
UNIT 2

Risks and Insurance

Definition of Risks

Risk is defined as “a condition where there is a 
possibility of an adverse deviation from a desired 
outcome that is expected or hope for and there is 
no requirement that the possibility may be 
unmeasurable, only that it must exist”.

Risk is exposure to danger.

Risk arise due to uncertainities in regard to cost, 
loss or damage.

It refers to the subject matter of insurance.

The degree of risk is unmeasurable.



RISK

FINANCIAL AND NON FINANCIAL RISK

STATIC AND DYNAMIC RISK

FUNDAMENTAL AND PARTICULAR RISK

PURE AND SPECULATIVE RISK

PERSONAL RISK

PROPERTY RISK

LIABILITY RISK



Financial and Non-Financial Risk :

 If any risk is concerned with financial 

loss, it is termed as financial risk.  This is 

associated with the way in which a 

company finances its activities.  This risk 

encompass risks of possible insolvency 

and variability in the earnings available 

to common share holders.

Eg. The presence of borrowed money 

creates fixed payment in the form of 

interest must be sustained by the firm

 The risk other than financial 

consequences, are referred to Non-

Financial Risk.



Static and Dynamic Risk:

 Static risks involve resulting from the 
destruction of an asset or changes in its 
possession as a result of dishonesty or 
human failure, such financial losses arise 
even if there were no changes in economic 
environment.  Static losses arise with a 
degree of regularity over time.  Eg. 
Dishonesty, carelessness etc of the 
employees cause risk in the business



 Dynamic risk involve losses 

mainly concerned with financial 

loss. It occurs resulting from the 

causes relating to the changes in 

the price level, consumer wants 

and needs, income, output and 

development of technology. This 

risks also affect the public.

Eg. Computer defects.



 Fundamental risk is termed as 
group risk.  It involves those losses 
that occur as a result of the 
causes or problems relating to 
major factors such as changes of 
economic , social, cultural and 
political environment.  The 
consequences of the fundamental 
risk severely affect whole 
population. 

Eg. War, Earthquakes, floods etc.
 Particular risk involves losses that 

occur resulting from individual 
events.

Eg. Burning of a house and robbery 
of a bank.



Pure and Speculative Risk:

 The concept pure risk refers to those 
situations that involve the chances of loss or 
gain.  

 Speculative risk means those risk which 
involve a situation where there is a 
possibility of gain.

Insurance:

 Insurance is a contract between the insurer 
and the insured under which the insurer 
undertakes to compensate the insured for 
the loss arising from the risk insured against.  
The person who risk is insured is called 
Assured.  The person who agrees to 
compensate the loss arising from the risk is 
called insurer or assurer.



Functions of Insurance:
 It is risk bearing

 It provides saving

 Provides protection

 Provides Capital

 Encourages Efficiency

 Promotes loss prevention

 Solves social Problems

 Use of reserve funds



Risk  Transfer

Protection

Assured Profit

Benefits to consumers

Investment

Encourage savings

Capital Formation



Insurance

LIFE INSURANCE NON-LIFE INSURANCE

GENERAL MISCELLANEOUS INSURANCE

 MARINE

 FIRE

 PERSONAL

 VEHICLE

 FIEDELITY GAURANTEE

 CROP

 BURGLARY

 FLOOD

 CATTLE

 CASH IN TRANSIT



 Long term Insurance is an 
insurance that covers life 
changing events in life, such 
as death, retirement and 
disability.

 It provides a person’s care 
incase of chronic illness and 
disability.

Purpose of Long Term 
Insurance:

 Long term insurance is to 
prove for us with an income 
in the long term(retirement) 
or a lump sum of money in 
the event that we become 
permanently disabled or 
pass away.



 It refers to coverage of health services, which may 
include community health care, nursing home care 
and home support.

 It is normally for the elderly, but it sometimes also 
applicable to younger individuals with disabilities.

 Medicare does not cover under long term care 
services.

 It is a serious financial investment and should be 
considered as a part of estate planning and these 
policies are often complex.



Benefit of Long term Insurance:

 Cost savings

 Our rates for premium will be far less than what we would have 

pay for care without Insurance. 

 Preserve our savings, assets and financial independence.

 This policies include life insurance, Funeral Insurance, 

retirement annuities and endowment policies.

 It gives a benefit in the tax qualified policy when the insured 

become unable to perform number of activities associated with 

normal daily living or suffers from a cognitive impairement that 

requires supervision. 



 Short term insurance is an insurance that can be purchased for 

a short period of time as opposed the typical annual policy, it 

is meant to meet the temporary insurance needs of those who 

purchase it.

 This insurance encompasses all types of insurance policies 

other  than life insurance .  Amongst other this include 

vehicle, property, house hold, medical, personal, liability, 

travel and business insurance.

 The major difference between the short term and long term 

insurance policy is contract term.



 It protect us from losses that we may  suffer as a 

result  of unforeseen events such as accidents, coins, 

floods, fires etc.

 This insurance policies tend to cover the smaller 

claims of those things that we may be changing a lot . 

Eg. Vehicles, house hold etc.

 It is quite simply an agreement between a policy 

holder and an insurer.  This agreement is binding for a 

limited amount of time or is flexible according to  the 

individuals circumstances.



 Short term Insurance policy is taken by the buyers to meet the 

temporary needs.

 This insurance is a further bifurcation based on the tenure.

 It is advisable to take a term insurance while insurer for most 

of the life preferable, if we can choose a short term insurance 

policy which can be between 5 to 25 years. 

 Short  term insurance policy can’t be renewed whether we 

take a 20-year policy or a 50 year policy, we can renew our 

term insurance at any time.

 With this facility, we can pay the same premium and enjoy the 

benefits.



BENEFITS:

Tax Benefits:

As per Sec 80c of the Income Act which provides tax 
benefits on premiums paid and sum assured after taxation.

Death Benefit:

 If the person who insured dies, the assured sum is allocated 
to the nominee. 

 Based upon the insurance plans, the amount may differ.



Functions of Short term Insurance:

 The amount of money that we pay to our insurer at pre arranged intervals is 

called a premium.  This amount will be worked out according to our individual 

risk profile.

 These factors will determine what premium we should pay to the insurance 

company. 

 The greater our risks profile, the higher will be our premium. 



 Life Insurance defined as a 

contract in which the insurer 

in consideration of a certain 

premium either in lump sum 

or other periodical payments, 

agrees to pay to the assured 

or to the person for who 

benefits the policy is taken, a 

stated sum of money on the 

happening of a particular 

event contigent on the 

duration of human life.  The 

term assurance is referred to 

life insurance business.



 Elements of a valid contract

 Insurable interest

 Utmost good faith

 Warranties

 Assignment and nomination

 Cause is certain

 Premium

 Terms of policy

 Return of Premium                    



Automobile Insurance:

 It refers to policies that offer financial 

assistance in the event of accidents involving 

our car, bike etc.

 This insurance is applicable for all types of 

vehicles. 

 It is also known as motor or vehicle 

insurance.

Features:

 It provides insurance for all types of 

vehicles.

 It’s for primary use and is to provide 

financial protection against physical damage 

or bodily injury resulting from traffic 

collisions and against liability that could also 

arise from incidents in a vehicle.



 Vehicle Insurance additionally offer financial protection 

against theft of the vehicle, damage to the vehicle sustained 

from events other than traffic collisions, such as disasters and 

damage sustained by colliding with stationary objects and also 

due to natural, manmade calamities. 

 It provides accident cover for individual owner of the vehicle 

while driving and also for passengers and third party legal 

liability.

 The insurance companies have tie-ups with leading automobile 

manufacturers.

 Auto premium is determined by a number of factors and the 

amount of premium increases with the rise in the price of the 

vehicle.

 Certain documents such as duly signed claim form, RC copy of 

vehicle, driving license copy, FIR copy, original estimate and 

policy copy are required for claiming auto insurance in India



Private Insurance

Two Wheeler Insurance

Commerical Vehicle Insurance
Private Insurance:

 This is the fastest growing sector in India as it is compulsory 
for all new cars.

 The amount of premium depends on the make and value of 
the car, state where the car is registered and the year of 
manufacture.  This amount can be reduced by asking the 
insurer for no claim bonus if no claim is made for insurance 
in previous year.



TWO WHEELER INSURANCE

This insurance covers accidental insurance for the drivers of the 
vehicle.

The amount of premium depends on the show room price 
multiplied by depreciation rate fixed by the Tarif Advisory 
Committee at the beginning of a policy period.

Commercial Vehicle Insurance:

 It provides cover for all the vehicle which are not used for personal 
purposes like trucks and HMVS.

The amount of premium depends on the showroom price of the 
vehicle at the commencement of the insurance period, make of 
the vehicle and the place of registration of the vehicle



PROPERTY INSURANCE

 This includes fidelity, burglary and insolvency.  Property Insurance 
covers all loss of property by burglary, theft or house breaking or by 
any other act which is a criminal offence.

Indemnity Principle:

 A contract of Insurance is a contract of indemnity.

 All contract of insurance except life, personal accidents and sickness 
insurances are contracts of indemnity.  This implies that the assured, 
incase of loss against which the policy has been insured shall be paid 
the actual amount of loss not exceeding the amount of policy. 



 Incase of marine and fire insurances the insurer undertakes to 

indemnity the insured for loss or damage resulting from 

specified perils.  Incase of loss, the insured can recover from 

the insurer the actual amount of loss, not exceeding the 

amount of policy.

 Incase of life insurance, there is no question for actual loss, 

whether the assured suffered any financial loss or not, the 

assurer must pay the policy amount on the maturity of the 

policy.  



 Coinsurance is the amount generally expressed as a fixed 

percentage and an insured must pay against a claim after the 

deductible is satisfied.

 In health insurance,  coinsurance provision is similar to a  co-

payment provision, except co-pays required the insured to 

pay a set dollar amount at time of service.

 Coinsurance like copayment, is a form of cost sharing for 

health service or prescription drugs between insurance 

companies and the insured. 



 It clauses encourage business to buy adequate 

insurance.

 It clauses encourage policy holders to insure their 

property at or near it full value.  When most policy 

holders buy full limits of insurance, insurers collect 

more premium dollars and can charge lower rates 

overall. 



 This formula is relatively simple.  It begins by dividing the 

actual amount of coverage on the house by the amount should 

have been carried (80% of replenishment value).  Then, 

multiply this amount by the amount of loss, and this gives the 

amount of the reimbursement.

Stock:

 A stock is a type of investment that represents an ownership 

share in a company.

 When we purchase a company’s stock, we were purchasing a 

small piece of that company called a share.

 Investors purchase stocks in companies that they think will go 

up in value. 



TYPES OF STOCK

I. Common Stock

II. Preferred Stock

Common Stock:

 Common stock is an investment security which represents

ownership in company.

Preferred Stock:

This stock is more like a bond than the common stock.

Other stocks such as cyclical, Blue chip, Tech stock, speculative, 
Defensive, growth etc.



 Investing in stock market is the chance to grow our money.

 Over time the stock market tends to rise in value, through the 

prices of individual stocks rise and fall daily.

 Investments in stable companies that are able to grow tends 

to make profits for investors.

Benefits of Stock Flotation Market:

 This will Create a market for the company’s shares.

 This increase our public profile.

 It provides reassurance to our customers and suppliers.

 This Allow us to do business by using quoted shares as 

currency.

 It gives access to new capital to develop business



 It allow us to offer employees for extra incentives by granting 

share options.  

 This encourage and motivate our employees to work towards 

long-term goals.

Dividends:

 Dividend comes from latin word “Dividendum”

 A dividend is a distribution of profits by a corporation to its 

share holders.  When a corporation earns a profit or surplus,  

it is able to pay a proportion of the profit as a dividend to 

share holders.  If any amount not distributed , is taken to be 

re-invested in the business.



BENEFITS OF DIVIDENDS:

 Dividends can provide stable income and raise morale among 
share holders.

 Paying dividends is not an expense for the join-stock 
company; rather, it is the division of after- tax profits among 
share holders.

 Distribution to share holders may be in cash or if the 
corporation has a dividend reinvestment plan, the amount 
can be paid by the issue of further shares or by share 
repurchase.

Forms of Payment:

 Cash dividends are the most common form of payment and 
are paid out in currency or can be done through an electronic 
funds transfer, a printed paper check.  Such dividends form 
of investment income of the share holder, usually treated as 
earned in the year, they are paid.  For each share owned, a 
declared amount of money is distributed.

 A company must pay dividends on its preferred shares before 
distributing income to common share holders.



Stock dividends are those paid in the form of additional shares of  the 
issuing corporation, are usually issued in proportion to shares owned.

 Stock dividend distributions do not affect the market capitalization of 
a company.

 Property Dividend are those paid out in the form of assets from the 
issuing corporation such as a subsidiary corporation.

 Interim Dividends are dividend payment made before a company’s 
annual general meeting and final financial statement.  This declared 
dividend usually accompanies the company’s interim financial 
statements.

 Other Dividends can be used in structure finance.  Financial assets 
with known market value can be distributed as dividends. 



 The most popular metric to determine the dividend coverage 

is payout ratio.  This can be calculated based on dividends per 

share and earning per share.

Payout ratio =  Dividend per share/ earnings   per share    x 100

 The free cash flow represents the company’s 

available cash based on its operating business after 

investments.  In this case pay ratio can be 

determined as 

Pay out ratio = dividends per share/free cash flow per 

share x 100



 Bonds are units of corporate debt issued by companies and 
securitized as tradable assets. 

 A bond is referred to as a fixed income instrument since 
bonds traditionally paid a fixed interest rate to debit holders.  
Variable or floating interest rates are also now quite common.

 All bonds are like a loan.  When we buy a bond, we are 
lending money to the organization that issues it.

 The company inreturn, promises to pay interest payment to 
us for the length of the loan.  When bond reaches the date of 
maturity, the issuer repays, the principal, or original amount 
of the loan.



Treasury Bond:

 Treasuries are considered as safest bonds available because 

they are backed by “Full faith and credit”.

Corporate Bonds:

 Bonds issued by for-profit companies are risker than 

government bond but tend to compensate for that added risk 

by paying rates of interest.

Other Bonds:

 Investment grade corporate bonds, high yield bonds, foreign 

bonds, Most gage-backed bonds, Municipal bonds.



Bonds in Market:

 It is where investors go to trade debit securities, prominently 

bonds which may be issued by corporations or governments.  

It is also known as the debt or the credit market.  Securities 

sold on the bond market are all various forms of debit. 

 Investors buy bonds because they provide a predictable 

income stream.  Bonds pay interest twice a year.  If the bonds 

are held to maturity, bond holders get back the entire 

principal.  So bonds are way to preserve capital while 

investing. 




