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INTRODUCTION 

 
Foundations are important for buildings and knowledge, so before you 
learn about the different types of policies and their provisions, it will be 
necessary to learn the basics of insurance.  This includes learning about 
what insurance is, how it works, who sells it and how it is enforced.  The 
rest of this course’s materials will build directly on this section.   

 

 

BASIC CONCEPTS  

  
The financial consequences of a potential loss of an individual’s assets, 
including perils (causes of loss) such as a home consumed by fire or a 
sudden loss of wages due to injury, can be catastrophic.  Insurance is a 
product that manages risk by transferring some of those consequences to 
an insurance company, which distributes the costs of unpredictable losses 
among a group of individuals in similar circumstances. 
 
Each person or organization purchasing insurance, referred to as the 
insured, assumes a portion of a potential future loss by paying a premium 
to an insurance company, also known as an insurer.  The insurer then 
relies on premium payments from a large number of insureds to 
indemnify, or make whole, those who experience covered losses.  In other 
words, insureds agree to trade large, uncertain future losses for a much 
smaller immediate premium payment (see Aleatory Contract, pg. 17). 
 
A contract, called a policy, establishes the legal basis for this agreement 
between the insurer and the insured.  The insurer sets the terms of the 
policy (see Unilateral Contract, pg. 16) and agrees to pay the insured if 
all due premiums are paid and a covered loss occurs.  Insureds notify 
insurers of losses by making claims. 
 
Why would someone buy insurance?  There is always a certain risk of 
losses—such as sickness, loss of life, or an automobile accident—that 
may occur in someone’s life.  Risk refers to the uncertainty that a loss 
might happen.  Insurance provides financial protection for these risks in 
an economical way, but it does so only to the extent of the value of the 
loss.  Insurance does not provide a way for someone to gain financially 
from a loss. 
 
 
 

REVIEW BOX 
 

Make sure to pay attention to 

information contained in this review 

box.  It will help you better focus 

your studying.  Go ahead and take 

notes here, too! 
 

 

 

 

 

Insurance transfers financial risk 

of loss from an individual to a 

group of similar individuals 

through an insurance company. 

 

 

 
Insureds pay premiums to insurers, 

and insurers promise to indemnify 

insureds for certain perils if a claim 

is made. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Insurers indemnify losses only to 

the extent of the value lost.  An 

insured cannot profit from making a 

claim. 
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There are two types of risk, but only one is covered by insurance. 
 
• Speculative risk is the potential for both loss and gain.  Gambling and 

stock market investing are common examples of speculative risks.  
Insurance companies could potentially lose a lot of money by virtue of 
someone else’s good fortune if they began covering speculative risks, 
which is why these types of risks are not insurable. 

 
• Pure risk is the potential for loss or no change at all in financial status.  

There is no potential for individual gain here.  This helps an insurance 
company predict what its potential liabilities will be in order to 
determine the amount of premiums needed.  This way, if a loss occurs, 
insurance is used to restore the insured to the financial position he or 
she was in before experiencing the loss (see Principle of Indemnity, 

pg. 7). 
 
 

METHODS OF HANDLING RISK 

 
Risk management involves identifying potential risks, their likelihood of 
occurring and their financial consequences in order to determine how best 
to reduce one’s exposure to such risks.  The four generally accepted ways 
to manage risk are retention, avoidance, reduction and transfer. 
 
• Risk Retention occurs when a person or company who experiences a 

loss assumes responsibility for at least some of the financial 
consequences of that loss.  Risk retention is a strategy often used when 
a loss cannot be insured or if a company wants to reduce expenses and 
increase cash on-hand.  A deductible is a common example of risk 
retention, in which the insured is required to pay a portion of his loss 
up-front before insurance coverage kicks in.  Other types of risk 
retention include co-payments, co-insurance and self-insurance. 

 
• Risk Avoidance refers to the action of a person who removes himself 

or herself from a circumstance or behavior that could lead to a loss.  
For example, an insured could avoid a car accident by not driving. 

 

Of course, avoidance is not always possible; it is often more realistic to 

reduce risk. 
 
• Risk Reduction is made possible by taking a certain action that will 

help prevent a loss from occurring or at least to minimize the 
magnitude of a loss if it does occur.  Wearing safety equipment, 
installing smoke detectors, eating well and exercising are all actions 
an insured can take to reduce her risk of a loss. 

 

When avoidance isn’t possible, there is a chance of loss, no matter how 
much one tries to reduce exposure to it.  There is one final way to handle 
an unavoidable risk: 

There are 2 types of risk:  

 

1. Speculative risks, such as 

gambling, have a potential for 

loss or gain and are not 

insurable. 

 

 

2. Pure risks, such as a car 

accident, only have a potential for 

loss and are insurable. 

 

 

 

 

 

 

 

 

 

There are 4 common ways of 

managing risk: 

 

 

 

1. Risk Retention ~ The insured 

assumes the financial 

responsibility for a loss.  The 

more risk is retained, the lower 

premiums will be.   

 

 

 

 

 

2. Risk Avoidance ~ The insured 

takes precautions to avoid a loss. 

 

 

 

 

 

 

3. Risk Reduction ~ The insured 

takes precautions to prevent a 

loss or minimize its magnitude. 
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• Risk Transfer is the practice of legally displacing part or all of the 
financial burden of a loss from one party to another.  There are three 
ways to do this: 

 
• By suing a negligent party to cover the loss to the injured party; 
 
• By legally sharing a risk with others, such as with business 
partners; or 

 
• By purchasing insurance, which is the most common way. 

 
When risk is transferred through a lawsuit, the entire financial burden for 
a loss is put on the negligent party, or the party at fault.  In a business 
partnership arrangement, the risk is shared relatively equally among the 
partners.  Insurance works a bit differently.  Insurance uses homogeneous 

groups of individuals with similar loss exposures (susceptibility to loss) to 
share the financial burden of losses experienced by individuals within that 
group.  For example, if an insured in a group of 1,000 insureds 
experiences a $1,000 loss, that burden would be satisfied—assuming there 
is no deductible—by paying out $1 from the premiums each of the group 
members paid. 
 
So how do insurance companies profit from this?  If individual insureds 
within a group are similar in nature and in exposure to potential losses—
whether because of their age, gender, occupation, or otherwise—insurance 
companies can study loss data from previous similar groups to determine 
a highly accurate probability of that loss occurring again.  The larger and 
more homogeneous the group is (see the Law of Large Numbers, pg. 5, 

6), the better the accuracy.  This is called the pooling concept, and it is the 
basis for determining who and what can safely be insured and the amount 
of premium necessary to protect the insurance company’s financial 
stability.  
 
 

HAZARDS 

 

The concept of risk is central to how insurance operates.  As such, 
insurance companies are also interested in hazards, or circumstances or 
states of mind that tend to increase risks.  There are three types of hazards: 
 
1. Physical Hazard refers to behaviors, occupations or objects that may 

increase the chances of a loss occurring, such as working at a 
dangerous job, regularly skydiving or installing a skateboarding half-
pipe in the living room;  

2. Moral Hazard refers to a client’s penchant for dishonesty that is 
recognized in prior interactions with the insurance company or other 
known business relationships.  For example, an insured might 
purposely create a covered loss in order to collect insurance funds; and 

4. Risk Transfer ~ The client 

sues, shares the risk with others, 

or buys insurance. 

 

 

 

 

 

 

 

 

 

 

Insurance spreads the burden of 

losses among homogeneous groups 

of individual insureds with similar 

loss exposures.  This is why a large 

amount of coverage can usually be 

purchased with a relatively small 

premium. 

 

 

 

Insurance companies remain 

profitable by using the pooling 

concept to predict future losses.  If 

future losses can be predicted, 

profitable yet affordable premiums 

can be charged. 

 

 

 

 

 

 

 

 

There are 3 types of hazards that 

insurance companies try to guard 

against: 

 

1. Physical hazard ~ behaviors, 

occupations, and physical 

conditions of objects to be 

insured. 

 

2. Moral hazard ~ A person’s 

tendency toward dishonesty. 

 

Note: This is the definition only 

as it relates to insurance.  

There are other forms of moral 

hazards as well. 
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