not avoid the risk of tunnel collapse, but true avoidance would mean leaving the mining business, which is the reason for existence.

Loss Control Measures

Loss control measures attack risk by lowering the chance a loss will occur (loss frequencies) or by reducing the amount of damage when the loss does occur (loss severity). Loss control tools can be classified as: loss prevention and loss reduction measures. 

a) Loss Prevention (LP)

Loss prevention programs seek to reduce the number of losses or to eliminate them entirely. Loss prevention activities are focused on:

i) Altering or modifying the hazard

ii) Altering or the modifying the environment in which the hazard exists

iii) Intervening in the process whereby hazard and environment interacts.

The following are examples of low prevention activities.

Hazard 




Loss prevention activities

1. Careless house keeping 


* Training and monitoring program

2. Flood 




* Construction of dams

3. Smoking and



* Prohibition, enforcement of law, prison 

    Drunk driving 



    sentence

Environment

4. Improperly trained worker 


* Training (on the job and off the job)

5. Building susceptible to fire 

* Fire resistive construction

6. Slippery shop floor 



* Installation of absorbent mats

7. Dangerous working environment 

* Regular inspection and Internal control  

                                                                            warning  poster.

Tight quality control can avoid a product liability risk that might arise due to product’s quality. 

b) Loss Reduction Measures

Loss reduction activities on the other hand are designed to reduce the potential severity of a loss once the peril happened. Such a system does not reduce the probability of loss, instead, they reduce the amount of damage if a peril occurs. Loss reduction activities are post loss measures. 

The best examples of loss Reduction measures are:

· employing fire extinguishers

· using active and trained guards

· installing automatic sprinkler 

A sprinkler system is a classic example of loss reduction effort; because fire is required to activate the sprinklers.

A firm that employees an effective risk prevention and risk reduction programs is benefiting not only itself but the society as well. For instance, the firm that makes strict quality control to prevent liability losses is safeguarding the society from possible harms. A destruction of inventory of a firm may affect society because those goods are no more available to the society.

Therefore, effective loss prevention and reduction measures should be designed to benefit both the firm and the society. However, these measures involve costs which include expenditures for the acquisition of safety equipments and devices, operating expenses such as salary payments to guards, inspectors, and other employees engaged in safety work and training and seminar costs. The risk manager will have to design the most efficient measures in order to minimize such costs without reducing the desired safety level.

Neutralization

Neutralization is the process of balancing a chance of loss against a chance of gain. For example, a person who has bet that a certain team will win the national cup series may neutralize the risk involved by also placing a bet on the opposing team. The risk is transferred to the person who accepts the second bet.

Information Management

Information emanating from an organization’s risk management department can have important effects in reducing uncertainty in an organization’s stakeholders such as, suppliers, customers, creditors, employees etc.

Risk transfer

Transfer as a risk control tool refers to transferring the loss that causes a loss to some entity other than the one experiencing it to bear the burden of the loss. Transfer may be accomplished in two ways:

1.  The activity or property responsible for the risk can be transferred to some other person or groups of persons.

For example, an organization that sells one of its buildings can transfer the risk associated with ownership of the building to the new owner. The main contractor can transfer some of the risks. By hiring sub-contractor who can handle some part of the project.

One may ask a question “what makes transfer different from avoidance?” Risk transfer measure attempt to transfer risk that results in an exposure to a particular peril for some other person or organization, whereas in the case of avoidance through abandonment the risk is passed to no one. 

2. The risk, but not the property or activity, may be transferred. For example, a manufacturer may be able to force a retailer to assume responsibility for any damage to products that occur after the products leave the manufacturer’s premises. 

Separation

This refers to scattering the firm’s property exposed to risk to different places. The principle is “do not put all your eggs in one basket.” For example, instead of placing its entire inventories in one warehouse, a firm may put them in different warehouses and separate exposure. An other example, a firm can store files depending on their respective importance. Top secret files, say, can be put in fire proof cabinets, others in locked cabinets and the less importance once can be left on tables. 

Combination

This is some how similar to separation as it involves increasing the number of exposure units to make loss exposures more predictable. Their difference lies on the fact that unlike separation, which simply spreads a specified number of exposure units, combination (pooling) increases the number of exposure units under the control of the firm. Combination follows the law of large numbers, which states that when the exposure units increase, the loss will be more predictable with high degree of accuracy and then reduces risk.

Examples:

· A taxi owner increasing the number of fleets

· Merger with other firms (the merger of Lion Insurance and Hibret Insurance). In this case combination results in the pooling of resources of the two companies. This leads to financial strength, thereby reducing the adverse effect of the potential loss. 

· Use of spare parts and reserve machines 

Diversification

Diversification is another risk control tool used to handle most speculative risks. For example, businesses can diversify their product line so that a decline in profit of one product could be compensated by profits form other product lines. Here we can take our country as an example. Ethiopia can minimize international trade risk by producing and selling different types of products in addition to coffee export which accounts the lion share in our export trade. This can be noticed from the current situation. The country has lost thousands of foreign exchange from coffee export because of the decline in the world price of coffee. 

2.8.2 Risk Financing Tools
In most risk management programs, some losses occur in spite of the best risk control efforts. This means some measures must be used to finance losses that do occur. Risk control measures by altering the loss itself, either reduce the potential losses or make those losses more predictable. The risk financing tools, on the other hand, are ways of financing the losses that do occur. It includes:

Retention (Self-Insurance)

The most common and easiest method of risk handling tools used by firm is retention. It is an arrangement under which the firm or an individual experiencing the loss bears the direct financial consequences. In other words, the person or the firm consciously or unconsciously, decides to assume the risk and pays for the loss without any attempt to transfer it to somebody else. The sources of the funds is the firm itself. Retention may be passive or active, unconscious or conscious, unplanned or planned.

The retention is passive or unplanned when the risk manager is not aware that exposure exists and consequently does not attempt to handle it. By default, therefore, the firm has elected to retain the risk associated with that exposure. Retention is active or planned when the risk manager considers other methods of handling the risk and consciously decides not to transfer the potential losses. For this, the firm may  set aside a fund for the contingencies (self Insurance). 

Why person or a firm decides to retain the risk? Planned retention exist for a number of reasons. Some of these are: 

1. It is probability impossible to transfer the risk, as in the case of speculative and dynamic risks: In some cases retention is the only possible tool. The firm cannot prevent the loss, avoidance is impossible or undesirable, and no transfer possibilities (including insurance) exist. Consequently, the firm has no choice other than retaining the risk. Example, a factory located in a river valley may find no other method of handling the flood risk is feasible. Abandonment and loss control would be too costly, and flood insurance for such situation may not be available. 

2. Attitudes of individuals or firms towards risk: Usually risk lovers prefer to assume (retain) considerable risk than do risk avoiders.  

3. The value of the goods to be insured and insurance costs: If the value of the property insured is less than the cost of insurance the firm may prefer to retain the risk. 

In most cases retention is not the only possible tool. The choice is between retention and insurance. The major factors to be considered in making the choice are:

a) The maximum probable cost relative to the firm’s capacity for bearing the risk. 

b) Expected loss and risk

If the business believes that its expected losses are less than those assumed by the insurer in calculating its premium, it may reason that in the long run it can save the difference between the two expected losses estimated by retaining the loss

c) Restrictions or legal limitations applying to risk transfers. In such types of situation the only option may be retention.

d) Opportunity costs related to investment of funds that is going to be paid as a premium if the risk is transferred to the insurance companies.

e) Quality of service provided by the insurance companies.

4. The risk may be remote: If the risk manager knows that the risk is so remote that cannot exist in the near future, then he/she may prefer to retain the loss. 

Transfer

Transfer as a risk-financing tool is an arrangement under which some entity other than the one experiencing the loss bears the direct financial consequences. Under "risk financing transfer”, the transferor seeks external funds that will pay for the losses that do occur. In this arrangement, unlike the risk "control transfer”, the risk itself is not shifted rather it is assumed by somebody else.

The most common form of risk transfer is by way of insurance. Insurance is so important in the management of pure risks. We will explore insurance as a risk transfer mechanism in more detail in the next three units. 

selections of Risk management tools 

In the previous section, we have discussed large number of risk management tools. These tools may not be appropriate in all situations to all firms or individuals at all times. As a result, a risk manager should be knowledgeable enough to make analysis and select the “best” risk handling tool(s). Cost-benefit analysis is important in selecting an appropriate risk management tool(s). 

Check Your Progress Exercise 3

1. Out line and describe briefly the risk control measures.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Discuss the risk financing tools.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

3. In what situation do you think retention is appropriate over risk transfer as a financing tool?

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

4. What is the difference between avoidance and risk control transfer?

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

5. Discuss loss reduction and loss prevention approaches of risk management and give at least 3 (three) examples for each.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

6. It is known that the loss is so remote and the size of potential loss is insignificant relative to the financial capacity of the firm. Under such circumstance which risk handling device would be most appropriate? Explain.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

7. Explain the risk transfer mechanism as a risk control tool and risk-financing device. 

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2.9 Summary

Risk management is the process of identifying, measuring, and handling losses associated with property, liability and persons.

There are five basic steps involved in risk management process: risk identification, risk measurement, selecting risk management tools, implementation, and controlling.

Risk identification is the process of identifying property, liability, and personnel losses before or after their occurrence systematically and continually.

In order to determine appropriate risk handling tools for treating losses identified, risk measurement which involves in measuring the different dimensions of exposures should be undertaken by risk managers.

Risk can be measured by using probability distribution. A probability distribution enables to measure the probability of each occurrences, the total monetary losses per occurrence, and the total monetary loss per year, and so on.

There are various methods of risk measurement. But the common used methods are: Poisson, binomial and normal probability distribution methods.

There are various risk handling tools which can be used based on the nature of risks.

2.10 Answer to Check Your Progress Exercise

Check Your Progress Exercise 1

1. Risk management is the process of identification, measurement; and treatment of pure risks.

2. i) Risk identification: is the process by which a business systematically and continuously identities property, liability, and personnel exposures as soon as or before they emerge.

ii) Risk measurement: is the process of determining the potential loss as to its size and the probability of occurrence.

iii) Tools of risk handling: there are various ways of handling risks. Generally, there are two basic approaches (risk control tool and risk handling tool). Risk control tool is designed to change the loss exposure itself, the objective is to reduce the frequency or severity of the potential losses. On the other hand, risk financing tool is a technique designed to provide money to deal with those losses that occur. For the detail refer unit 3 and 4.

iv) Implementation: this is the stage when the actual operation is started. Once the risk-handling tool is selected, the manager should start to undertake the implementation process. 

v) Controlling (Monitoring): at this stage, the risk manager should evaluate the undertaken processes to ensure that risk management process is effectively performed. And if necessary corrective actions should be taken.

3. Business survival

Peace of mind

Maximizing profit

Stability (continued growth)

Creating good image

Meeting external obligation.

4. Refer  Section 2.5

5. Generally, ownership of property and personal activities lead to liability losses. Firms might get exposed to liability risks while refer to injuries caused to other people or damages caused to their property, due to their operating activities.

Check Your Progress Exercise 2

1. i) Loss frequency: refers to the number of losses that will occur per year. How many losses will occur in a physical year.

ii) Loss severity: it measures the effect of risk. It is used to measure the monetary loss associated with a given loss. To what extent the potential loss is sever or catastrophic outcomes.

2. Maximum possible loss: is the worst loss that could possibly happen. The maximum monetary loss expected from a given risk.

Maximum probable loss: is the worst loss that is likely to occur because of a single even.

3. Refer Sections 2.7.3 and 2.7.4 

4. A. 1.26 Mean

B. 6450 Birr

C. 30,000 Birr

D. 20,000 Birr

E. 0.6 = 60%

5. A. 0.2 = 20%

E. 500 Birr

B. 325 Birr

F. 50,000 Birr

C. 0.02 = 2%

G. 10,000 Birr

D. 6.77 ( 7

6. A = 0 means it is certain that the event will not happen.

B = 0 means it is certain that the event will happen.

7. A = 10

B = 30,000 Birr

C = 
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E. We understand that risk decreases when the number of exposure units increases as the law of large number states.
Check Your Progress Exercise 3

1. Hint: Read Section 2.8 and answer the question based on the information given in the material.

2. Refer Section 2.8.2

3. Refer Section 2.8.2

4. Risk transfer attempt to transfer risk to some other person or organization, but avoidance tries to avoid the risk and no one assumes it.

5. Refer Section 2.8.1

6. Retention

7. Refer Section 2.8.1

Unit 3: Introduction to Insurance
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3.0 Aims and Objectives

After reading this unit, students should be able to:

· define the term insurance

· explain social and economic benefits of insurance

· outline the disadvantages/costs, and limitations of insurance

· describe the conditions that distinguish insurable risks from non-insurable risks

· discuss the basic principles that guide operation of insurance.

3.1 Introduction

Risk is a fact of life. We are confronted with so many risks in our daily life. It is not possible for individuals to avoid risk totally. It is also difficult to forecast all the risks and calamities that are going to happen in the future. Many happy families are ruined by unexpected death of a person on whom the family is dependent. Many persons lost part of their body due to accident, precious properties at times consumed or lost by the various perils such as fire, flood, burglaries, and accidents.

These sufferings may be reduced by precautionary measures. For example efficient police department will reduce the incidence of burglaries, relief department may lessen the sufferings due to floods, very alert fire brigade can control a fire and reduce loss, efficient medical service may enhance the average expectations of life. However, these measures cannot eliminate burglaries, flood, fire or death.

Therefore, the various risks that we face in our day-to-day life cannot be totally avoided. But its effect can be lessened. However, the ultimate victims of these risks cannot bear these consequences by themselves. As a result it is a necessity for a device or institution to provide the needed help to these unfortunate individuals and organizations. Such a device is known as Insurance and the institution, which provides such help, is called Insurance Company. In this section of the material we will discuss this important risk management device-insurance in detail.

3.2 What is Insurance?

Sometimes it is difficult to define certain terms. However, it is possible to describe them. Some definition, though not comprehensive by themselves may provide reasonably sufficient explanations about the term insurance. The following are some of the definitions given by different scholars.

Insurance may be defined in economic, legal business, social, and mathematical point of view as follows:

1. In economic sense: insurance is an important tool that provide certainty or predictability aiming at reducing uncertainty in regard to pure risks. It accomplishes this result by pooling or sharing of risk.

2. Legal point of view: insurance is a contract by which one party, in consideration of the price paid to him adequate to the risk, becomes security to the other that he shall not suffer loss, damage or prejudices by the happening of the perils specified in the policy.

Article 654(1) of the commercial code of Ethiopia states insurance as follows:

"A contract whereby a person called the insurer undertakes against payment of one or more premiums to pay a person, called the beneficiary, sum of money where a specified risk materializes".

From this definition  we can learn that insurance is contractual agreement between two parties: the person (Insured) and Insurance companies. When a person buys private insurance, she/he is entering into a contract with the insurer that entitles the person (Insured) to certain advantages but also imposes certain responsibilities such as payment of a premium and satisfying certain conditions specified in the policy.

3. Business Point of views: as a business institution, insurance has been defined as a plan by which large number of people associate themselves and transfer risks of individuals to the shoulders of all members of the policy.

4. Social View Point: insurance is defined as a social device for making payment for the accumulation of fund to meet uncertain losses of capital which is carried out through the transfer of risk of many individuals to one person or a group of persons. It is advice through which few unfortunates are paid by many who are member of the policy.

5. Mathematical viewpoint: insurance is the application of actuarial (Insurance mathematics) principles. Laws of probability and statistical techniques are used to achieve predictable results.

Williams and Heins defines defined insurance as "a device by means of which the risks of two or more persons or firms are combined through actual or promised contributions to a fund out of which claimants are paid."

Dinsdale and McMurdie also defined insurance as "a device for transfer of risks of individual entities to an insurer, who agrees, for a consideration (called the premium), to assume to a specified extent losses suffered by the insured".

From the definitions, it can be learned that:

1) Insurance is a system used to transfer risk of individuals for payment of premium.

The insured considers insurance as a transfer device where as from the point of view of the insurer (Insurance company), it is regarded as retention and combination device. Of course, one may ask, "Why the insurer accept risks that other people try to avoid?" Insurance companies /Insurers accept the risks of others because, as compared to individual insureds:

i) They have the knowledge and the skill to apply various risk reduction and risk control measures;

ii) Combination or pooling of similar risks will enable the insurer to predict the actual loss experience with a reasonable accuracy.

iii) They have financial capacity to assume/ take risk

iv) They are in a position to enforce certain loss reduction and prevention measures

v) For losses that are beyond their capacity, insurers arrange a reinsurance mechanism.

From this we can say that risk in the business of insurance companies. The insured is required to pay some amount of money in relation for the transfer of his/her risk to the insurer. They do this because they want to remain secured financially and/or mentally.

2) It is a scheme that establishes a common fund out of which financial compensation is made to those who faces accidental losses.

3) It is a pooling of risks of many people who are exposed to the same risk.

4) It is a device used to spread the loss suffered by an individual or firm to the members in the group.

5) It is a method to provide security to the insured person against the probable loss.

3.3 Social and Economic Values of Insurance

Insurance is obviously desirable that we can enumerate several advantage or value to the social well-being and economic development of a nation. Some of the advantages are discussed below.

1. Risk transfer/Indemnification

The primary objective of insurance is to provide financial compensation to those insured who suffered accidental losses. Indemnification is made out of the fund established by the members contribution or premium payment, who are exposed to the same risk. This means, the loss is spread to all members on equitable basis and the financial burden of the unfortunate is reduced and he is restored to his former financial position. By doing so insurance helps stabilize the financial situation of individuals, families and organizations.

2. Reduction of Uncertainty 

Insurance reduces the physical and mental stress that insured's face concerning the risk of loss and provides peace of mind. It is a psychological benefit that may not be quantified but still of great importance. Insurance reduces worries and anxieties and help everyone work in a relaxed manner, which can make every one to work more productive and perform his duties properly without anxiety. This has direct implication on the society because the society will be secured from unexpected loss and interruption of services from those who will face unexpected loss. 

3. Encourages Savings

 Insurance is a contractual agreement between the insurer and the insured, where the insured is expected to pay a premium for the risk he/she transferred to the insurer. This compulsory premium payments are a form of encouragement of the insured to make systematic saving. Particularly, this is possible in certain life insurance policies that have dual purpose, i.e., protection in the event of death and savings in the event of survival.

4. Help Businesses Continue Without Interruption of Operation

The insured firm will not be knocked out of business by fire or liability or other insurable risks. The insurer indemnifies the losses and restores the firm to its former position. This is also advantageous to the society because they can get uninterrupted services and goods of the firm. Moreover, insurance helps small businesses since they cannot bear all the risks by themselves. By transferring their risk, they can safely perform their operation and compete with larger firms. 

5. Provide Funds for Investment

 Premiums collected by insurance companies are not left stagnant. They are used to provide a big source long-term investment capital for the national economy. The loan is made available to investors through banks and it serve as a stimulant for the national economy to be healthier. 

6. Keeps Families Together

Family can continue to live together after disastrous adversaries. For example, if a husband with life insurance dies, it may not force his family to disintegrate due to lack of income because they can receive the compensation from the insurer and can earn their live as it was before at least to some extent

It relieves pressure on social welfare system, thereby reserving government resources for essential social security activities.

7. Provides a Basis for Credit

Insurance policies are used as a guarantee for personal and business bank loans. This days banks lend money on the basis of the collateral security of insurance. 

8. Promotes Loss Control Systems

In order to minimize their losses, insurance companies have tried and are continuing to introduce several kinds of loss reduction and prevention schemes. For example, health education, inspection, of elevators, and boilers, installation of fire extinguishers, burglar alarms, on vehicles or houses are risk control mechanisms developed and applied by insurance companies at different times. The introduction of this loss control programs can reduce losses to businesses and individuals and complement good risk management thereby benefiting society as a whole.

9. It provides Financial Stability to the Community

 Insurance makes a remarkable contribution to the society as a whole. It creates certainty in the environment thereby stimulating competition among business enterprises in a certain region. Fair competition is a greater advantage to the society since it reduces price, encourage efficient utilization of scarce resources and produce quality products. Insurance also avoids or at least minimizes production stoppage that produces an economic wastage, and results in loss of profit to the insured, unemployment and loss of trade and services to the business community. So, insurance can minimize all these and other consequences of risk.

10. Stimulates International Trade and Commerce

Goods traded at the international market are highly vulnerable to risk of loss due to large number of perils.  As a result it is difficult to think of international trade with out insurance. Insurance coverage may be a condition for engaging in international trade and commerce. Insurance serves as a "lubricant of trade", without it trade and commerce may stifle.

3.4 Costs and Limitations of Insurance

3.4.1   Disadvantages/ Costs of Insurance
Insurance is not without some problems. It has the following major problems:

1. It encourages fraud to collect dishonest claims (moral hazard problems). When individuals are insured against a particular risk, they may intentionally increase the chance of loss, or exaggerate the claim.

2. Increases carelessness in life (morale hazard problem): it is a condition that causes to be less careful than they would otherwise be. Some individuals do not consciously seek to bring about a loss, but the fact that they have insurance causes them to take more risks than they would if they had no insurance coverage. This manner may result in excessive losses in the community.

3. Cost of Insurance: insurers incur operating expenses such as loss control costs, loss adjustment expenses, expense involved in acquiring insured, (advertisement cost), state premium taxes, and general administrative costs. In addition to these expenses, the insured is expected to cover a reasonable amount for profit and contingencies.

3.4.2 Limitations of Insurance
Insurance is clearly a useful device for handling risk, but some risks cannot safely be handled by insurance. It is a device used to deal with pure risks only. Even not all pure risks are insurable. That means, insurance does not provide protection against a wide range of risks. It has a limited application. You may question: what types of risks are insurable? To give an answer to this question, it is necessary to discuss the characteristics of insurable risks. In other words, for insurance to be used as a risk transfer mechanism the following conditions must be met to identify the insurable risks from those which cannot be commercially insurable.

Characteristics of Insurable Risks

1. A large number of independent units should be exposed to the same risk. This requirement follows from the law of large numbers, a mathematical principle which states that a risk that is not predictable for one person can be forecasted accurately for a sufficiently large groups of people with similar characteristics. Insurance operation is safe only when the insurer is able to predict fairly and accurately its expected losses. If the pool of policy holders is small, volatility in number of claims can lead to unexpected increase in claim and hence bankrupt the plan the insurance company.

Therefore, there must be a sufficiently large number of risks of a similar class being insured so as to predict accurately the average loss experience.

2. It must be possible to calculate/measure the chance of loss in monetary terms.

3. The loss should be definite, in time, place, cause and amount; otherwise claim adjustment will be difficult.

4. the loss should be accidental from the view point of the insured as distinguished from the expected loss. For example, losses on account of depreciation cannot be insured, as there is nothing accidental about their occurrence.

5. The possible loss must not be catastrophic. The risks covered by insurance should affect only a relatively small portion of the total insured population at a given time. If a risk is likely to cause similar damage to a large proportion of policy holders at the same time, a single occurrence of the risk would bankrupt the insurance companies. Therefore, with certain exceptions, it is usual to find exclusions regarding fundamental risks such as war and earthquake in all insurance contracts.

6. There must be an insurable interest. An insurance contract provides security against the consequences of a loss and is basically concerned with preserving the interest of the insured, one who possesses insurable interest (financial relationship) in the subject matter of insurance can avail the insurance protection.

7. The potential loss must be large. The risk should not be very minor one and the penil must be capable of causing a loss so large that the insured cannot bear it himself without economic distress.

8. The cost of insurance should not be prohibitive. The cost of insuring (premium) must be economically feasible and within the reach of nearly everyone; otherwise it will be confined to a very small section of the society. For instance, who would be willing to pay Birr 1,000 or 2,000 to insure the risk of losing a 100 Birr property? If you are rational person, the answer is definitely  "no" The premium should be reasonable.

9. The risk must be consistent with public policy. The insurance contract should not be against the public policies, for example, insurance effected by terrorists for fines imposed for the offences.

10. The insured must be subject to real risk whatever may be the subject matter of insurance for which the insured seeks protection, the subject matter must be adversely affected on the happening of the event, i.e., the subject matter must be potentially exposed to the risk. 

Insurable Risk

The following are generally insurable risks.

1. Pure risks: property (direct and indirect property losses; personal and legal liability losses). 

2. Non-catastrophic losses 

3. Risk with low probability of occurrence

Un insurable risks

1. Speculative risks such as market risks,

2. Fundamental risks (war, earthquake, political and economic losses).

3. Wear and tear of goods, eg. Depreciation. 

4. Risk that are against public policy. 

3.5 Basic Principles of Insurance

The legal or fundamental principles are common to all types of insurance contracts with the exception of indemnity, which is not applicable to personal insurance contracts. These principles are discussed briefly as follows:

a) Insurable Interest

For an insurance contract to be valid, the insured must possess an insurable interest in the subject matter of insurance. Insurable interest refers to the existence of financial relationship to the subject matter insured. The subject matter of insurance may be a property, life or legal liability.

The insurable interest to be valid must be recognized as such under the law and must satisfy the following conditions:

i) There must be some subject matter of insurance such as physical object or potential liability;

ii)  There must be risk to which the subject matter is exposed

iii) The insured must have some legally recognized relationship with the subject matter insured.

iv) The insured should stand to benefit by the safety of the subject matter and should incur loss by its destruction or damage; and

v) The subject matter should be measurable in terms of money.

Generally in the case of life insurance insurable interest must exist at the inception of the policy. In the case of property insurance, with few exceptions, insurable interest must exist both at the time of effecting insurance and at the time of loss.

The doctrine of insurable interest in property insurance is to prevent insurance from becoming gambling contract and in life insurance it is required in order to prevent acts of murder. Insurable interest may take the following ways, i.e., ownership, lawful possession, contract or insurer.

b) Utmost good-faith or "Uberrimae Fedei"

Insurance contracts are based upon mutual trust and confidence between the insurer and the insured. This principle requires each party to tell the other "the truth, the whole truth and nothing but the truth". It means that both the insured and insurer must make full disclosure of material facts and information relating to the contract or facts that have a bearing on the assessment of the risk. Material facts are of the following types:

1. those which affect the nature or incidence of risk; and

2. those which affect the character of insured.

Non-disclosure, concealment, innocent misrepresentation, and fraud may lead to avoidance or cancellation of the insurance contract by one of the parties to the contract.

c) Indemnity
The principle of indemnity states that the insured, in the event or loss, receives financial compensation equal to the amount of the loss or the face value of the policy, which ever is lower. The whole purpose is to restore the insured to his/her former financial position. Thus, the principle eliminates the intention of gambling, which incorporates profit motive. It is the controlling principle in insurance contract that limits compensation. This principle is not applicable to personal insurances because the loss due to risk cannot be calculated and so a previous agreement regarding the amount payable on the happening of risk is made between the insurer and the insured.

Indemnity implies that:

· There must be an actual loss

· The loss should have occurred through the risk insured

· The loss must be capable of calculation in terms of money

· The payment made by another person (third party) should not exceed the actual loss suffered.

Indemnity can take different forms: cash payment, replacement of property or reinstatement of the property or repair.

d) Subrogation

Subrogation is the right to an insurer who has paid a claim under a policy issued by him to receive the benefit of all rights and remedies of the insured will extinguish or diminish the ultimate loss sustained. It is the right of one person (the insurer) to stand in the place of another (the insured) to avail himself on the latter's rights and remedies.

Principle of subrogation is a supplement to the principle of indemnity. The reason behind this principle is to eliminate the profit motive of the insured. That means, the insured cannot claim both from the insurer and the wrong doer for single accident, which would enable him/her collect more than what was actually lost.

Subrogation implies that:

· The insurer makes payment to the insured for his actual loss

· The insurer after making good the loss, places himself in the position of the insured and has all the rights and remedies of the insured

· The insurer cannot recover anything more than he has paid to the insured

· Like principle of indemnity, principle of subrogation is not applicable to life insurances.

e) Contribution 
Contribution is also corollary of /or supplement of the principle of indemnity. The doctrine of this principle preaches for an "equitable distribution" of any loss among insurers. In other words it applies that when there is more than one policy covering the same subject matter against the same peril for the same period and for the same insured. In this case, the insured can make claims under all policies with different insurers and recover pro rata from each. Contribution is the right of an insurer who has paid a loss under a policy to recover a proportionate amount from other insurers who are liable for the same loss.

The principle of contribution is enforceable only under the following conditions:

1) The policies must cover the same period

2) The policies must have been inforce at the time of loss

3) They must protect the same peril

4) The subject matter of insurance must be the same, and

5) The insured must be the same person.

Note: The principle of contribution is not applicable to life insurances.

f) Proximate Cause
The maxim 'causa proxima non remota spectature' means that proximate (nearest) cause and not the remote one is to be taken notice of at the time of determining the liability of the insurer. The insurer is not liable for remote cause even if it is one of the insured risk for the occurrence of the risk of which the insured is to be compensated. The insurer is liable to make the payment of loss under the policy, otherwise not. The insured may recover the loss from the insurer only when: 

· The loss has been caused by the insured peril; and

· The cause has been proximate to the loss.

Therefore, the insurer is not liable for the loss due to a proximate cause, which is not an insured peril. 

Example

Ato Abebe insured his car worth of Br. 500,000 in two insurance companies: Ethiopian Insurance Corporation and Awash Insurance Company for Br 300,000 and Br. 200,000  respectively. While the policy is in force the car was damaged due to collusion done intentionally by Kebede. The loss is estimated to be Br. 200,000.

Required:

a) How much each insurance company is going to pay to Ato Abebe? Why?

b) How much Ato Abebe is going to claim? Why?

c) Abebe has an intention to claim compensation from the two insurance companies and Kebede at the same time. Advice him. What he/she should does? 

Answers 

a) The insured has the right to claim compensation from the insurer as far as the policy is in force an amount equal to the loss or face value of the policy. (Indemnity principle). Due to contribution principle, Abebe can claim the amount of loss (Br. 200,000) from the two companies. They contribute to the loss based on the proportion insured. The proportion is calculated as:

For EIC 
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For Awash Insurance Co. 
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b) Ato Abebe can collect a total of Br. 200,000 an amount of the loss; and 120,000 Br (60% x 200,000) from EIC and 80,000 Br (40% 200,000) from Awash.

c) Ato Abebe cannot collect from the insurance companies and the wrong doer Ato Kebede because of the principle of indemnity and subrogation. 

3.6 Insurance Contracts

Understanding of the legal interpretation of Insurance Contract can be important to a risk manager, for several reasons. One reason in fundamental in deciding whether to use insurance or some other risk management tools, the insured or the risk manager should know what the insurer promises to do under the contract. The risk manger also should understand the rights and responsibilities of the insurer and the insured under the contract. 

Insurance contracts are subject to the same basic law that govern all types of contracts. But insurance contracts have many characteristics not found in most other contracts. A set of special features discussed below applies to insurance contracts. 

Insurance contracts are agreements between the insurance companies and the insured for the purpose of transferring from the insured to the insurer part of the risk or loss arising out of contingent events. The contract serves the following functions: 

i) Define the risk to be transferred

ii) State the conditions under which the contract parties should know such as premium and performance of certain acts.

iii) Explain the procedures for selling loss claims.

3.6.1 Distinguishing Features of Insurance Contracts
Features discussed below tends to distinguish insurance from other contracts. 

1. Personal Contract

Insurance contracts are personal contracts. Although the subject of a property insurance contract is an item of property, the contract insures the legal interest of a person or an entity not the property itself. If the owner of a car (Mr. Y) sells the car to Mr. X, the new owner Mr. X is not insured under the contract unless the insurer agrees to an assignment of the insured's (Mr. Y's) rights to the new owner (Mr. X).

2. Unilateral Contract

Insurance contracts are commonly unilateral contracts. After the insured has paid the premium and the contract has gone into effect, only the insurer can be forced to perform, because the insured has fulfilled his/her promise to pay the premium. The term "unilateral" means that courts will enforce the contract in one direction only: against one of the parties: in this case, the insurer. A typical contract other than insurance is bilateral. However, in some cases the insured may promise to pay premium during the contract period. In this situation, the contract becomes bilateral.

3. Conditional Contract

Insurance contracts are conditional contracts. Although only the insurer can be forced to perform after the contract is effective, the insurer can refuse to perform if the insured does not satisfy certain conditions contained in the contract. For instance, the insurer need not pay a claim if the insured has increased the chance of loss in some manner prohibited under the contract or has failed to submit a proof of loss within a specified period.

4. Aleatory Contract

Insurance contract are aleatory contracts, i.e., the obligation of at least one of the parties to perform is dependent upon chance. If the event insured against occurs, the insurer will probably pay the insured a sum of money much larger than the premium. If the event does not occur, the Insurer will pay nothing.

5. Contract of Adhesion

Insurance contract is usually contracts of adhesion. The insured seldom participates in the drafting of the contract. Usually the insurer offers the Insured a printed document on a take-it or- leave -it -basis.  Courts frequently refer to this characteristics of insurance contracts when they interpret ambiguous provisions in favor of the insured. And interpreted for the benefit of the insured.

6. Contracts of Uberrimae Fidei

The literal meaning of "Uberrimae Fidei" is utmost good faith that can be restated as the highest standard honesty.

Insurance contracts are contracts of the utmost good faith. Both parties to the contract are bound to disclose all the facts relevant to the transaction. Neither party is to take advantage of the other's lack of information.

7. Contract of Indemnity

Property and liability insurance contracts are contracts of indemnity. The person insured should not benefit financially from the happening of the even insured against. Because insurance do not allow insured's to make profit from happening of a particular risk. Life and frequently health insurance contracts are not contracts of indemnity.

3.6.2 Requirements for a Valid Contract
According to the law of contracts, a contract must satisfy some conditions before it is legally enforceable. Some of these are:

1. The contract must serve a legal purpose.

2. One party must make a definite offer and a second party must accept the offer. 

3. Each party to the contract must be required to make some consideration on behalf of the other party. The contract is not enforceable unless one party gives up a right, power, or privilege that he/she already has in exchange for an equivalent renouncement by the other. 

4. The parties to the contract must be legally competent. Insane, minors or intoxicated persons are not considered competent. For instance, Minors may void a contract to which they are a party, except a contract of "necessities" (food, clothing and shelter etc).

5. The purpose of the contract should not be contrary to public interest.

3.6.3 Valid Elements Common to Insurance Contracts

A valid insurance contract includes the following documents and conditions. They are: 

· Application

· Binders

· Policy forms

· Endorsement

1. Application: is an offer to enter into a contract. The prospective insured sets forth the facts and figures required by the insurance company. Application may take oral or written from.

2. Binders: are temporary documents, which remains in force for few days for not more than 10 days.

3. Policy forms: policy form is a formal written contract of insurance. The common provisions included in this document are: 
i. Declarations: This identifies the insured, describe the property, activity or life being insured, states the types of coverage purchased, terms of coverage, and indicates the premium paid. The purpose of declaration is to give sufficient information needed for the insured.
ii. Insuring agreements: this part states what the insurer promises to do.
iii. Exclusions: the contract may exclude certain perils, property, sources of liability, persons, losses, locations or time periods.
iv. Conditions: this prescribe certain conditions that should be met by the insured.
4. Endorsement: is a form that is used to modify the policy contract.

Check Your Progress Exercise 1

1. Define and explain the term insurance.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. List and explain the social and economic values of insurance.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

3. The existence of insurance presents certain costs to the society. What is the nature of these costs? How can these costs be reduced?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
4. Insurance is almost exclusively concerned with pure risks. Why is this true?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
5. What are the characteristics of an insurance risk? Give an example.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
6. What legal principles guide the existence of insurance contracts? Explain.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
7. What is insurance contract? What purpose it serve? What makes insurance contract different from other contracts?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
8. Which characteristics of an insurance contract probably led to the following court decisions?

a. An ambiguous provision in the contract was interpreted in favor of the insured.

b. A contract covering the former owner of a house was held not to protect a new owner because the insurer had not consented to an assignment of the contract.

c. The insurer was held not responsible for loss because the insured failed to submit a proof of loss within the proper time period.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

3.7 Summary

· Insurance is an economic system for reducing uncertainty through pooling of losses; a legal method of transferring risk in a contract of indemnity; a business conducted for profit and providing as many jobs as possible in a free market economy; a social device in which the losses of few are paid by many; or an auctorial application of mathematics.

· It is a means of transferring risk from the insured to the insurer and it serves some social and economic benefits/ values, that is, indemnification, education of uncertainty, encourages savings, minimize business interruption, provides funds for investment, promotes loss control systems, provides financial stability to the community, stimulates international trade etc.

· Insurance involves the same problems with it. These are moral hazard, morale hazard and administrative costs. These costs are assumed by the insured, the insurer and the society at large.

· Insurance has a limited application. It is used to handle only pure risks. Even for pure risk to be insurable certain conditions need to be fulfilled. These are: sufficient number of units exposed to the same risk must exist, the loss should be measurable, defined in time, peace and cause; the loss should be accidental and should not be cal strophic; and insurable interest must exist etc.

· Insurance operation is governed by the principles of insurable interest, utmost good faith, indemnity, subrogation, contribution and proximate cause.  

· Insurance is a contract/ an agreement between the insurer and the insured. It is governed by laws that govern other contracts. However, insurance contract has unique features. 

It is: 

· personal contract

· unilateral contract

· conditional contract

· aleatom contract

· contract of adhesion

· contract of utmost good faith (uberrima fidei)

· contract of indemnity and subrogation.

3.8 Answer to Check Your Progress Exercise

Hint: Read the material in detail attempt to answer the questions carefully. To simplify your answer, the following pointing references are given for each question.

1. Definition of Insurance: Insurance is defined by different writers differently from different perspectives such as from business point of view, legal point of view, etc. Refer to 53 and 54. But you can use William & Hein's definition as a working definition. For further explanation of the term insurance see page 55.

2. Social and economic values of insurance are briefly explained on Section 3.3

3. Costs of insurance (Section 3.4)

· Moral Hazard

· Morale Hazard

· Insurance expenses/costs

4. Insurance is concerned more about pure risks. Because insurance is not a device used to make money from the risk itself. As a result speculative risks that have profit motive are not in the domain of insurance. 

5. See it on pages 58 – 59.

6. Insurance principles

· Utmost good faith

· Insurable interest

· Indemnity

· Contribution

· Subrogation

· Proximate cause

7. Refer Section 3.6

8. a) Contract of Adhesion

b) Personal contract

c) Conditional contract
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4.0 Aims and Objectives

After reading this unit, you should be able to:

· understand the different classes of insurance

· state the difference between life insurance and non-life insurance

· define and explain life insurance

· discuss the different kinds of life insurance contracts or policies

· outline the conditions and provisions in life insurance contracts

· apply the actuarial formulas to determine life insurance premiums. 

4.1 Introduction

As it is discussed in the previous units, there are large number of risks that surround our day-to-day life or our business operation. Among these only few have got insurance coverage. The diversified nature of the insurable risks also demands different provisions and conditions, resulting in large number of insurance contracts or policies. In this unit, we will discuss the different type of insurance contracts (property and life). However, more time will be devoted in the discussing life insurance contract, its features and provisions and condition that apply to it.

4.2 Classification of Insurance

Insurance can be classified as follows:

1.  Life Insurance Vs Non-life Insurance
Life Insurance

Life/personal insurance sell on the individual persons. Human lives are insured under this insurance. It also includes supplementary policies that sells to protect households against a loss of earning from disability (disability insurance); injury or incurring a disease (health insurance and living a certain period (endowments, annuities, and pensions).

Non-Life Insurance   

Non-life/property/general insurance sells insurance to protect property. Non-life insurance companies sell policies to protect households and firms from the risks of theft, fire, accident, or natural disaster.

It includes insurance to cover

ii) Property losses (i.e., damage to or destructions of homes, automobiles, business, aircraft, etc)

iii) Liability losses (i.e., payments due to professional negligence, product defects, negligent automobile operation etc)

iv) Workers' compensation and health insurance payments.

2. Social Vs Private Insurance
 Social Insurance

The social insurance is meant to protect and uplift the weaker sections of the society and may be in different forms like pension plans, disability benefits, unemployment benefits, sickness insurance, industrial insurance etc. Premium under such insurance schemes is paid by the government or the employers or by both. In some cases the employees or beneficiaries also contribute their share of the premium. 

Private Insurance

Private insurance emphasizes individual actuarial equity, i.e., premiums reflect the expected value of losses. Most private insurances are voluntary although the purchase of some insurance is required by law. A major part of social (governmental insurance) is involuntary, i.e., it is required by law to be purchased by certain groups under certain conditions.

3. Direct Insurance Vs Indirect Insurance
Direct Insurance is life or non-life insurance sold to public and to non-insurance commercial and individual enterprises.

Indirect Insurance (Re-insurance): is sold by direct writing insurers to hedge their own portfolio.

The difference between life insurance and general insurance (non-life insurance)

The following are some of the factors that differentiate life insurance from property (general insurance):

a) Risk

The occurrence of risk (death) in life insurance is certain. But in other insurance the occurrence of the risk insured is uncertain.

b) Procedure

Life insurance requires medical certificate whereas survey is made before a property is insured.

c) Premium and Amount

Since it is difficult to express life in monetary terms the amount insured depends on the personal requirements of the insured. The insure also charges the insured a premium determined according to the age and health condition of the insured. But in other forms of insurance the premium is determined according to the risks involved. The amount of the policy in the property insurance can be taken up to the value of the property.

d) Insurable Interest and Transfer of the Policy

Insurable interest principle is applicable to both life and non-life insurance. However, the time of its requirement may vary. In other words, insurable interest must exist at the time of purchase of a life policy. In marine policy such interest must exist at the time of loss and in fire insurance both at the time of taking the policy and at the time of loss.

A life insurance policy can be transferred either by assignment or by nomination. But in other insurances, the financial right can be transferred only by assignment with prior permission of the insurer.

e) Contract

General insurance contracts are contracts of indemnity, whose purpose is to recover the loss. But life insurance is not a contact of indemnity and subrogation. The amount of compensation is the insured sum in life insurance and life insurance is never a protection against partial loss as compared to the other forms of insurance.

f) Elements and Purposes of Insurance

Life insurance contains both elements of protection and savings (investment). However, in other insurances the investment part is totally absent. Its purpose is simply the protection of the property.

Double Insurance Vs Reinsurance
Double insurance implies that the subject matter of insurance has been insured with two or more insurers or with the same insurer under two or more policies. In this case of life insurance, the insured can insure his life with many insurers as he likes for any amount and upon maturity of the policies he can collect amount of all policies from all insurers. This is possible because life insurance is not a contract of indemnity since life is priceless. In the case of property Insurance, this situation is handled by the principle of contribution and indemnity.

Reinsurance is a process by which an insurer transfers a part of his risk on a particular insurance by insuring it with another insurer or other insurers. It means insuring against by the insurer of a risk already insured. It is a contract between two insurers and the original contract or the insured is not at all affected by it. In this case there are two contracts on the same subject matter. These are:

1. The contract between the original insurer or direct insurer and the owner of the subject matter or the original insured.

2. The contract between the original insurer (re-insured, ceding company or principal insurer) and the reinsurer (guaranteeing company).

In the event of loss, the original insurer collects the insured some from the re-insurer and then settles the less value in full to the original insured.

The major differences of double insurance and re-insurance are: 

i) The reinsurance business is entered into by the original insurer with other insurers. But in double insurance the insured gets the same subject matter insured with more than one insurer or under more that one policy with in the same insurer.

ii) In double insurance the insured can claim only his actual loss from each of the insurers up to the amount insured with them. But in re-insurance the insured cannot claim any part of his loss from the insurer.

Over-Insurance Vs Underinsurance
When the insurance is taken for more than the value of the property under one or more policies, it amounts to over-insurance, whereas when insurance is purchase for values less than the value of the property, it amounts to under insurance. Over insurance is not advantageous because only the actual loss subject to the value of the property is claimed from the insurer when the risk occurs. 

4.3 Life Insurance

Life insurance is one of the most common form of insurance. It has gained greater acceptance all over the world. Following the liberalization of the economy of the country in 1993, private insurance companies has emerged in Ethiopia. This has encouraged and motivated the society to use life insurance policies. 

The main purpose of life insurance is financial protection of the dependents of the insured and savings for an old age, to cover personal loan and tuition fees for education expense.

4.3.1 Definition
Commercial Code of Ethiopia defines life insurance as "a contract by which the insurer, for a certain sum of money or premium proportioned to the age, health, profession, and other circumstances of the person whose life is insured engages that, if such person shall die within the period limited in the policy, the insurer will pay according to the terms specified thereof, to the person in whose favor such policies are granted."

From this definition we can consider the following important features of life insurance.

1. Life insurance, like other insurances, is a contract between the insurer the insured whose life is insured or someone who has an insurable interest.

2. Its purpose is financial protection of the dependents of the insured with financial compensation amounting the sum assured if the insured die while the policy is in force.

Of course, life insurance may also be engaged in encouraging savings to accumulate an educational fund that could be used to pay tuition fees for children when they join higher education, and to settle an outstanding balance of a debt.

3. The insurer charges premium based on age, sex, health condition, occupation and other criteria.

4. Life insurance policy gives protection against special types of risks i.e., death whose occurrence is certain. The uncertainty is related to the causes and time of death.

5. The benefit, financial compensation upon death is determined in advance based on the decision made by the insured and reasonableness of the premium.

6. The insured and policy owner may be different. For example, an individual may insure the life of another person, if he/she has a financial interest.

7. Life insurance is not strictly a contract of indemnity. Because life is priceless. For this reason, if the insured buys more than one policy all of the insurance companies will indemnify fully.

8. The probability of claim for compensation increases with the passage of time due to insured's deteriorating health conditions as they grow old. 

4.3.2 Kinds of Life Insurance Policies
According to the duration, life insurance policies may be of the following kinds:

1. Whole-life policies/contracts

This policy provides financial protection to the dependents of insured upon the event of his death. The policy will mature for payment only on the death of the assured or as an exception on the death of his attaining 100 years of age. In other words, the insured can pay premium as long as he/she lives or payment of premium may be made for a specified number of years such as up to retirement date. 

Whole life policy provides permanent protection to the insured's dependants in the event of death and it also allows for the accumulation of savings over the life of the insured.

Whole life insurance policies, depending on the manner of premium payment, can be classified as under:

a) Ordinary whole life policy

Under ordinary whole life policy, also known as straight life insurance, the same amount of premium is to be paid at a regular interval, usually annually until the death of the assured or until the achievement of the specified age limit i.e., 100 years. This policy provide life time or permanent protection at a lower cost/premium.

b) Limited-payment whole life insurance

Under the limited payment whole-life policy the premiums are paid for a limited or selected period of time, which is determined in advance (say 10,15,30 years or up to the retirement age of the insured). But the policy will mature for payment only on the death of the assured. That means, after the expiration of the specified period, the policy is said to be "paid up" and no more premium payment is required to keep the policy in force until the death of the insured.

Limited payment life insurance is desirable when one intends to stop premium payments after reaching a given age level, usually upon retirement, but wants to keep the policy in force until his/her death.

The insured pays a higher premium than he would be required on ordinary life plan. Because premium is paid only for a limited number of years in the limited pay insurance plan.

c) Single-payment whole life policy

In this policy premium is paid in a single installment at the purchase of the whole life insurance. This mode of payment is not preferred  by most buyers.

Both the premium payments have the same goal. They reach at the same destination. However, the straight pay is better for the insured if the person dies early because she/he pay smaller amount as compared to the other two modes of payment. On the other hand, if the person terminates the contract, the single pay provide a higher cash value.

2. Term Insurance
The term-insurance is issued to provide death benefit to the beneficiary if the insured dies within the specified time period stated in the policy. This policy matures for payment only on the death of the insured within the term period, but if he/she survivals the policy will expire and nothing is payable to the insured. The policy provides only temporary protection and has no saving element. Another important feature of this policy is that since it is taken for a specified period to deal with premature death, the cost/premium payment is relatively low.

Term policy is issued for short term ranging from few month to a specified number of years such as 10 years, 15 years, 20 years etc.

This insurance also often used when maximum coverage is desired at a minimum premium payment. The following are the different types of term insurance policies.

i) Level Term Policy

This policy provides a constant sum assured (amount of money payable in the event of death) throughout the term of the policy. For example, under a 20 year term policy of Br. 50, 000, the amount of payment/compensation to the insured's beneficiaries will be Birr 50,000 if the insured dies at anytime during the term of the policy.

ii) Decreasing (or Diminishing) Term Policy

In this policy, the amount of claims to be paid to the insured decreases periodically. These policies are usually issued to borrowers of money and the amount of the policy payable at the end of each year is automatically reduced and is equal to the outstanding loan which will be paid if the insured dies before the end of the term. This is also known as "Mortgage – Redemption Policy." 
This type of policies provide financial protection to the policy holder (creditors) and the dependents of the debtor who are supposed to cover the debt otherwise. Premiums for such type of policies are paid at the beginning of the policy.

The following are types of decreasing term policies. 

A. Mortgage Protection Insurance

Mortgage protection insurance is issued in connection with real estate loans made by banks. It gives financial protection to the creditor and the dependents of the debtor of the outstanding mortgage loans in the event of accidental death of the debtor. Since a mortgage loan is paid on an installment basis, the outstanding loan decreases over time. As a result the sum assured decreases and finally becomes zero. This is why it is called decreasing term insurance.

B. Credit Life Insurance

Credit life insurance is issued to give protection to a lender/borrower's dependent of the unpaid balance of a credit transaction if the borrower dies before setting the unpaid balance of his debt. 

C. Credit Cooperative Insurance

This policy is issued to protect savings and credit associations from facing a financial losses on the loans they provide to their members, due to death before setting his/her debt.

iii) Renewal (Renewable) Term Policy

This is a term policy that can be renewed after the expiry of the term without medical examination but at a different rate of premium applicable to the age level reached at the time of renewal. For instance, a one year term policies require renewal every year. Similarly, a 10 year term policy may be renewed upon its maturity.

iv) Convertible Term Policy

Under the convertible term policy an option is available to the insured to convert it into whole life or endowment life policy without going in for new medical examination. However, the premium may be adjusted either at the attained age at the time of conversion of the term policy or using the initial term policy issued.

To make the conversation process simple, the following requirements are to be met upon conversation:

1. There will not an increase or decrease in the sum assured.

2. conversion will have to be made within a specified period, usually before the maturity date of the term policy.

v) Non-Convertible Term Policy

Under the non-convertible term policy an option is not available to the assured to convert into other forms of life insurance contracts. The policy expires upon maturity. However, it gives the policyholder the option to renew it upon expiration.

vi) Increasing Term Contract

Under this policy the sum assured can be arranged each year to correspond to a need of the insured that increases periodically.

On the basis of mode of premium payment, term insurance policies can also be classified as:

a) Level Premium Policy or Regular premium policy - The level-premium policy requires the payment of premium regularly in equal installments at a fixed intervals throughout the policy period such as monthly, quarterly or yearly.

b) Limited Premium Policy – The payment of premium is limited to a period of attaining certain age of the assured, say retirement age.

c) Single Premium Policy – Single premium policy requires the payment of all the premium only once in a lump sum at the time the policy is issued.

3. Endowment Insurance Policy
Endowment policy is issued for a fixed period (endowment period) and premium is payable during that period only. This policy provides protection of the beneficiary of the insured if he/she dies within the endowment period. In addition, it provides for the payment of the face value of the policy to the insured if he/she is living at the end of the policy period.

This policy is known as a modified form of whole life insurance policy. The period of this policy is shorter than that of whole life insurance and hence the premiums are higher for the same age level. In general, the shorter the endowment period, the higher the premium will be. 

One important advantage of this policy over that of term policy is that the insured can terminate the contract at anytime and can collect the cash value in a lump sum which normally becomes positive after two or more years. The policy, therefore, has dual purpose: financial protection and accumulation of funds for possible contingencies in the future. Unlike the term insurance whose purpose is only protecting the insured's dependents upon the death of the insured, endowment policy helps insureds to save money for some other purposes. 

Another advantage of endowment policy is that it provides the assured with loan facility after the policy acquires cash value.

The following are the different types of endowment policies.

( Ordinary Endowment Policy
This policy will mature for payment on the survival of the assured on the date of maturity or on the date of his death within the endowment period. This means payment to the insured or his dependents is certain whether or not he dies before the policy matures or survives the endowment period. 

( Pure Endowment Policy
The pure endowment policy will mature only if the insured person survives the endowment period. In other words, the sum assured is payable only if the insured survive beyond the endowment period. In this case, payment to the insured is uncertain. The objective of this policy is to benefit the insured himself rather than his dependents. As a result, it is considered as more of an investment than protection.

Cash Surrender Value

Many types of life insurance coverage can be analyzed as consisting of two parts: term insurance and an investment. Normally, this type of contract provides a benefit payable under any set of circumstances, with a larger benefit payable if the insured dies. For example, whole life and endowment life insurance policies provide a set of circumstances, with a larger benefit payable if the insured dies. For example, whole life and endowment life insurance policies provide a stated benefit when the insured person dies, with a smaller benefit if the insured person is living when the benefit is paid. 

This smaller benefit, called the cash surrender value. Cash surrender value is the amount the holder of the policy can elect to receive by surrendering the contract to the insurer while the insured person is alive.

Whole life and endowment policies acquire cash value after two or three years of premium payment. The cash value can be used to keep the policy in force under the automatic premium loan provision, if the insured discontinues premium payment. The policyholder can also apply for loans when the policy acquires cash value. (This will be discussed later).

4. Supplementary Insurance Policies

Supplementary policies as their name suggests are issued only in conjunction with the main life insurance policies i.e., term, whole life or endowment for additional premium for each contract. Supplementary policies also known as RIDERS. The supplementary contracts include:

· Supplementary Accident Insurance

· Total and Permanent disability benefit

· Supplementary group accident insurance.  

· Supplementary Accident Insurance: The amount of cover under this contract is equal to the sum assured under the related main policy. Supplementary accident insurance gives cover against bodily injury effected through external violent and accidental means of which there is evidence of visible contusion or wound on the exterior of the insured's body. After the presentation of proof of bodily injury as specified in the policy, the person will be indemnified in the policy, the person will be indemnified according to different schedule of benefits.

·  Total and Permanent Disability Benefit: This is also a supplementary contract attached to the main life insurance policy. It is defined here as disability resulting from bodily injury or disease that totally prevents the insured from performing any business or occupation uninterruptedly for a period of at least six months.

· Group Insurance: life insurance policies are issued on a group basis. Some of these are:

1) Modified large group life insurance

This policy can be issued to cover natural or accidental death only and compensation is made to the beneficiary only upon the occurrence of death of the member of the group. This policy is a new type of group life policy and issued at least for 200 individuals. 

2) Group ordinary life insurance

This is a policy where a number of individuals are insured under a single policy. Basically, it is a whole life insurance issued on a group basis. The member of the group are not required to present evidence of insurability unless the person is above 40 years. The policy holder in this scheme is an employer, a union, a professional association and the like.

The policy can be issued for all employees of the organization as a single group or for different classes of members (management, factory workers etc). The employer decides on behalf of the members of the group. It is also the employer who bears the Insurance premium (non-contributory). In some cases, contributions are made by employees (contributory scheme).

3) Group regularly, yearly renewable term life insurance.

This policy which is issued on a group basis covers risk of death. The policy expires unless it is renewed every year at the appropriate time. The premium is adjusted for the attained age level when it is renewed every year.

Check Your Progress Exercise 1
1. Explain the different classes of insurance?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Define and explain life insurance?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
3. What is the difference between life insurance and non-life insurance contracts?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
4. Explain briefly the basic features of life insurance?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
5. Discuss briefly the kinds of life insurance policies?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
6. Term insurance provides maximum protection with a relatively minimum premium payment. Do you agree? Why or why not? Explain? 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
7. Whole life and endowment life insurance policies have a dual purpose: protection and investment. Do you agree? Explain.  

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4.3.3 Provisions of Life Insurance
The policy conditions and provisions in life insurance that must be agreed by all parties of the contract include the following:

1. Contract documents: The life insurance contract requires documents such as the proposal form, the policy term, the medical report and any other supplementary contracts.

2. General information: The general information relates to the granting of insurance which is based on the following factors for selection of lives:

· The build: it relates to the present condition of health and physical build, such as height, weight and other measurements of the life to be insured.

· Physical condition: the medical examiner's report will reveal the physical condition of the life to be insured.

· Personal history: relates to the records of illness suffered, accidents met with, surgical operations undergone, etc by the life to be insured.

· Habits and temperaments

· Moral hazards

· Hobbies or avocations

· Family history

· Occupational hazard

· Age, sex

· Residence and the like

These are the factors used to assess the insurability of individual or group lives.

3. Payment of Premium: one of the responsibilities of an insured is to pay the premium agreed at the time of the contract. Payment can be made in different arrangement such as annually, semi-annually, quarterly or monthly. In an annual premium payment arrangement, the insured is expected to pay in advance. However, the insured have the following privileges:

·  Grace Period: the insured will usually receive a notice of reminder for the payment of premium on the due date for the payment of yearly, semi-annually or quarterly premium not for the monthly payment premium. Usually 30-day grace period is given to the insured. If death occurs within the grace period, the total sum assured less the outstanding premium will be payable to the beneficiary.

·  Non-forfeiture Options: as explained earlier, the cash surrender value of a life insurance contract (whole life and endowment) is the amount the policy owner could receive if the policy is surrendered to the insured prior to the insured's death. If the policy owners discontinues payment of premiums, he/she can use the cash value to keep the policy in force under the automatic premium loan provision. The insurer will allow the policy to continue automatically with the payment of premium out of the net surrender value.

· Loan Provision: It permits the policy owner to borrow against the policy's cash surrender value. Methods for determining the upper limit on the borrowed amount vary among policies.

4. Policy Conversations: A policy change clause permits the insured to convert the policy, without demonstrating evidence of insurability, to some other form requiring a higher premium.

5. Restrictions: A life policy is subject to the following restrictions:

· Occupation – all policies are free from all restrictions as to travel, residence and occupation except where a proposer has at the time of proposal an intention to take up a hazardous occupation or the propose is a student. In all such cases, policies will be issued subject to a suitable endorsement and, if necessary, extra premium will be charged to cover any additional risk, if any.

· Suicide – if the insured commits suicide within one year of taking insurance, noting is payable to the beneficiary. In the absence of a suicide clause, adverse selection could occur when a person contemplating suicide takes out a large amount of coverage shortly before committing suicide. The suicide clause makes this type of adverse selection unlikely.

· Proof of Age – as the premium is charged on the basis of age of the proposer, proof  of age by any one of the prescribed certificates should be submitted along with the proposal invariably where the age of the life insurance at entry is found to be lower than the age given in the proposal form, the premium shall be payable at the correct age and the excess premium already collected will be refunded. On the other hand, if it is higher than the age given in the proposal form, the difference between the premium for the correct age and the original premium already paid will be collected within a certain interest rate.

Check Your Progress Exercise 2
1. List and briefly explain general information required for granting life insurance policy.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
2. Discuss the following terms

a. Non- forfeiture options

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
b. Cash surrender value

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
c. Grace period

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
d. Life insurance policy restrictions

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
4.3.4 Life Insurance Premium Determination
The determination of a price for insurance is a complex activity and involves the incorporation of a mathematical analysis into competitive business decision processes. This price is known as premium, which may be paid annually, semi-annually, quarterly or monthly.

Life insurance premium are influenced by the following major determinants:

1. Expected mortality rates in the insured population. The morality table can be prepared from the census records or from the records of the first class insurance companies.

2. Investment income earned by the insurer on invested premium Income-Interest factor. Life insurance is a long term contact and premium so received is invested in securities or deposited in a bank yielding interest. Such income may help reduce the cost of insurance. So interest-earning is also a factor for calculating the premium rate.

3. Expenses incurred in operating an insurance enterprise and in providing insurance – related services. The expense includes policy expenses, commission to agents, cost of preparing policy, administrative and local charges loaded, and other service charges.

4. Other factors required to determine premium rate include: age and sex of the insured, period of the insurance policy, and sum assured. 

We will illustrate using a hypothetical example how these determinants are incorporated into rates for life insurance coverage. But first let us discuss the following terms.

1. Net Premium: the net premium is a rate determined based on the mortality and interest rates only. No consideration is given for expenses incurred and the future contingencies. The net premium is an amount of money collected by the insured to meet only death claims.

2. Gross Premium: gross premium includes all the insured's costs of running the business known as loading. These costs include operating expenses, commissions, advertisement expenses, etc. So if these expenses and the expected profit to policy issuer are added to net premium, it becomes gross premium, also known as "the office premium." It is a premium the policy holder actually pays to the insurer to keep the policy in force.

Gross Premium = Net premium + Loading

Loading of the premium refers to the process of adding expenses to the net premium. In the next section of this unit, we will illustrate how to determine premium for the life insurance using a hypothetical exercise. 

Illustration 1: You are given the following information

1. According to the 1995 Ethiopian Central Statistic office of mortality table, out of an initial population size of 1,500,000 male people of Bahir Dar city, 100,000 live at the age of 40.

2. The number of people expected to die at age 40 is 500. This means that the probability of death at age 40 will be 500/100,000 = 0.005 or 0.5%

3. Assume that Ethiopian Insurance Corporation issued a one-year term insurance to all these male individuals aged 40 for death benefit of Birr. 10,000 each.

4. Death claim is to be paid at the end of the term and premium is collected at the beginning of the policy.

5. Interest rate is 3%.

6. Each insured is assumed to bring the same level of risk to the group.

Required: Based on the information given, how much premium the insurer should charge each insured? (Net single premium)  

Solution: 

Expected Death Benefit (Amount) = (No of insured expected to die) x (the sum assured death benefit/insured) 


= 500 x 10,000


= Birr 5,000,000.00
This is an amount expected to be paid by EIC at the end of the one-year term. The question here is how much money EIC need to collect from premium payments to satisfy this death claim? The answer is the present value of the future death claims, because money has a time value. This is given by the following formula.

Present Value (Pv) = Amount (A) X (1 + r)-n 
Pv = 
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Given:

r = 0.03 = 3%


A = 5,000,000


n = 1 Year


Pv of claims 
= 50,000,000 (1.03)-1



= Br. 4,854,368.93
This is the total net premium that EIC is going to collect from the insureds at the beginning of the policy. The net single premium (NSP) can be calculated by dividing the present value of premium collected by the number of insured at the age of 40.

NSP = 
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= 48.54
The amount that EIC will collect from each insured can Br. 48.54 and total of Br. 48,543,689.32 at the beginning of the term which will grow to Br. 5,000,000 in one year at 3% interest rate. The 48.544 Birr does not include the leading. The insurer may charge a fixed sum of money or certain percentage of the net premium. For example, if the insurer charges each insured 20% of the net premium as an additional cost, the gross premium will be Birr 48.544  + 0.2 (485.44) = 58.253 Br.

Illustration 2: Based on the above information and the following mortality table answer the questions that follow:

Year


Age


No. of living

  Number of dying
  1


40


  100,000


   500

  2


41


    99,500


   750

  3


42


    98,750


1,250

  4


43


    97,500


1,500

  5


44


    96,000


  ---


Assume that the 100,000 population has purchase a 4 year term insurance at the age of 40 for a sum assured equal to Br. 10,000. 

Required: Determine

A) The net single premium (NSP) of Term Insurance

B) The net level premium (NLP) of Term Insurance

C) The net level premium of pure and ordinary endowment

D) The total gross premium, if 40% of the gross premium is the cost of running the business (loaded amount).

Solution:

A) Fist we can calculate the probability of dying and the expected death claims in each of the years during the term of the policy as follows:

	No
	Age
	No. of Dying (1)
	Probability

of dying
	Amount of

Policy (2)
	Expected

Death claim (1x2)

	1
	40
	500
	0.005*
	10,000
	5,000,000

	2
	41
	750
	0.0075
	10,000
	7,500,000

	3
	42
	1250
	0.0125
	10,000
	12,500,000

	
	Total Expected Claims
	40,000,000


Prob. Of dying = 
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As it is discussed above, the insurer will not collect Birr. 40,000,000 from the insureds. Rather it will collect the present value of the total claims. The calculation is shown as follows: 

	Age
	Expected Death Claims (a)
	Present Value* Factor at 3% (b) 
	Present Value of Claims C = (a x b)
	Annual net Premium**

	40

41

42

43
	5,000,000

7,500,000

12,500,000

15,000,000
	0.9709

0.9426

0.9151

0.8885
	4,854,500

7,069,500

11,438,750

13,327,305.72
	48.55

70.70

114.39

133.27

	Total
	40,000,000
	
	36,690,055.7
	366.91


Note: *Present Value of 1 Birr =
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So when n = 1, the present value of 1 Birr is (1.03)-1 = 0.9709 and when n = 2, the present value is 0.9426 and so on as shown in the table above in column b.

** Annual premium is calculated by dividing the present value by the number of insured (i.e., 100,000). For example, 4,854,500/100,000 = 48.55. When we add the annual premium per insured of the four years, we can find the total net single premium, which is equal to Br. 366.91 (48.54 + 70.70 + 144.39 + 133.27) or we can divide the total present value by the number of insured at the begging of the policy period, which gives:

NSP = 
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         = 366.90
It is also possible to use actuarial formula to calculate the net single premium. The following variables are used in the calculation of the NSP.

t = time in years

x = Age at a time of insurance purchase

Lx = number of people living during age x

dx = number of people dying during age x

Px = probability of dying during age x

1 – Px = probability that an individual survive at age x

S = sum assured

r = interest rate 

NSP = 
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Using this formula NSP of the above exercise is computed as follows:

NSP = 10,000
[image: image25.wmf](

)

(

)

÷

÷

ø

ö

ç

ç

è

æ

+

÷

÷

ø

ö

ç

ç

è

æ

+

÷

÷

ø

ö

ç

ç

è

æ

+

÷

÷

ø

ö

ç

ç

è

æ

4

000

,

100

15000

3

000

,

100

1250

2

000

,

100

750

1

000

,

100

500

)

03

.

1

(

000

,

10

03

.

1

000

,

10

03

.

1

000

,

10

)

03

.

1

(


    = 48.54 + 70.70 + 144.39 + 133.27

    = 366.90

B) Determine the net level premium (NLP). Net level premium is an equal annual premiums paid by the insured. Some life insurance policies may allow the insured's to pay annual premiums of equal size. In this case, all the policy holders may not pay all the annual level premium. Because some of them are expected to die before the end of the policy period. Another point here is that the insurer will collect limited amount of premiums to invest at the beginning of the policy. As a result the annual net level premium paid by the insured under this arrangement is greater than the single premium paid at the beginning of the policy.

The NLP is calculated as follows:

1. Assume each insured pays constant premium of Br. 1 throughout the term of the policy.

2. Determine present value of Birr 1 collected from each insured.

3. Divide the total present value of Birr 1 by the number of insureds to arrive at the present value of Birr 1 premium payment per insured.

4. Divide the net single premium (NSP) by the present value of Birr 1 premium payment per insured. This gives you the net level premium. The following tables shows the calculations. 

	Year
	Age
	No of insureds Paying premium
	Birr 1. Premium collected form each insured
	PV of Birr 1 to be collected at the beginning        of the year
	PV of Br. 1 Premium

	1
	40
	100,000
	100,000
	1
	100,000

	2
	41
	      99,500
	99,500
	0.9709
	96,604.55

	3
	42
	98,750
	98,750
	0.9426
	93,081.35

	4
	43
	97,500
	97,500
	0.9151
	89,226.31

	Total
	378,912.21


PV of 1 Br. Premium = 378,292.21
Payment Per insured
     100,000



         =     3.789 Br
Therefore,

NLP

= 
       NSP







   PV of Br. 1 premium per insured



=  366.91


     3.789



=   96.84 Br.
Therefore each insured is expected to pay Br. 96.84 every year for four years in order to get coverage of Br. 10,000 in the event of death.

Actuarial formula can be used to find the present value of Birr. 1 premium payment. The formula is given as follows:

PV of Br. 1 Premium Payment = (pL . Pv factor

Calculation

Acturial formula can be used to find the present value of Birr 1 premium payment. The formula is given as follows:

PV of Birr 1 premium payment = (PL = PV factor



where PL = Probability of living 



           PV factor = present value factor



= 
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Accordingly, the PV of Birr 1 annual premium payment for four periods become:

PV of Birr 1 premium payment = 
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   = 1 + 0.966 + 0.9308 + 0.8922





   = Birr 3.789
Note: The total present value of premiums collected from the insureds will be the same whether net single premium or net level premium is charged.

C) Pure Endowment 

The NSP and NLP for pure and ordinary endowment using the information given above can be calculated as follows. 

Pure Endowment Policy

Under the pure endowment policy, the insurer expects to pay the face value of the policy, Br. 10,000, if the insured survives the policy period. Accordingly, it would be necessary to determine the probability of survival for the insured.

Survival rate =     Number of persons living at age 43 (end of the policy)          


Number of persons living at age 40 (beginning of policy period)

Out of the 100,000 people insured at the age of 40, 96,000 of them are expected to survive at the end of the policy period. Then, the probability of survival becomes:
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The NSP for pure endowment is calculated as:

NSP = Sum assured x probability of survival x present value factor

NSP
= 10,000 x 0.96 x (1.03)-4

= 10,000 x 0.96 x 0.8885


= Br. 8529.48
NLP for pure endowment calculated in a similar fashion as of NLP for term insurance. It 

Net Level Premium 
= 
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= 2251.12

Ordinary Endowment Policy
Under this policy, the determination of the NSP should reflect the probability of death of the insured within the policy period and its survival to the end of the policy period. This is because payment to the insured is certain whether or not the insured dies before the policy matures or survives the policy period. As a result, the net single premium of an ordinary endowment policy and the USP of the term policy for the same period.

Therefore, NSP for the above illustration is calculated as:

NSP 
= 
NSP for term + NSP for pure endowment



=
366.69 + 8529.48



=
8,896.17
D) If loading = 40% gross premium, then 

Net premium = 60% of gross premium

Gross premium = Net premium



60%

i) Gross Single Premium of term
= 
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= 611.15 Birr
Br. 611.15 is an actual amount that the insured should pay to the insurer at the beginning of the policy.

ii) Gross Level Premium of term
=  
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=  161.4 Br
Check Your Progress Exercise 3
The following table shows mortality rate and group size of MASSO Life Insurance Company.

	Year
	Age
	Number of Insureds paying premium
	Number of Insurds expected to die

	1
	20
	150,000
	500

	2
	21
	?
	700

	3
	22
	?
	300

	4
	23
	?
	400


Additional Information

Masso Insurance Company used to collect premium at the beginning of the year and pay death claim or benefits at the end of the year. Face value of the policy to this group is Br. 5,000. The prevailing interest rate is 10%.

Required: Determine

1) The probability of dying at the end of each year and number of insureds expected to pay premium

2) NSP of term insurance

3) NLP of term insurance

4) The gross single premium of loading is 20% of NSP.

5) NSP and NLP of pure endowment. 

4.4 Non-life Insurance Policies

Insurance is a financial tool into which many contribute and out of which the few who suffer losses are compensated. In other words, small contribution from many insured will pay the large losses of the few. Insurance can be called a safeguard of any business enterprise, i.e., factory may burn, a ship may sink, money may be lost through deception, but provided there is adequate protection, one may not be left destitute as a result of any unfortunate events, because business will not suffer as prompt payment of claim ensures that a man can continue its operation without or little interruption.

In the previous section, we have discussed life insurance, its distinguishing characteristics, and types of life insurance contracts. In this section we will briefly discuss types of non-life insurance contracts, their exceptions, provisions and subject matter insured under each type of contract.

4.4.1 Property and Liability Insurance
Property Insurance

Property insurance contacts may be written to cover either real property or personal property, or both. It is a contract of indemnity. Typically, the contract reimburses loss as defined in the terms of coverage.

Liability Insurance

Liability insurance reimburses amounts that insured person become legally obligated to pay as a result of injury to others or damage to their property. Insurance may be written to cover liability arising from specially identified sources of liability or more broadly; to provide comprehensive coverage. Comprehensive liability insurance covers all sources of liability except those specifically excluded. Until recently, most liability insurance contracts usually gives coverage to (1) bodily injuries and (2) property damage with some limited amount of coverage.

4.4.2 Major types of Insurance Cover
For example: the Ethiopian Insurance Corporation (EIC) provides life, property and liability insurance policies. The general insurance policies include:

1. All risks

2. Aviation (cargo and hull)

3. Burglary and house breaking

4. Bonds

5. Consequential loss (Business interruption)

6. Depositors personal accident

7. Fidelity guarantee

8. Fire and allied perils 

9. Marine (Cargo and Hull)

10. Motor (Commercial and personal)

11. Engineering

· Boiler Insurance

· Contractor's plant and machinery

· Machinery breakdown etc.

12. Personal/Group personal accident

13. Money

14.  Plate glass

15. Product liability

16. Professional indemnity

17. Public liability

18. Workmen's compensation

19. Other non-life insurances

Then are describe briefly as follows:

1. Fire and Special Pents Insurance

The basic fire policy covers the insured property against loss or damage by fire or lightning. As a result of the principle of proximate cause, the following losses/damages are also covered by fire or lightning.

· Property damaged by water or other extinguishing agents used for extinguishments purpose.

· Damage done by fire brigade in the execution of its duties.

· Property blow up to prevent a fire spreading.

The property insured under fire policy are:

· buildings (office, hospitals, warehouses, factories etc)

· machinery, equipment, furniture etc

· stocks (Inventory stored in a warehouse)

2. Machinery Insurance

It was developed to give cover against the economic loss suffered as the result of damage or destruction of machinery due to accidents. In this policy all types of machinery, plant mechanical equipment and apparatus may be covered. It includes the following:

· power generating units (boilers, turbines, generators):

· power distribution plant (transformers, how and low tension equipment)

· production machinery and auxiliary equipment (machine tools, wearing looms, paper machines, compressors etc).

The sum insured should be the new replacement cost of the insured machinery (value of the item plus customs duties, transportation and installation charges). The insured is indemnified in respect of total cost of repairs, in the event of damage which can be repaired. In the event of an insured item being totally destroyed, the indemnity is based on the market value of the item on the date of loss, the value of any scrap or remains being deducted from the sum payable to the insured.

3. Burglary and House Breaking Insurance

Theft/burglary is another risk to which property, especially easily portable and valuable stocks, is exposed. The subject matter insured can be any of the following.

· stock and materials insured can be property held by the insured in trust or on commission and all other contents within the insured premises such as machinery, fixtures, fittings, furniture, etc.

This policy pays compensation for:

· losses/damage to the insured property while within the premises by theft or any attempt threat but only accompanied by actual forcible and violent breaking into or out of a building; and

· any damage to the premises falling to be borne by the insured caused by theft or attempts threat.

4. Motor Vehicle Insurance

Motor insurance is the most familiar of all types of Insurance. For instance purposes, motor vehicles are classified as follows:

1) Private vehicles used for taxi, domestic pleasure professional and business cars of the insured. These are cars not used for carrying passengers for hire or reward.

2) Commercial vehicles – these are vehicles used for carrying goods or passengers

3) Agricultural vehicles

4) Motor cycles, motor trade, vehicle of special construction

The scope of cover for private and commercial vehicles depends on the wish of the insured. It can take any one of the following:

a) Third party only: which covers only the insured's liability in respect of death or bodily injury caused to third parties or damage caused to third party property through the use of the insured vehicle.

b) Third part, fire and theft: this policy covers third party liability as above plus damage to the insured vehicle caused by fire or loss of the vehicle.

c) Comprehensive: this is the widest form of cover that and covers destruction of or damage to the insured vehicles caused by other accidental causes such as collusion or overturning and malicious acts in addition to third party and fire and theft loss discussed above.

5. Marine Cargo Insurance

The marine cargo policy covers all types of goods transported by sea, air or island waterways including land transit by road or rail incidents. It can also cover sending by ordinary or registered mail, airmail and parcel post. The cover in this policy is normally for agreed value.

6. Money Insurance

One of the pecuniary insurance is money insurance, which compensate the insured for loss of money sustained as the result of fortuitous circumstances including through the unlawful acts of other persons such as burglars and thieves. "Money" is to mean cash, bank notes, currency notes, cheques, post orders, money orders, postage stamps, and revenue stamps belonging to the insured or for which the insured is responsible.

The policy cover applies to money in transit between the insured's premises and the bank or post office, or any agreed points, and money in the insured's premises whilest in a locked safe or strong room.

7. Fidelity Guarantee

This policy provides compensation to an insured for loss suffered due to the fraud or dishonesty of his/her employees. This help the employer to protect himself from this risk of his staff especially those whose main duty involves the handling of money or securities.

8. Workmen's Compensation Insurance

The Ethiopian labor law proclamation no. 42/1993 holds an employer liable for death, bodily injury or illness befalling employees from circumstances connected with their work or at the place of work. This policy protects the insured, employer, from any loss he might have to suffer as a result of his having to meet such liability.

9. Public Liability Insurance

This insurance policy covers the insured against damage for which he may be held legally liable to a member of the general public.

10. Plat glass

This is an all risks policy, which indemnifies the insured for the breakage or destruction of plate glass by any accident or misfortune or fortuitous character.

11. Bonds

There are bid, performance, supply and maintenance bonds. There the insurer assumes the position of a surely guaranteeing the faithful performance by a "contractor" of his obligation to an employer.

12. Personal Accident

This policy compensates the insured person in accordance with a scale of benefits specified in the policy for bodily injury caused by accidental means. Compensations are benefits that are paid for death, permanent disability, temporary partial disability, and medical expenses.

13. Marine Hull and Aviation

These types of insurance are limited to the two national carriers i.e, Ethiopian Airlines, and the Ethiopian Shipping Line.

In general, these are the main non-life insurance policies available to customers in Ethiopia. Each policy has their own conditions and terms that should be fulfill by the contracting parties; exceptions or exclusions and limits, which can be specified in the policy document. Therefore, any one who wants to have an insurance policy should have knowledge of the terms, conditions and exclusions of each policy before signing the contract.

Health Insurance

Health Insurance is an insurance against loss by sickness or accidental bodily injury. The risk may be loss of income due to disability or medical expenses. The common health insurance policies are disability income insurance and medical expense insurance. The costs are:

· Hospital expense

· Surgical expense

Check Your Progress Exercise 4
1. Define property and liability insurance.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

2. Outline and briefly explain non-life (general) insurance policies issued by Ethiopian Insurance Corporation.

_________________________________________________________________________________________________________________________________________________________________________________________________________________________________

4.5 Summary

Life insurance is most commonly used form of insurance whose purpose is financial protection of the dependents (families) of the insured and savings for an old age, to cover personal loan and tuition for education expense. Life insurance insures special type of risk whose occurrence is certain i.e., death. The death claim is decided in advance and premium is charged based on age, health condition, or occupation of the person whose life is insured.

According to the duration, life insurance policies may be classified as: whole life, term and endowment contracts. Whole life insurance policy provides permanent protection at a minimum premium payment and it also has a savings element. Term insurance is issued to provide only temporary protection to the beneficiaries of the insured. It has no any savings element. If the period elapsed, the policy will expire and nothings will be paid to the insured. It provides maximum protection with a minimum cost. Endowment policy is a modified form whole life policy and provides policyholders both protection and cash if the person services the endowment period or terminates the policy anytime. 

4.6 Answer to Check Your Progress Exercise

Check Your Progress Exercise 1

1. Classes of Insurance: There are different ways of classifying insurance. The common one is in terms of the types of item covered by the policy. That means life and non-life (property insurance).

2. Definition of life insurance. (Refer Section 4.3.1)

3. The difference between life and non-life insurance can be explained using several factors such as the subject matter insured, the types of risk, the amount of the policy and premium payment etc. 

4. Basic features of life insurance. (Refer Page 76)

5. Kinds of Life Insurance (Refer Section 4.3.2)

· Whole life

· Endowment and

· Term insurance

6. Yes. Term Insurance gives only financial to the insurd's beneficiaries in the event of death of the insured. It has no any savings element. That means if the insured survive beyond the policy period, the contract will expire no payment will be made by the insurer. As a result, the premium paid to get a certain coverage is low or for the same premium as paid in other policies high protection can be secured. 

7. Yes. Endowment and whole life policies provide the insurd's beneficiaries protection and the insured can terminate the policies and can withdraw the cash value of the policy.

Check Your Progress Exercise 2

You can read the text and you can get the answer to the question on Section 4.3.3

Check Your Progress Exercise 3

1. Probability dying at the end of each year.

	Year
	Age
	No. of Insureds

Expected to pay premium
	No of Dying
	Prob. of death**

	1
	20
	150,000
	500
	0.0033

	2
	21
	149,500
	700
	0.0047

	3
	22
	148,800
	300
	0.002

	4
	23
	148,500
	400
	0.0027

	5
	-
	148,100
	
	


** 
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2. You can also use the actuarial formula to calculate NSP of term.

NSP    = 5000 (0.0033) (1.1)-1 + 5000 (0.047) (1.1)-2 + 500 (0.002) (1.1)-3 + 

  5000 (0.0027) (1.1)-4

= 15 + 19.42 + 7.51 + 9.22 


= 51.15
3. NLP =?

We can also use the actuarial formula to find the NLP of the above problem.
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                           = 1 + 0.906 + 0.819 + 0.742



                           = 3.467 Birr
NLP = 
[image: image38.wmf]payment

 

premium

 

1

birr 

 

of

 

PV

NSP


        =  
[image: image39.wmf]467

.

3

15

.

51


        = 14.75 Birr

4. Gross Single Premium 
= NSP + 20% of NSP





= 51.15 + 0.2(51.15)





= 61.38 Birr

5. Pure and ordinary endowment

    NSP of pure endowment

= Sum assured x  Probability of survival x PV factor






= 5000 x  148,100








    150,000






= 5000 x 0.98733 x 0.683






= 3,371.81 Br
    NLP of pure endowment 
            = 
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     3.467






= 972.54 Br
       NSP of ordinary endowment
= NSP for term + NSP for pure endowment






= 51.15 + 3371.81






= 3422.96 Br
Check Your Progress Exercise 4

1. Property insurance – a policy issued to cover property from a wide variety of risks. It is a contract of indemnity. Liability insurance is written so that it can reimburse amount that the insured become legally obliged to pay as a result of injury to others or damage to their property.

2. Refer Section 4.4.2

Unit 5: Functions of Insurance
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5.0 Aims and Objectives

The main objective of this unit is to familiarize students about the basic activities or functions common to insurance operation. After reading this unit you should be able to:

· outline the activities or functions unique to insurance business

· define these functions; underwriting claim settlement, rate making and production

· explain the process of claim settlement.  

5.1 Introduction

A number of business functions are performed in writing and servicing insurance. Many of these functions are limited to insurance business, some are also applicable in other business organizations. However, several functions have special significance to the insurance business, and the performance of these functions can materially affect the character of the coverage provided by the insurer. Within the insurance business, these functions differ one from another according to their financial adequacy and lines of insurance but all insurance companies have the following common functions:

1. underwriting

2. production

3. rate making (premium determination)

4. loss adjustment, or claim management

5. inspection, engineering, and loss prevention 

6. marketing

5.2 Underwriting

Underwriting is the process of selecting and classifying prospective policy owners or potential applicants. It involves assessing or evaluating the risks of the insured before accepting the proposal. Underwriting process determine, which applicants are eligible for insurance coverage. Based on this analysis, the insurer rejects some applicants and accepts others.

The purpose of underwriting is to control adverse selection and assemble a group of insureds who loss potential is homogeneous. When loss potential is homogenous, the same insurance premium can be charged across insureds.

Factors considered in insurance underwriting 

Different factors need to be considered before accepting the proposal of the insured. For example, life insurance covers are aimed at protecting the dependents of the insured from suffering financial loss in the case of his premature death. This means the insurance gives protection for the risk of death. Therefore, in life insurance underwriting, the factors examined are those that influence mortality. These include age, sex, current physical condition, personal medical history, family medical history, occupation, habits, marital status and soon.

These and other factors may affect the decision of the insured to accept or reject or to give protection or postpone the policy. The same is in the case of property insurance. The condition of the property, nature, location, the value of the property and so on.

These and other factors may affect the decision of the insured to accept or reject or to give protection or postpone the policy. The same is true in the case of property insurance. The condition of the property, nature, location, the value of the property and the life need to be considered.

These and other factors/conditions may affect the type of the policy and its prices and provisions. The insured should disclose all material facts pertaining to the subject matter that is going to be insured. Otherwise, it may lead later to disputes or expensive litigation and may be grounds for the insurer to deny claims.

Sources of Information for Underwriting
 The assessment and evaluation of the risk is based on the information collected by the underwriter. The following are important sources of information for underwriting.

1. The applicant: Insurance contract is a contract of utmost good faith. That means both parties to the contract should disclose all relevant information to make the contract valid. In this case the insured can give the appropriate information through the application form. The insurer can learn a lot about the insured from this and other documents such as medical report.

2. The Agent: Agents of the insurer are also important sources of underwriting information. They know the sources of income, health condition, and other necessary information about a certain group of society in which they are appointed.

3. The insurer's own inspection and engineering department.
4. Company's bureaus and associations

5. Outside Inspection Agencies:

 Therefore, on the basis of the information collected from these sources, the underwriter assesses and evaluate the risk and accordingly make a decision to accept or reject the proposal made by the insured against a particular risk.
5.3 Rate Making

The establishment of a price for insurance is a complex activity and involves the incorporation of mathematical analysis in to competitive business decisions. Insurance cost is an important factor in the selection of an insurer. In order to evaluate properly the cost of the protection provided by a particular insurer, the risk manager must understand the principles and procedures of Insurance pricing so that he/she can select or obtain the lowest possible price for his/her firm.

From insures viewpoint, correct pricing of insurance is the foundation of financial security and solvency. Important problems emerge if the premium does not accurately reflect the risk being insured. If the price is too low, the insurer will not accumulate sufficient resources to cover claims and provide claim related services. If the price is too high, competitors will draw away customers.

Insurance is a product for which the costs of goods sold is not known until some future date. As a result, insurance companies must apply special techniques and methods for product pricing.

The term "insurance rate" and "insurance premium" often are used interchangeably in ordinary conversation through they have distinct meanings in the insurance business. An insurance premium is the total coverage.

Most insurance prices rely on claims data, the amount of insurance premium recepts, insurance claim costs, and costs of insurance related services. Its objective should be to charge faire and affordable price. It should not discriminate indureds and should be made based on business considerations.

5.4 Production

Production involves in producing and selling insurance policies through agents, field workers and special agents.

5.5 Claim Settlement/Loss Adjustment

An insurance policy claim is a demand made by the insured or any party concerned for the payment of the policy money. The fundamental role of insurance claim is compensation of financial loss sustained by the insured in the event of the occurrence of an insured peril. In effecting claim settlement the insurers provide financial compensation in an attempt to restore the insured to his/her former position as he enjoyed immediately before the accident. 

Therefore, whenever an insured sustains an accident, which is likely to lead to a claim under a policy he is entitled to full and speedy settlement within the terms of the policy as long as the complies with duties (implies and expressed) imposed upon him.

To this effect the insured is duty bound to act as if he was uninsured and take all reasonable steps to minimize his loss. These duties are known as implied duties. An expressed duties include immediate notification of any event and to provide particulars within the specified period. The notification can be verbal or in writing.

Most policies give insurers the option to settle claims either in cash, reinstate, or repair the damaged property. Loss adjustment is an activity that is taken by a claim department. It involves verification of the loss, fair and prompt payment and personal assistance to the insured who faces an accident. Every insurance company has this department or division. 

Steps in Settlement of Claims
Step-1: Notification

The insured is required to give an immediate notification of the event occurred which leads to the initiation of claims in the manner specified in the policy. Notification can be made orally or in writing.

Step-2: Investigation

The claim adjuster (a person in the claim department) should investigate the amount and the causes of the loss before indemnification is made. The claim adjuster should raise and answer the following questions.

· Did the loss actually occur while the policy is in force?

· Does the policy cover the penil that causes the loss?

· Does the policy cover property destroyed in the loss?

· Is the claimants entitled to recover?

· Is there an insurance interest?

· Is the claim fraudulent?

Step-3: A Proof of loss must be filed by the insured.

Step-4:  Decision concerning the payment

If all goes well, the insurer indemnifies the insured. On the other hand, claim can be claimed if the claim is not legitimate. Faster and more exact claim settlement will be made when the insured provide complete well-organized data that support a claim.

5.6 Marketing

In this competitive environment if a business wants to say in the market, it should provide or deliver quality product at a fair price and all this should be informed to the public so that they can be attracted toward the company and its offering all these are the activity of marketing.

Marketing is a function common in service or manufacturing; small or large organization. It is the process of planning the development of a product, pricing, promotion and distributing the product and creating an exchange. Therefore, this function is also important success factor in insurance business.

Check Your Progress Exercise
1. Outline the main functions of insurance business.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. What is underwriting? Identify the sources of underwriting information?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………
3. Explain claim settlement and steps involved in it?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

5.7 Summary

The core function of business organization are finance, marketing and production that are common to all businesses. They are also applicable in the insurance operation. However, certain functions or activities are limited to only to the Insurance business. These are underwriting, rate making, claim settlement and inspection and engineering departments. The effectiveness of these function affect the success or failure of an insurance company and satisfaction of the customers on the services of the company.

5.8 Answer to Check Your Progress Exercise



A. Underwriting

B. Production

C. Rate making

D. Loss adjustment or claim settlement

E. Inspection

F. Marketing

2. Underwriting is an activity performed to select and classify prospective policy holders. The source of information for the assessment and evaluation of the risk to be insured comes from the applicant, the agent, insurer's own inspection department, associations etc.

3. Claim settlement: An insurance policy claim is a demand made by the insured for payment of the amount specified in the policy or the value of loss from the insurer. Settlement of claim follows the following important steps:

1. Notification of the event by the insured.

2. Investigation of the event

3. A proof of loss

4. Decision concerning the payment.

Where	Pv = Present Value


	A = Amount (Future Value)


	r = interest rate per period


	n = number of periods





PV of Birr 1 premium per insured  =





x (1.10)-4





1.
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