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‘ Insurance Awarences

What Is Risk Pooling in Insurance?

In insurance, the term “risk pooling” refers to the spread-

ing of financial risks evenly among a large number of
contributors to the program. Insurance is the transference
of risks from individuals or corporations who cannot bear
a possible unplanned financial catastrophe to the capital
markets, which can bear them easily - at least in theory.
The capital markets, meanwhile, are generally happy to
take on risk from individuals and corporations - in ex-
change for a premium they believe is sufficient to cover
the risk.

History

Risk pooling is essential to the concept of insurance.
The earliest known insurance policies were written some
5,000 years ago, to protect shippers against the loss of
their cargo and crews at sea. Any one of them would be
devastated by the loss of a ship. But by pooling their re-
sources, these ancient businessmen were able to spread
the risks more evenly among their numbers, so each paid
a relatively small amount. Under the Babylonians, those
receiving a loan to fund a shipment would pay an addi-
tional amount in exchange for a rider cancelling the loan

if a shipment should be lost at sea.

Modern Insurance Policies
The insurance industry grew enormously, as individuals

and businesses sought to protect themselves from eco-

nomic catastrophe by transferring their risks to an insur-
ance pool. We still have commercial shipping insurance
- just as we did in the ancient world - and we also insure
against such diverse risks as fires, floods, theft, auto acci-
dents, kidnap and ransom schemes, defaults on the part
of our debtors, lawsuits and judgments, dying too early

and even against the risk of living too long.

Risk and Premium

A class of professional experts in finance and probabili-
ty, called actuaries, work for insurance companies to at-
tempt to predict the probability and severity of risk. They
also take lapse rates and interest rates or other expected
rates of return on investment assets into account, with the
goal of setting acceptable premiums. The premium is the
cost of pooling one’s own risk with that of others via an
insurance company and includes the insured’s share of
expected claims costs, administrative expenses, sales and
marketing expenses, and a profit for the insurer. If a pre-
mium payer is affected by a covered risk, the insurance
company, and not the insured, takes the hit. If claims are
higher than expected, however, the insurance compa-

ny may have fo raise rates on policy holders across the

board.

Insurable vs. Uninsurable Risks

Not every negative economic event is insurable. For risk
pooling to be effective, the risk should be unforeseen and
infrequent. If a negative event can be predicted in a cer-
tain case, it's not a risk, but certainty - and certainties
are not insurable (with the possible exception of death,
which is insurable because its timing is uncertain). Fur-
thermore, if a risk is too frequent, it cannot meaningfully
be transferred to an insurance company, since the insur-
ance company would only pass on the cost of the nego-
tive occurrence to the pool of insureds, along with their
expenses and profits. If nearly everyone in a risk pool is
filing a claim, then they are likely better off not attempting
to pool their risks at all but setting aside sufficient reserves

to pay for them themselves.
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‘ Insurance Awarences

N What is Insurance Underwriting?

Underwriting is the process of evaluating the risk of insuring
ahome, car, driver or individual, such as in the case of life
insurance, to determine if ibs profitable for the insurance
company to take the chance. After determining risk, the
underwriter sets a price and establishes the insurance
premium that will be charged in exchange for taking on
that risk.

An insurance underwriter chooses who and what the
insurance company will insure based on this risk assessment.
Underwriting is the «behind the scenes» work in an
insurance  company.
What Does an Insurance Underwriter Do?

* Reviews specific information to determine what the actual
risk is

* Determines what kind of policy coverage or what perils
the insurance company agrees to insure and under what
conditions

® May restrict or alter coverage by endorsement

® Looks for proactive solutions that may reduce or eliminate
the risk of future insurance claims

* Negotiates with your agent or broker to find ways to
insure you when the issue ismt so clear-cut
Underwriters are trained insurance professionals who
understand risks and how to prevent them. They have
specialized knowledge in risk assessment and use this
knowledge to determine whether they will insure something
or someone, and at what cost to the insured. The insurance
underwriter is the insurance companyss appointed risk taker,
the one who decides to take on the financial responsibility to
the insured if he believes in the risk.

He reviews all the information your agent provides and
decides if the company is willing to take a gamble on you.
Insurance Underwriting in Simple Terms

Insurance is a gamble. When you self-insure or decide to go
without insurance, yousre basically saying that yousre sure
nothing will happen so yousre not going to ask an insurance
company to back your investments and yousll take the full
risk yourself.

When you ask an insurance company to assume that risk
instead, it must have a way of deciding just how much of
a gamble ibs taking and how likely it is that something will
indeed go wrong. If the stakes are too high, the company
wonst take on the risk. Arriving at this conclusion is a highly
sophisticated process involving data and statistics that
enable underwriters to predict the likelihood of most risks
and charge premiums accordingly.

How Is an Underwriter Different Than an Agent or Broker?

If the insurance underwriter is the gambler, then the agent or
broker is the person who is selling the risks. The basic rules
for coverage are usually outlined in an underwriting manual
thats provided to agents. The manual covers standard
situations and rules. When a client meets these basic rules
or criteria, the agent or broker can usually place the risk.
This is known as the agent or brokers binding authority.
The risk is what you want to insure, such as your car, your
home or your life. Placing the risk with an insurer means
issuing you a policy.

Insurance agents donst typically have decision-making
authority beyond the basic rules theysre given in the
underwriting manual, but an agent may decline to insure
you based on his knowledge of the insurance companyss
underwriting  department.

He canst bend the rules or make special arrangements to
offer you insurance on the insurance companyss behalf
without the consent of the insurance underwriter.
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Busmess whlrlpool

by :Maher Sinjar

Managing a business is not a simple task. To be involved
in a business means thatyou have to adapt your behavior.
Your goals & objectives must be integrated into the goals
and objectives of the business.

Your daily life, your Social activities and relationships will
be affected; your family must familiarize the new routine
(long working hours.....) and you must rescheduling your
time fo enhance your role in the new business.

Balancing between personal goals, business goals,
personal plans and business plans is crucial. Dealing
with short term and long-term expectations is necessary.
Working on actual plans and future strategies is a fact,
facing daily operations and long-term growth is required.
Treating yours anxieties, employees concerns and facing
the competitors’ are unavoidable points.

Managing a business means a comprehensive view
and a competence to deal with managerial levels,
technical divisions and support departments. Be involved
means keep in touch with customers, understand their
expectations, increase their satisfaction, meet their
needs.

Compliance is a very important matter, you have to be
stick to business internal codes, polices, procedures,
manuals, ethic and values. Managing the relation with
regulatory bodies; be familiar with laws, regulations and
instructions is lifeline.

employees and

Establishing a relationship  with

colleagues needs respect more than friendship, it must
be based on business roles, ethics, goals and values
with the aim of addressing all staff for direct or indirect
participation in achieving business goals.

Studying the market on a regular basis will be a steady
task; following up market news and economic changes is
compulsory. Understanding the culture and environment
of the business is the main stone.

Trying to match the talent of your team with the required
tasks is the hardest task, motivating the team especially
in bad economic conditions needs a miracle, unifying
the goals of your team with the business goals is the
greatest achievement.

Protecting the assets, increasing company resources,
handling the gaps between assets and liabilities,
enhancing internal control, bridging up required systems,
meeting contractual requirements need endurance.
All of the above will make you another person who is
shrinking and living in its business roles more than its
own special roles. Spending hours in work more than
spending them with his family, talking about works more
than its concerns.

Business environment will be dominated thus you have
to try to manage all your life aspects (family — business
- social role ...... ) in the same time and that will be your
first challenge.
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‘ Insurance Awarences

States, or appointed actuary in Canada.

For a property/casualty or liability insurer, most re-
serves are for insured events that have already oc-
curred. They are called claim reserves. Interestingly
enough, the largest portion of claim reserves is typ-
ically those claims that the insurance company has
not yet been notified about, incurred-but-not-reported
reserves (IBNR). It is the job of the actuary who cal-
culates the reserves to estimate IBNR. In health insur-
ance, IBNR reserves are mostly for incurred but not
fully developed claims, as reporting is faster.

For life insurance, on the other hand, most reserves
are for insured events that have not occurred yet.
They are called benefit reserves. In the basic life con-
tingencies you have learned how to calculate them
on the net basis, i.e., only accounting for benefits
(and thus the name — benefit reserves). However, in
actuarial practice, you need to be also aware of all
insurance company expenses, including the cost of
capital, which is an expense in economic terms, and
termed profit in accounting. The life insurance valu-
ation actuary must make certain that the company’s
reserves and surplus are adequate, affer accounting
for benefits and expenses. When premiums are calcu-
lated to pay only for benefits, they are called benefit
premiums, or net premiums. When expenses are also

included, premiums are termed gross premiums or

contract premiums. Valuation not including expenses
is called net premium valuation, and if expenses are
included, it is called gross premium valuation. Gross
premium valuation is also called the Policy Premium
Method in Canada.

In the process of valuation, actuary must consider the
policy cash flows. Cash flows for a life insurance pol-
icy are: premiums, dividends, benefits. They do not
depend on the accounting method, or reserving meth-
od used.

Traditional life insurance products have benefits and
premiums known in advance, but there are also new
design “dynamic” products (e.g., variable universal
life), where all cash flows are flexible.

When analyzing cash flows, you must distinguish
cash flows per unit in force (at the time of analysis)
or per unit issued. For example, assume 500 policies
issued, each with death benefit of $1000 and annual
premium $40. Three years later 367 policies in force.
Then:

- Premium per unit in force = $40.

- Premium per unit issued = $40.367 = $40,\".
$40550 = $40Px

Note that the policies that are no longer in force are
gone either because of deaths of
policyholders or because of lapses, not because of

just one of the two reasons.
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The nature of valuation

When a life insurance product is created, its premi-
ums are established by the pricing actuary. But a pol-
icy that is in force already still requires attention of an
actuary — in order to assure that the benefits or claims
are paid properly, and that the insurance company’s
— profit objectives are realized. While these two objec-
tives may appear contradictory, they should not be.
The company must remain solvent if it wants to earn
profits at all, so actuaries make certain that all sched-
uled liabilities cash flows: benefits (for life insurance,
annuities, efc.) and claims (for property/casualty and
liability insurance, etc.) are met. In order to do this, an

I actuary effectively designates a portion of the compa-
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ny’s assets as set aside to meet those liabilities cash
flows. To put it simply, this actuary marks a part of the
assets held by the insurance company as “customers’
money”. This work of marking “customers’ money”
is called valuation, or calculation of reserves. Most
of liabilities of insurance companies are reserves. It
should be noted that insurance companies rarely, or
ever, have liabilities typical in regular industrial com-
panies, i.e., loans and bonds, because such liabilities
would have to be, by law, junior to insurance liabil-
ities (i.e., reserves) and this would make them very
unattractive investments. The actuary who calculates

reserves is called the valuation actuary in the United
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Practical Meaning of Acting in Utmost Good Faith

Over the vyears, courts have dealt with complex
questions related to the doctrine of utmost good faith,
such as whether the obligation is sufficient basis for
an independent cause of action and to what extent it
applies to contract law. However, the basic principle
is fairly straightforward. The duty to act in good faith
means that the insured has the responsibility to honestly
and fully disclose all information that is relevant to an
insurer being able to make an informed decision to
accept the risk of providing insurance coverage at a
given price. The insured is further obligated to cooperate
with the insurer when filing a claim, and to file only fair

and honest claims.

On the opposite side, the insurer's good faith obligation
includes responding to the filing of claims in a prompt
and honest manner, making a fair and honest assessment
followed by prompt payment, and not refusing to pay
claims without just cause. For example, if an insurer
refuses to pay a claim based on using the findings of
a medical generalist in preference to the findings of a
medical specialist, then the insurer is failing to act in

good faith.

The utmost good faith doctrine is commonly applied to
applications for life or health insurance. An applicant
for insurance has a positive duty to disclose all relevant
information that might reasonably have a bearing on
the insurens decision to provide coverage, and at what
premium price. Applying the doctrine to claims filed on a
life or health insurance policy, a court may well find that
an insurer is not required to pay a claim if the insured
provided false, misleading or incomplete information
on his application, such as presenting himself as a non-

smoker when he is, in fact, a smoker.

Utmost Good Faith as Applied to Reinsurance

The principle of acting in utmost good faith in the context
of reinsurance means an imperative for the ceding
company fo clearly communicate to the reinsurer all
relevant representations of the original insured party,
along with any other relevant information that the ceding
company has which could reasonably be considered
material to the reinsurers risk. This obligation applies
regardless of whether the ceding company obtained the
information before or after providing insurance coverage

to the original insured.

Suppose an insurance company provided a policy
for property insurance against storm damage, and
subsequently sought to purchase reinsurance to offload
its risk exposure from that policy. Then assume that, after
issuing the original policy, the ceding company learned of
significant construction faults that increase the likelihood
that the property will sustain a large amount of damage
in the event of a storm. Even if the ceding company did
not possess this information when it issued the original
policy, it is nonetheless obligated to communicate the
information to the reinsurance firm when applying for

reinsurance.

Companies failing to act in good faith in the reinsurance

market increase costs because reinsurers have to
redundantly investigate and verify the risk assessment
already conducted by the cedent, or alternatively, raise

premiums to cover an uncertain level of risk.

The Bottom Line

Insurance relationships between insurer and insured are
inherently based on trust. The principle of utmost good
faith is an articulation of the need for both parties to act
in a completely open and honest manner with each other

to facilitate access to services at a fair market price.
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How Utmost Good Faith is
Applied in Practice

«Utmost good faith» is the common English translation of the Latin phrase «uberrimae fidei,» alternately translated
as «most abundant faith,» and designates the crucial principle that all parties to a financial transaction have an
obligation to act in an open, honest, fair and trustworthy manner toward the other parties in a contractual relationship,

such as that which exists between insurer and insured.

History of the Good Faith Doctrine

The doctrine of utmost good faith was first formally recognized in the 18th century, in British maritime insurance law.
Lord Mansfield is credited with articulating the principle in the seminal legal case of Carter v. Boehm. A critical point
noted by Lord Mansfield was that the duty to act in good faith is reciprocal, applying to both parties in a contractual
or other legal circumstance. Further, the doctrine is to be understood as not just a basic obligation to avoid acting in

bad faith, but a positive imperative to act in good faith.

Although the principle is applied across a wide range of business and legal matters, there has been great emphasis in
recent years on its application to reinsurance services. Reinsurance is insurance that one insurance company, known
as the «ceding company,» obtains from another insurance company, known as the «reinsurer,» for the purpose of
reducing risk exposure. The management of portfolio risk through the purchase of reinsurance is such a critical service

in the industry that a number of insurance companies specialize in providing reinsurance.
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