Chapter 6 —Study Guide

l. Introduction:
1. What arethetwo major contexts used to define insurance?

1. The Nature of I nsurance:

2. Explain therole of insurance as an economic institution.

3. Important quote: “Thus, through the insurance mechanism, insureds transfer various risksto the
group and exchange a potentialy large, uncertain loss for arelatively smaller certain payment (the
premium).”

4. Why are gambling and insurance exactly opposite one another from an economic standpoint?
5. What is aninsurance policy?
6. Discuss the following quotes:

a.  “Implicitininsurancetransfersis the assumption that the insurer will indeed be able to
pay whatever losses may occur.”

b. “when using insurance as arisk management technique, it isimportant to consider the
financial condition of the insurer and the probability that it will be able to pay for all
insure losses that may occur.”

7. Whenisit usualy best to use insurance as a risk management technique?

8. Should an individua or firm assume that insurance is the best technique to manage risk?

I1. Principle of | ndemnity:

9. Inwhat type of insurance is the principle of indemnity must relevant?

10. What is the principle of indemnity?

11. What isthe main reason for the principle of indemnity?

12. How does the principle of indemnity potentially lower mora hazard?

13. How does the principle of indemnity apply to individuals that suffer aloss covered under more
than one insurance contract?

14. Doesthe principle of indemnity apply to life insurance?

V. Principle of I nsurable | nterest:

15. Explain the term insurable interest.
16. Why isthere arequirement of insurable interest in insurance contracts?

A. What Constitutes | nsurable | nterest:

17. How can insurable interest be established?
18. Do genera creditors have aninsurable interest?
19. How does insurable interest work in the case of life insurance?

B. When thelnsurable Interest Must Exist:

20. When must an individual have an insurable interest in the case of property and liability insurance?
21. When must an individua have an insurable interest in the case of life insurance?

22. How do the courts view life insurance contracts?

23. What isthe general rule concerning life insurance and insurable interest?

V. Principle of Subrogation:
24. What principle gives rise to the principle of subrogation?

25. Explain the principle of subrogation.
26. Provide an example of subrogation.
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A. Reasonsor Subrogation:

27. What is “one of the important reasons for subrogation”?
28. Provide an example of how subrogation alleviates this potentia problem.
29. List and discuss the three reasons for subrogation.

B. Exceptionsto the Principle of Subrogation:

30. Where does subrogation not normally apply?

31. What happensin the case that the insured actsin away that either destroys or reduces the insurer’s
right of subrogation?

32. What happensin the case where an insurer successfully subrogates a claim against aresponsible
third party in the case where an insured has sustained losses in excess of the policy limits?

VI. Principle of Utmost Good Faith:
33. In general terms, explain utmost good faith.

A. Representations:

34. What is arepresentation?

35. Explain what happens when there is a misrepresentation in an insurance contract?

36. Explain theterm materia ?

37. What happens in the case where the insured made an innocent misrepresentation- in other words
there was no intent to deceive on the part of the insured?

38. Doestheinsurer need to be able to show that the misrepresentation was related to the cause of
loss?

B. Warranties:

39. What isawarranty?

40. How does awarranty compare to a representation?

41. What isthe distinction between an express and implied warranty?

42. What is the distinction between a promissory warranty and an affirmative warranty?

C. Concealments:

43. What is a concealment?

44. What are the tests of concealment?

45. What isthetest of materiality asit appliesto conceal ment?

46. What are the two rules determining the standard of care required of the applicant?

47. Important quote: “the intentional withholding of material facts with the intent to deceive
constitutes fraud.”

A. Mistakes:

48. What can be donein the case where a mistake was made in awritten contract?
49. Text example of the courts reforming a contract due to a mistake.

VIlI.  Requisitesof Insurable Risks:

50. What term is used to describe characteristics of risk that make it feasible for insurersto offer
insurance?

51. Isit necessary for all of the requisites of insurable risk to be met before an insurer can offer
commercia insurance?
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Large Number of Similar Objects:

How does the law of large numbers apply to the requisites of insurable risk?

What happens in the case where only a few objects are insured by the insurer?

What impact does the law of large numbers have on the risk associated with life insurance?
Why must the insured objects be “enough alike’?

Accidental and Unintentional Loss:

What is the main point of insurance?

Why does insurance not cover intentional |osses?

What is adverse selection?

What is asymmetric information?

How does an insurer prevent against adverse selection and asymmetric information?
Determinable and M easurable L oss:

Why may it be difficult for an insurer to determine and measure aloss?

L oss not Subject to Catastrophic Hazard:

Explain the requisite of insurable risk that |osses not be subject to catastrophic hazard?

What are some examples where this requisite may be violated?

How do most insurers handle this requisite?

What is reinsurance and how can it assist an insurer in terms of the requisites for an insurable risk?

LargeLoss:

Explain the requisite of large loss?
What usthe large loss principle?

Probability of LossMust Not be Too High:

Explain the rel ationship between the probability of aloss and insurable risk.

VIII.  Reguirementsof an I nsurance Contract:

69.
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What is a contract?
Requirements of All Valid Contracts:

What are the four requirements that are common to al valid contracts?

Who makes the offer in an insurance contract?

When does an insurance contract go into effect?

What is a conditional receipt?

Discuss the textbook case of Todd and his application for life insurance.

What would have occurred had the insurer “rated” the policy differently due o health conditions
revealed in the physical ?

What happens in the event that an individual applies for insurance but does not remit the payment
with the application?

What is consideration?

What is the consideration of the insured?

What is the consideration of the insurer?
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Distinquishing Characteristics of | nsurance Contracts:
Aleatory Contract:

What is an deatory contract?
Explain why insurance is an aleatory contract?

Conditional Contract:

Why isinsurance considered a conditiona contract?
What are some conditions normally imposed upon the insured?

Contract of Adhesion:

What is a contract of adhesion?

How will courts normally interpret a contract if it is considered a contract of adhesion?
What is the doctrine of reasonabl e expectations?

Unilateral Contract:

Why isinsurance considered a unilateral contract?

Roleof Agents and Brokers:

Explain the role of an agent and principal.

What are the two types of agents?

How does agency apply to an insurance agent?
How does agency apply to an insurance broker?

Authority of Agentsand Brokers:

What are the two sources of authority for agents and brokers in the insurance distribution channel?
What is an agency agreement?

What isratification?

What is the concept of waiver?

What is the concept of estoppel ?

What is an example of estoppel ?

Principles of Social | nsurance:

What is socia insurance?
What are some of the key distinctions between private insurance and socia insurance programs?

Social and Economic Values and Costs of | nsurance:

100.What are the socia and economic values of insurance?
101.What are the socid costs of i nsurance?
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