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R E F A C E

ABOUT THE SUBJECT
The subject “Practice of Life Insurance” explains the practices of life insurance business in India. The 
life insurance can be defined as insurance policy which provide life coverage and protection against some 
eventualities like death etc. This subjects also explains the various life insurance organization operating in 
India and how they are regulated by the government.

The important topics covered in this subject are as follows,

❖  Life Insurance -  Meaning, Growth, Policies, Principles and Regulations.

❖  Concept of Premium and its Computation.

❖  Rebates and Mode of Rebates.

❖  Surrender Value and Paid-up Value.

❖  Concept of Settlement of Claim with Procedures.

❖  Concept of Underwriting with its need, Principles and Factors Affecting.

❖  Financial Planning and Taxation in Life Insurance.

ABOUT THE BOOK

The book entitled ‘Practice of Life Insurance’ is designed for B.Com II-Year IV-Semester students. 
The content provided in this book is strictly as per the latest (2016-17) syllabus prescribed by Osmania 
University.

Every concept is explained in a simple manner with sufficient number of examples so as to facilitate better 
understanding and easy learning in a shorter span of time. Keeping in view the examination pattern of 
B.Com students, this book provides the following features,

❖  Important Questions are included to help students prepare for Internal and External Assessment.

❖  Every unit is structured into two main sections viz., Short Questions (Part-A) and Essay Questions 
(Part-B) with solutions.

❖  List of Important Definitions and formulae are given.

❖  Three Model Papers are provided in order to help students understand the paper pattern in the end 
examination.

An attempt has been made through this book to present theoretical knowledge o f “Practice of Life 
Insurance”. This book is especially prepared for undergraduate students.



Unit No. Unit Name Unit Description

1. Introduction to Life This unit covers the topics: Meaning Evaluation, Growth and Principles
Insurance and Types 
of Life Insurance

of Life Insurance -  Life Insurance Organizations in India -  Competition

Policies and Premium and Regulation of Life Insurance. Types of Life Insurance Policies -  Term,
Calculation Whole Life, Endowment, Unit Linked with or without Profit Policies -  

Customer Evaluation -  Policy Evaluation -  Group and Pension Insurance 

Policies -  Special Features of Group Insurance/Super Annuation Schemes 

-  Group Gratuity Schemes. Computation of Premiums -  Meaning of 

Premium, its Calculation -  Rebates -  Mode of Rebates -  Large Sum

• Assured Rebates -  Premium Loading -  Rider Premiums -  Computation of 

Benefits -  Surrender Value -  Paid up Value.

2. Settlement of Claims Risk This unit covers the topics: Settlement of Claims: Intimation Procedure,
and Underwrittings and 
Financial Planning and Tax

Documents and Settlement Procedures. Underwriting: The Need for

Saving Underwriting -  Guiding Principles of Underwriting -  Factors Affecting 

Insurability -  Methods of Risk Classification -  Laws Affecting 

Underwriting. Financial Planing and Taxation: Savings -  Insurance Vis- 

a-vis -  Investment in the Units Mutual Funds, Capital Markets -  Life
A

Insurance in Individual Financial Planning Implications in IT Treatment.

■  It is sincerely hoped that this book will satisfy the expectations of students and at the same time helps
I  them to score maximum marks in exams.

I  Suggestions for improvement of the book from our esteemed readers will be highly appreciated and
I  incorporated in our forthcoming editions.

,
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LIS T OF IM PO R TA N T D EFIN ITIO N S  AND FORM ULAE

1. According to the section 2 of Indian insurance Act, 1938 “Life Insurance business is the business effecting 
contracts upon human life”.

2. Group gratuity scheme is designed to cover statutory liability of the employers.

providing any insurance coverage.

4. Rebate is the amount paid for reduction, return or refund on what has been already contributed or paid.

paid after deducting all the essential surrendering charges.

6. The reduced amount of sum assured by the insurance company on the event of discontinuation of premium 
payments by the policy holder is referred as paid-up value.

of indemnity. An insured should satisfy the requirement of insurable interest while collecting the amount by 
proving the loss due to misused peril.

8. The principle of indemnity states that the insurer should not pay more than the actual amount of loss.

9. Principle of subrogation is one of the legal principles of insurance contract and supports the principle of 
indemnity. This principle provides the benefit to insured to claim the insurer for any loss incurred due to the 
negligence of third party.

10. Principle of contribution refers to the insurer’s right who has paid compensation for the loss under a policy, to 
recover a specific amount from the other insurers who are supposed to cover the loss.

11. Pension refers to a type of income which an employee receive on his/her retirement from the employer.

12. According to Bhir and Limaya, “Annuity is a contract where the annuitant agrees to pay to the insurer, a 
certain amount either in a lumpsum or spread over a period of few years and the insurer in return agrees to pay 
to the annuitant a certain sum every year, either so long as the annuitant is alive or for such period as may be 
determined by the contract of annuity”.

13. The formula for calculating Net Single Premium is as follows,

14. The formula for Net Level Premium is as follows, 
Net Single Premium (AJ xAnnuity Due 

* Purchase Price of Annuity Due (ax)
It can also be written as,

UNIT - 1

3. Premium is the amount of money or consideration which is paid by the insured to the insurance company for

5. Surrender value is the amount payable by the insurance company to insured for surrendering his policy. It is

7. Principle of insurable interest is one of the legal principle of insurance contracts that supports the principle

X SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.
a



L .2 PRACTICE OF LIFE INSURANCE

15. The formula for calculating Gross Premium is as follows,

P’= P + — + — F  + C a 100
The formula can also be written as follows,

P '~  P + -+ C +  a 1-
100

16. Present Value of Claims,

= No. of Deaths x Amount of Claims x Present Value of ?  1.

UNIT - II
1. Claim settlement means paying back the money by the insurance company to the insurance policy holder.

2. The process of identifying and classification of the risks involved in the insurance policies is termed as 
underwriting.

3. Financial planning refers the process of determining whether and how an individual can meet life goals through 
the proper management of financial resources.

4. If an insured dies before expiry of term of policy then it results in death claim.

5. A mutual fund is a special type of investment institution which acts as investment conduit. It collects or pool 
the savings of the community and invests large funds in a fairly large and well, diversified portfolio of sound 
investments.

6. Capital market is a market under which money is provided for periods longer than a year. Most of the insurance
companies invest their money in capital markets which they collected through premiums and income from 
investments. - ■

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.



IMPORTANT QUESTIONS

U n it-1

PART-A

Q1. Define Life Insurance.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 2, Q.No. 1.

Q2. What are the Principles of Life Insurance?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 2, Q.No. 2.

Q3. What do you mean by with and without 
profit policies?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 3, Q.No. 5.

Q4. What is Group Insurance?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 3, Q.No. 6.

Q5. What is surrender value and paid up value?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 4, Q.No. 10.

PART-B

<21. Define Life Insurance. Explain the evolution 
of life insurance.

A nsw er :  Important Question

For answer refer Unit-I, Page No. 5, Q.No. 11.

Q2. Explain various principles of life insurance.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 9, Q.No. 14.

Q3. Discuss briefly about the different life 
insurance organization or com panies  
operating in India.

A n s w e r  t  Important Question

For answer refer Unit-I, Page No. 17, Q.No. 21.

Q4. Write in detail about the regulations of life 
insurance industry of India with reference 
to insurance Act, 1938.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 20, Q.No. 24.
Q5. Enlist the different types of life insurance 

plans.
A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 26, Q.No. 32.

Q6. Write briefly about with or without profit 
policies.

A nsw er :  Important Question

For answer refer Unit-I, Page No. 35, Q.No. 39.

Q7. Explain how a custom er evaluate the 
insurance policy.

OR
Write in detail about customer evaluation.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 36, Q.No. 40.

Q8. Explain in detail about Policy Evaluation.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 39, Q.No. 43.

Q9. W hat is Group Insurance? Discuss in 
detail the importance of group insurance 
schemes to both employer and employees.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 41, Q.No. 44.

Q10. What is group superannuation scheme? What 
are its types?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 47, Q.No. 50.

Q11. Define premium. W hat are the different 
types of premium?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 53, Q.No. 57.

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.



IQ.2
Q12. What do you mean by rebates, mode of 

rebates and large sum assured rebates?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 61, Q.No. 62.

Q13. What do you mean by rider benefits and 
rider premium? What are the benefits of 
riders?

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 65, Q.No. 69.

Q14. What is surrender value? Explain the bases 
for calculating surrender values.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 67, Q.No. 71.

Q15. Explain in detail about paid up value. Give 
example.

A n s w e r  :  Important Question

For answer refer Unit-I, Page No. 69, Q.No. 73.

U nit
* *

PART-A

Q1. What do you mean by settlement of claim?

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 76, Q.No. 1.

Q2. Write the steps involved in settlement of 

death claims.

A n s w e r  : Important Question

For answer refer Unit-II, Page No. 76, Q.No, 2.

Q3. Define underwriting.

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 76, Q.No. 3.

Q4. Write the need of underwriting.

A n s w e r  :  Important Question
9

For answer refer Unit-II, Page No. 76, Q.No. 4.
SIA  PUBLISHERS AND DISTRIBUTORS PVT.

Q2. Discuss the need and importance of underwriting 

in the insurance markets.

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 85, Q.No. 13.

Q3. “Age, gender Family and others affect 
insurability” -----Elucidate.

Discuss the factors affecting insurability of the 

insured.

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 87, Q.No. 15.

Q5. What is financial planning? Explain the role of 
life insurance policies in financial planning.

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 90, Q.No. 18.

Q4. Explain how insurance and mutual funds are 
related with each other.

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 93, Q.No. 21.

Q6. Explain the implication of income tax on life 

insurance companies.

A n s w e r  :  Important Question

For answer refer Unit-II, Page No. 96, Q.No. 25.

LTD.



Time: 3 Hours

FACULTY OF COMMERCE
B.Com. (CBCS) 11-Year IV-Semester Examination 

PRACTICE OF LIFE INSURANCE 
( Common Paper for All Streams)

Note: Answer all questions from Part-A and Part-B. 

Part - A ( 2 x 5 = 10 Marks )

(Short Answer Type)

Note: Answer the following questions.

MODEL -I 
P A P E R t X

Max. Marks: 40

1. What are the Principles of Life Insurance?

2. What do you mean by settlement of claim?

Part - B ( 2 x 15 = 30 Marks )

(Essay Answer Type)

3. (a) Explain in detail the growth of life insurance in India.

OR

(b) Write briefly about with or without profit policies.

4. (a) Discuss the need and importance of underwriting in the insurance markets.

OR

(b) “Age, gender Family and others affect insurability” -----Elucidate.

OR

Discuss the factors affecting insurability of the insured.

(Unit-I, Page No.2, Q2) 

(Unit-ll, Page No.76, Q1)

(Unit-I, Page No.5, Q12)

(Unit-I, Page No.35, Q39) 

(Unit-ll, Page No.85, Q13)

(Unit-ll, Page No.87, Q15)

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.



M P.2 PRACTICE OF LIFE INSURANCE

■ MODEL I r t  
P A P E R  dL

FACULTY OF COMMERCE
B.Com. (CBCS) ll-Year IV-Semester Examination 

PRACTICE OF LIFE INSURANCE 
( Common Paper for All Streams)

Time: 3 Hours Max. Marks: 40

Note: Answer all questions from Part-A and Part-B.

Part - A ( 2 x 5 = 10 Marks )

(Short Answer Type)

Note: Answer the following questions.

1. Define Life Insurance.

2. Write the need of underwriting.

Part - B ( 2 x 15 = 30 Marks )

(Essay Answer Type)

Explain various principles of life insurance. (Unit-I, Page No.9, Q14)

OR

Enlist the different types of life insurance plans. (Unit-I, Page No.26, Q32)

What is claim settlement? Discuss in detail procedure for claim settlement for

life insurance policies. (Unit-ll, Page No.79, Q9)

OR

Explain how insurance and mutual funds are related with each other. (Unit-ll, Page No.93, Q21)

3. (a) 

(b)

4. (a) 

. (b)

(Unit-I, Page No.2, Q1) 

(Unit-ll, Page No.76, Q4)

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD.



MODEL QUESTION PAPERS WITH SOLUTIONS MP.3

M O D E L I Q
' P A P E R  m3

FACULTY OF COMMERCE
B.Com. (CBCS) 11-Year IV-Semester Examination 

PRACTICE OF LIFE INSURANCE 
( Common Paper for All Streams)

Time: 3 Hours Max. Marks: 40

Note: Answer all questions from Part-A and Part-B. 

Part - A (2  x 5 = 10 Marks )

(Short Answer Type)

Note: Answer the following questions.

1. List out the various Life Insurance Organization in India.

2. What are the laws affecting underwriting?

Part - B ( 2 x 15 = 30 Marks ) 

(Essay Answer Type)

(Unit-I, Page No.2, Q3) 

(Unit-ll, Page No.77, Q5)

(a) What is Group Insurance? Discuss in detail the importance of group insurance

schemes to both employer and employees. (Unit-I, Page No.41, Q44)

OR

(b) What do you mean by rebates, mode of rebates and large sum assured

rebates? (Unit-I, Page No.61, Q62)

(a) What is financial planning? Explain the role of life insurance policies in

financial planning. (Unit-ll, Page No.90, Q18)

OR

(b) Explain the implication of income tax on life insurance companies. (Unit-ll, Page No.96, Q25)

SIA  PUBLISHERS AND DISTRIBUTORS PVT. LTD.



UNIT INTRODUCTION TO LIFE 
INSURANCE AND TYPES OF 

LIFE INSURANCE POLICIES AND 
PREMIUM CALCULATION SIA GROUP

LEARNING OBJECTIVES

After studying this unit, one would be able to understand,

❖  Meaning, Evolution, Growth of Life Insurance.

❖  Principles of Life Insurance.

❖  Competition and Regulation of Life Insurance.

❖  Types of Life Insurance Policies or Plans.

❖  Customer Evaluation and Policy Evaluation.

❖  Group Insurance, Concept, Importance, Benefits, Features and Eligibility Conditions in Group 
Insurance.

❖  Concept of Premiums, Types of Premium and Factors Considered in Calculating Premium.

❖  Rebates, Modes of Rebates and Large Sum Assured Rebates.

❖  Surrender Value and Paid up Value.

D

C INTRODUCTION 3
Life insurance can be defined as “the contract under which insurance company (insurer) agrees to pay 
certain amount incase of death or at the time of maturity of policy in consideration of periodical premium 
from the policy holder”. It is usually considered as the better or smart way of investment for the benefit of 
protection against risk of death. The various principles of life insurance includes, Principle of Insurable 
Interest, Principle of Indemnity, Principle of Subrogation, Principle of Contribution, Principle of Utmost 
Good Faith, Principle of Proximate Cause.
Life insurance comprises different types of plans, Term Plan, Endowment Plan, Money Back Insurance 
Plan, Whole Life Insurance Plan, Unit Linked Insurance Plans, Joint Life Insurance Plans, Child Insurance 
Plans, Industrial Life Insurance, MWP Policies and Keyman Insurance.
Premium is the amount of money or consideration which is paid by the insured to the insurance company 
for providing any insurance coverage.
Rebate is the amount paid for reduction, return or refund on what has been already contributed or paid. 
Surrender value is the amount payable by the insurance company to insured for surrendering his policy. 
It is paid after deducting all the essential surrendering charges.
The reduced amount of sum assured by the insurance company on the event of discontinuation of premium 
payments by the policy holder is referred as paid-up value.

SI A PUBLISHERS AND DISTRIBUTORS PVT. LTD.



PRACTICE OF LIFE INSURANCE

Model Paper-ll, Q1

According to J.H Maggee, life insurance can be defined as “the life insurance contracts embodies an agreement 
in which the insurer undertakes to pay a stipulated sum upon the death of the insured or at designated time to a 
designated beneficiary.

According to the section 2 of Indian insurance Act, 1938 “Life Insurance business is the business effecting 
contracts upon human life”.

Q2. What are the Principles of Life Insurance? 

A nsw er :

The various Principles of life Insurance are as follows,
■

1. Principle of insurable interest

2. Principle of indemnity

3. Principle of subrogation

4. Principle of contribution

5. Principle of utmost good faith

6. Principle of proximate cause.

Model Paper-1, Q1

Model Paper-Ill, Q1

Q3. List out the various Life Insurance Organization in India. ^

Answ er :

The various life insurance organizations or companies operating in India are as follows,

1. Life Insurance Corporation of India

2. Aviva Life Insurance Co. India Pvt. Ltd.

3. Bajaj Allianz Life Insurance Company Ltd.

4. Birla Sun Life Insurance Company Ltd.

5. HDFC Standard Life Insurance Company Ltd.

6. ICICI Prudential Life Insurance Company Ltd.

7. ING-Vysya Life Insurance Company Pvt Ltd.

8. Max New York Life Insurance Company Ltd.

9. SBI Life Insurance Company Ltd.

10. Tata AIG Life Insurance Company Ltd.

S IA  PUBLISHERS AND DISTRIBUTORS PVT. LTD.



UNIT-1 : Introduction to Life Insurance and Types of Life Insurance Polices and Premium Calculation 3 

Q4. What do you mean by IRDA?

A nsw er :

Insurance Regulatory and Development Authority (IRDA) was established based on the recommendations of 
R.N. Malhotra Committee. After considerable discussion on the subject matter, the insurance bill was presented in 
both parliament houses. Thereafter, the government passed the Insurance Regulatory and Development Authority 
(IRDA) Act, 1999. This act aims at opening up the insurance sector for private companies with a 26% of foreign 
equity. It seeks to finish the monopoly of the General Insurance Corporation and Life Insurance Corporation in the 
insurance sector.

Q5. What do you mean by with and without profit policies?

A nsw er :

With Profit Policies

With profit policies allow policy holders to participates in the profits or surplus of insurance companies (Insurer) 
in the form of bonus and divident payments. These type of policies are also called as ‘Par policies’ or ‘policies with 
participation in profits’ or ‘participating policies’. The premium under this policy is higher than non-participating policies.

Without Profit Policies

Without profit policies does not provide the right to participate in the surplus earning of a insurance company. 
Because of this reason it is also called as ‘Non-participating’ or ‘Non-par’ policies. The premium under these policies 
is very low compare to participating policies.

Q6. What is Group Insurance?

A nsw er :

In group insurance, many persons belonging to a group like members of an association or employees in an 
organization are covered under one contract. The insurer and the group policy owner enter into a contract called 
‘master contract’ for the benefit of the members of the group.

Group insurance operates at a great level and provide its benefits to a group of persons at a moderate cost. Group 
insurance has grown in recent years due to advancement of economy and consequential development of the organized 
sector. It acts as an instrument to implement the social security measures of the government. Group insurance has 
now became an essential part of life insurance business.

Q7. Write briefly about group gratuity scheme.

A nsw er :

Group gratuity scheme is designed to cover statutory liability of the employers. A scientific method is used for 
funding gratuity as premium amount depending on actuarial principle. If any employee dies before maturity then his 
dependents must get higher benefits.

The Payment of Gratuity Act, 1972, provides that the employer should pay 15 days salary i.e., 15/26 of a month’s 
salary to employees who have completed the years service. This payment should be made when the employee exists 
the company after 5 years of continuous service with a maximum limit o f?  3,50,000. The employer can pay higher 
amount to the employee depending upon his desire. The gratuity payable to the employees should be paid whenever 
liability arises and can be claimed as deductable expense under profit and loss account of relevant financial years. If 
the employee dies during his service, then an immediate payment should be made.
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Q8. Define Premium.
A nsw er :

Premium is the amount of money or consideration which is paid by the insured to the insurance company for 
providing any insurance coverage. The insurance coverage begins with the first premium payment. The policy holder 
can use first premium deposit receipt to lodge a claim even if he/she have not received the policy document. The 
premium can be single premium, annual, half-yearly, quarterly or monthly. The Indian Insurance Law needs that the 
payment of premium should be done in advance. When the policy holder premium pays a premium for reinsurance, 
it is known as re-insurance premium.
Q9. What is rebate are its modes?

A nsw er :

Rebates

Rebate is the amount paid for reduction, return or refund on what has been already contributed or paid. In a 
insurance policy, rebates can be of different types like, yearly, half-yearly, quarterly and monthly. Rebates are usually 
differ from plan to plan. It is very important to deduct permissible rebate for mode of payment of premium and sum 
assured for insurance.

Mode of Rebates

There are four types of modes of rebates which are used in the calculation of insurance premium. They are as 
follows,

(i) Yearly mode of rebates

(ii) Half yearly mode of rebate

(iii) Quarterly mode of rebate

(iv) Monthly mode of rebate.

Q10. What is surrender value and paid up value?

A nsw er :

Surrender Value

In the concept of Insurance policy, the term “surrender” refers to the willing termination of a contract by a 
policy holder. The insured has a right to terminate his contract at anytime before the maturity of policy.

Surrender value is the amount payable by the insurance company to insured for surrendering his policy. It is 
paid after deducting all the essential surrendering charges.

Once the policy is surrendered, it means that insurance protection given under the policy would be stopped 
and also the life coverage provided by the company would come to an end.

Paid up Value

The reduced amount of sum assured by the insurance company on the event of discontinuation of premium 
payments by the policy holder is referred as paid-up value. In traditional life insurance plans, if the premiums are paid 
for three years, then the policy is automatically converted into paid up policy. The policy’s paid up value increases 
every year when the payment of further premiums is continued by the policy holder. After payment of premiums 
for three years, if the policy holder is not able to pay further premium throughout the policy period, then the paid up 
value will be same. No further bonus is included in the policy in case of discontinuation of premiums. However, the 
amount of death claim will be limited to the paid up value of the policy.
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UNIT-1 : Introduction to Life Insurance and Types of Life Insurance Polices and Premium Calculation 5

PART-B
_____________ESSAY QUESTIONS WITH SOLUTIONS______________

1.1 MEANING, EVOLUTION AND GROWTH OF LIFE INSURANCE

Q11. Define Life Insurance. Explain the evolution of life insurance.

Answer :
Life Insurance

According to J.H Maggee, life insurance can be defined as “the life insurance contracts embodies an agreement 
in which the insurer undertakes to pay a stipulated sum upon the death of the insured or at designated time to a 
designated beneficiary.

According to the section 2 of Indian insurance Act, 1938 “Life Insurance business is the business effecting 
contracts upon human life”.

In simple words, life insurance can be defined as “the contract under which insurance company (insurer) agrees 
to pay certain amount incase of death or at the time of maturity of policy in consideration of periodical premium 
from the policy holder”. It is usually considered as the better or smart way of investment for the benefit of protection 
against risk of death.
Evolution of Life Insurance

The evolution of life insurance was started during 16th century. The life insurance was first initiated in England 
during 1969 under the guidance of Hand-in-Hand society. In United States (US) life insurance contract emerged 
during 18th century due to the serious fluctuations or increase in the death rate of U.S citizens.

In India, first life insurance company was started by some Europeans in Bengal presidency during 1818. The name 
of that company was “Oriental Life Insurance Company”. Later on the concept of life insurance was get popularized 
in India. In 1871, Indian government has opened its first life insurance company which was named as Bombay Mutual 
Life Assurance Society. After that number of other life insurance companies was established in India year after year.

Addition to this, Indian Life Assurance companies Act, 1923 was the first statutory measure established to 
regulated the life insurance business in India. This act was amended in 1928, as Indian insurance companies Act, 1928 
to enable the Indian government for collecting statistical information of life and non-life insurance business going 
on in India. However, the latest amended Act is Indian Insurance companies Act, 1938 which is followed in current 
business scenario of India. Later on, other amendments are also made in this act aftei; 1938, but the name of this act 
was not changed by the Indian government.

Until 1956, 229 Indian insurance companies, provident insurance societies and 16 non-life Indian companies 
were conducting life insurance business in India. However, on 19th January, 1956, the government of India undertook 
the control and ownership of life insurance business. Since 1986, Life Insurance Corporation of India (LIC) was 
established with a bill passed in parliament. It was started functioning since 1st September 1956, Life Insurance 
business’s growth is analyzed under new business which consists of group insurance business, new business individual 
insurances and not considering annuities, growth in assured sum and number of policies, average amount per policy, 
new rural business, business in force, number of offices, asset’s productivity and process of new plans of insurance. 
Q12. Explain in detail the growth of life insurance in India.
Answer :  Model Paper-I, Q3(a)

In last few decades, drastic changes witnessed in the growth of life insurance products in Indian insurance 
market. Currently India stands in 5th position in terms of insurance premium collection across the world. The Indian 
life insurance industry has reported 12-15% growth in the last financial year 2016-17. According to a research 
reported, it is concluded that nine insurance companies of India (1 public and 8 private) represents 87% of total 
Annualised Premium Equivalent (APE) of Indian life insurance industry during 2016-17.
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6 PRACTICE OF LIFE INSURANCE
During 1956, the growth of life insurance in India was emerged since the nationalization of insurance industry 

the introduction of Life Insurance Corporation (LIC) of India. LIC has played a crucial role in spreading the message 
of “protecting life through life insurance policies” throughout the nation. Since the establishment of LIC in India, 
Indian life insurance business witnessed a drastic changes. LIC has registered growth of 27.22% in financial year 
(FY) 2016-17. As per a latest survey report, LIC registered a new business premium at ? 1,24,396.27 crores on 
March 2017 which was ?  97,777.47 crores in march 2016. LIC hold a market share of 71.07% in Indian life insurance 
market. However, in private sector, HDFC life shows its new business premium a t?  8,696.21 crores on March 2017, 
where as ICICI prudential life insurance shows ?  7,863.4 crores during 2016-17.

The following figure (1) shows the growth of Annualised Premium Equivalents (APE) of Indian life insurance 
industry financial year 2010 to financial year 2016-17 and figure (2) shows the percentage of single premium and 
regular premium in overall Indian industry from 2010 to 2016-17.

Financial Years 
B | Total for industry
----Growth rate on an APE basis

Figure (1): Annualised Premium Equivalent (APE) of Indian Life Insurance Industry

Financial Years 
H  Regular premium 

Single premium
Figure (2): Single and Regular Premium in Indian Life Insurance Industry
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1.

Q13. Discuss the features and importance of life insurance.
Answer :
Features of Life Insurance

Following points highlights the features of life insurance,
Nature of General Contract

Sec 2(h) and sec 10 of the Indian Contract Act states the essentials of life insurance contract as follows,
Offer and Acceptance

The offer and acceptance for the contract should also be valid i.e., the contract should be made between the 
applicant and insurer, but not between agents or representative of both.

Incase of property insurance policies, local agent will be provided with the authority to accept the offers by 
the insurer. These contracts will be cancelled if the insurer is willing to escape.

In case of life insurance policies only the insurer has the authority to accept the offer and issue the counter 
offer.

The insurer/agent will accept the offer from an applicant after determining the ability of applicant to satisfy the 
requirements of insurance agreement by the head office/insurer. Insurer will issue a conditional receipt after 
determining the insurability of the applicant and also issue the tender of first premium. Once the applicant paid 
the first premium and died before the completion of the processes, the beneficiary of the applicant can claim 
for the amount. As the offer can be considered as valid after receiving the first premium from the insured. 

Legal Relationship

The parties of an agreement should have an intention to establish a legal relationship between them. If such 
intention does not exist then a contract cannot be formed.

Agreements of social or domestic type cannot be considered as contracts as they will not fulfill the legal 
obligations. The Insurance contract must be basically formed with an objective of creating legal relationship 
between the insurer and insured.

Capacity of the Parties

The parties involved in the insurance contract should possess legal capacity to perform the contract i.e., they 
should not possess any illegal ventures. The persons such as insane persons, intoxicated persons, minor are 
not eligible to enter a valid contract. Minors at an age of 14 1/2 can enter an insurance contract.
Valid Consideration

Both the parties involved in insurance contract should agree upon the consideration in the contract. Consideration 
of insured consists of premium to be paid to insurer and the conditions of contract. Whereas, consideration of 
insurer consists of indemnification to recover the loss to insured, to protect him in legal proceedings and other 
activities.

Free Consent

In order to make a valid contract the consent permission of both the parties (i.e., insurer and insured should be 
obtained willingly) i.e. the Free consent. It should not obtained by (i) Coercion (ii) Undue influence (iii) 
Fraud (iv) Misrepresentation and (v) Mistake. If the agreement is violated because of any of'the above first 
four factors then the contract is said to be voidable.

Legality of Object

The purpose of the insurance contract should be enforced by law i.e, it should satisfy the requirements of 
insurable interest and insured does not associated with any illegal activities / ventures.
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8 PRACTICE OF LIFE INSURANCE

(b) Utmost Good Faith
This means that both the parties are expected to disclose any information important to the contract. For 

example, if you are applying for life insurance you are required to disclose any previous health problems you may 
have. Likewise, the insurance agent selling you the coverage must disclose the critical information you need to know 
about your contract and its items.

(c) Insurable Interest
Principle of insurable interest is one of the legal principle of insurance contracts that supports the principle of 

indemnity. An insured should satisfy the requirements of insurable interest while collecting the amount by proving 
the loss due to insured peril. This doctrine prohibits the insurance contract from the act of gambling. This doctrine 
helps in minimizing the moral hazards and threat of willful destruction of property.

In life Insurance contract, insurable interest is classified into two types,

(i) Insurable Interest in One’s Own Life
Under this, the insured is free to take up any policy for himself or for some one else. But this does not mean 
that the beneficiary of the policy must have any kind of interest in the life of the insured.

(ii) Insurable interest in Other’s Life
Under this, the individual is free to insured the life of others.
Example
A Husband can insure the life of his wife. Similarly son can insure the life of his parents and children’s. But it 
needs suitable proof for insuring the business and family relationship.

(d) Principle of Indemnity
The principle of indemnity states that the insurer should not pay more than the actual amount of loss. In other 

words, it states that the insured should not make profits from the loss incurred by him.

(e) Proximate Cause
The principle of Causa proxima states that insurer should pay the claim by taking into consideration the 

immediate cause and not the remote cause.

(f) Principle of Contribution
Doctrine of contribution is applicable for those goods which are insured with two or more insurance companies 

for the same contingent event. In case of damage, the loss need to be shared by both the companies in proportion 
of the amount which is insured by the company. Or else the insurer would make profit out of the loss by raising 
compensation from all the insurers.
(g) Warranties

It is a guarantee statement by its maker that all the facts stated in it, in all the respects are fair enough so that 
insured can avail the facility of an insurance against risk.
Importance of Life Insurance

Following points highlights the importance of life insurance,
1. Life insurance allow the policy holder to prevent the risk against any unpredictable event of the future.

2. Life insurance policies reduces the total taxable income of an individual whose premiums are upto one lakh 
rupees.

3. In times of need, the policy owner can apply for a loan against the value of their policy.

4. The benefits of cash value received from ones life insurance can be used for educational needs of the insurer 
or his children.
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UNIT-1 : Introduction to Life Insurance and Types of Life Insurance Polices and Premium Calculation 9

1.1.1 Principles of Life Insurance

Q14. Explain various principles of life insurance.

Answer :  Model Paper-ll, Q3(a)

The various Principles of life Insurance are as follows,

1. Principle of Insurable Interest

Principle of insurable interest is one of the legal principle of insurance contracts that supports the principle of 
indemnity. An insured should satisfy the requirement of insurable interest while collecting the amount by proving 
the loss due to misused peril. For example: A person has insurable interest in his car because he may lose financially 
if the car is stolen or damaged.

2. Principle of Indemnity

The principle of indemnity states that the insurer should not pay more than the actual amount of loss. In other 
words, it states that the insured should not make profits from the loss incurred by him. Several property and casualty 
insurance contracts are the contracts of indemnity.

3. Principle of Subrogation

Principle of subrogation is one of the legal principles of insurance contract and supports the principle of indemnity. 
This principle provides the benefit to insured to claim the insurer for any loss incurred due to the negligence o f  third 
party. The insurer then can proceed against the third party to recover the loss paid to the insured.

4. Principle of Contribution

Principle of contribution refers to the insurer’s right who has paid compensation for the loss under a policy, to 
recover a specific amount from the other insurers who are supposed to cover the loss. The principle of contribution 
supports the principle of indemnity.

5. Principle of Utmost Good Faith

Insurance contracts involve information asymmetries between parties. Generally, the insured has a better idea 
about the risk to be insured than the insurer. In order to balance this, the law specifies that both the parties should 
disclose any information important to the contract. The principle of utmost good faith specifies that both the parties 
should openely and honestly disclose the information without concealing any material facts that may affect the 
judgement of the other party.

6. Principle of Proximate Cause

Proximate cause is a legal term that describes how exactly the loss occurred. One should establish the cause 
of a loss as only risks particularly against can be compensated. The dominant and effective cause will be taken into 
consideration if there exists more than one cause for a loss. Thus, remote cause will not be considered here.

Q15. Explain the meaning of an insurable interest. Discuss the features, purposes and applications 

of insurable interest.

Answer :

Insurable Interest

According to Reigal and Miller, “An insurable interest is an interest of such a nature that the proposes would 
be financially injured by the occurrence of the event insured against”.
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10 PRACTICE OF LIFE INSURANCE
According to Mac-Gillivary, insurable interest means “where the assured is so situated that happening of the 

event on which the insurance money is to become payable would as a proximate result, involve the assured in the 
loss or diminution of any right recognized by law or any legal liability there is an insurable interest in the happening 
of the event the extent of the possible loss or liability”.

Features of Insurable Interest

The important features of insurable interest are as follows,

1. For every contract of insurance, the insured should have some insurable interest in the subject matter of insurance.

2. There should b'e a monetary relationship between the policy holder and the subject matter.

3. The relationship that exists between policy holders and the subject matter should be acceptable and recognized 
by law.

Principle of insurable interest is one of the legal principle of insurance contracts that supports the principle of 
indemnity. An insured should satisfy the requirement of insurable interest while collecting the amount by proving 
the loss due to misused peril. For example: A person has insurable interest in his car because he may lose financially 
if the car is stolen or damaged.

Purposes of Insurable Interest

The various purposes of insurable interest are as follows,

1. To prevent gambling.

2. To minimize moral hazard.

3. To determine the amount of loss incurred by insured in property insurance.

1. To Prevent Gambling

It is essential to have insurable interest to prevent gambling. A contract will be considered as a gambling contract 
if it does not require insurable interest. Thus, the contract will be against public interest if the insurable interest is not 
considered. For Example: A person could insure the other person’s property and wait for the loss to occur. Similarly, a 
person could insure the life of another person and hope for the early death. These contracts are considered as gambling 
contracts and would disfavour the public interest.

2. To Minimize Moral Hazard

An insurable interest is essential to reduce moral hazard. If insurable interest is not taken into consideration 
then there are chances that a dishonest person may purchase a property insurance contract on the property of some 
other person and may deliberately bring a loss in order to receive the proceeds. But in case if the misused stands to 
lose financially, it is not possible to gain anything by causing the loss. Therefore, the moral hazard is minimized.

In life insurance, the requirement of insurable interest minimizes the incentive to murder the insured for 
collecting the proceeds.

3. To Determine the Amount of Loss Incurred by Insured

The insurable interest determines the amount of loss incurred by insured in property insurance. Generally, 
property insurance contracts are the indemnity contracts and the insurable interest is one measure of recovery. The 
principle of indemnity is supported when the payment of loss cannot exceed the amount of a person’s insurable 
interest.
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UNIT-1 : Introduction to Life Insurance and Types of Life Insurance Polices and Premium Calculation l i  
Applications of Insurable Interest

The provisions under the applications of insurable interest are as follows,

1. In case of life insurance contract, there should be the existance of insurable interest while taking the policy
i.e., at the time of effecting the insurance.

2. In case of Marine Insurance Contract, the insurable interest should be there at the time of loss.

3. In case of fire insurance contract, the insurable should be there at the time of taking policy and at the time of 
loss.

Q16. Explain the principle of indemnity. What are its features and purposes? How is actual cash value 

calculated? How does the concept of actual cost value support the principle of indemnity?

Answer :
Principle of Indemnity

The principle of indemnity states that the insurer should not pay more than the actual amount of loss. In other 
words, it states that the insured should not make profits from the loss incurred by him. Several property and casualty 
insurance contracts are the contracts of indemnity.

Features of Principle of Indemnity

The important features of principle of indemnity are as follows,

1. The principle of indemnity is applicable to all the contracts except personal insurance and life insurance.
t

2. The compensation amount will be the insurance amount. Indemnification cannot be more than the amount 
insured.

3. After being indemnified by insurer, if the insured receives any claim against the third party, then the insurer 
can take all the amount paid by the third party.

Purposes of Principle of Indemnity

The principle of indemnity has two basis purposes,

1. To prevent the insured from making profit from a loss. For example, if a car is insured for ? 2,00,000 and its 
damage is only worth ? 80,000 then the principle of indemnity would be violated i f ?  2,00,000 were paid to 
the insured.

2. To reduce moral damage for example, if a person insured his car, then he might cause damage to the car just 
with the intention of making profits in the form of insurance policy.

Actual Cash Value and the Principle of Indemnity

The actual cash value concept support the principle of indemnity. The method for indemnifying the insured 
in property insurance is based on the actual cash value of the damage property at the time of loss. To determine the 
actual cash value, courts use many methods. Some of them are as follows,

1. Replacement Cost Less Depreciation

The actual cash value is defined as replacement cost less depreciation. Traditionally, this rule was used to 
find but the property’s actual cash value in property insurance. The rule considers both inflation and depreciation of 
property values. Replacement cost means the cost involved in restoring the damaged property with a new material 
of similar type and quality.
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Example

Mr. John bought a sofa five years ago. The sofa got burnt in a fire. Now the sofa is 50% depreciated and a sofa 
of similar kind would cost ?  10,000 today. As per the actual cash value rule, Mr. John would take ?  5,000 for the 
loss and the replacement cost would be more i.e., 10,000 and depreciation is 5,000. If he was given full replacement 
value, then it would lead to the violation of principle of indemnity. He would be able to receive the value of a new 
sofa in place of the five years old sofa. Thus, the payment o f?  5,000 indicates the indemnification for the loss of 5 
year old sofa. The calculation is as under,

Replacement Cost = ?  10,000

Depreciation = ?  5,000 (50% depreciated)

Actual Cash Value = Replacement Cost -  Depreciation 
= 10,000-5,000 = 5,000/-

2. Fair Market Value
In order to find out the actual cash value of a loss, few courts have used the fair market value. Fair market value 

is the price a buyer would pay to a seller in a free market.

Based on replacement cost less depreciation, a building’s fair market value would be less than its actual cash 
value. This difference arises mainly due to many factors such as poor location, economic obsolescence of the building 
or deteriorating neighborhood.

Example

In big cities, the market value of large homes in older residential areas, is below replacement cost less 
depreciation. In case of a loss, the fair market value may show more precise value of the loss.
3. Board Evidence Rule

To determine the actual cash value of a loss, many boards preferred using board evidence rule. The board j 
evidence rule specifies that the determination of actual cash value must have all the important factors that are used by 
experts to find out the property value. The important factors are fair market value, replacement cost less depreciation, | 
present value of expected income from the property, appraisers opinions, comparison sales of similar property and 
other factors.

For different types of insurance, different methods are used even though the actual cash value is used in property 
insurance. In liability insurance, the payment is made by the insurer upto the policy limit. This payment is made 
for the amount of damages which the insured is legally obligated to pay due to property damage or bodily injury.
In business insurance, the payment is made on the basis of loss of profits including continuing expenses when the 
business is closed due to loss from a covered peril. In case of life insurance, if the insured dies, the amount will be 
paid. This amount is the face value of the policy.

Q17. What do you understand by the principle of subrogation? List out its features and purposes.
i- I

A nsw er :
Principle of Subrogation

Principle of subrogation is one of the legal principles of insurance contract and supports the principle of indemnity. 
This principle provides the benefit to insured to claim the insurer for any loss incurred due to the negligence of third 
party. The insurer then can proceed against the third party to recover the loss paid to the insured.
Example

If V  incurred damage to his car due to the negligence of ‘y ’, then the insurer of ‘x’ will pay the loss amount 
to ‘x’ and then collect that amount from the ‘y \
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Features of the Principle of Subrogation
The important features of the principle of subrogation are as follows,

1. This principle is considered as the supplementary principle of indemnity.
2. This principle is not applicable to personal insurance as the principle of indemnity does not apply to personal 

insurance.

3. As the life insurance is not a contract of indemnity, the right of subrogation does not arise in life insurance.
4. In case of marine insurance, the right of subrogation arises only after making the payment and this cannot be 
| changed.
5. In case of fire insurance, the right of subrogation arises only after the settlement of claim. 
Purposes/Reasons for Subrogation

The following are the main reasons for application of subrogation principle in insurance contracts.
1. To minimize the moral hazards and to reinforce the principle of indemnification i.e., for avoid the insured from 

gaining twice the loss amount.

For example, if V  intentionally planned the damage with ‘y ’, can collect the loss amount once from insurer 
and again in legal proceedings ony and share the profits between them which is a fradulant action subrogation 
principle can avoid these actions of insureds.

2. As the insurer does not maintain any provisions for the failure of recoveries, there will be an increase in rates 
which leads to loss to insurer. To avoid this, subrogation is necessary as it maintains the premium below what 
they would otherwise be.

3. Subrogation will transfer the liability to the third party responsible for damage and make them accountable for 
the financial loss incurred by insured person. For example, Instead of paying the loss amount to V , insurer of

|  V  will demand the ‘y ’ to pay the amount directly to ‘jr’.________________
Q18. Explain the principle of contribution and its essentials. How do you determine the liability of 

an insurer? Explain with example.

Answer :
Principle of Contribution ’

Contribution refers to the insurer’s right who has paid compensation for the loss under a policy, to recover a 
specific amount from the other insurers who are supposed to cover the loss. The principle of contribution supports 
the principle of indemnity.
Essentials of the Principles of Contribution

The essentials of the principle of contribution are as follows,
1. There must a common subject matter to both the parties.
2. For all the contracts, the insured must be same.
3. All policies should consider the same peril due to which the loss has occurred.
4. When the loss occurs, all concerned policies should be legally enforced.
5. All policies should protect the same interest of the same insured.

If the insured has more than one policy that covers the same risk against the same peril. In this case, insured 
cannot claim his full loss against each policy. Nevertheless, if the insured party wants to claim the full amount from 
one particular insurer, then all the insurers should make contribution in recovering the loss. The common law permits 
the insured to recover full loss from the insurer of his choice. Any insurer who is paying for the loss can take a 
proportionate contribution from the other insurers.
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Determining the Liability of Insurer

The determination of share of insurers in the claim of insured can be done in two ways,

1. Independent Liability

(i) The amount to be paid by each insurer is determined.

(ii) The sums are added together.

(iii) The share of each insurer will be reduced if the loss is smaller than the amount payable.

2. Sum Insured

The insurers make the contribution of their shares to the total sum insured. 
Individual Sum Insured

Total Sum Insured by all Insurers x Total Loss

Example

There are three companies namely X, Y, and Z. In these companies, ‘A’ has a fire insurance policy for ?  50,000; 
? 70,000 and ? 90,000 respectively. All companies cover the same subject matter. ‘A’ incurs a fire loss o f?  40,000. 
The contribution made by X, Y and Z companies are as follows,

Contribution of X 50,000
2, 10,000 *40,000

= ? 9,524.

Contribution ofY  = ()()q *40,000

= ? 13,333.

Contribution of Z = x40,000

= ?  17,143.

Total claim = ?  9,524 + ? 13,333 + ?  17,143*
= ?  40,000

The principle of contribution is not applicable in life insurance contracts as there is no measurable loss that 
can be indemnified in life insurance contracts...................................................................................... ...... ..................... *------------------------------------------------------
Q19. Explain in detail the principle of utmost good faith by focussing on the relevance of information

disclosure.

A nsw er :

Principle of Utmost Good Faith (Uberrima Fides)

Insurance contracts involve information asymmetries between parties. Generally, the insured has a better idea 
about the risk to be insured than the insurer. In order to balance this, the law specifies that both the parties should 
disclose any information important to the contract. The principle of utmost good faith specifies that both the parties 
should openely and honestly disclose the information without concealing any material facts that may affect the 
judgement of the other party.

Example

If a person is applying for a life insurance, he should disclose all his previous health problems. In the similar 
manner, the insurance agent who sells the coverage should also disclose all the important information relating to the 
contracts and its items.
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The duly to act in good faith applies to all kinds of insurance contracts. The maxim ‘Caveat Vendito’ is applied in 
the contracts of sale, which means ‘let the buyer beware’. This maxim compels the buyer to have sufficient information 
and take necessary steps in buying an item. The buyer should know whether the product meets his expectations or 
not. This maxim is not applicable in insurance.

Facts Need not be Disclosed by the Insured

The facts that should not be disclosed by the insured are as follows,

1. Facts that minimize the risk.

2. Facts relating to public knowledge.

3. Facts involving the matter of law.

4. Facts waived by the insurer.
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Duty of disclosure is applicable to both insurer and proposer. It operates at; inception until the date cover is 
confirmed by the insurers renewal-up to the renewal date mid term alteration until the confirmation is made by insurers 
with respect to the changes.

The duty of disclosure continues till the negotiations and ends up when the contract is finished. After concluding 
the contract, some material facts may come into light which are considered as the risk that the insurer would have 
assumed.

In order to prevent the liability based on non-disclosure, the insurer is required to prove the following,

1. The undisclosed facts were material.

2. The facts were in the actual knowledge or pressured knowledge of misused.

3. The facts were not conveyed to the insurer.

After finding the non-disclosure, the insurer is expected to repudiate the contract within a specified time.

Consequences of Non-Disclosure and Misrepresentation

The underwriter may have to accept the risk, if the relevant information is not disclosed by the company or its 
executives. Thus, it may lead to the significant consequences for which the following remedies can be used by the 
insurer,

1. Avoid the Insurance Contract

The insurer should avoid the contract if he/she finds that the non-disclosure or misrepresentation was made 
fraudulently. The insurer has the right to cancel the policy or treat the policy as if it never existed.

2. Minimize Liability of a Claim

In the situation where the insurer is unable to avoid the contract, he/she can reduce its liability to an amount 
that would place it in the position it would have been, if the disclosure had been made correctly.

3. Do Effect on Coverage

There will be no effect on coverage, if the non-disclosure or misrepresentation does not have any effect on 
decision of underwriter to accept the risk for the same terms, conditions and premium.
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Q20. Define principle of proximate cause. What are the features and essentials of this principle?

A n s w e r  :

Principle of Proximate Cause

“Proximate cause means the active, efficient cause that sets in motion a train or events which brings about a 
result without the intervention of any force started and working actively from a new and independent source”.

Powsey Vs. Scottish Union and National 1907.

Features of Proximate Cause

The important features of proximate cause are as follows,

1. The principle specifies that it is essential to find out the cause or loss.

2. The insurer is liable only when the loss is caused by the insured peril.

3. The maxim is the “cause proxima non remota”, which means “see the immediate cause and not the remote
cause.

4. The insured perils and excepted perils should be segregated in case of concurrent causes.

5. The losses can be separated if there exists a broken chain of events with no excepted peril involved.

Proximate cause is a legal term that describes how exactly the loss occurred. One should establish the cause 
of a loss as only risks particularly against can be compensated. The dominant and effective cause will be taken into 
consideration if there exists more than one cause for a loss. Thus, remote cause will not be considered here.

Essentials for Proximate Cause

Once the effects of a cause are provided, there is no need to proceed further. The essentials of proximate cause 
are as follows,

1. The law states that one should consider immediate cause and not the remote or distant cause. The expression 
immediate does not indicate the nearness of cause to the loss rather it indicates the nearness to the reality, 
efficiency and predominance. Therefore, direct, dominant and operative cause shall be considered as proximate.

2. If the loss event occurs as a result of a single cause, which is an insured peril, then this is considered as proximate 
cause. Therefore, there is a liability under the policy. For example: Property burnt due to fire.

3. It is possible that the loss events may occur due to concurrent causes or the causes which occur together. If all 
the perils are not excluded under the policy, it will be considered that there is liability under the policy if any 
one of the causes is an insured peril. One can ignore the other causes. For example: If a man suffering from 
heart disease meets an accident and dies due to both accident and his weak heart, then the law considers the 
accident as proximate cause.

4. When the insured perils operate directly on the sub-matter of the insurance, then only the claim of compensation 
is considered valid. For examples ignition was insured against in a fire policy. The store had applied for fire 
insurance. The store radiators had heating arrangements by steam. These radiators became too hot and all 
chocolates and toffees were spoil. The compensation shall not be provided as there was no fire in the store.
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1.2 LIFE INSURANCE ORGANIZATIONS IN IND IA__________________________________________

Q21. Discuss briefly about the different life insurance organization or companies operating in India.

A n sw er :

The various life insurance organizations or companies operating in India are as follows,

1. Life Insurance Corporation of India

The Life Insurance Corporation of India is the first public sector life insurance company in India. After the 
year 2000, the private companies began to enter the life insurance business which was previously operated by the 
Life Insurance Corporation of India.

2. Aviva Life Insurance Co. India Pvt. Ltd.

The Aviva Life Insurance Company is a result of collaboration between Dabur India and CGU which is a 
subsidiary entirely possessed by Aviva pic. The equity capital of the Aviva Life Insurance Company is ?  1 billion.

3. Bajaj Allianz Life Insurance Company Ltd.

The Bajaj Allianz Life Insurance Company Ltd is a joint venture between Allianz AG and Bajaj Auto Limited. 
The capital investment in this venture is ?  1.5 billion. The company commenced its business on March 12, 2001.

4. Birla Sun Life Insurance Company Ltd.

The Birla Sun Life Insurance Company is a Collaboration between the Aditya Birla group and Sun Life Financial 
Services of Canada. The equity capital of the company is ? 1.5 billion. The Aditya Birla group owns 74 percent share 
capital whereas Sun Life Financial Services owns 24 percent shares.

5. HDFC Standard Life Insurance Company Ltd.

The HDFC and Standard Life united together to form HDFC Standard Life Insurance Company Ltd on August 
14, 2000. HDFC holds 81.4 percent shares while Standard Life holds 18.6 percent shares.

6. ICICI Prudential Life Insurance Company Ltd.

The ICICI Prudential Life Insurance Company is a joint venture of ICICI and Prudential pic. Which is a UK- 
based company. ICICI is the major stakeholder owning 74 percent stake in the company.

7. ING-Vysya Life Insurance Company Pvt Ltd.

The ING-Vysya Life Insurance Company Pvt. Ltd is a joint venture of Vysua bank, ING and GMR group. 
All these companies hold 49 percent, 26 percent and 25 percent stakes respectively. This is known to be the first 
Bancassurance venture of the country.

8. Max New York Life Insurance Company Ltd.

Max New York Life is a partnership firm. It is the collaboration of India’s one of the leading multi-business 
enterprises, Max India Limited and New York Life. The equity capital of this venture is ?  2.5 billion.

9. SBI Life Insurance Company Ltd.

The State Bank of India holds 74 percent stake in this joint venture with Cardiff holding 26 percent stake. The 
SBI Life Insurance Company Ltd has 2.5 billion paid up capital.

10. Tata AIG Life Insurance Company Ltd.

This company is the collaboration of Tata enterprises and the American Insurance Group (AIG) with the equity 
capital o f?  1.85 billion. The Tata entrapped owns 74 percent stake and the AIG holds 26 percent stake.
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1.3 COM PETITION AND REGULATION OF LIFE INSURANCE

Q22. Explain the competition prevailing in Indian life insurance industry.

A nsw er :
The Insurance Sector in India started in 1818 with the commencement of Oriental Life Insurance Company. 

But later in 1824, the company had a breakdown and it stopped operating. In 1829, another company called the 
Madras Equitable Life Insurance Society began its operations in Madras. In the year 1870, the foreign insurance 
companies like Royal Insurance, Liverpool and London Globe Insurance started its functioning in India under the 
British Insurance Act, 1870. This resulted in great competition between the foreign insurance companies and Indian 
insurance companies like Oriental Assurance Company and the Bombay Mutual Life Insurance Society.

However, from the period of independence, life insurance industry of India has gone through from major changes 
and tough competition. The Life Insurance Corporation (LIC) of India maintain the competitive advantage and had 
complete control over the Indian life insurance market, since its established. But, with the entry of new Indian and 
foreign insurance companies in industry after liberalization, LIC position is fluctuating. The new market players are 
introducing innovative life insurance plans and trying to provide efficient services to attract customers. Competition 
among companies motivating the Indian as well as foreign companies to introduce new strategies of attracting Indian 
customers. Advertisements through internet, television, ratio etc. are the modes of highlighting life insurance plans 
of these companies. As a result, all these strategies and development in India life insurance industry enhancing the 
general awareness about life insurance plans and their benefits to Indian citizens.

Addition to this, the intensed and heavy competition exists in Indian life insurance industry is due to two reasons
i.e., price and quality.

Price Competetion

There exists a strict competition among the insurance companies in terms of price of the product. The companies 
that offer products at low price and premium can gain substantial market share & competetive advantage over the other 
companies. Agents have no role and control in determining the price except in some cases where the commission of 
agent is based on the final premium. The price competetion between agencies is nothing but the price competetion 
between the companies they work for. Price competent agents work for the companies with price based marketing 
strategies. Price of the insurance product comprises of production cost and a margin. The common costs associated 
with insurance products are,

1. Loss adjustment expenses and losses

2. Acquisition expenses

3. Administration expenses

4. Taxes

5. Profit and contingency allowances.

1. Loss adjustment expenses and losses

The major component of production cost include losses. These costs can be reduced by emphasising more on 
underwriting aspects. The price depends on the nature of individual or product and the degree of possibility to transfer 
the risks to insures the higher the risk the more will be the premium and vicevers.

2. Acquisition Expenses

Acquisition expenses also have a significant effect on setting the premium. These expenses include commission 
to agents. Higher will be the premium if the agent commission is high.
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3. Administrative Expenses

Administrative expenses incur while providing the product to the customers. They are fixed costs and it’s impact 
on premium differ based on the insurer’s efficiency i.e., quality of work force, volume of premium and fixed costs, 
overhead expenses etc.

4. Taxes and Other Allowances

Taxes and allowances for profit and contingencies also have a substantial effect on the level of premium to 
same extent.

The analysis of common cost of the insurance companies can determine the prem ium structure. An insure and 
who can efficiently reduce these cost can definitely reduce the price / premium and can gain substantial market share. 
Quality Competetion

Intensified competetion in terms of quality exists at 2 levels ie., at company level and at agency level. At the 
company level quality competetion among the insurer accur in terms of extent of coverage and other services associated 
with the product. At agency level the quality include the services offered by him. It is the insured’s interest whether 
to avail the services of agent or not. If he is willing to use agency services then the cost will be higher than that of 
purchasing directly from the company. As the additional cost involved is the commission to the services provided by 
the agent. The services include,

❖  Identification of needs of customers

❖  Advising the coverage amount

❖  Assistance in the selection of insurer and in processing claims for losses.

The clients think that benefits will be more if they pay high premium and on utilisation of advise of broker. As 
the insurers have different levels of underwriting services and the distribution systems, the level of prices also differ 
which facilitate them to offer wide range of products at different prices to meet different segments of customers.
Q23. Discuss how competition leads to innovation.

A n s w e r :
With the intensified competition among insurance companies and the increased needs of the prospective 

customers, the insurers are required to introduce innovative products into market in both life and non-life insurance. 
Earlier LIC has offered 60 products and GIC offered 180 products to customers of which most of the products were 
failed to meet the changing needs of different segments of customers. Thus, insurance industry also require innovations 
in products and services and product developments in order to better satisfy the needs of customers and also to attract 
new customers. As the competition become highly intensified it i.e., necessary to introduce innovative services to gain 
the competetive advantage and to grab substantial market share over the rivals. The products should be in such a way 
that they meet the diversified needs and expectations of customers at different levels at low price and premium and 
at high quality, with the continuous innovations not only in terms of products but also in pricing the firm can attract 
and retain the potential and prospective customers. The insurers should play a key role in widening the scope of their 
operations ie., providing services in addition to insurance policies such as consultancy and advisory services. The 

major customer expectations include,

1. Value added services
2. Development of new products

3. Excellent pricing
4. Technological developments

5. Customer satisfaction.
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The insurer should consider the expectations of customers while designing the products/services. When compared 

to LI.C, GIC has introduced more number of innovations through remarkable research and development. Insurance 
industry facilitate the innovations in all aspects as there exists less number of barriers to enter this industry. Thus,
providing a chance for innovations to perform better in the highly competitive insurance industry.______________
Q24. Write in detail about the regulations of life insurance industry of India with reference to 

insurance Act, 1938.
A nsw er :

Regulations are usually imposed to control the activities of any business or industry. Regulations can be primary 
or secondary legislations. Primary legislations'refers to the formation of Acts (Indian Insurance Act 1938) whereas, 
secondary legislations refers to the regulations or orders of government bodies. The Indian insurance industry is 
regulated by the insurance Act, 1938.
Insurance Act 1938

The Insurance Act 1938, was the first comprehensive Act of legislation which was basically designed to regulate 
the insurance business. According to this Act, Central Government should appoint a person as the ‘Controller of 
Insurance’ business in India, who has to perform the following functions,

❖  Regulation and Controlling the insurance of India.
❖  Ensuring that the insurance companies of India are registered under this Act and follow the provisions of 

this Act.
Feature of Insurance Act, 1938

The following are the features of insurance Act, 1938,
1. The Insurance companies of India must obtain their registration certificate from the ‘Controller of Insurance’.
2. The Insurance Act 1938 is applicable for all types of insurance businesses.
3. According to this Act, insurers have to maintain working capital of more than fifty thousand rupees.
4. The Act provides for the substantial deposits with RBI.
5. According to the Act, every insurance company needs to submit their returns within a specified period in a 

prescribed manner.
6. This Act also demands the insurance companies to submit their audited accounts, balance sheets, actuarial 

report and abstracts.
7. The Insurance Act 1938 also specify the commission rates which must be paid to the agents of different 

categories.
8. Every Insurance agent must get a license from controller of Insurance for carrying out the insurance business.
9. Insurance companies must invest only in approved securities.
10. The controller of Insurance should give its approval to the terms and condition of insurance plans and schemes.
11. The controller of Insurance is authorized to conduct any special investigation in a required situation and he 

can also takeup the responsibility of the management of insurance companies.
Q25. What were the major recommendations of Malhotra Committee on insurance sector reforms 

in India?
A nsw er :

R.N. Malhotra, the former finance secretary and RBI Governor was the head of ‘Malhotra Committee’. This 
committee was established in the year 1993 with an objective of complementing the reforms which were started in 
the financial sector. The reforms of this committee basically focused upon the efficient financial system to improve 
the economic condition of the country.
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The committee submitted its report in the year 1994 which included the following main recommendations on 
insurance sector reforms in India,

1. Structure
2. Competition
3. Regulatory body
4. Investments and
5. Customer service.

1. Structure
It includes the following aspects:
(a) Interference of the government in the insurance companies must be reduced to 50%.
(b) All the insurance companies must be given a larger degree of liberty to function.
(c) Government must take care of the holdings of GIC along with its subsidiaries in order to give the subsidiaries 

an authority to play the role of an independent entity.
2. Competition

It includes the following aspects,
(a) Private companies holding a minimum paid-up capital o f?  1 billon must be permitted to make an entry 

in the industry.
(b) Companies must not be permitted to handle both life and general insurance via single entity.
(c) The permission must be given to foreign companies to make an entry in the industry in collaboration with 

the domestic companies.
(d) In each state, merely one state level life insurance company must be permitted to function.
(e) Permission must be given to the postal life insurance to function in the rural market.

3. Regulatory Body
It includes the following aspects,
(a) The insurance Act should not have fixed rules/regulations. Changes must be allowed to be made as per 

the requirements i.e., amendments.
(b) Establishment of an insurance regulatory body
(c) Independent identity must be given to the controller of insurance.

4. Investments
It includes the following aspects,
(a) Compulsory investments of LIC life fund in government securities must be cut down from 75% to 50%.
(b) GIC and its subsidiaries must not be allowed to hold more than 5% in any company. Their existing holdings 

must also be reduced to such extent.
5. Customer Services

It includes the following aspects,
(a) Support and encouragement must be given to the insurance companies to establish unit linked pension 

plans.
(b) LIC must make payment of interest within 30 days.
(c) Insurance industry should follow the latest technology and computerization of operations.
The committee is of the opinion that insurance companies should have full liberty to operate as an independent 

regulatory body as this would enhance their performance level and they would be able to sustain competition in 
terms of efficient customer service and proliferate of insurance coverage etc. Thus, it can be concluded that the main 
objective of this committee is to improve financial system by enhancing insurance sector reforms.
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Q26. Write about the guidelines provided by Insurance Act, 1938 for maintaining accounts and 
balance sheet.

A nsw er :
The guidelines issued by the Insurance Act, 1938 under Section-11 includes the following,

I. An insurer applicable to Section-2, clause (9) sub-clause (a) (ii) (or Section-2, clause (9), sub-clause (b) has to 
prepare accounts for all the insurance business transactions carried out by him. Accounts have to be prepared at the
end of the financial year by taking into consideration the following aspects,

> r"'0 ,

(i) Prepare balance sheet in the form given in part-II of the second schedule by following the regulations 
specified in part-I if the first schedule.

(ii) A profit and loss account in the form set forth in part-II of the second schedule needs to be prepared as per 
the regulations specified in part-I of the second schedule. This guideline is not applicable to the insurers 
who are dealing with only one class of business.

(iii) Under section 10( 1), an insurer has to maintain separate receipts and payment account, revenue account as 
per the regulations and form set forth in the third schedule applicable to the class or sub-class of insurance 
business to which an insurer belongs.

(a) Considering sub-section (1), all insurers on or after the introduction of IRDA Act, 1999, need to prepare 
profit and loss account, balance sheet and separate receipts and payments account for all the insurance 
business carried out by him and with regard to his shareholders funds at the end of the financial year. 
Preparation of accounts has to be done as per the regulations given by the concerned authority.

(b) All insurers need to maintain separate accounts for shareholder’s funds and funds of policy holders.

II. In case of the insurer is not a company specified in Section-2(l) clause (2) of the Indian Companies Act, 1913 
(7 of 1913) then the accounts and statements related to sub-section (1) should be attested by the insurer.

❖  If insurer is a company then chairman (if any), principal officer and two directors must sign accounts and 
statements.

❖  If insurer is a firm then two partners should sign the accounts and statement. Along with this, a statement 
comprising names, descriptions, designations and directorship of management incharge and a report 
showing business affairs for a specific period must be enclosed.

III. If an insurer carrying on insurance business at the beginning of the Insurance Act, 1938 prepares accounts as 
per the Indian Life Assurance Companies Act, 1912 and base his accounts on the financial year rather than calender 
year then the provisions of the section will be applicable till 31st Dec. 1939, as if references to the calendar year are
considered as references to the financial year in sub-section (1),________________ __________________________

1.3.1 IRDA
Q27. Write about IRDA and discuss the objectives, duties and powers of IRDA.

A nsw er :

IRDA

Insurance Regulatory and Development Authority (IRDA) was established based on the recommendations of 
R.N. Malhotra Committee. After considerable discussion on the subject matter, the insurance bill was presented in 
both parliament houses. Thereafter, the government passed the Insurance Regulatory and Development Authority 
(IRDA) Act, 1999. This act aims at opening up the insurance sector for private companies with a 26% of foreign 
equity. It seeks to finish the monopoly of the General Insurance Corporation and Life Insurance Corporation in the 
insurance sector.
SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD. _ _ _ _ _ ------_ _ _ _ _ ------



UNIT-1 : Introduction to Life Insurance and Types of Life Insurance Polices and Premium Calculation 23 
Objectives of IRDA

The main objectives of IRDA include the following,
1. To protect the interest of the investors or the policy holders.

2. To facilitate the entry of private firms into the insurable industry.

3. To ensure consistent financial soundness and solvency of the insurance companies.

4. To provide assistance to the insurance firms for formulating the new policies according to the customer 
preferences.

5. To monitor and control the insurance and reinsurance companies.

6. To avoid dishonest and unfair competition among the firm’s dealing with insurance business.
■ •

7. To monitor the functions of an insurance agent and a broker.

8. To amend the insurance acts for various policies according to the varied circumstances.
9. To establish guidelines for agents/brokers.

10. To issue authorised licences to the newly established insurance companies in an insurance industry after 
examining their suitability and financial soundness.

11. To establish guidelines for the functioning of the insurance operations.

12. To ensure transparency and clarity in the functioning of insurance companies.

13. To build an effective infrastructure for proper monitoring and maintenance of the insurance firms.
Duties and Powers of IRDA

The duties and powers of the IRDA are as follows,

1. It controls, promotes and makes sure that there is a growth in insurance business.

2. It controls and encourages the professional organizations which are associated with insurance business.
3. It exercises all the functions and powers of the controller of insurance. ^

4. It is the duty of IRDA to protect the policy holder’s interest in settling the claims and terms and conditions of 
policies.

5. It manages the investment of funds.
6. It manages the solvency margins.

7. It resolves the disputes arising between intermediaries and insurers.

8. It inspects and carries out investigation including audit of intermediaries, insurer and other organizations 
involved.

9. It specifies the form and manner in which the accounts are required to be maintained and submitted both by 
intermediaries and insurers. 0 *

10. It controls the terms and conditions and the rates offered by the insurance companies related to general insurance 
matters.

Q28. What is the role of IRDA in insurance business?
A nsw er ;

IRDA plays a role of a regulator for the insurance industry in India. The role of IRDA in insurance business 
can be understood from the following points,
(a) Issue of Directions

IRDA is found to follow the directions issued by the government on different issues related to insurance policies 
other than the technical or administrative nature.
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(b) Supersession

Further, the government has right to supersede the IRDA for a period not exceeding six months with prior 
notification. During the supersession of IRDA, the government may appoint a Controller Of Insurance (COI) as per 
the insurance Act. 1938. The supersession may be due to the following reasons.

(i) If IRDA is unable to perform its functions due to circumstances beyond its control.

(ii) If IRDA persistently fails to comply with the given direction under the IRDA Act resulting in a weaker financial 
position.

(iii) Under circumstances that call for supersession to protect public interest.
i

(c) Insurance Advisory Committee

The IRDA can also establish a committee of 25 members called IAC. The committee would represent the 
interest of commerce, industry, consumer forum, agents, intermediaries etc., on regulation matters.

(d) Amendment of LIC Act, 1956

IRDA amended the LIC Act ceasing its monopoly and opening the life insurance sector for the Indian private 
insurance companies. Foreign participation in these companies should not exceed 26% of the paid-up capital. The 
main function is to carry on general/life insurance business.

(e) Amendment of GIC Act, 1972

IRDA also amended GIC Act to allow private players enter the insurance sector, breaking the monopoly of the 
GIC and its four subsidiaries.

(f) Amendments to Insurance Act, 1938

The IRDA also made amendments to the insurance Act, 1938 to update the provisions to suit changing scope 
of insurance and for smooth and efficient running of the insurance industry.

Q29. What are the key guidelines provided by IRDA for accounting and record keeping by insurers? 

A nsw er :

The key guidelines provided by IRDA for accounting and record keeping by insurers include the following,

(i) If the insurer is running insurance businesses like life insurance, marine insurance, fire insurance or miscellaneous 
insurance business in combination of two or more than he should maintain a separate receipts and payments 
accounts for each insurance business.

In case if the insurer is doing a miscellaneous insurance business either alone or in combination of other class
of insurance business then he will maintain separate receipts and payments accounts for different subclasses of

'
insurance. If the authority shows disagreement in written form towards preparation of separate accounts then 
he will not maintain such separate accounts.

IRDA provided that the sub-class of miscellaneous insurance business which contains sub clauses of insurance 
contracts that can be terminated by the insurer within one year and in case if any claim arises an insurer liability 
to clear claim elapse within one year from the date on which customer claimed the amount.

(ii) In case if the insurer is dealing with life insurance business then all receipts due are carried forward to the ‘Life 
Insurance Fund’.

After the completion of six months from the commencement of Insurance (Amendment) Act, 1946, the assets 
related to life insurance fund are kept separately from the other assets of the insurer. The deposits of the insurer 
with regard to life insurance are treated as a part of assets of insurance fund.
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All the insurer’s should submit a detailed statements of accounts and assets to the authority at the end of every 
year with attestation from auditor.

IRDA provided that, the insurer to whom section 11 is applicable, such statements are kept as a part of balance 
sheet specified in section 11(1) clause (a).

The insurer should show in such statement all the assets relating to his life department and deductions on other 
liabilities or general reserves of that department.

The authority can call for a statement with certification of auditors at a specific date. In this case insurer has 
to submit the statement within 3 months from the date on which statement is called for.

As per section 2(A) states that an insurer ready dealing with life insurance business cannot go for registration of 
any other classes of insurance businesses. But if the authority feels that assets included in life insurance fund by 
insurer are sufficient enough to clear the liabilities on life insurance policies then in such case authority permits 
insurer to have registration of any other class of insurance businesses in addition to existing life insurance business.

(iii) The life insurance fund acts as a security of the policy holder as it belongs to the insurer who is carrying out a 
life insurance business. The life insurance fund is not entitled to the other business contracts of insurer and is 
applicable only to insurer’s life insurance business.

1.3.2 O ther Bodies Regulating Insurance

Q30. Write about the various insurance regulatory bodies.

A nsw er :

The various insurances regulatory bodies other than IRDA are as follows,

1. Legislation

2. Courts

3. State insurance departments.

1. Legislation

Legislations are generally laws that administer the activities of insurers. These laws are established to control 
several activities such as inception of insurance companies, insurance rates, taxation, licensing of agents and brokers, 
liquidation of insurers, financial requirements for maintaining solvency, etc. The Federal Trade Commission has legal 
rights to control the mail order insurers who are not permitted to carry out business in that particular state. The private 
version plans of insurers are Regulated by the Employee Retirement Income Security Act of 1974 (ERISA).

2. Courts

The court judgements widely influence the behaviour and activities of the insurers. The decisions regarding 
elucidation of policy, clauses of provision, constitutionality of state insurance laws and the legality of administrative 
activities by state insurance departments are administered and altered by the state and federal courts at regular 
intervals.

3. State Insurance Departments

An insurance commissioner has the authority to regulate the state insurance laws. The governor is responsible 
to select and assign an insurance commissioner. The state insurance commissioners are associated with the National 
Association of Insurance Commissioners (NAIC). The insurance commissioner implies certain rules and regulations 
of the business activities carried out by the insurers in the state. The insurance commissioner has legal rights to issue 
cease - and - desist orders, hold hearings and suspend insurer’s license.
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Q31. Discuss about the various bodies connected with insurance.
A nsw er :

The various bodies connected with insurance are as follows,
1. Insurance Advisory Committee
2. Life Insurance and General Insurance Councils.

1. Insurance Advisory Committee
The Insurance Advisory Committee is composed of maximum twenty-five members. The chairperson and the 

members of the authority are considered to be the ex-officio chairperson and the ex-officio members of the Insurance 
Advisory Committee. These members belong to different disciplines such as industry, agents, research bodies, 
intermediaries, agriculture, transport, organizations involved in restraining loss, transport, employees coalition in the 
insurance sector, commerce, surveyors and consumer forums.
2. Life Insurance and General Insurance Councils

The Insurance Association of India was setup according to Section-64A of the Insurance Act, 1938. It comprises 
of all the insurers as members who are conducting business in India. According to the provisions of Section-64C, the 
Act prescribed the formation of independent Life Insurance Council and General Insurance Council. These councils 
are explained in detail below,
(a) Life Insurance Council

The Life Insurance Council plays a vital role in making the insurance sector of India more profitable and 
reliable. It is composed of a 21 member executive committee from which 2 members belong to IRDA (Insurance 
Regulatory and Development Authority of India) and the remaining members to the licensed life insurers. The 
Life Insurance Council is responsible to suggest IRDA in regulating insurers expenses, establish principles of 
performance and procedure for effective customer service and act as an association to regulate a healthy market 
conduct. It is also constantly engaged in making people aware about insurance in India.

(b) General Insurance Council
The General Insurance Council aims at being profitable to the economy as well as to the society of India. It is 
established to provide assistance on various problems that affect the government, regulator and other public 
authority decisions in the country. It performs various functions such as carrying out pro-active assessment and 
campaign in order to provide better legal and regulatory structure, representing a good image of the industry 
to the media, public and* others etc. The General Insurance Council assists the member companies who are 
beneficial to the industry.

1 .4  TYPES OF LIFE INSURANCE POLICIES OR PLANS ______________________ _

Q32. Enlist the different types of life insurance plans.

A nsw er :  Model Paper-ll, Q3(b)

Life insurance comprises the following different types of plans,
1. Term Plan

Term plan is the insurance that provides temporary protection to the insured for a limited term period. The term 
for protection may be either 1 year, 5 years, 10 years or 20 years. The term for insurance is decided on the expected 
life term of the insured, on the basis of mortality tables.
2. Endowment Plan

The endowment life insurance is a policy in which the insurer promises to pay the face amount upon the death 
of the insured and even on the survival of the insured at the end of the policy term. The policy term may be for 10 
years or 20 years.
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3. Money Back Insurance Plan
Money back policy is an endowment policy which is issued as a ‘with profit policy’. The bonus will be given 

for entire sum assured for the whole term of policy in maturity claim.
4. Whole Life Insurance Plan

The whole life insurance is one of the permanent type of insurance and is effective till the insured’s complete 
life time. Eventhough the total face value of the life insurance coverage is less than the term insurance, it contributes 
about half of the total life insurance policies sold in the United States.
5. Unit Linked Insurance Plans

Unit-linked insurance policies are those contracts wherein investor (policy holder) pay single premium or 
rarely pays recurring premium to an insurance company which utilizes the capital raised for investing in internal or 
external investment funds.
6. Joint Life Insurance Plans

Joint life plan given coverage to the lives of husband and wife only. If any one insured dies during the term 
then death claim of single sum assured is paid to the other and policy contract is cancelled. The sum assured will be 
paid to nominee or the survivors if both the insured die during the term.
7. Child Insurance Plans

It is an insurance policy taken by the parents on the lives of their children. The cover for death is provided 
when the child attains the age of ?  years. This policy is issued with a condition that, after attaining the vesting age 
i.e., 18 years, the title of the policy will automatically pass on to the child.
8. Industrial Life Insurance

The industrial life insurance has a face amount of less than $ 1000 and the premium is paid on a frequent basis, 
such as weekly. The industrial life insurance is usually sold in premium units rather than face amount. The collection 
of premium, from the home of the insured, by the company representative in the highlighting feature of the industrial 
life insurance.
9. MWP Policies

Married Women Property (MWP) Act, 1874 is suitable for all married women of any religion. This policy 
takes complete care of only wife and the children. In India, the MWP Act is not recommended by many of the life 
insurance policies.
10. Keyman Insurance

Keyman insurance is a life insurance plan offered to an employer to compensate the financial loss on the life 
of a key member of the organization. It provides a unique opportunity to secure the business from unfortunate loss 
of employee who acts as a keyman of the company. A keyman is referred as a skillful and efficient person who is 
responsible for the bank loan and repayments and generate profits over the years. It is very difficult for the employer 
to replace another person if the keyman dies.

1.4,1 Term Life Insurance Policy/Plan

Q33. Discuss briefly about the term plan along with its advantages and disadvantages.
Answer :

Term Plan

Term plan is the insurance that provides temporary protection to the insured for a limited term period. The term 
for protection may be either 1 year, 5 years, 10 years or 20 years. The term for insurance is decided on the expected 
life term of the insured, on the basis of mortality tables.
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Earlier, the conversion was a global option in all the policies. Increase in price competition of term insurers 
has led to the elimination of this term. However, some term insurances provide two option for a period of first five 
years of the policy. This enables them to offer a low-price term product.

Variations in Renewal and Conversion Privileges

The different combinations of various renewal and conversion provisions along with the premium structure 
lead to the creation of different contracts. The renewal option is provided by most of the term policies at a premium. 
The term policies having a level of premium from 5, 10 or 20 years become increased premium policies after the 
completion of the term. Whereas, the policies with re-entry provisions enables the insured to continue at a low rate. 
The failure of the insured to qualify the re-entry provision enables him to keep the policy at a higher premium rate. 
The premium is usually the multiple of the past premium. A required decision is required in order to understand the 
difference between same contracts.

Advantages of Term Plan

The following are the advantages of term plan,

1. The term insurance provides greater amount of protection with a given dollar outlay, as its premium is based 
on protection only.

2. It is very much useful in case of temporary protection.
*

Disadvantages of Term Plan

Some of the disadvantages of term plan are as follows,

1. It cannot be used to meet the permanent needs.

2. The term insurance is much costlier than the permanent insurance.

Q34. Explain the duration and convertible options, guarantees and face amount variability of term 
insurance plan.

A nsw er :
Duration of Term Insurance Plan

The term insurance plan are issued for a determined time period, such as 1 year, 5 years, 10 years or 20 years 
The protection comes to an end once the specified period is completed. In order to continue protection, the term 
insurance must is be renewed. The term insurance is usually sold in an anticipation that it is renewed severals times. 
The term insurance protection which is not renewable is known as straight term. The best example of straight term 
insurance is the insurance for flights sold at the airport. This insurance provides protection only during the flight 
duration and expires at the time the flight ends and cannot be renewed.
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The duration of the policy can also be set on the basis of age. Such as the insured may state that he continue 
the policy till 65 or 70 years of his age.

Guarantees of Term Plan

The term insurance does not guarantee a renewal option to the insured. This is a major concern for the insured 
as an individual’s/insured health may deteriorate during the period of term insurance and he may be considered as 
uninsurable after the period of term insurance. The insured who are concerned about future insurance protection can 
opt for insurance known as renewable term insurance. Most of the insurers issue renewable term insurance.

Convertible Options

Apart from being renewable, the term insurance policies are also convertible. This feature provides an option 
of changing the term policy into a permanent policy for life time. The convertible option of term insurance, enables 
the insured to convert into permanent policy irrespective of his health status.

Certain policies are convertible only before the expiry of the term. The term insurances providing renewable 
option up to older ages have more strict conversion rates.

Face Amount Variability
The face amount of most of the term insurance policies does not change over time and such policies are 

known as level term contracts. However, term insurance may also have face amount that decrease or increase over 
♦ the period of time. The term insurances having a declining face value are known as decreasing term insurance. Such 
term insurances are purchased for a particular purpose like paying off a mortgage or debt in the event of death of the 
insured. For example, Mr. Afroz purchases a shop for ?  10,00,000 by making a down payment o f?  5,00,000 in case. 
He obtains a 20 years mortgage for remaining ? 5,00,000 and starts paying monthly mortgage payment. Each payment 
results in decrease in the value of outstanding loan. Therefore, by obtaining a 20 year decreasing term insurance policy 
Mr. Afroz can insure against pay off of his mortgaged amount. The life insurers have introduced policies that result 
reduction in the face value with respect to person’s outstanding mortgage balance, as decreasing term insurance is 
used for providing protection against mortgage.

The death protection may sometime increases instead of decreasing over time. Therefore the insurers should 
exercise special care before writing increasing term insurance. The increasing term insurance results in increase in face 
value amount over time. A cost-of-living rider or a guaranteed insurability rider are the approaches commonly used to 
meet the increasing needs. These items are usually attached to the basic level term or permanent insurance policy.

1.4.2 W hole Life Insurance Policy/Plan

Q35. What do you mean by a whole life insurance policy? Explain in detail different types of whole 
life insurance policies.

A nsw er :

Whole Life Insurance Plan/Policy

The whole life insurance is one of the permanent type of insurance and is effective till the insured’s complete 
life time. Eventhough the total face value of the life insurance coverage is less than the term insurance, it contributes 
about half of the total life insurance policies sold in the United States.

These plans can be of participating or non-participating in nature.

(i) Participating Policies

These policies allow a share in the profits of the life insurance firms, where the cash value of the policy increase 
with the declaration of dividend or bonus.
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(ii) Non-Participating Policies

In case of these policies the benefits remain constant during the life time of the policy.

The whole life insurance contracts include the saving element known as cash values. The insured who 
terminates the whole life policy before his death gets cash value refunded. Whereas, the term insurance which have 
been discontinued are ceased without any refund to the policy owner. The amount of cash value to be refunded on 
whole life insurance depends upon the type of premium payment method selected.

Types of Whole Life Insurance Policies/Plan

The different types of whole life insurance policies are as follows,

1. Ordinary/Straight whole life insurance plan

2. Limited-pay whole life insurance plan

3. Convertible whole life insurance plan

4. Rising/Increasing whole life insurance policies.

1. Ordinary/Straight Whole Life Insurance Plan

A contract for which the premiums are to be payable till the life of the insured are known as straight whole life 
contracts. In this type of plan, the policy holders are continuously paying the premium during his life and the benefits 
which are guaranteed are payable after the death of insured to the beneficiaries. Here, the maximum age of the insured 
will be fixed on the basis of mortality. On the basis of survival of life insured till that maximum age, the policy treated as 
matured and the benefits which are guaranteed under the policy are payable to the insured in cancellation of the policy.

Uses of Ordinary/Straight Whole Life Insurance Plan

Some of the uses of ordinary/straight whole life insurance are as follows,

(i) This type of policy is useful for the individuals who need life insurance for more than 15 years.

(ii) It reduces the insurance amount to an affordable premium level for those persons who have just started their 
career.

(iii) It provides a long term economic security on the basis of buyer’s discipline and availability of other accumulating 
funds.

(iv) It renders the policy in an attractive means of accumulating savings.

(v) It serve as a quasi-forced savings plan.

Advantages of Ordinary/Straight Whole Life Plan

The following are the advantages of ordinary/straight whole life insurance plan,

(i) It provides permanent protection for permanent needs till the entire life of the policy holder.

(ii) It serves as a dual function of protection and savings.

(iii) The savings element can be used in case of emergency and also to pay future premium.

Disadvantages of Ordinary/Straight Whole Life Plan

The following are some of the disadvantages of ordinary/straight whole life insurance plan,

(i) It lower the coverage amount purchased to meet the temporary need when compared to the term insurance 
plan.

(ii) It uses temporary insurance to meet the needs of permanent life insurance.
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2. Limited-Pay Whole Life Insurance Plan

The contract/policy for which the premium is to be paid for a.specific time period, like 25 years or age of 55, 
is known as limited-pay life policy. After the specified time period is completed no further payment of premium is 
required and the policy is effective till the death of the insured. In this type of policy, the payment of premium fixed 
at insured option, eventhough the guaranteed benefits will be paid on the death of policyholder. The insured have 
an option to set the number of years for the payment of policy premium. Depending upon the term of payment of 
premium, the policy amount can be determined. Hence the premium has to be paid till the death of policyholder or 
for the term choosen by the policyholder, whichever is earlier.

3. Convertible Whole Life Insurance Policy

In case of convertible whole life policy, the insured have an option to convert the whole life insurance policy 
into endowment insurance policy at the expiry of few years. For instance, five years policy is suitable to those 
individuals who are in need of high amount of insurance but presently they cannot afford the premium for such amount 
of insurance under endowment policy.

4. Rising/lncreasing Whole Life Insurance Policy

This policy is similar to that of term life insurance plan, the insurance cover in this plan will be accountable 
to a frequent increase at a pre-determined level or associated with the external measure. Therefore, the policyholder 
will get the insurance protection equivalents with the increased requirements or inflation level.

1.4.3 Endowm ent Life Insurance Policy/Plan

Q36. Explain in detail endowment insurance plan.

A nsw er :

The endowment life insurance is a policy in which the insurer promises to pay the face amount upon the death 
of the insured and even on the survival of the insured at the end of the policy term. The policy term may be for 10 
years or 20 years. These policies are investment instruments that bring together pure endowment and death benefit. 
The tax code provisions disqualified endowment life insurance policy from the insurance category since the amount 
of premium paid on these policies are higher than the death benefit.

The endowment life insurance policy premium is much more when compared to the premium of whole life 
insurance policy. There are different types of endowment policies, some of them are explained below,

(i) Pure Endowment

In this type of plan, the policy amount is payable to the life insurance policyholders either on survival or death 
of policy holders during the period of endowment policy.

(ii) Joint Endowment

This type of policy covers the risk of two or more individuals lives in a single policy.

(iii) Marriage Endowment

This policy is introduced to meet the marriage finance requirements of family members of the policy holder.

Endowment policy also covers education, double cover, triple cover, anticipated, endowment, children deferred, 
policies etc.

1. Endowment (Insurance) Policy With or Without Profits

The face value of the insurance policy is payable on the death of the policy holder during the period of insurance 
or on the date of maturity, if the policyholder survives till the end of the policy term.
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2. Bhavishya Jeevan Policy with Profits
It is the endowment insurance policy where the premiums of first five years is more and from the sixth year it 

slows down to almost one-third of the original premium. This type of policy is preferable to the professionals who 
are planning to go to gulf countries for employment with limited amount of money.
3. Jeevan Mitra with Double or Triple Cover

This policy is a profit oriented endowment insurance policy having a risk coverage upto the extent of doubly 
or triple of the original value of the policy. The face value of the policy is paid on the date of maturity.

4. Jeevan Griha with Double or Triple Cover
This policy is a less cost and no profit endowment policy having a risk coverage upto the level of double or 

triple of the original value of policy. The original face value of policy is paid on the date of maturity. This type of 
policy is suitable to the collateral security for housing loans.

5. New Jana Raksha with Profits

This policy is mostly suitable for rural areas people. The risk is covered for the next three years, even if the 
complete premium amount is not paid i.e., after paying the 2 years premium agriculturists find this policy very 
attractive, who depend on the changing nature.

6. Jeevan Shree without Profits but with Guaranteed Addition

This policy provides a limited payment period and is suitable to the top end of the society. The minimum amount 
guaranteed under this policy is ?  5,00,000. Under this policy only the LIC of India allows keyman insurance.

7. Asha Deep-ll with Profits

This policy is introduced to cover a four serious diseases such as kidney failure (two kidneys), paralytic stroke 
leading to permanent disability, cardiac bye-pass surgery and cancer. If any policyholder is affected by any of the 
above mentioned diseases in any preceeding years except the first year of the policy, LIC of India will,

(a) Pays immediately 50% of sum guaranteed.

(b) Ignore the payment of all additional premiums.

(c) Pays an annuity of 10% of sum guaranteed till the date of maturity and

(d) Pays the balance of 50% of sum guaranteed on the death or on maturity with bonus.

Marriage Endowment or Education Annuity with Profits

Under this policy immediate payment is not made. In case of marriage endowment, payment is in lumpsum 
amount and in case of education annuity payment is in half-yearly installments are spreaded over a period of five 
years and are arranged on or from the date of maturity. There are several benefits available on maturity.

1.4.4 Unit Linked Life Insurance Policy/Plan _______________________  »_____

Q37. What do you mean by Unit Linked Insurance Policy (ULIPs)? State the criteria for choosing a 
ULIP. What are the key terms used in ULIPs?

A nsw er :
Unit Linked Insurance Plans (ULIPs)

Unit-linked insurance policies are those contracts wherein investor (policy holder) pays single premium or 
rarely pays recurring premium to an insurance company which utilizes the capital raised for investing in internal or 
external investment funds. During the contract, if insured person dies then beneficiaries of the policy are entitled 
to get the reimbursement amount of principal accrued till that date along with percentage which is based on age of 
insured at the time of death.
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In practice, insurance company invest the premium amount of these contracts in internal investment funds or 
in external investment funds. At the time of maturity, performance of unit-linked policy is based on performance of 
these investment funds.
Criteria for Choosing a ULIP

The following are the points to be considered by the policyholder while choosing ULIPs. They are,

1. Select that type of ULIP scheme which gives maximum returns.
2. Selected ULIP scheme must meet the personal investment goals of the insured such as funding a child’s

education, retirement planning etc.

3. Compare various ULIPs offering on expenses, premium payments and performance in the market.
4. Focus on the shares, bonds and equities invested by ULIPs, to know transparency on security and returns from 

the scheme.

5. Check the flexibility in terms of policy benefits offered by the ULIPs.
6. Check the flexibility in terms of investment offers across classes, from bonds to stocks to equities.

Key Terms in ULIPs
The key term used with reference to ULIPs are as follows,

(i) Premium Payment Term
It is defined as the term for which customers are required to pay premiums. Example: A policy holder pays a 

LIC policy for 6 years.
(ii) Premium Payment Mode

i

It is referred as the mode which is used to make premium payment of insurance schemes. ULIPs usually allow 
online payments for premiums.
(iii) Policy Term

The coverage duration offered by insurance company is referred as the policy term.

(iv) Sum Assured
The amount of money that is returned back at the end of the policy period is known as sum assured.

(v) Partial Withdrawals
The invested money withdrawn after certain period of time is referred as partial withdrawals.

(vi) Fund Value
The total value of the funds that you hold at any point of time is referred as fund value.

(vii) Maturity Benefit
The sum assured paid to the insured at the end of the policy is referred as maturity benefit.

(viii) Death Benefit
The sum assured paid to the nominee of insured in case of unfortunate death is referred as death benefit.

(ix) Free-Look Period
A 15 or 30 days period given to the customers of ULIPs to understand the terms and benefits of the plan. 

Customers can return back their policy within this period of time if they are not satisfied with ULIPs terms and 
benefits.
(x) Loyalty Additions

The additions or any sum added to the policyholder’s account as a token of steady insurance relationship of 
customers is referred as loyalty additions.
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Q38. State the advantages and disadvantages of ULIPs. What are the different types of ULIPs? 

A nsw er :
Advantages of ULIPS

The following are the advantages of ULIPs,

(i) ULIPs are more flexible and transparent than the traditional life insurance plans.

(ii) ULIPs provides an option to the investors to pick their investment plan on the basis of risk and market conditions.
(iii) It guides investors to invest in debt funds who prefer low risk and higher risk takers to go for equity funds.

(iv) These can be sold under both individual i.e., single premium and non-single premium.
(v) It offers tax benefits in the form of tax free maturity.

(vi) Equity funds are taxed @ 15% under certain conditions.
(vii) It do not have higher annual charges, as IRDA cover the annual charges on ULIPs at 2 to 2.25% for the first 

10 years.

(viii) It provides long term investment option to customers with a benefit of higher returns.

(ix) In case of death or terminal illness, the insured may get the higher of the two amount,
(a) Part of premiums paid or
(b) Coverage amount indicated in the contract.

Disadvantages of ULIPs

The disadvantages of ULIPs includes,
(i) ULIPs ignores the complicated features and design of the. policies.
(ii) It lacks awareness about the payment of premium.

(iii) It is not suitable for short-term cover and investment objectives due to the fluctuations in the financial market.

(iv) The policyholder will get back a small portion of invested premiums in case of early termination of the contract.

(v) Sometimes investments in ULIPs will have a negative return.
Types of ULIPs

The Unit Linked Insurance Plans (ULIPs) are classified into the following types:

Figure: Types of ULIPs

I. On the Basis of Funds
On the basis of funds invested in ULIP, it is further classified as follows,

1. Equity Funds
Equity funds are also known as growth funds or aggressive funds. These funds are mainly invested in the 
company stocks to fully appreciate the capital. In these funds, the risk-reward ratio is high. It is essential to 
analyze the objectives of such funds before making investment. This is because sortie of these funds may be 
large-cap funds, index funds or mid-cap funds. All these funds equity related, the risk-reward ratio of these 
funds may be different.
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2. Debt Funds

Debt funds are the funds that are invested in government securities, corporate bonds and other fixed income 
instruments. Here, the risk-reward is low-to-medium,

3. Balanced Funds

Balanced funds are the funds that are invested in both equity and fixed income debt. The risk-reward ratio in 
these funds is medium.

4. Cash

Cash is also known as money market funds. These are deployed in bank deposits, cash and money market 
instruments. They are low-risk and low-return funds.

II. On the Basis of End Use of Funds

On the basis of end use of funds, it is classified as follows,

1. Retirement Planning

Retirement planning is a type of ULIP that provides the customers to plan their retirement earnings by paying 
premiums at present and claim the premium amount in future i.e, after the retirement.

2. Child Education

Child education ULIP provides benefits for children education which includes securing the money now to meet 
the future unexpected key education needs of the child.

3. Wealth Creation

ULIPs creates wealth for the customers and provide a benefit of investing and saving money inorder to have 
good collection at any crucial point of time.

4. Medical Benefits

The main aim of such ULIPs is to provide special medical benefits through financial assistance during medical 
emergency, at the times of major or critical illness.

III. On the Basis of Death Benefit

On the basis of death benefit furnished to customers it includes,

1. Type-1 ULIP

Under this type of ULIP, in case of death of the policyholder, the nominee gets a higher sum assured paid by 
the policyholder.

2. Type II ULIP

Under this type of ULIP, in case of death of policy holder, the sum assured and the fund value is paid to the 
nominee of the policyholder.

1.4.5 W ith or W ithout Profit Policies

Q39. Write briefly about with or without profit policies.

Answer : Model Paper-I, Q3(b)

With Profit Policies

With profit policies allow policy holders to participates in the profits or surplus of insurance companies (Insurer) 
in the form of bonus and divident payments. These type of policies are also called as ‘Par policies’ or ‘policies with 
participation in profits’ or ‘participating policies’. The premium under this policy is higher than non-participating policies.
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The various sources of surplus or profit can be of the following types,

1. Mortality 1
There will be addition in the surplus funds of insurance company, if the actual mortality is less than the assumed
one at the time of premium calculation.

2. Interest
There will be addition in the surplus funds of insurance company if there is a excess of interest earned by the 1
insurance company over the assumed rate of premium calculation. i

3. Office Expenses i
Effective management of activities may reduce the office expenses which get added to the surplus funds. £

4. Other Sources ;
Surrender, lapses, alteration etc.

Types of With Profit Policies
The whole life insurance policy is the only type of with profit policy or participating policy because under this j

policy dividend is paid to the policy holders. The main reason behind this is in most cases of mutual life insurance 
company, the whole life insurance policy owners are the owners of the company. As a result, they have the right to t
participate in the profitability. Therefore, it is similar as how a owner of shares which are publicly traded has the right ^
to participate in the profits of public company through price growth and dividends. I
Without Profit Policies j

Without profit policies does not provide the right to participate in the surplus earning of a insurance company. i
Because of this reason it is also called as ‘Non-participating’ or ‘Non-par’ policies. The premium under these policies 
is very low compare to participating policies. c
Types of Without Profit Policies '

The types of without profit policies are as follows,
1. Term Life Insurance Policy c

The term life insurance policy is considered as a without profit or non-participating policy. The reason behind this t
is, the term life insurance is rented life insurance policy. The owners of this policy will not owned this policy for (
rest of their lives. However, one more reason is that, the term life insurance policy does not have a cash value.

2. Unit Linked Life Insurance Policy (
Universal life insurance policies are the non-participating policies because the owners of policies are not the owner s
of life insurance company. They are already paid interest on their cash value and are not eligible for dividend -t
payments.

3. Endowment Life Insurance Policies t
These policies have the features of both i.e., it is with profit policy in some case and without profit policy in ^
some cases. ________________________________________ j

1.5 CUSTOMER EVALUATION ___________ ________

Q40. Explain how a customer evaluate the insurance policy. i
OR c

Write in detail about customer evaluation. i
A nsw er :

An insurance policy is considered as mandatory to cover the risk of loss associated with life or property. In I
today’s uncertain world, no one can predict what will happen in the next moment. Insurance policies are usually for 1
a longer period and it is not possible for an insured to change the insurance contract during the policy period, once a
it is signed by the parties. So, it is essential for a customer to choose an insurance policy correctly. t
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Insurance customer takes into consideration various factors before purchasing an insurance policy. The customer 

behavior at purchase point can be understood from the various factors he/she considers while purchasing a policy. 
The various factors considered by customer are,
1. Customer’s Needs

The needs of customers may differ from person to person. Customer purchases that insurance policy which suits 
his/her need. For example, customer who want to save money for their childrens education, would like to purchase 
insurance for children’s education. Apart from insurance for children’s education, insurance for children’s marriage, 
insurance for safety life after retirement, insurance for medical treatment in older days are the different needs which 
a customer may have.
2. Savings

In case of countries where majority of the people belong to middle-class families prefer savings and investment. 
They would like to save and invest in those insurance policies which give high returns and more tax benefits.
3. Age

Age is one of the important factors influencing the purchase decision of an insurance customer. People belonging 
to age group 1 year to 18 years prefer to take insurance for education and marriage purpose. People belonging to age 
group of 18 years to 25 years are self dependent and prefer to take insurance policy for security and savings purpose, 

j People of 35 years to 45 years age group give priority to short-term insurance policies. People who belong to age 
group 46 and above focus on family security and purchase an insurance policy accordingly.

14. Policy Premium «
The amount of premium to be paid by a policy holder will have direct effect on his/her purchase behavior. A 

customer prefers to purchase that insurance policy the premium of which is within the budget of customer.
5. Background of Insurance Company

A customer after selecting an insurance policy to be purchased, tries to check the background of an insurance 
lompany with which he/she is going to sign an insurance contract. Customers check the web-site of insurance company
0 know the background and performance of the company,
i. Claim Settlement Ratio

Customers also consider claim settlement ratio of an insurance company before purchasing a policy. Based
1 the average number of claims settled by an insurance company, the customer tries to analyse the possibility of 
element of his/her claim in future.

Understanding the Policy Features
Last but not the least, customers understand the policy features carefully before purchasing a policy. Policy

m, premium amount, maturity date and insurance charges come under the features of insurance policy.________
11. Why it is essential to understand insurance customers? 
iswer :

In today’s competitive business environment, customer is considered to be a ‘king’. In insurance industry, 
erstanding insurance customers and their needs and preferences has not only become mandatory but also a 
Uenging task. A knowledge about needs, wants and preferences of insurance customers help insurance companies 
roviding customized products which thereby leads to satisfaction of insurance customers.

The preferences and choices of different insurance customers has become a subject of concern for insurance businesses, 
iding variety of insurance products and services to different age groups is one of the objectives of insurance industry, 
r̂eferences and choices of insurance customers differ from one another and meeting these diverse demands becomes 

icult task for insurance companies. Therefore, an understanding about customers preferences and choices with respect 
•ducts and services offered by insurance companies is one best solution to meet diverse demands.
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(a)

The various approaches available for analyzing customers preferences a

(a) Rational choice theory

(b) Bounded decision making theory and

(c) Schumpeter’s theory of consumer choice.

Rational Choice Thoery

In rational choice theory, customers are assumed to be rational while cor 
choices among different insurance products and services. Customers have pre-c 
influenced by customer’s experience, innovation and other factors. It is easy to un 
of rational customers.

(b) Bounded Decision Making Theory

As per bounded decision making theory, customer preferences are not consistei 
insurance policy changes depending upon the number of options/altematives availab 
use comparative approach to make choice among different products.

(c) Schumpeter’s Theory of Consumer Choice

This theory states that preferences and choices of customers are influenced by facte 
innovation, learning and social environment.

In spite of the fact that there are many factors influencing customers preferences a 
that customers make no choice at all. Making a choice among various alternatives may 
and difficult task for insurance customer.

Insurance companies also utilize data analytics to understand customers in a bette 
customized insurance products. Similar to other business sectors, insurance companie. 
opportunities to attain competitive advantage over other competitors. Understanding insu 
people prefering insurance products resulted in collection of new data and product innovatio

A policy can be evaluatec 
of company is good then it wi 
provided some safeguards to e

Policy Illustrations
Policy illustrations are 

;. They are just the pat
b»policies, 

etc. These illustrations can

The following tables 

(ULIPs) which will help an

Q42. Discuss briefly the four categories of risk evaluated by a customer.

A nsw er :

The four categories of risks which are evaluated by a customer while selecting or pui 
policy are as follows,

1. Risk Averse

This type of risk is evaluated by those customers who expect only positive returns with 
These type of customers usually select, bank, saving account, certificate of deposit and securit. 
mode of earning profit. They only want absolute certainty that premium should never be increa 
should be guaranteed for whole life. For this type of risk evaluately customer, the traditional 
policy will be suitable.

2. Low Risk

This type of risk is evaluated by those customers who are ready to take some addition 
reasonable certainty with less volatility. This type of customer usually select blue chip stocks and h, 
bonds as a mode of earning profit. They are always ready to forgo absolute guarantees to secure a l 
premium for such payments should be minimum. For this type of risk evaluating customers, whole 
life insurance policies are suitable but the premium payment should be schedule to continue for mi 
policy’s duration.
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3. Moderate Risk

This type of risk is evaluated by those customers who are ready to take moderate financial risk and are also 
ready to accept corresponding volatility in exchange for high level of investment returns . These type of customer 
usually select growth stock and high-yield, moderate grade corporate bonds. They are ready to take chances if any 
one gives few guarantees for investment returns. For this type of risk evaluating customers, whole life, universal life 
and variable life insurance policies are suitable which should contain 40% term blend with premium payments as 
50% of policy.

4. High Risk

This type of risk is evaluated by those customers who are ready to take substantial financial risk in exchange 
of high returns. These type of customers usually select aggressive growth securities, high leveraged real estate and 
high-yield junk bonds. They are ready to accept few or no guarantees and chances of having substantial additional 
money. For this type of risk evaluating customers, whole life, universal life and variable life insurance policies are 
suitable. Which should contain 80% term blend with premium payment as 20% of policy.

1.6 POLICY EVALUATION

Q43. Explain in detail about Policy Evaluation.

A nsw er :

In the present business environment, people research and comparing every thing before purchasing. Whether it 
may be house-hold product or it may be any insurance policy. However, evaluation of insurance policy is necessary 
for every individual because every insurance policy has its own benefits, premiums, conditions and drawbacks. 
Therefore, in order to fulfill the requirements, insurance policies should be carefully evaluated.

The policies can be evaluated based on certain parameters like premium, sum assured, tenure, period, benefits 
etc. Some of the basic requirement which must be evaluated in any life insurance policy are as follows,

1. Cost of Policy

The life insurance policy should be cost effective. However, cheapest policy does not mean that it provide all 
the benefits which a policy holder requires.

2. Convenience of Policy

The policy should be selected based on the convenience. It should not be bought in emergency. Time should 
be taken to learn, understand and compare different policies of different companies.

3. Customer Service of Policy

It is very important for policy seeker to evaluate and verily the customer service facility of a life insurance 
policy and company. As how the service is provided to the customers of a policy holder. For example, Erstwhile life 
insurance company provide 24 x 7 customer service facility and e-mail support.

4. Settlement of Policy Claims

Claim is the key factor of every policy i.e., wheather it may be life insurance policy of non-life insurance policy. 
The efficiency of a life insurance company can be evaluated by understanding and checking settlement procedure of 
claims. If the company is providing immediate claims then it would be considered as good company otherwise bad 
company.

The Insurance Regulatory and Development Authority (IRDA) stated that, when there is no investigation 
required for losses suffered, then settlement of claim should be processed by insurance companies within 30 days.
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A policy can be evaluated by verifying the financial position of life insurance company. If the financial position 
of company is good then it will offer good insurance policies with plenty of benefits. For this purpose IRDA has 
provided some safeguards to ensure the insurance companies are efficiently funded.

Policy Illustrations

Policy illustrations are the comparison tables which shows the information and structure of life insurance
»

policies. They are just the patterns of policies which includes changes in premium outlays, cash-value accumulation 
etc. These illustrations can be used to compare one policy with another policy.

The following tables shows the comparison factors of term, endowment and Unit Linked Insurance Plans 
(ULIPs) which will help an individual to evaluate the policies of different companies based on these factors,

Factors for Term Life Insurance Policy
1. Amount of Premium Select a policy that offers a higher cover at the best price
2 . Death Benefit Compare plans with relative premium for additional death benefits like lump sum + 

monthly income/ increasing income to the nominee.
3. Additional Benefits It is advisable to cherry pick the policy that has additional benefits like inbuilt terminal 

illness rider, options to increase life cover at key milestones, accidental cover, etc.
4. Ratio of Claim A higher claim ratio generally refersto an efficientclaim settlement process.

Factors for Evaluating ULIPs
1. Amount of Premium Flexibility to pay the premium in a monthly/ quarterly mode as well as top-up 

premiums.
2 . Basic Features/Benefits Compare policiesfor benefits like:

(i) Competitive load structure
(ii) Bonus units after fixed years
(iii) Option for choosing riders
(iv) Flexibility of choosing sum assured
(v) Option of paying premium for few years, but receiving life cover for the entire 

tenure

Factors For Evaluating Endowment Life Insurance Policy
1. Amount of Premium Select an endowment policy with characteristics that meet your needs and 

affordability.
2 . Basic Features/Benefits Compare policiesfor benefits like:

(i) Guaranteed returns on maturity (which is also based on the performance of the 
company)

(ii) Rider benefits
(iii) Bonus benefits
(iv) Loan facility benefits

3. Death Benefit Select a policy with additional death benefits like accrued bonus, terminal bonus,
etc.

4. Maturity Benefit Select a policy with the highest maturity benefit.
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1.7 GROUP INSURANCE -  CONCEPT, IMPORTANCE, BENEFITS, FEATURES AND E LIG IB IL ITY  
CONDITIONS IN GROUP INSURANCE __

Q44. What is Group Insurance? Discuss in detail the importance of group insurance schemes to 
both employer and employees.

A nsw er : Model Paper-Ill, Q3(a)

Group Insurance

In group insurance, many persons belonging to a group like members of an association or employees in an 
organization are covered under one contract. The insurer and the group policy owner enter into a contract called 
‘master contract’ for the benefit of the members of the group.

Group insurance operates at a great level and provide its benefits to a group of persons at a moderate cost. Group 
insurance has grown in recent years due to advancement of economy and consequential development of the organized 
sector. It acts as an instrument to implement the social security measures of the government. Group insurance has 
now became an essential part of life insurance business.

In 1911, a first group insurance policy was introduced by the equitable life assurance society of New York. In 
India, there was no development of group insurance till 1960’s. Anyhow, by the end of 2002, the LIC covered nearly 
70% of the individuals under group insurance. The new competitors are mostly emphasizing on group insurance for 
an early market penetration.

Importance of Group Insurance Scheme to both Employer and Employees

The structure of complete insurance industry has been changed with the entry of group insurance. The employers 
and employees are getting benefited from the various insurance products. Group insurance supports the individuals 
who are effected/suffering due to ill health, unemployment, disability, premature death etc at a reasonable price. The 
following are some of the benefits of group insurance to employers and employees.

Benefits to Employers

Group insurance has provided an important benefit to the employees and also assisted employers in improving 
the employees productivity and morale in the firm. The benefits provided by group insurance to the employers are as 
follows,

1. Firm’s Size

Irrespective of the number and size of the employees, the group insurance is useful to all kinds of firms.

2. Public Image

With the assistance of group insurance schemes, the firm can improve its public image and hence attract the 
productive aspects of the market.

3. Retention

Inorder to retain the employees for a long period, many firms are providing group insurance as an additional 
benefit. Group insurance increases the productivity, morale and the retention ratio among the employees.

4. Tax Benefits

Using group insurance, the employer can avail tax deductions under taxation rules.

Benefits to Employees

The major beneficiaries of group insurance are employees group insurance has increased the scope of employee 
benefit to a great extent. The following are some of the benefits that are provided by group insurance to the employees,
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1. Flexibility

Group insurance can be implemented in all divisions of industry and society. This makes the group insurance 
popular among various groups such as trade associations etc.

2. Low Cost

Group insurance policy is of low cost when compared to individual life insurance policy. This is only possible 
because of huge nurpjper of employees covered under same insurance policy that has decreased the cost of 
administration.

3. Tax Deductions
The employee can avail the benefits of tax deductions by contributing to the group insurance policy as the 
benefits are received in the form of group insurance policy.

4. Employee Benefit Plan

The most popular benefit plan to the employees is group insurance. A large part of working class is unable to 
achieve an individual insurance policy for oneself/family/spouse due to the high cost. Hence, it depends only on 
the employer to fund the insurance policy.

Q45. What are the features of group insurance schemes?
A n s w e r :

Following are some of the features which differentiate group insurance from individual life insurance,
1. Group insurance covers risk of group members in a single contract. Homogenous group will have a representative

i.e., employer, trustee, secretary or manager who will sign the contract on behalf of all the persons in the group.
2. Master policy is prepared and issued to group representative which contains names of all members of the group.
3. Premium is charged on yearly basis and policy is renewable every year.

4. The premium amount is based on age levels, working conditions, functions of people, number of people joining
the group etc. ,

5. In group policy, there is no direct contractual relationship with individuals and there is no scope for assignment 
or nomination.

6. If claims are favourable, group will benefit with lower rates of premium and when claims are unfavourable 
group must pay higher rates of premium.

7. All persons of a group who are working actively at the time of scheme are covered without insurability and
medical examination. Insurability is required for those persons who are absent for long time due to health 
issues. -

8. Claim money is paid to the group representative but not to the individual directly. When a person exits from 
group, his insurance will be terminated.

9. Group insurance policies are usually issued to trustees of a trust which is formed to provide employee benefits. 
Q46. What are the eligible groups for group insurance?
A n s w e r :

The eligibility norms of a well-established group are,
1. Single Employer

The most popular form of group insurance is single employers. The employer could be a partnership firm, 
sole proprietorship firm or any other form of organization. The employers of single employer include partners of a 
firm, proprietors, retained employees and the employees working in an associated subsidy/company. The employer 
is required to make a contract on behalf of the employees.

SIIA PUBLISHERS AND DISTRIBUTORS PVT. LTD. _ _ _ _ _ _ _ _ _ _ _ _



UNIT-1 : Introduction to Life Insurance and Types of Life Insurance Polices and Premium Calculation 43
2. Labour Union

Sometimes, members of the union are provided with group coverage by their labour union. The policies remain 
with the union under such coverage. Generally, the nature of union-sponsored policies is contributory.

3. Debtor-Creditor Group

A group is formed when the banks, small finance companies, financial institutions and retailers provide the 
loans. This group may seek coverage under life insurance or health insurance for their debtors. The main aim behind 
such coverage is that the lender should not undergo financial losses because of ill health or disability or premature 
death of the debtor.

4. Multiple Employer Trust

. There are very few employees in this type of group insurance. As they are less in number, they force the 
employer to enter into multiple employer trusts inorder to provide them the group benefits. The employers who are 
willing to participate into the group should also belong to the same type of industry. There should be an administrator 
and a trustee in each such trust.

5. Trade Associations

Generally, group insurance specifies the number of people (which is usually more than 10) for availing the
insurance coverage. But some organizations donot have the specified number of people. In such situation, they form
an association and they avail the benefit of insurance coverage to their employees. In order to ensure homogenity in 

I *■
the group, the participating employers should belong to the same industry/profession.

6. Self-Insurance

Sometimes, self-insurance is opted by many employers to avoid risks. However, in practice, there are very 
few companies that afford to deal with the claims relating to death, disability, medical expenses from their current 
revenues. Most of the companies find it difficult to make accurate prediction of frequency of claims and allocate the 
payment of benefits. If the employer thinks that the claims can be dealt from the current cash flows, it will not prefer 
to deal with the administrative problems involved in the claims management and other the administrative functions. 
Therefore, it is not recommended to have self-insurance in case of group insurance.

7. Negotiated Trusteeship

The collective bargaining takes place between the union and employers and a trusteeship is formed. The employees 
In such negotiated trusteeship usually come from the construction and trucking activities. To provide group insurance 
benefits to employees, the employers make payment to the trusteeship. A regular contribution of fund is made by the 
mployer to the trustees in order to manage administrative costs and premium costs associated with insurance coverage. 

347. What are the eligibility conditions in group insurance? 

inswer :

Group insurance contracts are very precise in nature. These contracts take into consideration the eligibility of a 
irson for the coverage purpose. Therefore, before participating into group insurance plan, the employees should meet 
srtain eligibility conditions discussed as follows,

Full Time Employment

A worker who works the required number of hours specified by the employers as a normal work week (which 
s to be atleast 30 hours) is referred to as a “full-time worker”. However, today some group plans are allowing part- 
le workers also. The eligibility requirements for part-time workers are comparatively more strict.
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Activelyrat-Work Provision

The group insurance contracts limit eligibility to an actively-at-work provision. The employee should be present 
at work on the effective date of coverage under the contract. If the employer is absent from the work due to injury 
or sickness, he/she will not be considered eligible for coverage. Coverage will start only when the employee comes

*  E

back to the work. The actively-at-work provision is ignored for the employers having a large number of employers j 
when coverage is transferred from one insurer to other insurer and the employees of the company have been insured I 
under the contract of previous insurance company.

3. Covered Classifications

According to group insurance contracts, an employee should come under one of the classifications contained in 
the benefit schedule. Although, these classifications are broad enough to include all the organizational employees, they l 
are also very restricted to exclude many organizational employees from the insurance coverage. The excluded employees 
may either acquire the coverage through.negotiated trusteeship or through other group insurance contracts offered by 
the employer. At times, the excluded employees may not have coverage as the employer is willing to provide benefits 
only to specific group of employees. Every employee should be in only one classification. It is the policyholder who t 
determines the suitable classification for each employee.

Apart from the above conditions, the following are the other requirements/conditions that should also be satisfied 
by the employee.

1. Probationary Periods

Some groups require the new employees to satisfy a probationary period before they are eligible for coverage. j 
The probationary period is generally of one to six months. The main aim behind the condition of probationary 
period is to eliminate the workers who will be with the company for a short period of time. If the workers are 
not willing to work permanently for the firm, then the company may have to undergo administrative expenses to j 
maintain records of such employers and insure then. Once the probationary period ends, the employee becomes 
eligible for coverage.

2. Insurability

Although individual evidence of insurability is not required in most of the group insurance contracts, some j 
instances underwriting practices may need the evidence of insurability. This usually happens when an employee j 
could not avail the coverage under a contributory plan and later he wants the coverage. This situation may also arise t 
when the employee is eligible to have a large amount of coverage. For an employee to be eligible for coverage in 
these cases, he/she should submit the proper evidence of insurability. If the employee fails to submit the satisfactory I 
evidence, he/she is not eligible for coverage.

3. Premium Contribution

In case of a contributory group insurance plan, an employee is not eligible for coverage until and unless! 
the proper authorization for payroll deduction is given to the policyholder. If this condition is satisfied before 
the employee becomes eligible, then the coverage starts on the eligibility date. Eligibility period is a period of 
31 days following the eligibility date. During this period, the coverage can start if the policyholder receives the 
authorization of employee. Failure to provide authorization to policyholder within 31 days may require the employee 
to provide evidence of insurability at his/her own expense to acquire the coverage. Sometimes, an employee may j 
drop coverage under a contributory plan and may wish to regain it afterwards. In such situation also the evidence 
of insurability is needed.
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1.7.1 Types of Group Insurance Schem es -  Group te rm  insurance Schem e

Q48. What are the different types of group insurance schemes? Discuss in detail about group term 
insurance scheme.

A n sw er :

Types of Group Insurance Scheme

Under group insurance policies the life insurance protection is provided to all types of groups such as employer 
employee groups, cooperatives, professionals and other backward sections of the society. The various types of group 
insurance schemes are as follows,

1. Group term insurance scheme.

2. Group gratuity scheme.

3. Group superannuation scheme.

4. Group leave encashment scheme.

5. Employees Deposit Link Insurance Scheme (EDLI).

6. Group Insurance Scheme in Lieu of EDLI.

7. Social security scheme.

Group Term Insurance Scheme

The group term insurance scheme is also known as One Year Renewable Term Assurance (OYRTA). LIC
introduced this scheme to provide life insurance protection to groups like professionals, cooperatives, employer-

.
employee etc. The scheme is managed on group basis and the cost is low. This scheme covers only on death and at 
the end of the term, there is no maturity value.

Under OYRGTA, this scheme is currently being offered. The premium is charged every year on annual renewal 
date by LIC. It charges the premium based on the changes in size and age distribution of the age group.

There are several varieties in group term insurance scheme. It includes the following,

1. It provides a uniform cover to all group members.

2. It may provide graded covers for various categories of group members.

3. It may cover all amounts of housing loans or vehicle advances.

4. It may provide other advantages such as life cover to provide PF or pension benefits in case of death of a 
member.

5. It may include add-ons such as critical illness benefit, double accident benefit, disability benefit etc.

The employer or Nodal Agency may wholly pay the premium under this scheme. However, members may 
also make contribution. While taking group insurance, all the regular employees can be covered without any medical 
examination. At the time of introducing the insurance, the insure may specify that minimum number of members must 
join the scheme and atleast 75 percent of the existing members should join. It is essential that all the new members 
become the members of the scheme automatically. Under group insurance schemes for an extra premium or group 
insurance scheme in lieu of EDLIS, the double accident benefit is permitted. However, the condition is that the person/ 
member should be the member of employer’s provident fund scheme. The insurability condition for other GI schemes 
of employer-employee groups is that the member should be present on the date of entry. The insurability condition 
for all non-employer-employee group schemes is that member should have a good health on the entry date.
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It is essential for the group policyholder to send the data of all the group members to the P&GS units of LIC 

at the commencement of the scheme and on each renewal date. On gvery renewal date, the premium calculation 
regarding OYRGTA will be made. Whenever, there arises a claim, the details of the respective members should be 
informed along with the death certificate and claim form. As group term insurance scheme is a low-cost scheme 
and provides only risk cover, it can provide social security schemes to the economically backward sections of the 
developing countries.

1.7.2 Group G ratu ity  Schem e ___________  ____

Q49. Discuss in detail about group gratuity scheme.

A nsw er : t
Group Gratuity Scheme

Group gratuity scheme is designed to cover statutory liability of the employers. A scientific method is used for 
funding gratuity as premium amount depending on actuarial principle. If any employee dies before maturity then his 
dependents must get higher benefits.

The Payment of Gratuity Act, 1972, provides that the employer should pay 15 days salary i.e., 15/26 of a month’s 
salary to employees who have completed the years service. This payment should be made when the employee exists 
the company after 5 years of continuous service with a maximum limit o f?  3,50,000. The employer can pay higher 
amount to the employee depending upon his desire. The gratuity payable to the employees should be paid whenever 
liability arises and can be claimed as deductable expense under profit and loss account of relevant financial years. If 
the employee dies during his service, then an immediate payment should be made.

Example
Age on joining date -  24 years 

Age at retirement -  60 years
Age at the time of death -  38 years 

Salary at the time of death = ? 20,000 P.M.
Calculate gratuity payable.

S o lu tio n  :
The gratuity payable to the employee for 14 years [38 -  24] is as follows,

= ----- —— x 14 =< 1,61,538

Anticipated Total Service Gratuity

In case of premature death, the additional benefit is provided by the insurer. The scheme takes into consideration 
the complete service period till the date of retirement for calculating the payment of gratuity benefit.

If we extend the above example, the gratuity is determined based on anticipated total service,

Anticipated Service [60 -  38] = 22 years
? 20,000x15

“  --------------'ll,------------------* 22
\ . . . .

= ?  2,53,846.

The total gratuity amount payable to the employee = ?  1,61,538 + ?  2,53,846 = ?  4,15,384.
*

Methods of Gratuity Payment
The gratuity can be paid to the employee by using the following methods,
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1. Pay as you go Method
When the employee leaves the organization, the payment can be made to him or her from the funds which are 

available at the moment.
2. Gratuity Fund Method

Under income tax rules, a trust may be set up with periodic funding and where there is also an availability of 
, income tax benefits.

The group insurance scheme is created by the insurer wherein employers liability is funded and additional 
life insurance protection is also covered. The trust may entrust the funds to the insurer who can control the funds

[ systematically on actuarial lines under a group insurance scheme.
. . .

3. Provisions Method

In every accounting year, an estimated amount of gratuity can be provided in the books of accounts.

The groups insurance scheme provides the following advantages,

(a) The insurer have a good idea of managing investments when compared to the trustees.

(d) lnorder to assess the sufficiency of funds from time to time, the insurer posses actuarial skills.

(c) While the individual trusts posses small portfolio, the big portfolios are managed by the insurers. These big
portfolios help in proper risk return management.

(d) Upon the early death of employee, the group term insurance benefit makes sure that the gratuity is provided 
to the employee’s family. Although the employee has completed the full term of service.

The LIC provides a group gratuity (cash accumulation) scheme in which the employer can pay initial contribution 
on the date of establishing the fund in full or in five yearly equated installments from that date. Limit is not set on 
such amount and deductions should not be more than By % of the previous salaries. According to CBTD directions, 
multi-employer group is not permitted.

1.7.3 Group Superannuation Schem e and its Types

Q50. What is group superannuation scheme? What are its types?

A nsw er :

Group Superannuation Scheme

The group superannuation scheme policy provides pension facility to employees after their retirement. Usually,
! this policy is financed by company or combinely with employees.

Provident fund and gratuity on retirement are the statutory benefits that can be used to repay loans or to meet the expenses 
involved in marriage, education or construction of house. So, the regular income is needed to assist the employee throughout his 
retired life. Pension is one such regular payment provided to the employee once he retires from active life. It is also important 
to give income benefits when the employee is surviving and even after the death of employee. A decreased percentage or same 
amount can be provided to the widow as to support her financially after the death of the employee. These requirements can be 
met only when the employer takes the group superannuation scheme with the insurance company. These schemes are found 
to be excellent welfare schemes. In addition, opting( for this scheme makes the employer eligible for benefits of income tax. 

Types of Group Superannuation Scheme
I 7

There are two types of group superannuation schemes. They are,

1. Benefit purchase scheme and* ' '
2. Money purchase scheme.
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The above types of super annuation schemes in detail are as follows,
1. Benefit Purchase Scheme

The employer of an organization sets some amount of pension in advance relating to the last salary that an 
employee has drawn. The retirement plan is organized and the contribution that is payable for funding pension 
benefits can be calculated according to the scheme. This scheme is also known as “defined benefit plan”. This plan 
gives a particular and assured life time income on retirement.
2. Money Purchase Scheme

As a percentage of salary, the contributions are fixed. The collected amount of such contributions are used for 
purchasing the pension. In this scheme, the benefits which may be obtained by the employee are not computed in 
advance. This is based on the funds performance in the scheme. This scheme is referred to as “defined contribution 
plan”. It is becoming more popular now a days.

The company can manage and fund the pension in different ways. Anyways, the insurer organized pension 
provides many benefits like actuarial, high liquidity, taxation and legal support to the employees. The following 
benefits are offered by the popular schemes. They are,
1. The corpus which means contribution plus interest is used to give the pension to the member upon his/her 

retirement.
2. The pension is received by the member of the family upon the death of employee. Here, the corpus is used for 

the payment of pension in the way the beneficiary is comfortable with. Therefore the obtained benefit is free 
from tax.

3. Upon withdrawal, the insured can be given with an equitable interest which is transferred to the new employer’s 
superannuation scheme. The insured can also select for deferred or immediate pension. The LIC approves 
some pension schemes which are as follows,
(i) Life pension scheme termination upon the death of the employee.
(ii) Life pension scheme with return of capital and group pension terminal bonus on death.
(iii) Life pension scheme can be assured for 5, 10, 15 or 20 years or more depending on the life of employee.
(iv) Joint life pension scheme payable on the last survivor of employee and his/her spouse.
(v) Joint life pension scheme payable the last survivor of both employee and his spouse with return of 

capital on the death of last survivor.

1 .8  PENSION POLICIES

Q51. Explain in detail about pension plans or policies of organizations.

A n sw er :
Pension refers to a type of income which an employee receive on his/her retirement from the employer. Pension 

is,
(i) Given to employee when he retires from the organization.
(ii) Given to survival dependent of employee when employee expires while performing his/her service.
(iii) Given to the nominee of the employee after his/her death, even he/she retired from organization. 

Occupational pension schemes offered by the organization are mostly the sum of contribution of employee and
employer. Pension is termed as the most valuable reward that an employee receives even after his/her retirement.

Since a very long time/period pension is being provided in government organizations, civil services and 
multinationals. Some firms especially (private sector) provide pension schemes only to officers but not for unionized 
employees.
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Earlier in 1980s, the industries including airlines and petroleum introduced pension benefits. Other few private 
sector also introduced pension schemes wherein the employees were given smaller pension benefits with little 
contributions from employers.

During 1990s, the post-retirement scheme was introduced. Few private sector organizations such as Jamshedpur, 
TISCO etc., initiated a scheme for voluntary retirees. Few other companies introduced schemes for providing income 
to voluntary retirees on a monthly basis for a period of 10 years from the date of voluntary retirement.

The Income Tax Department stated that the total percentage of contribution by employer’s towards superannuation 
scheme and provident fund must not be more than 27 percent. It was also said that the contribution to superannuation 
scheme is liable for Fringe Benefit Tax. Higher the contribution, higher will be the tax liability.

In November 2008, the Government of India accepted the recommendation of Second Pay Commission for 
Central Public Sector Enterprise (CPSE) officers. As per this recommendation, CPSE officers should be provided 
with 30% of basic pay as superannuation benefits. These superannuation benefits include pension, gratuity, CPF 
(Contributory Provident Fund) and post superannuation medical benefits.
Q52. Explain briefly pension plans of insurance companies. What are its types?
Answer :
Pension Plan/Policy of Insurance Company

The pension plans offered by insurance companies help the individuals in planning their retirement period. 
These type of plans provide regular income to individuals after their retirement. On the date of maturity of pension 
plan, the plan will be generated or converted into a regular income which is known as ‘Pension’ or ‘Annuity’. Tax 
benefits on pension plans is limited to ? 10,000 only.
Types of Pension Plans

The different types of pension plans or policies are as follows,
1. With Cover Plans

The pension plan which provide assured life cover or sum assured in case of any eventuality is referred as ‘with 
cover pension plans’.
2. Without Cover Plans

In case of without cover pension plans, there will be no sum assured provided to the insured person. Person 
may receive the amount after the deduction of expenses and premium which is unpaired at the time of eventuality.
3. Immediate Annuity Plans

Under immediate annuity plans, the pension or annuity is provided to individual is one year only. Because 
premium payment is only one-time in this plan. Such a premium amount is known as purchase price. In India, only 
few companies are offering immediate annuity plans. One of the example is LIC’s Jeevan Akshay-II.
4. Deffered Annuity Plans

Under deffered annuity plan, the pension or annuity does not occur immediately to the individual. The premium 
paid under this plan can be single or regular permium. In India, most of the pension plans offered by insurance 
companies are deffered annuity plans.
Q53. What are the options available to individuals in pension plans?
Answer :

Following are the various options available to individuals in pension plans,
(i) Without Return of Purchase Price on Lifetime Annuity

In this option, the pension is received by the individual till he/she alives. The pension stops on occurrence of 
any death event. The purchase price of Annuity is not returned to the Individual or his dependents under this policy.
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(II) With Return of Purchase Price on Annuity for Life

Under this option, the pension is received by the individual till he/she alives . However, on occurrence of any 
death event, the annuity’s purchase price is paid to the individual’s nominees or beneficiaries purchase price will or 
be the amount of maturity which consists of basic sum assured along with bonus or additions (if applicable).

(iii) Guarantee of Lifetime Annuity for a Specific Number of Years

In this option, the pension for a specific number of years [as per mentioned in the plan] is received by the j 
individual, regardless whether the individual is alive or not. The benefit of this option is that, incase the individual j 
is alive or surrives for the mentioned period, then he/she will continue to receive the pension till the death of the | 
individual.

(iv) Last Survivor or Joint Life Annuity
Under this option, the pension is received by the individual till he/she is alive. However, on the occurrence of I 

an death event, the spouse of the individual will receive the pension.
Besides these options, many companies also offer policies which includes both with and without return of 

purchase price.

1 .9  A N N U ITY  -  CHARACTERISTICS, METHODS, TYPES, ADVANTAGES AND DISADVANTAGES

Q54. Define annuity. State the characteristic features of annuities. What are the different methods 
of providing annuity?

A nsw er :
Annuity

Some of the standard definitions of annuity given by the authors are as follows,
According to Bhir and Limaya, “Annuity is a contract where the annuitant agrees to pay to the insurer, a 

certain amount either in a lumpsum or spread over a period of few years and the insurer in return agrees to pay to the | 
annuitant a certain sum every year, either so long as the annuitant is alive or for such period as may be determined [ 
by the contract of annuity”.

According to W.A. Dinsdale, “Annuity may be defined as the payment of amounts periodically during the life I 
time of the annuitant in consideration of the payment of an agreed sum to insurance company”.

According to D.S. Hansen, “Annuity is a form of pension, whereby in return for a certain sum of money, the [ 
assurer agrees to pay the annuitant, an annual amount for a specified period”.

Characteristics Features of Annuities
The characteristic features of annuities are as follows,

1. Annuities do not require any prove of insurability of individual.

2. Standard age proof is needed to ascertain annuity installment and start the annuity.
3. The contribution (premium) can be in yearly, half-yearly, quarterly or even monthly mode.

4 . The option to avail the annuity can be decided at the time of proposal.
5. The pension can be provided yearly, monthly, quarterly or half-yearly basis.

6. The amount invested can be refunded when the pension is stopped.
7. The pension is paid to annuitant till his life. After his death, it will be paid to his survivor.

8. Annuity policy can be taken by a single individual or combinely with the spouse.

9. Nomination is essential in most of the annuity plans.
10. Annuity can be paid to individual from age after 40 till 75.
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11. Person applying for annuity plans should be healthy on the date of application.
12. The minimum amount paid as annuity is decided by the insurer.
13. The policy can be cancelled when the deferment period of pension starts, after which policy cannot be cancelled.

*

14. There are flexible benefits in annuities.
15. The applicant will also have option of commutation of part of specified annuity.
Methods of Annuities

There are four different ways of providing the required pension:
(i) Joint Family System

In joint family system, family members support each other financially. Family will not have any impact with 
the death of any member.

(ii) Social Security System

Most of the countries provide some amount of money every month as social security to old, unemployed and 
physically handicapped people.

(iii) Employer’s Assistance

Employers provide financial support to employees in the form of advances etc.

(iv) Own Arrangements

If all the three methods are not possible, then person must take care of himself. A person must save money to 
meet his expenses in old age. Annuity plans in insurance are useful for these kind of persons.

If pension starts with payment of accumulated investment, it is known as immediate annuity and if pension 
is paid after some time or after amount of investment is accumulated, then it is known as deferred annuity. 
Annuity due is the annuity which is paid at the starting of unit period.

Q55. Discuss in detail types of annuities.

Answer :

Different types of annuities are as follows,
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1. Fixed Annuity

The regular income payments which are assured and constant in amount are paid in fixed annuity. Premium 
are credited with interest at the time of accumulation period before retirement. Here, there are two types of general 
interest rates such as guaranteed minimum interest rate and current interest rate.

(a) Guaranteed Minimum Interest Rate

It is the rate which will be credited to fixed annuity. It is generally of 1% to 3%.

(b) Current Interest Rate

This rate is higher and depends on present conditions of market like 4 percent. It is assured for a restricted 
period i.e., 1-5 years.
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As an incentive to buy the annuity, most of the insurers sell bonus annuities that firstly increase the interest 
amount which is credited to the annuity. In general, the bonus interest rate ranges from 3% to 4% of the invested 
amount. Here the payment of bonus is made for decreasing the renewal interest rate which are credited to the 
annuity in the future or by higher expense fees.

The accumulation period is followed by payout period. The period in which the payment of funds are made to 
the annuity holder is referred to as payout period or liquidation period. During this period, the cash collected can 
be paid to the policyholder in the form of an assured lifetime income. Anyway, the payments that are periodic 
are fixed in amount and they remain unchanged. In consequence, a small or no security is provided by fixed 
annuity against inflation.

* .
2. Variable Annuity

In this type of annuity, the life time income is paid. However, the income payments may change based on the 
prices of common stock. The primary objective of this annuity is to provide protection from inflation by managing the 
actual purchasing power of the regular payments at the time of retirement. This annuity depends on the assumptions 
of a positive inter relationship between the cost of living and common stock prices over long run.

3. Equity-Indexed Annuity

An equity indexed annuity is a fixed deferred annuity that not only permits annuity owner to take part in the 
growth of the stock market but also offers downside protection counter to the loss of principal and advance interest 
earnings if the annuity is held to term. The term periods may range from 1-10 years.

Q56. Explain the advantages and disadvantages of annuities.

A nsw er :
Advantages of Annuities

The advantages of annuities are as follows,

1. It helps the annuitant to accumulate long term savings.

2. It provides a source of regular income for lifetime.

3. It helps in gaining maximum amount in retirement.

4. The hier is benefited after the death of annuity holder.

5. Under Section - 88 of Income Tax Act, 1961 the tax benefits are also provided.

6. The annuity provides an assured payment for life time incase if annuity holder survives more than his life 
expectancy.

Disadvantages of Annuity

The disadvantages of annuity are as follows,

1. The firms mislead the individuals through the Initial teaser rate that promises a high-yield rate. In contrast 
to promise, the rate works only for a year. This plan induces the individual to take the long term expensive 
plan with a promise of greater returns. But in reality, there may be fluctuations in returns depending on the 
performance of the market after the first year.

2. Unlike other investment opportunities, the annuities involve more charges and penalties.

3. In any urgency cases, one cannot easily take money out of the annuity and may have pay the penalty between 
5 percent - 20 percent.

4. In case of the death of annuity holder, transferring annuity benefits to the persons who are close to annuitant 
is quite difficult.

SIA PUBLISHERS AND DISTRIBUTORS PVT. LTD. .......  ......— ------ -----



5. Investing in annuity means keeping trust in financial position of the insurance firm. If the financial position of 
the firm is not certain, then it creates difficulties for annuity holder who took annuity plan for a longer period.

6. Many people assume that investing in annuity will then minimize risk and they can get assured income, but 
there is no situation as such.

7. At the initial stage, annuity may influence the individual due to the taxes. However, things do not work up to 
the expectations of the annuitant.

8. In case of the early death of annuitant, the beneficiaries will not receive full potential of annuity payout.
9. A fixed monthly payout is made in most of the annuities which is not enough for inflation.

1.10 CO NCEPT OF P R E M IU M S , TY P E S  OF P R E M IU M  AND FACTORS C O N SID ER ED  IN  
CALCULATING PREMIUM

*•

Q57. Define premium. What are the different types of premium?

A nsw er :
Premium

Premium is the amount of money or consideration which is paid by the insured to the insurance company for 
providing any insurance coverage. The insurance coverage begins with the first premium payment. The policy holder 
can use first premium deposit receipt to lodge a claim even if he/she have not received the policy document. The 
premium can be single premium, annual, half-yearly, quarterly or monthly. The Indian Insurance Law needs that the 
payment of premium should be done in advance. When the policy holder premium pays a premium for reinsurance, 
it is known as re-insurance premium.
Types of Premium
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1. Net Premium

The net premium depends on the interest rate and mortality rate. Net premium is sub-divided into two parts. They 
are, >

(a) Net Single Premium

Net single premium is paid to the insurer in lumpsum amount. This amount sufficient enough along with the 
benefits obtained in return thereafter, to pay the claim amount at the time of death or maturity or at surrender 
of policy. Net single premium is not considered for expenses and contingencies of management.

Steps for Calculation of Net Single Premium 

Step-1

Ascertaining essentials of a claim i.e., (a) Death, (b) Survival or (c) Both.
Step-2

Ascertaining when to pay the claims i.e., (a) At the starting, (b) At end or (c) Throughout the year.
Step-3

Ascertain the number of policy holders.
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Step-4

Ascertain the policy duration.

Step-5

Ascertain the possible number of claims each year.

Step-6

Ascertain the claims value per year.

Step-7

Ascertain the interest of number of years and calculate the current value of rupee.

Step-8

Ascertain the current value of the claim per year.

Step-9

Ascertain the current value of all future claims.

Step-10

Ascertain the net single premium divided by the assumed number for purchasing the policies.

As per the nature of the policy, the step of premium determination may differ.

Factors Assumed while Determining Net Single Premium

The following are some of the variables assumed while determining the net single premium,

(a) It is assumed that many policies of given type are provided based on the number of persons.

(b) The collection/accumulation of premiums may be done in advance or in the starting of the period.

(c) The investment of all the accumulations is done immediately and this investment remains the same until the 
money is required for payment of claims.

(d) It is assumed that all types of policies are of same amount say ?  2,000.

(e) Only at the end of the period, the payment of claims will be done.

(f) As specified in the mortality table, the mortality rate will be the same and will be regularly allocated during 
the year.

Formula

The formula for calculating Net Single Premium is as follows,

NST - 

Where,

V = Present value of ? 1.0 

d  = Number of deaths.
x

. 1 = Number of living in the beginning.

(b) Net Level Premium

Net level premium is paid regularly in installments i.e., yearly, half-yearly, quarterly and monthly. The 
determination of net level premium cannot be performed just by dividing the net single premium by number 
of premiums payable in installments. This is because of the following reasons,

(i) In net single premium, lumpsum amount is received in advance and remains invested till the amount is 
paid as a claim. Whereas, in the net level, the premium will be invested.
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(ii) The net single premium is paid by all policyholders whereas the net level premium may be paid only 
by the surviving policyholder.
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The net single premium is nothing but the current value of all claims and the present value of all net level 
premiums is also equal to the total of present values of all claims. This indicates that the present value of all 
net level premiums is equal to the net single premium. One can easily convert the net single premium into level 
premium if the present value of all net is known.

Formula

The formula for Net Level Premium is as follows,
Net Single Premium (A ) x Annuity Due

JSJLP ( P  J =  ------------------- :--------------—----------------------
Purchase Price of Annuity Due (ax)

It can also be written as,
• r  4 . ( 0

Here, the annuity due is assumed to be ? 1.0 per annum,

2. Gross Premium

It is the premium charged by the policy holder to settle the claim amount and other expenses. The gross 
premium is primarily based on the mortality rate, the assumed interest rate, the expenses and the bonus loading. 
Hence, the gross premium constitutes net premium and loading. Loading is the process wherein the expenses are 
added to net premium. It may add some amount inorder to meet the bonus charges on participating policies. The 
gross premium is required to be paid by insured where they do not know about the net premium. Thus, the gross 
premium is also referred to as office premium. Hence, the policyholder is needed to pay the amount inorder to 
settle the expenses of business, cost or claim and loading for bonus if there is a participating policy.
Formula

The formula for calculating Gross Premium is as follows,

P' = P + — + -~ rF  + C 
a 100

The formula can also be written as follows,

F =  P + -  + C + 
a 1 - -100

Where,

F  = Gross Premium

P = Net Premium 

/  = Initial Expenses 

a = Present value of annuity due of ?  1 

r = Renewal expenses at a parentage of gross 

premium.
i

C= Constant addition for fixed renewal expenses.

Q58. What are the problems faced by insurer while allocating the expenses? 

A nsw er :

The problems which are faced by the insurer while allocating the expenses are as follows,

I. Allocation of expenses over different policies and

II. Allocation of expenses over the policy duration.
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I. Allocation of Expenses Over different Policies

There should be equal distribution of expenses over various policies i.e., all policies must be assigned with the 
due share of its expenses. This is because, few policies involve higher expenses when compare to the other policies so 
they require higher loading. Similarly, lesser expenses should be allotted to the policies which involve less expenses. 
In order to ensure equitable distribution, the expenses are classified as follows,

Classification of Expenses based on Variation

The expenses are classified depending on the following basis,

1. The expenses that differ with the premium size. For example, first year or renewal commission.

2. The expenses that differ with the policy amount. For example, fees of medical examiner, stamp fee etc.

3. The expenses that are free from the premium size and policy amount. These expense are either same for a
policy or they are incurred for the business as a whole. For example, establishment charges and salaries. 

The above expenses could be allocated equally only when the link between the premium, policies or fixed is
calculated. The insurance company should determine what expenses are differing at what level with premium, policy 
or policy amount. Hence, the insurer has to evaluate the expenses and compute the percentage.

(i) Evaluation of Expenses
The expenses that may incur during a period are classified as follows,

(a) The expenses which are linked to the premium.

(b) The expenses which are linked with the policy and

(c) The expense which are free from the above two.

(ii) Determination of Percentage
Once the expenses are classified, it is necessary to calculate the percentage as per the premium or policy or 

with other factor. Based on past experience, the percentage is calculated.
The allocation of expenses should be done as per the policy amount, premium amount eventhough various 

methods have been obtained for distribution of expenses.

Methods of Loading
By using any of the following methods the expenses can be allocated,

1. Constant Addition Loading
In this method, the fixed amount for every thousand of sum assured is loaded to the net premium. This method 

is considered inappropriate and non-scientific as it assumes that all expenses differ as per the policy amount which is 
incorrect. Few expenses may differ as per the changes in premium rate.

2. Percentage Addition Loading
In this method, a fixed percentage of net premium is added to the net premium. The method presumes that all 

expenses differ as per the premium amount. But some expenses may differ as per the amount of policy or per policy.

3. Modified Percentage Method
In this method, the loading is classified into two parts,

(i) Firstly, the expenses that may vary as per the net level premium of the given policies.

(ii) Secondly, the expenses that may vary as per the net level premium of the whole life policy provided at the 
given age.
The modified percentage is the modification of the above two methods i.e., constant addition loading and 

percentage addition loading, however it dosenot link the expenses as per their variations.
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4. Constant and Percentage Addition Method

In this method, loading is performed in two parts,
(i) A constant amount per thousand of the sum guaranteed and

(ii) A fixed percentage relating to the policy’s net premium. Depending on the past experience, the percentage is 
calculated. In this method, it is assumed that the expenses differ with net premium or sum guaranteed. They may 
also differ with respect to the policy amount which is not considered. This method is found to be more scientific 
when compared to other methods.

II. Allocation of Expenses Over Duration of Policy
During the establishment of policy, some expenses are incurred either yearly or only at the end of the 

policy. There should be equal distribution of expenses every year.

For equitable distribution of loading, the expenses are classified into four types. They are,
(a) The Initial Expenses

These expenses are incurred before issuing the policy pr during the issue of policy. These expenses could be 
medical examiner’s expenses involved in preparing the policy and some other agreed expenses.

(b) The Recurring Expenses

These expenses incurs every year for the policy. These expenses may be for issuing the notices of premium, 
receipts of premium, accounts maintaining and payment of agent’s commission.

(c) The Final Expenses
These are incurred at the time of surrender values or payment of claims. These are the expenses involved in 
approval of claims, cost of paying surrender values, agreement cost etc.

(d) The General Expenses

These are fixed and incurred in managing the complete business. These expenses include actuarial expenses, 
accounting expenses, maintenance, establishment expenses and legal expenses. These expenses are not related 
to a specific point of time or a specific policy.
These could be a variation in recurring and final expenses based on the amount of premium, amount of policy 

or per policy. But, there will not be any variation in general expenses.
Q59. What are the factors considered while deciding premium for life insurance policy?
Answer :

Based on the data provided through the documents such as proposal form, medical reports etc the insurance 
company provides life insurance cover to the policyholder of life insurance. By considering this information, the 
insurer indemnify the life of the policyholder at suitable premium rate. The charged premium should be suitable 
enough to manage the involved risk.

Prior to the computation of actual premiums, one should know the different factors which influence the 
computation of the amount payable as premium.

The factors considered while deciding the premium for life insurance policy are as follows,
1. Type of policy
2. Age
3. Term of the policy
4. Additional benefits
5. State of health, occupation and hazard
6. Sum assured.
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The above factors explained in detail as follows,

1. Type of Policy

There are different kinds of policies that may provide different benefits and may involve different conditions 
in which the benefits are to be paid.

The anticipated cost of these benefits depending on the risk of claims, assists in finding out the premium amount. 
For instance, the term assurance involves lower premiums when compare to the premiums of equivalent 

endowment policy. Because, the term assurance policy gives rise to a claim only in case of death, whereas an endowment 
will always result in a claim.
2. Age

The risk of death rises with age. Therefore, the rate of premium rises with age.
3. Term of the Policy

For various savings plans such as endowments, if the term is longer, then the tabular premium will be lesser. The 
other things such as age, sum assured and so on will be equal.

For the secured plans such as term insurance if the term is longer, then the tabular premiums will be higher 
and other things like age, sum assured etc., being equal.
4. Additional Benefits

The insurer will take extra charges if the client opts for extra benefits. For examples, double accident benefit 
or extended permanent disability benefit together with the basic plan.
5. State of Occupation, Health and Hazard

According to the rate book, the rates are applicable to standard lives or average individuals.
Extra premium rate is charged if the insured person health is considered as non-standard. In the same way, the 

additional premium will be charged if the occupation or recreational activities of the insured party are hazardous or 
risky to him.
6. Sum Assured

If the sum assured is higher, then the premium charged will also be higher.
Q60. What are the expense are covered through premium?
A nsw er :

There should be a sufficient premium to cover the following expenses,
1. Expected Claims

The amount of claims can be estimated by the insurer as per its expectations. It is difficult to estimate the 
accurate amount to be paid out in claims. However, an average estimation can be made on the basis of law of large 
numbers.

The premium should be sufficient enough to cover these anticipated claims, say 3 to 5 years for general insurance 
business and prediction as per mortality tables for long-term life business. This allows to increase future anticipated 
claims.
2. Provision for the Acquisition Costs of Client and Management Expenses

The cost of acquisition should be provided in the form of commission or brokerage as the percentage of premium. 
Past experience helps in determining the provision of management expenses such as staff’s salary, office costs and 
advertisement expenses.
3. Reasonable Provision for Contingencies and Profit Margin

It is necessary to make reasonable provision for contingencies and profit margin for changes in actual claims 
contrary to expectations and appropriate profit margin.
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4. Provision for Tax Liability
While determining the premium, the insurance firm should also consider its provision for tax liability.

5. Reserve for Outstanding Claims
It is not possible to resolve all the claims during the year for which premium is paid. The premium should 

consider those claims which are resolved at the year ending including the claims that involve personal injury which 
will take many years to resolve.

1 .10.1 Prem ium  Calculations -  C alculation of N et Single Prem ium  and N et Level Prem ium

Q61. Discuss the calculation of net single premium for different types of policies.

A nsw er :

The calculation of net single premium for different types of policies is discussed below,

1. Term insurance

2. Net single premium in whole life policies

3. Net single premium in pure endowment policy

4. Net single premium in ordinary endowment policy.

5. Net single premium in double endowment

6. Net single premium for a joint life policy

7. Net single premium for last survival policy.

The above points in detail are explained as follows,

1. Term Insurance
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Term insurance is also called as temporary insurance. It is one of the simplest contract where, the payment is 
made only when the death of the life assured occurs within the specified term.

The following points are included in the calculation of term insurance. They are,

(a) The payment of premium is done only once in a single sum at the beginning of the policy.

(b) If life insured survives, the premium received in advance will not be returned.

(c) In case if the life insured does not die during the designated term, no amount will be paid to him.

(d) Death claims will be paid at the end of the year in which they occur but not at the end of the term.

(e) The term may be 1, 2, 5 or 7 years.

(f) As death may occur at any time and the insurance company is required to make payment, the insurer will 
calculate the probability of death in each year and the present value of the claim for each year.

The calculation of net single premium for each year will be as follows,

Present Value of Claims,

= No. of Deaths x Amount of Claims x Present Value of ?  1.

The formula for calculation of Net Single Premium is,

Net Single Premium (NSP) = M _+ ^ + i + ....
*JC
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2. Net Single Premium in Whole Life Policies

A whole life policy is a policy which continues for the whole life of the policy holder and assures the payment 
to the beneficiency upon the death of the insured. This policy is similar to the term insurance policy, but the only 
difference is that the term insurance is limited to a definite number of years, whereas the whole life policy continues 
for life time and will make the payment certainly at some time. Thus, if a person has taken policy at age 45, then the 
calculation will be continued upto 100th year. Therefore, premium calculation starts from the date of commencement 
of risk to the 100th year. The Net Single Premium in a whole life policy is calculated as follows,

Net Single Premium (NSP),

_ Vdx + V2dx + 2  + V3 dx + 3 .......for the end of the mortality table
lx

3. Net Single Premium in Pure Endowment Policy
Pure endowment policy is a policy where insurer assures to pay the amount to the policyholder, if he/she survives 

a certain fixed period. It is not possible for the insured to obtain the invested money in a pure endowment before the 
completion of endowment period. During this period, if the insurer dies, all the premium paid is forfeited. Therefore, 
the policyholder of 10 years pure endowment will be paid only when he survives till the completion of 5 years.

4. Net Single Premium in Ordinary Endowment Policy
In ordinary endowment policy, the amount of claim is paid at the survival of the term or at the death of the 

policyholder whichever is earlier. In this case, there is an assurance of payment. As the payment is made on the basis 
of death and survival, the net premium is calculated on the death rate and survival rate. The formula for calculating 
net single premium in ordinary endowment is as follow,

Net Single Premium (NSP) = Vdx + ....■rdx+^ '  +

5. Net Single Premium in Double Endowment

In double endowment policy, if the life insured survives till the end of the term of policy, double of the amount is 
paid to him. If the death occurs within the term, then only single amount is paid. Therefore, this policy is similar to ordinary 
endowment policy only with a difference that if life insured survives upto the term, then double of the policy amount is to 
be paid. As the amount paid at the survival is double of the policy, another premium is also added based on pure endowment 
to the premium of ordinary endowment policy. The formula of Net Single Premium in double endowment is,

Net Single Premium (NSP) = Vdx + y2dx+l +

6. Net Single Premium for a Joint Life Policy

A joint life policy is a policy where the claim amount is paid at the first death of the assured lives who could 
be two or more. In this policy, the calculation process will be same as the term insurance except that the probability
of death is compound one. The calculation of compound probability is done by addition of the probability of deaths 
of one another and with all of the old aged. The formula for calculating the compound probability is,

Compound Probability = 1 - Probability of Survival 
Younger Life

[ Probability of Survival 
L Older Life

7. Net Single Premium for Last Survival Policy

In this policy, the policy amount is paid only when all lives covered by the policy are expired. All the policy 
holder’s compound probability is calculated which will Continue till the youngest life’s reaching to the highest age 
of the mortality table. This series will not end at first death. Therefore, the compound probability is calculated as, 

Compound Probability = Probability of Death of One Person x Probability of Death of Other Person.

The calculation ends when the youngest one is supposed to be dead.
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1.10.2 Rebates -  Modes of Rebates -  Large Sum Assured Rebates______

Q62. What do you mean by rebates, mode of rebates and large sum assured rebates?

A nsw er : Model Paper-Ill, Q3(b)

Rebates

Rebate is the amount paid for reduction, return or refund on what has been already contributed or paid. In a 
insurance policy, rebates can be of different types like, yearly, half-yearly, quarterly and monthly. Rebates are usually 
differ from plan to plan. It is very important to deduct permissible rebate for mode of payment of premium and sum 
assured for insurance.

Mode of Rebates

There are four types of modes of rebates which are used in the calculation of insurance premium. They are as 
follows,

(i) Yearly mode of rebates

(ii) Half yearly mode of rebate

(iii) Quarterly mode of rebate

(iv) Monthly mode of rebate.

When the premium are paid on yearly or half-yearly basis, then there will be saving of administrative expenses 
compared to quarterly mode of rebate. In yearly and half-yearly modes, the insurer issues less number of notices, 
collection receipts and consequential entries. Thus, administrative cost get reduced. However, in monthly mode, the 
extra premium is to be charged by insurer to cover additional administrative expenses.

This is summarised below,

(i) When less number of premium installment are there, then higher will be the amount and more will be the 
discount.

(ii) When more number of premium installment are there, then less will be the amount and discount.
Rate of Premium(iii) Premium = Sum Assured *

1,000

However the mode of rebate (Payments) for yearly, half-yearly, quarterly and monthly are listed below,

(i) Yearly -  3% less than the table rate

(ii) Half-yearly -  1.5% less than the table rate

(iii) Quarterly -  Nil

(iv) Monthly -  5% more than the table rate (it is to be added).

Large Sum Assured Rebates
4

Large sum assured rebates are made for high sum assured or amount. However, every insurance company
follow different rates but the bldest and popular insurance company, Life Insurance Corporation (LIC) follows the<
following discount structure,

(i) ? 25,000 -  ? 49,999, ? 1 less than tabular premium.

(ii) ? 50,000 and above, ? 2 less than tabular premium.
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Q63. Write the mode of rebates and large sum assured of LIC.

Answer :
The mode of rebates and large sum assured of Life Insurance Corporation (LIC) are as follows, 

Mode of Rebates

Yearly 2% of tabular premium
Half-Yearly 1% of tabular premium
Quarterly Nil
Monthly 5% extra of tabular premium

Large Sum Assured Rebates

For Regular Premium Policies
Sum Assured Rebate

50,000 to 1,00,000 Nil
1,05,000 to 3,00,000 1% S.A.
3,05,000 and above 2% S.A.

For Single Premium Policies
Sum Assured Rebate

50,000 to 1,00,000 Nil
1,05,000 to 3,00,000 5% S.A.
3,05,00 and above 10% S.A.

PROBLEMS ON YEARLY, HALF-YEARLY, QUARTERLY AND M ONTHLY MODE OF REBATE 

YEARLY MODE OF REBATE:

Q64. From the given information, calculate premium for yearly payment,
Sum assured: ? 60,000 
Term: 30 years 
Age: 25 years
Tabular premium/1000 (Quarterly mode): ? 40 
Rebate for large sum assured: ? 2 per 1000 
Rebate for yearly payment: 3%.

Solution :
Calculation of Premium for Yearly Payment

Particulars Amount (^)
Tabular premium (Quarterly mode/1000) 
Less: Rebate for large sum assured

3
Less: Rebate for yearly payment 40

r. 60,000Premium = 36.80 x ■000

40.00
2.00

38.00

1.20

36.80

2,208

Premium for yearly payment = ? 2,208.
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HALF-YEARLY MODE OF REBATE:
Q65. From the given information, calculate premium for Half-Yearly payment,

Sum assured: ? 60,000 
Term: 30 years; Age: 25 years 
Tabular premium/1000 (Quarterly mode): ? 40 
Rebate for large sum assured: ? 2 per 1000 
Rebate for half-yearly payment.

S o lu tio n  :
Calculation of Premium for Half Yearly Payment

Particulars Amount (?)
Tabular premium (Quarterly mode/1000) 
Less: Rebate for large sum assured

Less: Rebate for half yearly payment 40 x

„  • n , v „„ 60,000Premium (half yearly) = 37.40 x

2 244Premium (Half yearly installment) =

40.00
2.00

38.00

0.60

37.40

2,244

1,122

Premium for half yearly payment = ? 1,122.

QUARTERLY MODE OF REBATE:
Q66. From the given information, calculate premium for quarterly payment. 

Sum Assured : ? 60,000 
Term : 30 years 
Age : 25 years

Tabular premium/1000 (quarterly mode): ? 40 
Rebate for large sum assured : ? 2 per 1000 

Rebate for quarterly payment: NIL 
S o lu tio n  :

Calculation of Premium for Quarterly Payment

Particulars Amount (?)
Tabular premium (Quarterly mode/1000) 40.00

Less: Rebate for large sum assured 2.00

Less: Rebate for quarterly payment 38.00

38.00

_ , . . ,o  60,000Premium (yearly) = 38 x j qqq * 2,280

2 280Premium (quarterly installment) = ’ 4 570

Premium a for quarterly payment: ? 570.
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MONTHLY MODE OF REBATE:
Q67. From the given information, calculate premium for monthly payment, 

Sum Assured : ? 60,000 
Term : 30 years 

Age : 25 years
Tabular premium/1000 (quarterly mode): ? 40 
Rebate for large sum assured : ? 2 per 1000 
Add for monthly paym ent: 5%

S o lu tio n  :
Calculation of Premium for Monthly Payment

Particulars Amount (?)
Tabular premium (Quarterly mode/1000) 40.00
Less: Rebate for large sum assured 2.00

38.00

Add: Monthly mode (40><j ^q ) 2.00
-• 40.00

n . . . . . .  60,000Premium (yearly) = 40 x j qqq 2,400

Premium (monthly) = ^ 200

Premium a for monthly payment: ?  200.

1 .1 0 .3  Premium Loading ___________________ ____________________

Q68. What is loading and premium loading? Explain its calculation with example.

A n sw er :

Loading

Loading is the costs of an insurance policy. It is a type of cost which includes selling and administrative costs 
like, marketing cost, employees salaries, cost associated with brokers, agents and premium taxes. Cost of capital is also 
one of the component of loading which is more difficult to understand. The cost of capital is a kind of reserves which 
enable the insurance company (insurer) to pay unexpected by higher claims. In this case, loading include a amount 
which covers the transactions costs associated with making these assets available to insurance company. Addition to 
this, it also include higher tax cost to the investor associated with such investment. The loading is usually expressed 
in percentages of premium, which is referred as premium loading factor.

Premium Loading

The premium loading refers to the margin which is require by a insurance company (Insurer) for covering up
the overhead expenses and generating appropriate profit. It is calculated by using following formula,

_ . _ , Expected LossPremium Loading Factor = 1 -  — Premium—

Example

Annual expected loss of homeower policy which cover losses occurred from fire and wind 
damages is ' 2,000 and premium ' 3,000. What will be the premium loading?
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Q69. What do you mean by rider benefits and rider premium? What are the benefits of riders? 

A n sw er :
Rider Benefits

An optional benefit available to the policy holder at an additional cost is known as rider benefit. In the pre
liberalisation period, the benefits under the products are predefined and offered as packages. Based on that, customers 
has to choose the plan according to his requirements. However, now a days the basic trend is the basic plan which is 
offered with add on benefits to match with the exact needs of the customer. The add on benefits with additional costs 
are defined as riders benefits.
Rider Premium

The extra premium paid to receive extra benefit from insurance policy is known as rider premium. Extra premiums 
are usually paid to compensate the extra risk or to secure extra disability or death benefits. The rider premium will 
be added after the calculation of actual premium. It is the last factor which is to be added in premium amount for 
availing extra benefits.
Benefits of Riders

Following points highlights the benefits of riders,
1. It increases the value of the insurance policy.
2. It can be availed only if the insurance premium for the basic benefits is being paid.
3. It will be stopped when basic premium of sum assured get stopped.
4. In some cases, it can be availed upto certain age of the insured.
5. It can be added to the insurance policy from the Date of Commencement (DOC) of the policy.
6. It also can be added from the policy anniversary based on the Date of Application (DOA).
7. It is the extra benefit to the insured which come with small premium payments. Such a premium is paid as
_____ extra premium for availing extra benefits._______________________________________________ _________
Q70. Explain the popular rider benefits and their computation.
A n sw er :

The popular rider benefits today in the insurance market are as follows,
1. Accident Benefits

Accident benefit is the most popular rider benefit, where the accident benefit is payable if the insured death 
was caused directly and independently of all other causes or by an accidental injury and death occurred due to,
(i) War and riot related accidents.
(ii) Self imposition injuries (suicide).
(iii) Accidents from criminal activities and
(iv) Accident from aviation activities.

This benefit is given only when the incident is not accident (likely) and may not extend beyond 65 or 70 years 
of age of the life assured.
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2. Disability Benefit

Disability benefit is provided when the policy holder suffers from total and permanent disability due to an 
accident. It is issued in periodical payments with a lumpsum at the end of the term of basic plan or on earlier death. 
The policy holder is eligible for this policy only if the disability raised before the policy anniversary on which the 
policy holders life assured is 65 or 70 years. Addition to this, the accident must be total and permanent i.e., there 
should not be a chance that life assured can earn or obtain any wages, compensation or profit.

The policy holder is declared as permanent disable person in the following situations,
(i) Loss of sight of both eyes,
(ii) Amputation of hands or above the wrist,
(iii) Amputation of both feet or above the ankles,
(iv) Amputation of one hand or above the wrist and one foot or above the ankle.

There is a limit to claim the policy when the accident arise as specified in the policy. The policy holder will 
get 10% of sum assured every year till maturity/death whichever is earlier.
3. Income Benefit

Income benefit is the rider benefit where in case of premature death of the policy holder it provides regular 
financial support to the life assured’s family. It not only provides lumpsum on death, in addition it gives a percentage 
of 1% every month on the basic sum assured.

This rider is designed in benefit of young men and women or who have a young family to support. In accordance 
with this, a monthly income is paid to surviving spouse/children of life assurer until a certain period of 10, 15, 20 
years from the date of policy insurance.
4. Critical Illness Benefit/Minor Surgical Assistance Rider

If the policy holder is affected with critical illness such as malignant cancer, coronary artery bypass surgery, heart 
attack, kidney failure, stroke and major organ transplant after the lien period mentioned in the policy. The diagnosis 
proof should be as per the specified standards of the company. The bills of hospitalization treatment or purchase of 
medicine will not be claimed by them.

In equivalent to this, financial assistance is provided in case of major or minor surgery after attaining discharge 
report. However, no bills are required while claiming the policy. These riders are different from the earlier mediclaim 
policies provided by general insurance companies and these riders are new to India.
5. Term Assurance Rider

Term assurance rider provides the additional protection to cover the risk at the cheapest premium. For Example, 
a temporary loan raised for business or family expenses where, the policy holder can acquire this benefit at a nominal 
cost for a limited period.
6. Premium Waiver Benefit Rider

It is a rider benefit to the life insurers to give up the payment of premiums in case of disability arising from 
accidents. This rider is suitable in case of children’s plan, where the parent dies during the minority of the child, the 
future premiums on the policy will be put off and treated as in force.
7. Guaranteed Insurability Rider

It is a rider option given by certain insurers, where the policy holders can aid upto 50% of cover at specified 
periods without any medical examinations.
8. Mass Customisation

The IRDA have regulated in benefit of riders that the premium on all riders relating to health or critical illness shall 
not exceed 100% of the basic premium of the main policy and the premium on all other riders should not exceed 30%.
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Q71. What is surrender value? Explain the bases for calculating surrender values.

A n sw er :

Surrender Value

In the concept of Insurance policy, the term “surrender” refers to the willing termination of a contract by a
policy holder. The insured has a right to terminate his contract at anytime before the maturity of policy.

Surrender value is the amount payable by the insurance company to insured for surrendering his policy. It is
paid after deducting all the essential surrendering charges.

Once the policy is surrendered, it means that insurance protection given under the policy would be stopped
and also the.life coverage provided by the company would come to an end.

Bases for Calculating Surrender Values

The following are the two bases for calculating surrender values,* ,
I. Accumulation approach and

II. Saving approach.
I. Accumulation Approach

In this approach, the accumulation of extra charges in the net premium is considered as surrender value. It is not 
needed for paying the amount of claim when there is a surrender of the policy . Hence, the policyholder is required 
to pay all the accumulated reserve. In case, if it is permitted, the insurer is left with very small amount to settle other 
responsibilities as there are more expenses involved at the surrender time. This approach is quite scientific because 
it permits surrender values to all kinds of policies. But practically, it is not allowed to have surrender values on the 
term and pure endowment policies.

For policy, this approach considers the reserve as the rationale of distribution of surrender values. In this case, 
the reserve is computed on gross premium. There is also a deduction of expenses from the premium received. Hence, 
the reserve will be equivalent to all the premiums paid and interest earned minus shares of death claim and complete 
expenses of the insurer.

Reserve = Premium paid and Interest Earned — (Share of death claim and all the expenses of insurer). 

The surrender value refers to the largest amount which can be paid by the insurer without undergoing any 
losses. Surrendering the policies may result in some expenses and losses.

For this reason, the full amount of reserve to specific policies cannot be provided as a surrender value. Hence, 

Surrender Value = Full Reserve -  Surrender Charges 

Surrender Charges
These are the expenses and losses which arise when a policy is lapsed or surrendered. The following are the 

surrender charges includes,

1. Initial expenses

2. Adverse financial selection

3. Cost of surrender

4. Unfavourable mortality selection

5. Contribution to profits

6. Contribution to contingency reserve.
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II. Saving Approach

It is the responsibility of insurer to make payment of the claims amounts whenever it arises. But when the policy 
is surrendered, then the insurer is not responsible for payment of the assured sum. The insurer can save something if 
the claims are unpaid. When the insurer is free from the responsibility of payment of claims, he/she is able to return 
some amounts to the policyholders. If the insurer is not required to pay the claims, then in that case, he is not free 
from his responsibility and he cannot give surrender value to the policyholder.

This approach is considered more scientific as it discloses the reasons/factors for payment of surrender value. 
Hence, it does not allow the payment of surrender values on both terms and pure endowment policies and is willing 
to pay the surrender value on both whole life and endowment policies.

In this method, the payment of surrender value will be in lieu of amount of claim. It is essential to note that the 
saving amount in non-payment of claim can be determined only after taking into account different transactions from 
the start of the policy till its surrender and from surrender date upto maturity or death. Hence, the insurance company 
will neither receive the specific income from the surrender of policy nor it will incur future expenses related to the 
policy. The incomes or expenses will be continued till the life of policy. While computing the savings in expenses 
or loss of income, it is essential to know the expectancy of life. The calculation of surrender value on a policy is as 
follows,

Surrender Value = (Sum Guaranteed + Accumulated Value of Future Expenses + Future Reversionally Bonus, 
if participating policy) -  (Accumulated Value of all Future Premium + Expenses incurred 
in processing the Surrender Value).

The above formula can be used at the time of death or maturity to determine the value. But it does not mean 
the payment of surrender value is done only at that time.

Q72. What are the various surrender charges? Explain .

A nsw er :

The various surrender charges are as follows,

1. Initial Expenses

At the time of commencement of contract, some expenses may incur for undertaking the proposals, payment of 
commission to medical officers and agents, correspondence and issuing of policy. As the initial expenses are very high, 
the premium of first year is not able to meet all the expenses. After the continuation of the policy for many years, these 
expenses are retrieved. In addition to this, the initial expenses are equally distributed over the premium paying period.

2. Adverse Financial Selection

When there is a decline in business, the financial position of the insurer gets reduced by the surrendering of 
policies. This is because many policyholders try to rush for surrender values and the funds of the insurer will also be 
reduced to minimum. In these situations, it is not allowed for the policyholders to obtain the surrender values more 
than the realized values of funds invested. The insurer is supposed to clear some of their assets at reduced prices.

3. Cost of Surrender

A certain amount of expenses are incurred by insurer in undertaking the surrender of policies. At times, the cost 
of surrender is like other expenses spread over the premium paying period. The cost is not realized jn the surrender 
(early) and the deduction from the reserve is allowed.
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4. Unfavourable Mortality Selection

The individuals who are in completely poor health, do not surrender their policies. These individuals will not 
only borrow or beg money but also steal inorder to sustain the protection. The persons who surrender their policies 
expect longer life when compared to the ones who do not. Accordingly at every surrender, the actual or average 
mortality may increase more than the anticipated mortality. While the surrender value is allowed, the rising mortality 
should be adjusted.

5. Contribution to Profits
K *

The contribution of fund is expected from the policy towards the profit. The expectations are lost once the 
policy is surrendered. These contributions have to be considered as surrender charges while allowing the surrender 
of policy.

6. Contribution to Contingency Reserve

While computing gross premium, the policyholders are made to contribute to contingency reserve in order to 
deal with the unexpected and accidental increase in claims because of epidemics and wars. The contribution will not 
be unrealised, if the policy is surrendered in the beginning.

The actuary will estimate these expenses and losses. By considering the above factors, the actuary will try for 
maximum surrender value.

Q73. Explain in detail about paid up value. Give example.

Answer :

Paid up Value

The reduced amount of sum assured by the insurance company on the event of discontinuation of premium 
payments by the policy holder is referred as paid-up value. In traditional life insurance plans, if the premiums are paid 
for three years, then the policy is automatically converted into paid up policy. The policy’s paid up value increases 
every year when the payment of further premiums is continued by the policy holder. After payment of premiums 
for three years, if the policy holder is not able to pay further premium throughout the policy period, then the paid up 
value will be same. No further bonus is included in the policy in case of discontinuation of premiums. However, the 
amount of death claim will be limited to the paid up value of the policy.

Addition to this, if the policy holder continues to hold the policy till the end of the term, then the paid up 
value would be paid to the policy holder or if the policy holder withdraws the policy then the policy holder needs to 
surrender such policy. Paid up value is calculated with the help of following formula,

r, ■ j w . Number of Paid Premiums * Sum Assured , Accrued Bonus x Sum Assured
Paid up Value = --------- Total Number of Premium--------- + ---------------- 1000---------------. >

Example

Ram has taken an endowment insurance policy on 31/3/1995 of sum assured ? 1,00,000 
and term 25 years. He paid the premium upto 31st March 2013, i.e., for 18 years. Total bonus 
accrued in last 18 years is ? 1,200 per thousand. Now he wishes to know the paid up value 
and surrender value of this policy. Surrender value rate is 53.95%.

S olu tion  :

Paid up Value 18x1,00,000 1,200x1,00,000
25 1000

1,92,000
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, Paid up Value x Surrender Value Rate Surrender Vklue j qq

Surrender Value = 1,92,000 x 53.95
100

= 1,03,584.

PROBLEM ON SURRENDER VALUE AND PAID-UP VALUE

Q74. From the given information, calculate paid-up value and surrender value:

(i) Sum assured

(ii) Plan and Term of the policy

(iii) Type of Policy

(iv) Date of commencement

(v) Mode of payment Quarterly

(vi) Due date of last premium paid 5-8-2014

(vii) Vested bonus Nil

(viii) Date of calculation of surrender value 10-8-2014 

S o lu tio n  :

1. Calculation of Number of year’s premium paid

Given that,

3 years 9 months (From 5-11-2010 to 5-8-2014)

3 months duration of corresponding modes of premium 

Total numbers of year’s premium paid = 4 years.

2. Calculation of Paid-up Value

? 2,50,000

Endowment for 50 years

Endowment

5-11-2010

Paid up Value = Number of Year's Premium Paid x Sum Assured 
Number of Year’s Premium Payable + Bonus

3.

4x2,50,000 
50

=  20,000.

Vested Bonus

Assume there is no vested bonus so far.

4. Surrender Value Factor

(a) For term 50 and duration 4 years

Surrender value factor is: 14.8% under endowment policy 
... Paid - up Value (Inclusive of Vested Bonus, if any) x S.V. Factor(b) s.v.=------- -----------------ioo-------------------------

? 20,000x14.8 
100

.'. Surrender value = ?  2,960.
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I. M u ltip le  C hoice

1. Which one of the following is not a function of insurer? [ ]

(a) Production (b) Underwriting

(c) Rate making (d) None of the above

2. IRDA stands for________ . [ ]

(a) Indian Rural Development Authority

(b) Insurance Regulatory and Development Authority

(c) Insurance Rural Development Authority

(d) Insurance Revenue Development Authority

3. ________ provide the benefit to insured to claim from the insurer any loss incurred due to the negligence
of third party. [ ]
(a) Principle of utmost good faith (b) Principle of contribution

(c) Principle of subrogation (d) Principle of indemnity

4. Valid consideration, free consent, legality of object, legal relationship are essentials of
contract. [ 1

(a) Life Insurance (b) Marine Insurance

(c) Fire Insurance (d) Health Insurance

5. The tvpes of insurance which comes under non-life insurance/general insurance are [ ]

(a) Aviation Insurance (b) Business Insurance

(c) Automobile Insurance (d) All the above

6. The amendments made by IRDA in which of the following acts, [ ]

(a) GIC Act, 1972 (b) LIC Act, 1956

(c) Both (a) and (b) (d) MRTPAct

7. The main purpose of is to prevent gambling and minimize the moral hazard. [ ]

(a) Subrogation (b) Utmost good faith

(c) Insurable interest (d) Proximate cause

8. The facts that should not be disclosed by insured are, [ ]

(a) Facts that minimize the risk (b) Facts relating to public knowledge

(c) Facts waived by insurer (d) All the above

9. The exception to the principle of indemnity is [ ]

(a) Life insurance (b) Valued policies

(c) Replacement cost policy (d) All the above

10. The provisions of in general are applicable to Insurance Contracts. [ ]

(a) Indian Contract Act, 1873 (b) Indian Contract Act, 1876

(c) Indian Contract Act, 1872 (d) Indian Contract Act, 1879
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I I .  F ill in  the B lanks

1. ________ is the pooling of forfeitous losses by the transfer of risk of insured to insurer.

2. The process of identification and classification of the risks involved in insurance program is called

3. The price paid by the policy holder for the insurance policy is referred a s ________ .

4. As per________ the reason or cause behind the damages should be proximate or immediate or remote
in nature.

5. The insurance that pays death benefits to the beneficiaries after the death of the insured is known as

6. ________ was the first comprehensive act of legislation which was basically designed to regulated insurance
business.

7. IRDA plays a role of a ________ for the insurance industry in India.

8. The Latin word ‘Uberrima Fides’ means_________ _

9. The principle o f____________________ is the foundation of an insurance contract. The insure contract
becomes merely a gamble without this principle.

10. The___________________ applies to all contracts except personal and life insurance.

K E Y

1. M u ltip le  C ho ice

(d) 2. (b) 3. (c) 4. (a) 5. (d)

(c) 7. (c) 8. (d) 9. (d) 10. (c) •

I I .  F ill in  the  B lanks

1. Insurance

2. Underwriting

3. Premium

4. Principle of proximate cause

5. Life insurance

6. Insurance Act 1938

7. Regulator

8. Utmost Good faith

9. Principle of insurable interest

10. Principle of indemnity.
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III. Very Short Questions and Answers

Q1. Who is Insurer?

Answer :
* •

An insurer can be a company or a person who bears the risk of loss and makes the payment to the insured at 
the time of loss in exchange for a payment of premium.

Q2. Define Insurance.

Answer :

According to John Megi, “Insurance is a plan wherein persons collectively share the losses of risk”.

Q3. What is principle of indemnity?

Answer :

The principle of indemnity states that the insurer should not pay more than the actual amount of loss. In other 
words, it states that the insured should not make profits from the loss incurred by him.

Q4. What is IRDA? What are its objectives?

Answer :

Insurance Regulatory and Development Authority (IRDA) was established based on the recommendations of 
R.N. Malhotra Committee. After considerable discussion on the subject matter, the insurance bill was presented in 
both parliament houses.

Q5. Define Material Fact.

Answer :

“A material fact is a fact which affect the judgement or decision of both parties in entering to the contract” 
(Rivaz Vs. Gerussi, 1880).

Q6. What do you mean by principle of indemnity?

Answer :

The principle of indemnity states that the insurer should-not pay more than the actual amount of loss. In other 
words, it states that the insured should not make profits from the loss incurred by him.

Q7. What is a Life Insurance Council?
*

Answer :

The Life Insurance Council plays a vital role in making the insurance sector of India more profitable and 
reliable. It is composed of an 21 member executive committee from which 2 members belong to IRDA (Insurance 
Regulatory and Development Authority of India) and the remaining members to the licensed life; insurers.'
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Q8. Write about Principle of Subrogation.

A n s w e r  :

Principle of subrogation is one of the legal principles of insurance contract and supports the principle of indemnity. 
This principle provides the benefit to insured to claim the insurer for any loss incurred due to the negligence of third 
party. The insurer then can proceed against the third party to recover the loss paid to the insured._______________

Q9. What is a Surrender Value?

A n s w e r  : l
Surrender value is the amount payable by the Insurance company to Insured for surrendering his policy. It is 

paid after deducting all the essential surrendering charges.
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UNIT

2
SETTLEMENT OF CLAIMS RISK 

AND UNDERWRITING AND 
FINANCIAL PLANNING AND TAX 

SAVING

( LEARNING OBJECTIVES )

After studying this unit, one would be able to understand,

Settlement of Claims Intimation Procedure, Documents and Settlement Procedures.

♦> Underwriting Meaning and Process.

❖  Guiding Principles of Underwriting and Factors Affecting Insurability.

❖  Methods of Risk Classification and Laws Affecting Underwriting.

❖  Financial Planning and Taxation

❖  Life Insurance in Individual Financial Planning.

*** Insurance Vis-a-Vis Investment in the Units Mutual Funds, Capital Markets.

♦> Implication in IT Treatment.

(  INTRODUCTION )

Claim refers to the demand made by an insured or beneficiary to the insurer to make payment of insurance 
policy benefits.

Claim settlement means paying back the money by the insurance company to the insurance policy holder. 
A claim is said to be settled when the policy holder duly receives the money which is due to him by 
the company according to the terms and’ conditions of policy. The process of claim settlement directly 
reflects the efficiency and effectiveness of the company. A company which correctly and successfully 
settles down the claims of clients achieves trustworthiness and loyalty. While the insurance companies 
which involve litigations in claim settlements owe bad reputation in the market.

The process of identifying and classification of the risks involved in the insurance policies is termed as 
underwriting. Insurer should act as an underwriter to select the qualified applicants with minimum risk. 
Applicants with risk less than average standards can be offered the insurance polices. In property and 
liability insurance agents are provided with an underwriting authority whereas, in life insurance policy 
agents are mostly not provided with underwriting activities but they need to assess the risks associated 
with prior to their screening by actual underwriters.
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PART-A
S H O R T  Q U E S T IO N S  W IT H  S O L U T IO N S

Q1. What do you mean by settlement of claim?

A nsw er : Model Paper-I, Q2

Claim settlement means paying back the money by the insurance company to the insurance policy holder. 
A claim is said to be settled when the policy holder duly receives the money which is due to him by the company 
according to the terms and conditions of policy. The process of claim settlement directly reflects the efficiency and 
effectiveness of the company. A company which correctly and successfully settles down the claims of clients achieves 
trustworthiness and loyalty. While the insurance companies which involve litigations in claim settlements owe bad 
reputation in the market.

Q2. Write the steps involved in settlement of death claims. 

A nsw er :

In case of death of policy holder, the following procedure is followed and the claim is settled down,

Figure: Procedure for Settlement of Claim on Death of Policy Holder

Q3. Define underwriting.
A nsw er :

The process of identifying and classification of the risks involved in the insurance policies is termed as 
underwriting. Insurer should act as an underwriter to select the qualified applicants with minimum risk. Applicants 
with risk less than average standards can be offered the insurance polices. In property and liability insurance agents 
are provided with an underwriting authority whereas, in life insurance policy agents are mostly not provided with 
underwriting activities but they need to assess the risks associated with prior to their screening by actual underwriters.

Q4. Write the need of underwriting.
A nsw er :  Model Paper-ll, Q2

Underwriting is the process through which an insurance company decides whether or not to issue the requested 
insurance and if yes,based upon what terms and conditions. Thus,the concept of underwriting plays a significant role 
in the private and voluntary insurance markets. It facilitates the insurance organization in the following ways,

1. Helps in Risk Pooling and Fair Pricing.

2. Ascertaining Group and Individual Insurance Plans.

3. Need in Case of Private Insurance Market.

4. Ascertaining Fair Price.

5. Helps Avoid Adverse Selection.
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Q5. What are the laws affecting underwriting?

A nsw er :  Model Paper-Ill, Q2

There are various laws which effect underwriting by the insurance firms. The main aim of these laws is to 
protect the consumer against fraudulent practices by insurance companies. The important laws affecting underwriting 
of life and health insurance in the U.S.A are discussed below.

1. Fair Credit Reporting Act.

2. National Association of Insurance Commissioners Act.

I 3. Unfair Discrimination Laws.

4. Unfair Gender Discrimination.

5. Unfair Discrimination Based Upon Mental or Physical Health.

6. Unfair Discrimination Based on Sexual Preferences.

7. Health Insurance Probability and Accountability Act.

Q6. List out the methods of risk classification.

A nsw er :

Before taking a final decision about the insurance premium to be charged the insurance firm need to ascertain 
whether to accept the member at a preferred or standard rate or whether to reject upright. In some instances the risk 
can be postponded until the time the condition is resolved. For example, decision about a member can be postponded 
till he undergoes an imminent surgery.

The three most important methods of risk classification are,

1. Judgemental method.

2. The numerical rating system method.

1
3. Underwriting using computers.

Q7. What do you mean by financial planning and taxation in insurance?

Answer :

2

i

Life insurance is a good investment tool which is comparatively simple, affordable and caters to the different 
stages of the individual’s lifecycle. In the present scenario, any one can purchase any kind of insurance policy based 
on his requirement. However, individuals can adopt a pure protection plan at an early stage which is most affordable 
or at a later stage which gives the opportunity of earning higher returns. There are various insurance policies which 
may be related to specific education policies which ensure that your child’s education is not compromised in case of 
an unfortunate situation (death) and there are also some policies related to retirement and pension policies.

It is a fact that insurance is considered as an important element of any sound financial plan. Because there 
are different types of insurance policies which help to protect one person and his loved ones in different ways. For 

■ example protection against accidents, illness, disability and death etc.

f
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2.1 SETTLEM ENT OF CLAIMS: IN TIM ATIO N PROCEDURE, DOCUMENTS AND SETTLEMENT  
PROCEDURES _______________ ' _____________________________________

Q8. What do you mean by claim? What are the different types of life insurance claims?

A n s w er :

Claim

Claim refers to the demand made by an insured or beneficiary to the insurer to make payment of insurance 
policy benefits.

Types of Life Insurance Claims

The insurance claims are divided into three types,

Figure: Types of Insurance Claims

The basic necessity for settlement of claim arises on death of the policy holder or maturity of policy.

1. Death Claim

The death claim arises on the death of the policy holder. Death can be natural, accidental or a suicide. Death 
claim is further classified as,

(i) Premature Claim

In case of premature claim, insured person dies within three (3) years from the date on which insurance policy 
is taken.

(ii) Other Claim

In case of other claim, insured person dies after three (3) years from the date on which insurance policy is 
taken.

Maturity Claim

The essential features of maturity claims are listed below, *
(i) A maturity claim is payable according to the conditions of the contract on the completion of the policy term 

period, if the insured person is alive till the maturity date.

(ii) This claim includes the assured sum, vested bonuses and other specified money. Any debt or charge under the 
policy such as outstanding premia and loans will be deducted from the assured sum.

(iii) When it comes to proof of title, settlement of maturity claims is quite easy as the policy money is paid directly. 
to the insured person itself.

(iv) The insurance company will make payment to the absolute assignee in case of an absolute assigned policy.
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(v) Policy holders are informed in advance about the maturity date by the insurers. The insurers also send the 

discharge form to the policy holders and request them to return the discharge form signed, duly stamped and 
enclosed with the documents such as,

❖  The policy document

❖  Age proof (if age is not admitted yet)

❖  In case if an assignment is made the the stamped document of assignment should also be submitted.

3. Survival Benefit Payment

Some policies such as money back policies allow the insured person for the survival benefit before the full 
term policy expires. Settlement of the survival benefit is less complicated when compared to settlement of maturity 
claim.

The procedure for settlement of survival benefit is as follows,

(i) Insurer intimates the policy holder in advance about the money back policies and sends a discharge voucher.

(ii) The policy holder returns the documents duly stamped and signed and witnessed with the original policy 
document for necessary approval.

(iii) The gross amount is nothing but the installments of the sum of money assured payable.

(iv) After subtracting the outstanding premium, outstanding loan, interest etc., from the gross amount, the net
amount will arrive.___________________________________________________________________________

Q9. What is claim settlement? Discuss in detail procedure for claim settlement for life insurance 
policies.

Answer : Model Paper-ll, Q4(a)

Claim Settlement

Claim settlement means paying back the money by the insurance company to the insurance policy holder. 
A elaim is said to be settled when the policy holder duly receives the money which is due to him by the company 
according to the terms and conditions of policy. The process of claim settlement directly reflects the efficiency and 
effectiveness of the company. A company which correctly and successfully settles down the claims of clients achieves 
trustworthiness and loyalty. While the insurance companies which involve litigations in claim settlements owe bad 
reputation in the market.

Claim settlement of an insurance policy usually takes place in two circumstances,

1. On death of policy holder.

2. On maturity of insurance policy.

Procedure for Settlement of Claim on the Death of Policy Holder

In case of death of policy holder, the following procedure is followed and the claim is settled down,

UNIT-2 : Settlement of Claims Risk and Underwriting and Financial Planning and Tax Saving

Figure: Procedure for Settlement of Claim on Death of Policy Holder
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1. Intimation of Death

The process of claim settlement basically starts with intimating about the death of policy holder (insured) to the 
respective office of LIC from where the policy was being purchased. The intimation letter should include the following 
details, full name of the insured, policy number, date and place of death and so on. The letter must be forwarded by 
the correct nominee, assignee or the close relative of policy holder. The relationship between the person sending the 
intimation letter and the insured should also be mentioned.

2. Filling Forms of Claim

Soon after receiving the intimation letter, the official authorities would send certain claim forms to the nominee. 
These forms need to be duly filled up in a prescribed format and should be returned back to the authorities within the 
specified time period.

3. Submitting Proof of Age and Death

In addition to sending letter of death intimation and filled up forms, it is also required to submit the proof of age 
and death to the concerned officials. For submitting the proof of age, school certificate, birth certificate or citizenship 
card might be used. And for proof of death, death certificate from hospital or from municipality might be submitted.
If necessary, it is also required to submit the statement of doctor who was giving treatment to the insured and the 
certificate from hospital in which the insured got treatment for the illness.

4. Ownership Certificate

Certificate of ownership is needed incase when there is no valid nominee or assignee mentioned in the policy.
It can be a succession certificate, letters of probate and the similar kind.

5. Payment of Money

After successfully completing all the steps, the money is paid to the right person i.e., nominee. The LIC company 
sends a cheque in the name of nominee which can be withdrawn anytime. A form of discharge is also sent by the 
company in order to acknowledge the receipt of the policy amount.

Procedure for Settlement of Claim on the Maturity of Insurance Policy

The settlement of maturity claim follows a simple procedure. The procedure gets started soon after the completion 
of maturity period of a life insurance policy. Prior to the claim settlement, discharge form is sent by the divisional 
head of the LIC to the policy holder before two months of maturity date. After receiving the filled in discharge form, 
claim settlement takes place. The procedure of maturity claim settlement include, three main steps as follows,

Step-1: Intimation of the Maturity

The first step in the claim settlement is intimation about the maturity to the policy. The divisional officer of 
the LIC is responsible for intimating the insured about the maturity before two months of maturity date. The insured 
is asked to fill the discharge form which is sent along with the intimation and submits the required documents. The 
documents include the original document of policy, age proof of the insured and the assignment or reassignment deed 
of the policy. In case, where the intimation is not received, the policy holder should approach the concerned branch 
enquiring about the copy of intimation.

Step-2: Submission of Required Documents

Soon after receiving the intimation letter from the company, the policy holder must forward the following 
documents to the given address,
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(i) Filled up Discharge Form

Discharge form is issued by the divisional head along with intimation letter. The insured has to duly fill up and 
sign this letter and forward the same to LIC’s branch.

(ii) Original Document of Policy

Every policy holder is given an original document of the life insurance policy. In case if this document is lost 
then an indemnity bond with reliable surety needs to be sent.

(iii) Receipts of Premium Paid

The receipts which acknowledge the payment of premium regularly must be submitted.

(iv) Proof of Age

Proof of age is also required in settlement of maturity claim. If it is not submitted, then it must be sent along 
with the discharge form. Proof of age can be either a Birth Certificate of insured, High school certificate or any 
other document given by the authorized body.

(v) Other Documents

Any other document demanded by the corporation should be submitted.

Step-3: Payment of Money

After successfully receiving the required documents from policy holder, the corporation would send an account 
payee cheque to the insured. The amount of money would be \according to the terms and conditions of policy selected. 
The procedure of claim settlement would come to an end after duly paying the claim amount to the insured.

Q10. What do you mean by managing claims and losses? Write the features of claim management.

A nsw er :

Managing Claims and Losses

Insurer should indemnify the losses that the members of a group have incurred. Settlement of losses or claims do
not mean only payment of money to insured but also involve a complex process more than the payment. The insurance

<
company should maintain a claim department which is involved in settlement of losses. Claim representatives of an 
insurance company may be either salaried employees or contractors.

In case of property and liability insurance companies, the employees/claim representatives are called adjusters. 
The insurer should be very careful while taking decisions related to the differentiation between the fair and unfair 
claims and settlements.

Features of Claim Management

Some of the important characteristic features of insurance chaims are as follows,

1. There has been an increase in awareness regarding insurance after the liberalization of insurance sector. Almost 
all businesses and individuals are involved in one or the other type of insurance. This has increased the number 
of claim transactions to be processed.

2. Brokers and other intermediaries are handling most of the transactions. This results in increased necessity of 
record maintenance, information update, data analysis and the difficulties in settlement of claims.
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3. The complexity in insurance process has increased, thus leading to increase in the number of steps and people 

(legal experts, loss adjuster, witness etc).

4. More than 3-4 insurance companies are involved in some insurance products. This results in the complexity 
in claim settlement and the method of risk distribution.

5. Increased number of transactions are being carried out because of increased fraudulent, exaggerated and repeated 
claims.

6. Due to the excessive reinsurance transactions, there is more complexity in a claim.__________ _____________________________________ _________ ___________________________________________
2.2 UNDERW RITING : MEANING AND PROCESS

i ■' ................................ - ................. ................ .................. I. i — .......■ = ................... . —  i • ~ ............................... — ; .i - . . H i . ------  ------  • i •—

Q11. What do you mean by underwriting? What are the objectives of an underwriter in insurance 
sector.

A nsw er :

Underwriting

The process of identifying and classification of the risks involved in the insurance policies is termed as 
underwriting. Insurer should act as an underwriter to select the qualified applicants with minimum risk. Applicants 
with risk less than average standards can be offered the insurance polices. In property and liability insurance agents 
are provided with an underwriting authority whereas, in life insurance policy agents are mostly not provided with 
underwriting activities but they need to assess the risks associated with prior to their screening by actual underwriters.

Objectives of Underwriting

The following are the objectives of an underwriter in insurance sector.

(i) To minor the selection process of applicants in order to avoid unqualified applicants.

(ii) To minimize the risks and losses associated and to maintain the actual losses within the range of expected 
losses.

(iii) To secure appropriate number of exposure units in each class.

(iv) To secure the exposure units from the catastrophic effect.

Q12. Explain the steps involved in underwriting.

A nsw er :

The steps involved in underwriting are as follows,

Step-1: Classification of Applicants

The applicants are classified into different categories based on the risks associated and the rate of premium.

(a) Standards Risks

The applicants under this category perform according to the standards of insurance company the premium does 
not include any surcharges.

(b) Preferred Risk

The applicants whose loss experience is above average and below the company standards are included under 
this category.

Example Non-smokers.
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(c) Sub-standard Risk

The applicants whose loss experience is below average are included in this category. These policies are called 
rated or extra risk policies. The premium rates are high in this category.

(d) Uninsurable Policy

The applicants under this category are not qualified for insurance.

Example

Persons with uncurable/rare disease, high moral hazards etc.

Step-2: Agent as First Underwriter

Agent should be made aware of the criteria for eligibility of the applicants as insureds. In case of auto insurance 
an agent should not accept the applicants from drunkers, single drive before the age of 21 years and drivers of high 
powerful sports car.

In case of property and casualty insurance, agent can directly bind with the insurer immediately related to the 
disapproval and cancellation of the application. Agents should be paid a premium and also compensation for the 
losses in the process of underwriter.

In case of life insurance, agent should follow the criteria to select the applications that is mentioned under 
the underwriting policy of a company. The applicants who are drug adictors, alcoholics and workers in hazardous 
occupations etc., should not be approved as insureds.

Step-3: Sources of Information

The different types of information regarding the applicants is necessary for an underwriter whether to accept 
or reject their applications. The information differ with the type of insurance.

In case of property insurance underwriter should consider the personal characteristics of the applicant including 
the presence of moral hazard, financial condition etc. Physical features of the property such as type of construction, 
quality of the building and other aspects of the property. They also require the financial position of the applicant and 
past loss experience, living habits and moral characteristics of applicant.

An underwriter can obtain information from different sources such as,

(i) Application

(ii) Agent report

(iii) Inspection report

(iv) Physical inspection

(v) Physical examination

(vi) MIB report.

(i) Application

It forms basic source of information for underwriters. Information in an application varies from one insurance 
company to other. In case of life insurance an application will furnish the information related to the age, gender,
weight, occupation, personal and family, health and hazard habits of the applicants.*

(ii) Agent Report

Underwriter can also obtain information related to applicants from the evaluation report submitted by agents. 
In case of life insurance an agent will assess the applicant’s information by estimating the annual income, plans 
of the applicants related to life insurance etc.

UNIT-2 : Settlement of Claims Risk and Underwriting and Financial Planning and Tax Saving
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(iii) Inspection Report

An underwriter can also obtain proper information regarding the applicant from the outside firms in the form 
an inspection report. Through which an underwriter can estimate the moral hazards. In case of life insurance 
the inspection report provide the information about the current financial condition of the applicant, the debts, 
delinquent bills, policy accord, felony convictions and other additional information that depicts the credit 
worthiness of the applicants.

(iv) Physical Inspection

In case of property and liability insurance underwriter should obtain information related to the property of 
the applicant through physical inspection. Through this an agent or any representative of insurance company 
have to inspect the property and should submit the report to the underwriter. In case of workers compensation 
insurance, the information in a physical inspection report include the unsafe working conditions include the 
damaged machines, violation of safety rules etc.

(v) Physical Examination

Physical examination of the applicant is also very important in case of life insurance company. An underwriter 
can obtain information related to weight, body condition of the applicant. This report should be provided by 
the approved physician only.

(vi) MIB Report

MIB report also constitute one of the source of information for an underwriter. This report consists of information 
about the health impairments of the applicant such as high blood pressure, heart problems, etc.

Step-4: Underwriting Decisions

Based on the information furnished from the above sources help an insurer in taking appropriate decisions. 
The three important decision of an underwriter include,

(a) Acceptance of application

(b) Accept the application according to the restrictions as per the company’s underwriting policy.

(c) Rejection of the application.

(a) First decision is acceptance of application for issuing the policy.

(b) Second decision is to accept the application according to the restrictions as per the company’s underwriting 
policy. In case of crime, insurance policy the applicant should satisfy the requirements that are necessary to 
issue the policy such as maintenance of burglar alarm system.

(c) Third decision is to reject the application. The inappropriate decision regarding the rejection of application 
will reduce the revenues of the insurer and agents.

Most of the insurance companies are using computerised underwriting services in case of standard life insurance 
type.

Example : Auto insurance and home owner insurance policy. •

Step-5: Other Considerations

The factors that should be considered in the process of underwriting include the interrelationship of underwriting 
activities with the other functions of insurer such as rate adequacy, reinsurance and renewal of policy.
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(a) Rate Adequacy and Underwriting

The rates have significant effect on underwriting profits and losses. If the rates determined by the insurer are 
adequate for a class they can expand the underwriting for new business, otherwise they require conservative 
approach for new business. Insurer will terminate the business activities if the insurance policies involve high 
moral hazards.

❖  In case of commercial property and casualty insurance, the underwriting activities have a significant effect on 
the price of the policy. It is also associated with commercial risks in the price negotiations between the line 
underwriters and agents.

❖  In commercial liability and multiplier insurance underwriting activities are not subject to more restrictions and 
also generate more profits if the rates are acceptable and adequate. Insurer will incur underwriting losses if the 
restrictions are more.

(b) Reinsurance

The presence of reinsurance option may reduce the restrictions of the underwriting policy of insurer.

(c) Renewal

Life insurance policies cannot be cancelled whereas property and liability insurance policies are cancellable 
but not renewed. The insurer have a right to cancel the policy in case of fraudulent actions but some states have 
imposed some restrictions on the right of insurer to cancel the policy.

2.2.1 The Need for Underw riting

Q13. Discuss the need and importance of underwriting in the insurance markets.

A nsw er :  Model Paper-I, Q4(a)

Underwriting is the process through which an insurance company decides whether or not to issue the requested 
insurance and if yes,based upon what terms and conditions. Thus,the concept of underwriting plays a significant role 
in the private and voluntary insurance markets. It facilitates the insurance organization in the following ways,

1. Helps in Risk Pooling and Fair Pricing

Under any insurance plan,all the insured members contribute to a common money pool. From this money pool 
amount,the insurance company pays to any insured member who suffers losses against the item insured.

Underwriting helps the insurance firm to objectively and correctly determine the expected loss potential and 
accordingly arrive at a “Fair Price” which the insurance company should charge to the insured members.

2. Ascertaining Group and Individual Insurance Plans

Underwriting is needed by insurance firms,to create a balanced individual insurance plan and group insurance 
plan. Incase of group insurance,the whole group is insured,thus underwriting is carried out to ascertain the fair or 
optimal contribution which need to be made by every group member. Similarly,under the group insurance policy,the 
insured individual need to contribute insurance premium which should sufficiently cover the expected loss potential.

3. Need in Case of Private Insurance Market
*

Underwriting plays an important role in case of private insurance markets and not in case of social insurance 
or made compulsory by the government. This is because in case of government mandated insurance participation 
every insured member would contribute a fixed amount of premium irrespective of his expected loss potential. For 
example if government mandated life insurance policy states that every member should contribute rupees 1000 
insurance amount,a 20 years old employee would contribute the same amount,eventhough the probability of death is 
more in case of the 65 yeas employee.
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Thus,underwriting is employed by insurance firms in case of private. Insurance plans wherein which every 

insured member would be charged according to the individual expected loss potential.

4. Ascertaining Fair Price

Underwriting helps to arrive at a fair price which the insured need to pay. For example: Incase of an Lung 
insurance policy,if the non smoker members are charged insurance premium of rupees 500 then,active smokers need 
to be charged a higher insurance premium. This is because the probability of smokers getting lung cancer is more. 
Thus,a fair price for smokers would be rupees 1000.

5. Helps Avoid Adverse Selection

Adverse selection is a process wherein which one of the transacting party suffers loss due to assemetory of 
information (lack of information). In case of life insurance planer the insured knows more about his/her health, than 
the insurance company. He may try to avoid disclosing potential risk factors to the insurance company, and thus can 
enjoy the insurance plan at a subsidized price. Employing underwriting tools would help the insurance firm to avoid 
adverse selection and arrive at an objective and fair insurance premium.

2.2.2 Guiding Principles of U nderw riting '

Q14. “Each insurer establishes its own underwriting policies and practices, often with the guidance 
of its reinsurers”. Comment on the statement.

OR

Discuss the guiding principles in underwriting.

A nsw er s.

Underwriting is the most important element of any insurance plan. Therefore, the insurance firm need to be 
careful while dealing with the underwriting of the different insurance policies. These policies need to be drafter in a 
manner which are not just fair but also socially and legally acceptable.

The insurance companies may follow the below mentioned guiding principles in underwriting.

1. Big Standard Group

An important guiding principle in underwriting is that the insured group need to be large. This would ensure 
that the group is stable, has a good quantity of funds, posses predictable mortality and the overall average cost would 
be reduced. This is the reason why 90% of the insurance applications are accepted by the insurance firms.

2. Optimal Group Balancing

The insurance company need to strike a balance between the size of the substandard group and the insurance 
premium to be charge. Further, the insurance firm need to ensure that it does not loose its competitive advantage 
in the market. For example if there are a large number of insured who are smokers, the insurance firm may find the 
group into smokers and non-smokers and charge a premium accordingly.

3. Intra Group Balancing

An important principle of underwriting is that the insurance company need to balance the group from within 
I.e., there should be a good mixture of insured individual comprising of members whose loss experience is higher 
and also members whose loss experience is lower. This would ensure that the group is balanced. Further based upon 
the probable risk factor, the insured may be charged differential insurance premium.
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The insurance underwriting principles need to be socially acceptable. Generally insurance firms charge 
individuals according to the risk they reflect i.e., an individual with a high probability of experiencing loss would be 
charged more and vice versa.

However, a research study conducted in the U.S.A and found that 49% of the respondends believe it is ‘ok’ 
to charge more to old insured members with more risk of dying early. However, 39% of the survey respondends fell 
that it is unfair to charge more to retired, risk and old members.

In the united states, insurance companies, used to charge more to African Americans members compared to 
white Americans stating that the lifestyle of African, American make them more risky group. However, most people 
felt that it is unfair to charge more to someone, based upon their race.

Thus, it may be concluded that the insurance firms need to make their underwriting rules objectives, fair, socially 
and legally acceptable, to remain competitive and successful in the insurance industry.

2.2.3 Factors A ffecting I n s u r a b i l i t y ___________________________________________

Q15. “Age, Gender, Family and others affect insurability” ----- Elucidate. Model Paper-i, Q4(b)

OR

Discuss the factors affecting insurability of the insured.

A nsw er :
The factors that affect the insurability of any insured member include elements such as age, gender, present 

medical condition, family history, occupation, tobacco use, financial status and so on.

These factors are discussed in detail as follows,

(a) Age
. - • ' ■ L  .

It is the most important factor considered in life insurance. The common understanding is that the older insured 
members have a higher probability of death, compared to younger insured member. Thus, insurance companies charge 
more insurance premium to older member in comparison to young insured members.

(b) Gender

Gender is another important factor affecting insurability. Statistical data has proved that in any given year, 
more men die, in comparison to women. Based upon this information, many insurance firms charge higher insurance
premium to insured male members in comparison to female insured members.

*
(c) Medical Factors

The insured members medical factor which affect insurability, include the following.

(i) Physical Condition

Most insurance firms take into account the height, weight and the distribution of the body weight, before arriving 
at a fair insurance premium for any individual member. Statistical data has proved that overweight people have 
a high likely hood of dying at any age, mostly due to heart attack.

(ii) Historical Medical History

It is another factor which is considered before deciding the insurance premium. The insurance firm may enquire 
about previous illnesses, accidents and so on. It helps them to arrive at a fair insurance premium for the insured 
member.
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(iii) Family History

All insurance firms consider family history information as an important factor affecting insurability. Historical 
data his proved that members, whose parents do not suffer from heart ailments, sugar and lived upto old age, 
it is assumed that the member too would not die of heart ailment and may lead a long healthy life.

(d) Tobacco Use

Tobacco use in the form of cigarette or chewable. Tobacco is assumed to increase the risk of getting illnesses. 
Thus, insurance firms charge more insurance premium to tobacco users, compared to non-tobacco users.

(e) Alcohal and Drug

The uses of alcohal and drug can die early, thus they are charged a higher insurance premium..

(f) Occupation

An important factor affecting insurability is, occupation. The risk increases based upon the type of occupation 
the insured members is involved in. For example: The probability of road accidental death is more for an insured 
member who is a truck driver.

2.2.4 M ethods of Risk Classification

Q16. Discuss the important methods of risk classification.

A nsw er :

Before taking a final decision about the insurance premium to be charged the insurance firm need to ascertain 
whether to accept the member at a preferred or standard rate or whether to reject upright, In some instances the risk 
can be postponded until the time the condition is resolved. For example, decision about a member can be postponded 
till he undergoes an imminent surgery.

The three most important methods of risk classification are,

1. Judgemental Method

Under this method, the insurance company employs the combined experience and judgment of professional 
in the given field. For example, in case of health and life insurance a team of experienced doctors, study the insured 
members information and take underwriting decisions.

This is the most common and effective method employed by most insurance firms. However for this, method 
of risk classification to be effective, highly skilled personnels are required.

2. The NRS Method
• . *

Under the N.R.S (Numerical Rating System), the risk classification is carried out based upon statistical study
of lines possessing such factors under this method, numerical values are assigned to measure the risks. A numerical\ •
values of 100 is considered to be normal risk. Each of the risk is debited or credited numerically, until a final numerical 
figure is arrived at. For example, if overweight risk factor is found to be 50 points value, then 50 points are added to 
the overall rating of the individual. An illustration of the NRS rating scale is shown below,

.........Preferred / Standard...... Substandard.......

1 1 1 1 1 1 1 1 1

Unmeasurable 

1 11 1 1 1 1 1 1 1 I
60 70 80 90 100 110 120 130 140

I 1
500 600

Figure: A Model NRS Rating Scale
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Such rating sales are employed by insurance firm, where in which 100 to 150 is acceptable rating whereas the 
higher the rating, the more are the chances of rejection.

3. Underwriting using Computers

Many modem insurance firms are employing computer software for computing the risk factor of any insured 
member. The information is feeded into the computer software and the computer software performs all the computations 
and provides an objective rating for the potential insured member. Thus, insurance firms may employ any of the above 
mentioned methods for accurately computing and classifying the risks.

2.2.5 Laws Affecting Underw riting __________ _________________ _____

Q17. Discuss in brief the various laws effecting underwriting.

A nsw er :

There are various laws which effect underwriting by the insurance firms. The main aim of these laws is to 
protect the consumer against fraudulent practices by insurance companies. The important laws affecting underwriting 
of life and health insurance in the U.S.A are discussed below.

1. FCR Act

The FCR Act (Fair Credit Reporting) Act requires the insurer companies to notify the individual member that 
he has the right to get the nature and scope of the investigation.

The FCR Act states that,

(i) The insurance company disclose all the consumers information it has collected, along with the source.

(ii) In case of a rejected underwriting decisions, the insurer need to provide detailed reason about the rejection.

(iii) If the consumer is not satisfied with the reason, a reinvestigation need to be carried on free of cost for the 
consumer.

2. NAIC Act

The National Association of Insurance Commissioners Privacy Protection Act advocates for the protection of 
the consumer’s privacy. The act prohibits the insurance companies against conducting fake interviews for the client 
to collect information.

3. Unfair Discrimination Laws

This law prevents insurance firms against unfairly charging higher fee, premium or provide lesser benefit to 
consumers of a specific class. It advocates same rules and regulations for consumers in a same condition.

4. Unfair Gender Discrimination

The U.S supreme court decision in the 1983. Norries case proved that insurance companies can not go for 
gender base pricing.

5. Unfair Discrimination Based Upon Mental or Physical Health

The law prohibits an insurance companies from refusing or limiting insurance cover for a physically or mentally 
impaired consumer. Solely based on the improvement.

6. Unfair Discrimination Based on Sexual Preferences

The U.S law prohibits the insurance company against enquiring about a consumer sexual preferences in 
connection to life insurance or health insurance underwriting.
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7. HIPAA

The Health Insurance Probability and Accountability Act (1996) aims to increase access and transferability of 
health care insurance for the consumers. This is performed through,

(a) Preventing discrimination of the unsured and their family members depending upon the health status.

(b) Limiting about what all can be included and excluded in the prexisting conditions.

2.3_FINANCIAL PLANNING AND TAXATION : SAVINGS -  LIFE INSURANCE IN  IN D IV IDUAL  
____ FINANCIAL PLANNING_____________ ______________________

Q18. What is financial planning? Explain the role of life insurance policies in financial planning.

A n s w e r : *  Model Paper-Ill, Q4(a)
*

Financial Planning

Financial planning refers the process of determining whether and how an individual can meet life goals through 
the proper management of financial resources.

Role of Life Insurance Policies in Financial Planning

Life insurance is a good investment tool which is comparatively simple, affordable and caters to the different 
stages of the individual’s lifecycle. In the present scenario, any one can purchase any kind of insurance policy based 
on his requirement. However, individuals can adopt a pure protection plan at an early stage which is most affordable 
or at a later stage which gives the opportunity of earning higher returns. There are various insurance policies which 
may be related to specific education policies which ensure that your child’s education is not compromised in case of 
an unfortunate situation (death) and there are also some policies related to retirement and pension policies.

It is a fact that insurance is considered as an important element of any sound financial plan. Because there 
are different types of insurance policies which help to protect one person and his loved ones in different ways. For 
example protection against accidents, illness, disability and death etc.

The following are the common areas under which a life insurance policy plays a significant role in financial 
planning,

1. Mortgage Payment

In most cases mortgage is considered as one of the higher expenses like, Payments, taxes, insurance and interest. 
Because of this reason, large number of individuals plan for long-term financial commitments. However, there will 
be one question arised from this situation that, if one person get died tomorrow, could his family is able to pay such 
a huge expenses without your income. In such situation, life insurance policy can help such persons’s family by 
providing a lump sum amount to pay off mortgage debt.

2. Funerals Payments

If one person is having a life insurance policy in his financial plan to cover the funeral cost on his death, then 
such life insurance policy will support his family to cover up the funeral costs, prevent his family from draining their 
emergency savings and stopping them to take out a loan at this very difficult time.

3. Educational Payments

If one person is saving very less amount for his child’s education while he is alive, but it will be a problem for 
his child if that person suddenly died. In order to provide some coverage to his children, that person can purchase 
a life insurance policy which will be a gift of education by factoring educational expenses into your life insurance 
policy’s death benefit. As such, his children can bear the educational cost with benefits of such insurance
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4. Caring for a Special needs Child or Aging Parents

Life insurance policies plays a significant role in a financial plan of person if he have a special child or aged 
parents that depend on his financial support. Without the resources to provide for their continual care, family members 
will be forced to take on a stressful and lifelong financial burden. In such situation, life insurance cover can provide 
the financial support needed for such dependents after the death of that person.

Q19. What do you mean taxation in insurance? Explain tax saving through Insurance policies. 

A n s w e r  :

Taxation in Insurance

Taxation refers to the practice of a government collecting money from its citizens to pay for public services. 
In insurance sector taxation is also plays a crucial role because now a days insurance business are on high peaks. 
Insurance companies are earning higher profits compare to other business companies. Therefore, the taxation of life 
insurance business in India is currently governed by Section 115 B, Section 44 and the First Schedule of the Income 
Tax Act, 1961.

Tax Saving Through Insurance Policies

Tax saving or tax-planning is an crucial element of financial planning. If it is planned properly, it will help 
individuals not only in meeting financial goals but it also help in saving tax from this process. Tax saving for life, 
health and pension insurance policies are as follows,

1. Tax Savings for Life Insurance Policy

Life insurance policies consist of various policies like, term policies, money back policies, whole life policies, 
Unit Linked Insurance Plans (ULIPs) and so on. For the purpose of saving tax, all these are treated equally by the 
Income Tax department. Tax saving can be done by purchasing any of these policies. The premiums paid on these 
policies can be used for availing tax deduction and hence boost tax saving options. The following are some details 
regarding tax deduction on life insurance policies,

The deductions claimed will be added back to income and taxed accordingly if policies are surrendered or 
terminated before 5 years of commencement. Thus, life insurance plays a major role as a tax saving investment option 
by providing various plans which could be the sources of tax saving.

The ICICI Prudential Life Insurance policies provide tax benefits to its applicants in following stages,

Stage 1: Entry Advantage

Individual receive tax benefits on your premium payments under section 80C of Income Tax Act, 1961 (life 
insurance), 80CCC Income Tax Act, 1961 (pension) and Section 80D Income Tax Act, 1961 (health).

Stage 2: Earnings Advantage

Individual’s investment with ICICI will receive the potential to grow and is not currently taxable.

Stage 3: Exclusive Switching Advantage

Individual can switch between equity, debt and balanced funds anytime and these switches are not taxable.

Stage 4: Exit Advantage
.

Individual receive a tax free Maturity Benefit (the payout you receive when your policy ends) subject to 
conditions of Section 10 or 10D of the Income Tax Act, 1961.
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2. Tax Savings for Health Insurance Policy

Health insurance policy also offers tax benefits to individuals. It offers Insurance premium up to ? 20,000 for 
senior citizens and ?  15,000 for others which is eligible for tax benefit. For example, if an individual pays ?  15,000 
as premium on his own policy and ?  20,000 for his parent( senior citizen) he can claim tax benefit of ? 35,000 
(? 15,000 + 20,000). Therefore, it is considered as efficient tax saving investment plan for a individual.

3. Tax Savings for Pension Policy

Pension plans or annuity plans are another form of life insurance with a different end objective. While life 
insurance is used to protect the family of a individual after his death, pension is designed to provide benefits for the 
individual and his family even when he alives. It is also a best plan for tax saving for individual’s income.

Q20. Discuss the process life insurance in individual financial planning.

A n s w e r  :

While selecting a life insurance plan, every individual need to verify its financial position because based on 
his financial capability only he can pay the premiums of life insurance policies. As such individual financial planning 
becomes necessary in life insurance.

Individual financial planning is the process of managing individual’s money to achieve financial objectives of 
him and his family. However, inorder to achieve financial objectives successfully, a systematic financial planning is 
required which fits the life insurance policies. This process consists of six steps, which are as follows,

Step-1: Collection of Information

In this step qualitative and quantitative information is collected. For example, information may be related to 
individuals assets, liabilities, income and expenditure, investment, life styles, economic position, family background 
etc.

Step-2: Establishment of Objectives

The 2nd step is most crucial in the process of individual financial planning process because in this step the 
objectives of the process will be established. These objectives are categorized into short-term and long-term objectives 
which may cover living standards of the family, quality eduction for the children, health security, retirement benefits 
etc.

Step-3: Information Analysis

In this step, the information which is collected from individual like qualitative and quantitative information 
will be analyzed.

Step-4: Development of Plan

In this step, an effective plan is developed with the help of gathered information (Step-1), objectives which is 
established (Step-2) and analyzed information (Step-3).

Step-5: Implementation of Plan

In this step, an effectively developed plan is implemented.

Step-6: Monitoring and Reviewing of Plan

This is the last step in the process of individual financial planning. In this step the information is monitored 
and reviewed in a sophisticated manner.
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2.3.1 Insurance Vis-a-Vis Investm ent in the  Units M utual Funds, C apita l M arkets

Q21. Explain how insurance and mutual funds are related with each other. 

Answer :

Insurance

Model Paper-ll, Q4(b)

According to the commission on insurance terminology of the ARIA, insurance is defined as,

“The pooling of fortuitous losses by transfer of such risks to insurers, who agree to indemnify insureds for such 
losses, to provide other pecuniary benefits on their occurrence, or to render services connected with the risk”.

According to Chief Justice Tindal, “Insurance is a contract in which a sum of money is paid by the assured in 
consideration of the insurers incurring the risk of paying a large sum upon a given contingency”.

Mutual Fund

In a mutual funds, the resources of many investors are pooled and invested to create a diversified portfolio. Thus, in a 
mutual funds the savings of many investors are combined to form a fairly large and well diversified portfolio of investment.

A mutual fund is a special type of investment institution which acts as investment conduit. It collects or pool the 
savings of the community and invests large funds in a fairly large and well diversified portfolio of sound investments.

Insurance and Mutual Fund

The concept of mutual fund is used in building Unit Linked Insurance Policy (ULIP) which is type of life 
insurance policy. However, the structure and working pattern of ULIP is different frommutual funds. Most of the 
insurance companies try to position their products as mutual funds in the market but it is very difficult for insurance 
products to deliver those benefits as provided by mutual funds. In mutual funds, the investment amount is decided by 
the fund houses and under ULIPs. The premium contribution is decided by the policy holder and also it varies based 
on the term of policy.

ULIPs provided dual benefits i.e., one side it provide insurance cover and on other side it allow to earn return 
through investment. Thus, insurance companies also floats funds like mutual funds institutions in order to gather 
investors. Insurance companies invest this money in assets like stock and bonds due to which it sounds like a mutual 
funds because of such investment.

The major difference between ULIPs and mutual fund is that ULIPs provide life coverage which a mutual fund 
does not provide to the investors. However, the common thing which is there between these two investments that both 
are exposed investors to market risks and maintain professional fund managers to manage the assets of investors.

Following table show the differences between ULIP’s and mutual funds,

Basis Mutual Fund ULIPs

1. Nature It is a investment. It is a investment and insurance cover.

2. Tax For this, only Equity Linked Saving Schemes 
(ELSS) gives tax deductions.

For this, tax is charged as section 80c of 
income tax Act, 1961.

3. Lock Period One can withdraw funds within 1 year only 
1% fund value will be deducted for early 
withdrawals.

Minimum lock period is 5 years. No one 
can withdraw before this period.

4. Fund Charges Fund charges will be 2.5% on this. Fund charges will be 1.35% on this.
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Q22. What are the features and objectives of mutual funds?

A n s w e r  :

Features of Mutual Funds

The mutual funds are characterised by the following features,

1. Management

The management consists of professionals who have expert knowledge and experience with relation to investments. 
They are able to manage portfolios in an efficient manner.

2. Small Saver

The persons with low income and low spending capacity can prefer mutual funds for saving small amount of 
their incomes. The mutual funds enable small investors to invest their funds in its wide range of products.

3. Liquidity

Mutual funds are liquid. They can be encashed at any time by considering their present Net Asset Value (NAV) 
plus additional fee or charge. If any applicable at the time of redemption. The investment need to be in units so as to 
measure the efficiency of the redemption purchase or sale of unit can be carried out by the investor at any time under 
an open-ended scheme. The small investors are relieved from the burden of searching for other investors at the stock 
exchange or from the long. Waiting periods for the encashment or liquidation of their funds.
4. Divesifi cation

The mutual funds diversify the funds. The funds invested in mutual funds are invested in various stocks. Since 
every stock is not characterised by the same returns and exposes the risk could be diversified. By investing in a range 
of stocks. Every investor must analyse these risks before making an investment decision. However, along with these 
risks the mutual funds still prove to be more reliable since the diversified portfolio investment decisions are taken up 
by the experienced personnel and are more better than the individuals decisions. Such decisions need to be constantly 
reviewed on a regular basis to ensure that the diversification reduces the risk.

5. Analysis and Selection of Securities

The growth schemes of mutual funds involves the pooling of large number of equities. These schemes bear 
greater risks and are also associated with high potential for the generation of capital revenues. The mutual funds 
also provide income schemes. Under such schemes, the funds are invested in shares that ensure guaranteed returns. 
Basically bond or debentures are selected. The growth schemes are close-ended whereas the income schemes can be 
either open-ended or close-ended.

6. Professional Management

In mutual funds, the funds are invested into securities which would be evaluated, monitored selected by the 
professional financial managers. They even carry out regular reviews with relation to these investments. This ensure 
higher return to the investor than the individual investments made without the assistance of the professional expects. 

Objectives of Mutual Funds

The objectives sought to be achieved by mutual funds are as follows,

❖  To provide an opportunity for lower income groups to acquire without much difficulty property in the form of 
shares.

❖  To cater mainly to the need of individual investor whose means are small.

❖  To manage investor’s portfolios in a manner that provides regular income, growth, safety, liquidity and 
diversification.
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Q23. Explain investing and financing of insurance companies.

A n s w e r  :

Investing .

Insurers will receive funds in the form of premium from the policy holders and he need to pay the total amount 
at the end of maturity period. Along with these funds, insurer also have paid-up capital, surplus loss reserves etc. 
Insurers should maintain an investment department in order to manage these funds and their investment using proper 
medium as the income from these investments constitute the profit of an insurer. The solvency of an insurer in case 
of life insurance policies is affected by the minimum guaranteed amount/retums on assets. Whereas, in case of 
property and liability insurance, the profit of the insurers to meet underwriting losses depends on the income/retums 
on investments.

The medium of investing insurance money is affected by rules and regulations of local state government and 
financial policies of the insurer. The asset structure of property and liability insurance consists of 30-50% of capital 
and surplus. Property and liability insurance policies invest their finds equal to the asset value in stock whereas or life 
insurance policies prefer only a part of amount to invest in stocks and most of the amount in bonds and mortgages. 
Large insurance companies maintain separate departments to manage each loan category i.e., real estate loans, housing 
loans, mortgages etc. The profits of life insurance companies consist of general and separate accounts. The assets 
of general account are meant to meet fixed obligations of insurers whereas assets of separate accounts meet pension 
funds and annuities. Separate account is more riskier than general accounts as in separate account the risk bearer is 
insured and in general account risk bearer is insurer.

Financing
i .

Insurer also acts as a financial manager to plan, monitor and control the supply of funds. Most of the insurers 
use profit as a source of funds to meet the financial requirements of the firm instead of outsider funds. Insurer is also 
involved in resolving the problems in financial aspects of the firm and need to determine the following activities,

(i) Dividend policies

(ii) Solvency requirements

(ii) Long term and short-term account negotiations.

Q24. Explain in detail about the investment of insurance companies in capital markets.

A n s w e r  :

Capital market is a market under which money is provided for periods longer than a year. Most of the insurance
.« #

companies invest their money in capital markets which they collected through premiums and income from investments. 
They invest major part of their funds in government, semi-government and government approved securities followed 
by industrial securities. During the period 1990-2016, the investment in industrial securities has increased from 10- 
25% respectively.

Most of the capital market deals for insurance companies are still basically financial driven. However, in order 
to strengthen their capital position, companies can raise equity or debt. The insurance sector of India is capable of 
raising substantial amounts of equity in the market.

Recently, insurance companies started using risk securitization techniques for transferring insurance risk to 
the capital markets. In addition, the capital markets will have the potential to help the insurance market by providing 
additional capacity which is above the limit provided by re-insurance market.
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1. Life Insurance of India (LIC)

LIC is one the largest life insurance company in India which has total assets o f?  23 trillion. The LIC has highest 
number of policyholders and the largest premium based the state-run insurer grew faster than the industry in terms 
of first year premiums in financial year 2016-17.

According to Insurance Regulatory and Development Authority of India (IRDA) during financial year 2016- 
17, the life insurance industry of India total income from first premium increased to ?  1.75 trillion. During 2017, the 
LIC’s first year premium collection was ?  1.24 trillion which contributes 71% of total industry collection.

2. SBI Life Insurance

SBI Life Insurance hitted the capital market on September 2017 by ?  8,400 crores. The reported profit of SBI 
during financial year 2016-17 was ?  954.65 crores.

2.3.2 Im plication in IT  Treatm ent

Q25. Explain the implication of income tax of life insurance companies.

A n s w e r  :  Model Paper-Ill, Q4(b)

The taxation of Indian life insurance companies is regulated and governed by sections 115B, section 44 and 
first schedule of Income tax Act, 1961.

The section 115B of Income Tax Act, 1961 states that,

1. The income tax shall be aggregate of amount generated from the total income of assessee which consist of any 
profits and gains from the business.

2. The income tax amount shall be calculated at the rate of 12.5% on the profits and gains of life insurance business 
which consist of total income.

After this statements, two changes has been brought up. In one, the rate of tax will be 12.5% on calculated 
profit and gains of life insurance business and other one is normal corporate tax rate on the net income on the funds 
of shareholders after excluding the profits from life insurance business.

According to Section 80D of Income Tax Act, 1961, Section 10(10D) says that any moneys received under a 
life insurance policy will not constitute ‘income’ under the Income Tax Act chargeable to Tax in the year of receipt. 
There is no limit of payment of

.
(i) Refund of premiums

(ii) Surrender value

(iii) Loans

(iv) Survival benefit

(v) Maturity claim

(vi) Death claim, etc.

These amounts need not be shown as income in the tax returns filed. But the premiums paid under section 80 
DD, if refunded, are treated as income chargeable to tax.
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Taxation on Insurance Premium

The maturity proceeds from the single premium life insurance policy will be tax-free only if the minimum 
sum assured throughout the policy term remains at least 10 times of the single premium paid: However, if the sum 
assured on single premium life insurance policies is 1.25 times of the premium amount, then the maturity proceeds 
will be taxable. For example: when the premium is ? 10,000, the life cover (sum assured) should be ? 1 00,000 for 
the maturity proceeds to be tax-free. If, say, the sum assured is ?  12,500 or ?  90,000, the policy loses the tax benefit 
under Section 10 (10D). Therefore, make sure the sum assured is at least 10 times the premium amount.

If this condition is not satisfied then the complete maturity which is proceeds fully taxable in the year of receipt. 
It has to be shown as income while filing income tax return. The only exception in this case is the proceeds from 
life insurance policy arising due to the death of the policyholder are exempt from tax irrespective of the level of the 
premium.

Addition to this, the insurer is supposed to deduct tax at source i.e. TDS on such payments. According to section 
194DA of the Income Tax Act, 1961, any sum received by an insured or Indian resident from an insurer under a life 
insurance policy shall be subject to TDS of 1 percent if the maturity proceed is not exempted under Section 10( 10D),
i.e., on policies where the sum assured is less than 10 times the premium amount.

Taxation on Annuity or Pension Plans (Sec. 80CCC)

According to Section 80CCC of Income Tax Act, 1961, contributions made towards annuity plans available 
with any of the Life Insurance Companies for receiving pension from the fund can be considered for tax benefit. The 
maximum Tax deduction allowed under this section is ? 1.5 Lakhs.

Taxation on Medical Insurance Premium (Sec. 80D)

According to Section 80D of Income Tax Act, 1961, upto ?  30,000 can be deducted towards the medical 
insurance premium for senior citizens (above 60 years) and upto ? 25,000 can be deducted towards medical insurance 
of self and dependents (spouse & children).

Additionally, a deduction of up to ? 25,000 towards medical insurance premium of parents (father/mother/both) 
is available. If both the parents (Father & Mother) are senior citizens, then the deduction allowed is up to ?  30, 000.
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INTERNAL ASSESSMENT
I. M u ltip le  C hoice

1. Different types of life insurance claims are [ ]

(a) Death claim (b) Maturity claim

(c) Survival Benefit (d) All the above

2. Insurer will pay the claim if death occurs due to exceptional reason like [ ]
(a) Defense personnel (b) Hunter

(c) Both (a) and (b) (d) Accountant

3. There are steps involved in death claim procedure. [ ]
(a) 6 (b) 7

(c) 5 (d) 4

4. Claims made when life assured dies in less than 3 years from commencement o f policy
r

are
l

(a) Non-early claims (b) Early claims
J

(c) Maturity claims (d) Survival claims

5. Unnatural causes of death includes [ ]
(a) Suicide (b) Accident

(c) Both (a) and (b) (d) Old age

6. Underwriting helps in risk pooling and • [ 1
(a) Fair Pricing (b) Waiver of Premium

(c) Guaranteed Purchase Option (d) Accelerated Benefit’s Rider

7. An interest at over bank rate is paid to claimant incase of any delay in claim settlement
because of insurer. [ ]
(a) 2% (b) 5%

(c) 10% (d) 8%

8. In , claim for full sum assured will be paid under a reduced paid-up policy. [ ]
(a) Claim concession (b) Extended claim concession

(c) Strategic claim concession (d) Provisional claim concession

9. FUP stands for [ ]
(a) Fixed Unpaid Premium (b) Full Unpaid Premium

(c) Final Unpaid Premium (d) First Unpaid Premium

10. The three most important method of risk classification includes, Judgemental Method, NRS Method
and [ ]
(a) Graphic Method (b) Scientific Method

(c) Underwriting using Computers (d) None of the above.
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II. Fill in the Blanks

1. __________ refers to the demand made by an insured or beneficiary to the insurer to make payment of
insurance policy benefits.

2. FCR Act stands for______ .

3. __________ refers to the practice of a government collecting money from its citizens to pay for public
services.

4. Taxation on Annuity or Pension Plans is discussed under__________ .

5. The insurance claims are divided into__________ types.

6. The process of identifying and classification of the risks involved in the insurance policies is termed as

7. If an insured dies before expiry of term of policy then it results in __________ .

8. If a person is not heard for 7 years and found missing then court issue decree o f__________ .

9. __________ Act advocates for the protection of the consumer’s privacy.

10. Under IRDA regulations, insurer must take decision within__________ of receiving claim papers whether
to accept or reject a death claim.

K E Y

M u ltip le  C ho ice

1. (d) 2. (c) 3. (c) 4. (b) 5. (c)

6. (a) 7. (a) 8. (b) 9. (d) 10. (c)

I I .  F ill in  the  B lanks

’ 1. Claim

2. Fair Credit Reporting Act

3. Taxation

4. Section 80CCC

5. Three

6. Underwriting.

7. Death Claims

8. Presumption of Death

9. The National Association of Insurance Commissioners Privacy Protection

10. 30 days.
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Q4. What is Financial Planning?

A n s w e r  :

Financial planning refers the process of determining whether and how an individual can meet life goals through 
the proper management of financial resources.______________________________________ _____________ _____

Q5. List the types of Life Insurance Claims.

A n s w e r  :

The life insurance claims are classified into three types,

Figure: Types of Insurance Claims

Q6. Write about Death Claim.

A n s w e r  :
v

If an insured dies before expiry of term of policy then it results in death claim.

Q7. What is a mutual fund?

A n s w e r  :

A mutual fund is a special type of investment institution which acts as investment conduit. It collects or pool the 
savings of the community and invests large funds in a fairly large and well diversified portfolio of sound investments.

Q8. Write a note on capital market.

A n s w e r  :
Capital market is a market under which money is provided for periods longer than a year. Most of the insurance 

companies invest their money in capital markets which they collected through premiums and income from investments.
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I II .  Very Short Questions and Answers 

Q1. What is Claim Settlement?

A nsw er :

Claim settlement means paying back the money by the insurance company to the insurance policy holder.

Q2. Define NAIC Act.

A nsw er :

The National Association of Insurance Commissioners Privacy Protection Act advocates for the protection of 
the consumer’s privacy. The act prohibits the insurance companies against conducting fake interviews for the client 
to collect information.

Q3. Define Underwriting.
'  V

A nsw er :

The process of identifying and classification of the risks involved in the insurance policies is termed as 
underwriting.

Q4. What is Financial Planning?

A nsw er :

Financial planning refers the process of determining whether and how an individual can meet life goals through 
the proper management of financial resources.

Q5. List the types of Life Insurance Claims.

A nsw er :

The life insurance claims are classified into three types,

Figure: Types of Insurance Claims

Q6. Write about Death Claim.

A nsw er :
v

If an insured dies before expiry of term of policy then it results in death claim.

Q7. What is a mutual fund?

A nsw er :

A mutual fund is a special type of investment institution which acts as investment conduit. It collects or pool the 
savings of the community and invests large funds in a fairly large and well diversified portfolio of sound investments.

Q8. Write a note on capital market.

A nsw er :
Capital market is a market under which money is provided for periods longer than a year. Most of the insurance 

companies invest their money in capital markets which they collected through premiums and income from investments.
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