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Different Definitions of Risk _lbliall 4dlida cildy p
» Risk: Uncertainty concerning the occurrence of a loss 3 ledll & gan Ly i) s ;i)
* Loss Exposure: Any situation or circumstance in which a loss is possible, regardless of whether a
loss occurs (For example: Property loss/people loss)
:Jlall G o) ciian 385 jleal) ClS 13 Lee phaill (jaky ¢ AiSan B jludl) 4 0 65 Ca syl ol (o (sl 5 jluall (i il
(0=alaiY 5 jlud / cilSliad) 5 jlua
« Objective Risk vs. Subjective Risk 4514 jhlia) Jilia de g gal) jhlial)
— Objective risk is defined as the relative variation of actual loss from expected loss
4ad giall 3 Lol (e ledll 3 jlall jaal) GBI Ll e due g gall i) (i yas
— Subjective risk is defined as uncertainty based on a person’s mental condition or state of mind
Laadll Al f Gasall ki) Al e 2l il ane 4l e I3 jhaall Caded

‘390 M g
- Uncertainty causes risk which causes occurrence of loss (Risk of lung cancer for smokers/ Risk of
auto insurance accident).
(Sl e el olad il s / (il D1 (s o b)) 5Ll Gapan ) (5358 llie Casey (sl e
- Difference between risk and uncertainty (Risk known probabilities of occurrence) Known
probability such as death.
gl Jie oy ymall Jaia) (S saall Cilaial 48 jaall Hlaliall) cpidl aae 5 shaall G 34
- Example of loss exposure (Theft of property because of inadequate security, and potential injury
to employees because of unsafe working conditions).
_(Z\JAS“)&..DM\AJJ)E%L}:\AL}AHM:QLA}}‘ m?\@&iemwaw\ﬁy)bwuaﬂ\&d&
- For subjective risk (Two persons can have two different estimations/ Depending on level of subjectivity)
(I (5 g e Blaie]  Gudliae (i (peadd (51 G5 Of (Sa) A6 llall -
Numerical example of objective risk. 4 guagal) JhlAll a2 Jla
Example: property insurer has 10,000 houses insured and on average 1% (100 houses) burn each year
ple S 3 iad (Jie 100) 71 Jowssiall 85 ile Gase J e 10000 cilSliod) Lo cpalil) 48 55 (sl 1l
* However, some years 90 houses burn and others 110 houses burn.
J0le 110 Guisg LAY anill s ¥ 3k 90 G3iad ol siaadl (¢ &b aag
* Thus, there is a variation of 10 houses from the expected number of 100 houses
Joie 100 @@siall 222l e J5le 10 adEa) elia ¢ Jull
+ In other words, variation of 10% (Objective Risk) (e s sall Hhaladll) 710 Aoy ol ¢ AT Jaa

Objective Risk 4 g gall jhlial)
* Objective Risk declines as the number of exposures increases.
Sl il aae 83L ) e due guia gall plaliall el
*  Objective Risk varies inversely with the square root of the number of cases under observation.
A8 el 28 YA 20ad ap ill 3al) ge e Ao guin gall il Cilias
Example: Now, assume 1 million houses are insured and the expected houses that will burn is 10,000
10000 & Goain Gl dad siall J el s ga e Jie Gsle O OV a8l 1l
+  The variation of actual loss from expected lossis 100 100 s 2xd siall 3 jluall (e dladll 3 Ludll ol
Objective Risk is now 100/10,000 (1%) (%1) 10<000 / 100 oY & suasall ylail)
* Sqrt(100)= 10 /// Sqrt (10000)= 100

Chance of Loss 3_udll 4a

Chance of loss: The probability that an event will occur Can g g Jlaial B ludld) da b

Objective Probability vs. Subjective Probability AN Jlaial) Jilla (8 g gall Jlaial)

- Objective probability: For example, probability of getting a head is % (Also similar to mortalities)
(sl Kl 44liie) 15 58 (ol e Jsand) Jlaial) ¢ JEa) das e 2o suia sall JlaiaY)
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- Subjective probability: For example, buying lottery on birthday.
) xe & il ¢ i ¢ JU dases e 1 aadill] Jiay)
— Objective probability refers to the long-run relative frequency of an event based on the
assumptions of an infinite number of observations and of no change in the underlying
conditions
Al jeas Y 2 bl il e 2l Lo sl Jyshall aall e nil) S0 Y el e sain sl JlaiaY)
Ll GagHlall A s & gas aae 5 sl (g
Subjective probability is the individual’s personal estimate of the chance of loss (it can be
influenced by age, gender, education, intelligence)

(S35 aaladll 5 uindl s yaadly il of (Say) 3 ldd) da il 3 8l il paiil) g SR Jlaal)

Chance of Loss vs. Objective Risk 4 ga gall jhaldall Jilha 5 jludd) L jd
* Chance of loss is the probability that an event that causes a loss will occur.
Bl Gy G e B g Judial a5 ludll Jlaial
*  Objective risk is the relative variation of actual loss from expected loss
G gial) 5Ll (e Aladl) 5 jluall pnsill COSERYD & A g sal) LAl
The chance of loss may be identical for two different groups, but objective risk may be quite different!
1t Ailide ()55 38 Ao g sl palinal) () ¢ Cyfiline (yfie gomal Al 5 jludl) dus b (55 8

City # homes Average #fires  Range of variation Chance of Fire Objective Risk
Philadelphia = 10,000 100 75-125 1% 25%
Los Angeles | 10,000 100 90-110 1% 10%

Peril and Hazard Jhlddl g shal)

* Aperilis defined as the cause of the loss 5kl s ail e Jhdld) Cay a3 a1
— Inan auto accident, the collision is the peril hall g alalaa¥l old 5w Sala 4
* A hazard is a condition that increases the chance of loss bl da ji e 3 Al 5o Hlalal)

— A physical hazard is a physical condition that increases the frequency or severity of loss
Boluall 3ok ol ) S5 e 3 3 A Alls g8 gold) yhaal)
— Moral hazard is dishonesty or character defects in an individual that increase the
frequency or severity of loss
Lgiad o 5 ledl) 3555 e 2 3 Gl 5 38l Al Lpad i) e S DY) 2o g (5 sinall ladll
— Attitudinal Hazard (Morale Hazard) is carelessness or indifference to a loss, which
increases the frequency or severity of a loss
Bl B0 5 1S5 (e 3 Lae ¢ Bl 3L 5 Jlaa) s (L sixall Jlaa¥l) Solud) yladl)
— Legal Hazard refers to characteristics of the legal system or regulatory environment that
increase the frequency or severity of loss
3 ldll 3l 5l ) S5 (e 55 A Apadaiil) Al ol 3 ) Al pailad ) ) jhaall by

1390 JI ¢ Al
Common perils: Fire, lightning, windstorm, flood, theft, accident.
uj\;saﬁ)msuhaﬁccb)mbcé}c&ﬁwu\‘)&;‘y‘
Physical hazard: Icy roads, defective wiring Ll LY ¢ adal) 5okl gl jladl)
Moral hazard: Faking an accident, intentionally burning unsold merchandise
lae delie e deliay (3a 5l s (& G il 1 sinal) )
Insurers attempt to control moral hazard by the careful underwriting of applicants for insurance.
Caldl) il cedial AN QLESY) IS (ge Ay sinal) Shalaall e 5 lasdl (alill S 8 Jglas
Attitudinal hazard: Leaving keys in the car, changing lanes while driving.
ol oL ) yaall s 5 3 )bl A o) @ A sle Hlali

Legal hazard: Coverage of alcoholism. Jsasl lad) Apdass 1 J il yladll
|Page2
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Classification of Risk bWl Cidial

*  Pure and speculative Risk A jlaall g ddaal) Hlalaall

 Diversifiable risk and non-diversifiable risk @58l ALE e 5 dc sila Hhalia

* Enterprise Risk do gall Hhlas
Pure and Speculative Risk & uaall g 48 pall hlial)

— A pure risk is a situation in which there are only the possibilities of loss or no loss (earthquake, job
related accidents, flood)
(Ulml) ¢ Jeally daleial) Gl sall ¢ JI51) 5 5luall ane i 5 jleal) Jlain) (5 gus L 2n 59 ¥ Alls 5 canll jladll
— A speculative risk is a situation in which either profit or loss is possible (gambling)
(3 aiall) UiSaa 3 jludll ol s L 6 s 8 4l Hlalae
* - Example of shares on the speculative risk 4 laa) Hhlas e agull e Jls

* Insurers generally concentrate on insuring certain pure risks (they do not insure speculative risks).
(bad) Jhlae 03 Y 8) Al Hhladll (e cpdi e ole S5 Cpalill IS a0 S
* The law of large numbers can be applied more easily to pure risks (predict future loss experience)
than to speculative risks.
aldai (e ST (Aliuall 3 luall 4 a3 o8 55) Diad) Hhlaad) e ST A g 5_uS Sae Y1 o5l Gukd (S
A badl ki e
* Society may benefit from a speculative risk, even though a loss occurs but it is harmed if a pure
risk occurs.
Asalla jllae cliaa 13 ) jeaii iS5 5 bl Sisan e pe )l o ¢ 4 ladd) Hlalis (e adinall ity 98
Society benefits from speculative risk. For example: new cheap product will affect other competitors (Only
beneficial for speculative risk)

(Bbadl) i Laih 2da) o AY) Cpudliall e s Gad ) miie S 1) daw e A jlad) jhlie (e adinall piiy

Diversifiable Risk and Non-diversifiable Risk ~ 4c siia j& jhliagde gila lia
— Adiversifiable risk affects only individuals or small groups (car theft). It is also called nonsystematic or
particular risk.
Faalal) s dakiiall pe haladly Wyl cany s (Cal ) 48 i) 5 sl Cile saadl ol 831 e Laié S5 e gite jhaa
— A non-diversifiable risk affects the entire economy or large numbers of persons or groups within the
economy (hurricane). It is also called systematic risk or fundamental risk.
Ul a5 (Sl Y1) SlaiB¥) Jals Gile saaall sl Galai¥) e 550 dlaef o sl aleSly La®@Y1 e g g siie e jhad
Aeally) Sl ff daagid) ksl
— Government assistance may be necessary to insure non-diversifiable risks.
Aesile e hlie uelil 45 e dpe Sall L) S5 8
*  The capital asset pricing model - or CAPM Ylie dlland Y1 J pal) juads z3 el

Enterprise risk encompasses all major risks faced by a business firm, which include: pure risk, speculative
risk, strategic risk, operational risk, and financial risk
¢l bl ¢ Riadl BEA dedi il ¢ JleeY) A0 Leaal s Al Aat )l B aaen dangall bl Jod
Al sl g ¢ Al sl g ¢ duadl i) Llaal
—  Strategic Risk refers to uncertainty regarding the firm’s financial goals and objectives.
AS A AL U 5 Calan Y (3lat L il pte 1)l Jpn il i) llaal
— Operational risk results from the firm’s business operations.
S iy STl Cileall (o 5 Al sl
— Financial Risk refers to the uncertainty of loss because of adverse changes in commodity
prices, interest rates, foreign exchange rates, and the value of money.
COland) o pea jlad 5 BN el 5 Apal) ald) sl 8 Al ) sl a5 leddl (e il ane ) AW Gl s
Jld) A g dasaY)

|Page3

S-RUB.com Upioaded By anonymous




FINN233 (insurance) _ CHAPTER 1 el
e () slaa

Ex:
- Strategic risk (New line of business) (2> Jae bad) doal fuy) Hhlal)
- Operational risk (Hack of online banking) (o BY) e A8 padll Gleadl) B jal) daddll jlalie

- Financial risk (Change of prices, interest rates, exchange rates)
(Coal) land 5 52308 el 5 Jlanl) ) i) sl

Enterprise Risk Management combines into a single unified treatment program all major risks faced by
the firm:

Z\S)JJ\ L@.@A\y‘;\n 3:1.;»:\.1)&\ JLBAS\@A;_\;}A h\jum?\_\}&m‘w‘ JL\AABJ\JJCAAE
Pure risk, Speculative risk, Strategic risk, Operational risk, financial risk
Al hladls ¢ ddall hladl s ¢ dua) i) bl s ¢ G boadl hlia g ¢ diagd) bl

* As long as all risks are not perfectly correlated, the firm can offset one risk against another, thus
reducing the firm’s overall risk.

A A0 e Y1 il 5 il ¢ (s Al e il sl a5 38,0 ey ¢ il Al e e bl qsen of Ll

* Treatment of financial risks requires the use of complex hedging techniques, financial derivatives,
futures contracts and other financial instruments.

AV AL 5o g ALaY) 5 il 5 Al Cliidiall 5 Baaal) o saill ol aladiind A0kl Hlaliall dallee callas

- Negative correlated risk will reduce overall risk I Shlaladl e Jlis Aol ddag yall lalall
- Hedging is used to overcome some financial risks. LI il aey Je laill da gatl) andig

Major Personal Risks (s xSl duaddl) jhidal)
Personal risks are risks that directly affect individual or family. They involve the possibility of a loss or
reduction in income, extra expenses or depletion of financial assets, due to:
o=l ol 5 jled Jlaal e g sk Ll 3 ) o o dll eyl IS8 i ) SRl o sl Hhlal
ra ¢ AWl J peal) slisind f Al claall s ¢ Jaa
— Premature death of family head (with unfulfilled financial obligations)
(Al el 5L oli gl aae aa) 3D ol B Sl 3l )
— Insufficient income during retirement aclall oL Jaall 4 axe
— Poor health (catastrophic medical bills and loss of earned income)
(oSl J3 (i 5 45 SN Agdall 0 sill) Al JDlie
— Involuntary unemployment Ao ghll e Al
* - Premature death (mortgages to pay\ children to educate) etc.
&L (s 8 (e laalall aales (5 3" el andas /A / lill adall g8 e 5S5 GI" adall i ga ) B Sl 3L ) -

Total Savings and Investments Reported by Retirees, Among Those Responding (ex)
Gl (G Goaelital) Lgda AN &) jladiad) g & Asall Alea)

2002 2007 2008 2009 2010 2011 2012

Less than $1,000 23% 27% 28% 28%
32% 51%

$1,000-$9,999 45% 17 15 14 19
$10,000-$24,999 13 9 16 14 12 8
$25,000-$49,999 7 10 9 13 n 6 9
$50,000-$99,999 14 n 6 9 6 n 8
$100,000-$249,999 19 20 13 10 15 12 12
$250,000 or more 15 14 12 12 12 17 15

Source: Employee Benefit Research Institute and Mathew Greenwald & Associates, Inc. 2002-2012. Retirement
Confidence Surveys.

(Not including value of primary residence or defined benefit plans)
(32354l Ll 3l alad ol 340591 AL8Y1 dad Jady V)
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Property risks involve the possibility of losses associated with the destruction or theft of property
L o 5l lShiaal) ypediy ddadi yall yiludldl Jlaia) e (5 shaii cilSliaal) ki
* Directloss vs. indirect loss 5 dilsall & B jludd) Jilia § pdilall 8 jludd)
— Adirect loss is a financial loss that results from the physical damage, destruction, or theft
of the property, such as fire damage to a home
DY) Jia ¢ clShiaal] 48 5l jpasill 5l goldd) ) e s Al Al 5 lual) a5 bl 5 jludll
Jaal A Gaoall ge daalill
— An indirect or consequential loss is a financial loss that results indirectly from the
occurrence of a direct physical damage or theft loss, e.g., the additional living expenses
after a fire
3obed ol il sale e Gigan e bl e IS i Al 3 lud oa il ) 35800 e 5 jluall -
- Indirect (having to eat outside till home is finished) (JJ) (e LY A = AL aladall J5l8) Hhle e

Liability risks involve the possibility of being held legally liable for bodily injury or property damage to
someone else
AT ol Sl G Gl LY e 251 Al ) cllnd Sl (pars A g el e
— There is no maximum upper limit with respect to the amount of the loss ‘
soldll Hladal adl as aa g Y
— Alien can be placed on your income and financial assets
L) Al pal s Alay e Gas iy (S
—  Legal defense costs can be enormous Al [ adaaly o ol g laal) CallSs (S5 8
For example: Car accidents (could compensate for very expensive cars even if your car is cheap)
(aand ) el s ilS ol i il Al Sl bl i sa 0 (Sag) Sl ) ) g JUl) Jpaas e

Major Commercial Risks sl 4 ladl) jhliall
Firms face a variety of pure risks that can have serious financial consequences if a loss occurs:
Byl gl Al 3 Bk ddle Cdlge L) 0950 Of (San &) dualsdl Hbolall (ye dc g A gazme IS &] dxlgs
—  Property risks, such as damage to buildings, furniture and office equipment
S lama s Y5 el Bali ) )Y Jie ¢ clShiad) bl
— Liability risks, such as suits for defective products and pollution
5 shill g Al Cilaiially Ailaial) (5 steall Jie ¢ 4 g pasall lalie
—  Loss of business income, when the firm must shut down for some time after a physical damage loss
ggdu))ma)m.lug”_\g}“uadé»\s\ﬂas‘)ﬁm‘;c ugz:\:\Ln.l.\s ‘é)\;ﬂ\d;.ﬂ\ﬁ)\.»a
—  Other risks to firms include crime exposures, human resource exposures, foreign loss exposures,
intangible property exposures, and government exposures
asSall (a5 ¢ Al e cilSlieal
- Intangible like: Ruining business reputation. Jeall drans jradi ;(Jie pugala &

Burden of Risk on Society eadaal) o 5kl s
The presence of risk results in three major burdens on society:
rpaiaall Ao Ay plied A ) kAN a5a g g2
— In the absence of insurance, individuals and business firms would have to maintain large emergency
funds to pay for unexpected losses
Aad giall e yiluall oy adal 5 S 5 ) sha Ul saly Blaia W1 4 el clS 5l 5 ol 391 e o ¢ cpali aga g pae Al b
— Therisk of a liability lawsuit may discourage innovation, depriving society of certain goods and services
cilasilly el s o peainall (o s JISEY) s ) Al ypesal) (5502 Sblia (g2 38
—  Risk causes worry and fear ol s Gl g pladl)
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- Effects of risk on society aaiaall o phlaall U
- Depriving society like vaccines Sl (e aaisall le s

Techniques for Managing Risk kil 5 )3} il
Techniques can be classified broadly as (a) risk control, and (b) risk financing
Dbl dysai (@) 5 ¢ Dbl e sl (1) Wl e a5 e e bl Caeat K
Risk Control refers to techniques that reduce the frequency or severity of losses:
el sad ol ) S e JIE N gl ) el plaldal) 8 asal
— Avoidance iadl)
— Loss prevention refers to activities to reduce the frequency of losses
SAetl 505 i )l A1 Nt e
— Loss reduction refers to activities to reduce the severity of losses
el sas dalss ) Cangs il Adada¥) ) B leal) Jils
e Loss prevention (driving courses for motorists) (< lund) Jalod Baball <l ga) Hiledl) aie
e Loss reduction (Special fire extinguishing tools) (Gl slaky dala ¢ pal) 3 jledl) Juls

Risk Financing refers to techniques that provide for payment of losses after they occur:
s any Jileal) by o il Gl el ) ady Shliall g ga
— Retention means that an individual or business firm retains part or all of the losses that
can result from a given risk.
e Sl (e g5 Of ey S LAl S T e e e ALl AS N ol o dl) Jaliia) ey olalY)
— Active retention means that an individual is aware of the risk and deliberately plans to
retain all or part of it
Leie o o sl LIS Ly Bl Jaee Talady s Hhlaally 450 e o il o iy Tadil) olasiny)
— Passive retention means risks may be unknowingly retained because of ignorance,
indifference, or laziness
a5l YL ol Jeall oy 2l e (e lalaally LlaiaVl 2y o8 adf ey olud) Llaay)
— Self-Insurance is a special form of planned retention by which part or all of a given loss
exposure is retained by the firm
Ligma 3 jld (o a8 US 5l o oy AS ) 4 Ladiad o3) laladal) liinl) JISET (e Gala (S5 58 IR (el
»  Active retention like partial insurance. ol Cmeldl) Jie L) Lliia )
* Passive retention (Insurance against permanent disability for workers)
(Jlanll 211 o) aa Gaalill) alud) Laliiay)
e Self-insurance (Health insurance for employees of the company) / UPR
el (55l () etV [ (AS il ik gl aiall cpualill) 1A (el

A Noninsurance transfer transfers a risk to another party. Al bl Jiy i e Jisas
— Atransfer of risk by contract, such as through a service contract or a hold-harmless clause in a contract
Siall (& )y ade o b ) dedd die DA e JUal Qe e ¢ die Gan sy HhIAN JB
— Hedging is a technique for transferring the risk of unfavorable price fluctuations to a speculator by
purchasing and selling futures contracts on an organized exchange
Aalaia Ay g A ALY 258l s o) Bk e bl ) Sl 8 3 gall e Ul il o satl cagll g L gail
— Incorporation of a business firm transfers to the creditors the risk of having insufficient assets
Gl ) 43S J gl a5m 5 p2e plalae J8 ) &y jlad 4855 Qi 503
- Transfer (Retailer cover the maintenance of tv)

(s ALY Al 2531l L aay) Jy il
- Incorporation (Moving of a company from sole to partnership)
(35 ) A (o AS 1 ) Gl
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For most people, insurance is the most practical method for handling major risks
SN Hhalaa) ae Jaelaill dglee YT A8 ) il yiing ¢ Gulill alaead dpilly
— Risk transfer is used because a pure risk is transferred to the insurer.
LCalll Ay ) Aial lalaall i oy 43y lalaall o gad aladial o
— The pooling technique is used to spread the losses of the few over the entire group
Lelasly e panall o A ok 551 el A5 pads
— The risk may be reduced by application of the law of large numbers

50l dlae W1 (8 bty Hlalaall JuliS oSy

Quiz Of Chapter 1 (FORMAT)

Q1: Objective risk is defined.

Solution: the relative variation of actual loss from expected loss

Q2: Example for Subjective probability.
Solution: buying lottery on birthday.

Q3: Direct loss vs. indirect loss.

Solution: A direct loss is a financial loss that results from the physical damage, destruction, or theft of
the property, such as fire damage to a home

An indirect or consequential loss is a financial loss that results indirectly from the occurrence of a direct
physical damage or theft loss, e.g., the additional living expenses after a fire

END OF CHAPTER 1
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CHAPTER 2

Insurance and Risk
sblseallg el

Chapter 2 Appendix

Basic Statistics and the Law of
Large Numbers
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Definition of Insurance  {alil) ciy
* Insurance is the pooling of fortuitous losses by transfer of such risks to insurers, who agree to
indemnify insure
el ga e (38158 Al ¢ opalil) S 8 ) lalaall sda Jysad 3k (e A lall Siluall masd ga cpalill
» ds for such losses, to provide other pecuniary benefits on their occurrence, or to render services

connected with the risk
Dbl ddagi je clead a5l ¢ Ldgan die 5 AT Al L) e gl ¢ plaall s3a Jid ds

Basic Characteristics of Insurance (=il daulul) Lailadl)
» Pooling of losses iwdl) aexd
— Pooling involves spreading losses incurred by the few over the entire group
LelaShy Ao sanall e QA laasSiy ) iledl) a8 e (s shaiy genil
— Risk reduction is based on the Law of Large Numbers
3uKll alac Y 6l e Shladl) e aall ading
— According to the Law of Large Numbers, the greater the number of exposures, the more
closely will the actual results approach the probable results that are expected from an
infinite number of exposures (provide accurate prediction of future losses).
Aad giall Alainall liil) (pe Aladll peilinl) oy ) LS ¢ (g yaill Vs ae ol 3 LS ¢ B0l dlac ) () il i
(Fbiiad) yilually By 1505 a38) (i il YIS (e 4l pan Y 22e (e
In pooling: Average loss is considered instead of actual loss. )
Al 3 )Ll (ge Yy 5 5ledl Jass i e o asanill
Thus, pooling implies: Ui iy ganill od ¢ Al g
1. The sharing of losses by the entire group LelaSt e ganall U8 (e yiludll sl
2. Prediction of future losses with some accuracy based on the law of large numbers.
Bkl ey g e 2l A8a)) ey Aalwiiadl iLeally gl

Basic Formulas

* Expected Return: E(R) = wlR1 +w2Rq + ...+ wnRn

« Variance:  0%=3 [P; (Ei- E(r)]?

+ Standard Deviation:  VVariance
Talk about the 100 coins example and probability of heads (s34 Juial 5 ua8i dadad 100 Jlie (e Saas
Talk about independence of events Galaaly) JMliul e daaas

Example of Pooling:
e Two business owners own identical buildings valued at $50,000
Y52 all B0 Legiad @l Gafildia (e Juee Y Claal (e ) elliag
* Thereis a 10 percent chance each building will be destroyed by a peril in any year
ple (sh (B Shall G (e IS i o o ALl (3 10 sy Jlaial i

* Lossto either building is an independent event Maitaoe Bas Gpuinall (g @l Bl yias
* Expected value and standard deviation (square root of the variance) of the loss for each owner
is:

) &udﬁojw(www)ﬂ\ J.Aaj\) 6)\:\»& U\F\J\}:\aﬁ)m‘:\.agﬂ\
Expected Loss = 90% * SO + 10% * $50,000 = $5,000
Standard Deviation = \/90% (0-5,000)2 +10% (50,000 — 5,000)% = $15,000

— If the owners instead pool (combine) their loss exposures, and each agrees to pay an equal share of
any loss that might occur:
:&A;ﬂﬁf:)m%;i w%;mmgd&a@ds@\}}‘ﬁ)w*bﬁ (cad)@a;ﬂ:kﬂhwyd-\u}ﬁw\eﬁ \J;\
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Under this scenario, there are 4 possible outcomes:  4laisa gilii 4 dUa ¢ g L) 138 JB b

U Neither building is destroyed 0.9*0.9=0.81
Q First building destroyed, 2™ no loss 0.1*0.9=0.09
Q 1% no loss, 2™ destroyed 0.9 * 0.1 =0.09
U Both are destroyed 0.1*0.1=0.01

- The expected loss remains the same but the standard deviation falls down which means lower risk.
bl (bl ey Lae iy (5 sbaal) Calai¥) ST oo LS dad gid) 5 jlal)
- If neither building is destroyed, the loss for each owner is $O.
Y50 0 ellle IS 3 i (5585 ¢ ina gl ypadipae Alla b
- If one building is destroyed, each owner pays $25,000. ¥ 50 all 25 @llle S ady e pa Al b
- If both buildings are destroyed, each owner must pay $50,000
V5350000 gés dllle JS e cany ¢ uind) M8 paxi Al 3
— If the owners instead pool (combine) their loss exposures, and each agrees to pay an equal share of
any loss that might occur:
1Caaad 385k (g1 (g Ay slutie dan @i e agie JS (38 g ¢ 5 ludll agan jad (ed) meads Gl e Yoy o sSIL AL 1)
Expected Loss = 81% * SO + 9% * $25,000 + 9% * $25,000 + 1% * $50,000 = $5,000
Standard Deviation =
\/81% (0-5,000)2 + (2)(9%)% (25,000 — 5,000)% + 1% (50,000 — 5,000)2 = $10,607

— As additional individuals are added to the pool, the standard deviation continues to decline while the
expected value of the loss remains unchanged
a5 5l Aad giall Al Q55 Laiyy (alS33Y) 8 (5 jlamall ol paiV) ey ¢ enall ) il ) il dila) ae
— with a pool of 100 insureds, the standard deviation is $1,500
Y52 1500 sobimall il paiV) 58 ¢ Gase 100 (10 A sanse 35 5 o
—  With a pool of 1000 insureds, the SD is $474.
Y50 474 eldal) Glaall Aad &l ¢ (ja5e 1000 (e gend 252 5 Alls
— With a pool of 10,000, the SD is $150
15¥53150 5 SD « 10000 g3
# By pooling the loss experience of large a number of exposure units, an insurer may be able to predict
future losses with greater accuracy (hence, objective risk is reduced).
STy ddiad) leally sl e 5 a8 el A4S i 068 8 ¢ i) Cilan g (e S aaed 3 jledll &t aead JDA (e
(e pum sl Laladl Qs oy ¢ il 5)

4 Risk reduction based on the law of large numbers. 3mSl) slae Y1 (58 el e Slalal (e aal)
The law of large numbers 3w dlas ) ¢ gild

The law states that the greater the number of exposures, the more closely will the actual results approach
the probable results that are expected from an infinite number of exposures.
e Al jean Y aae (e Al giall Aldinall gl (e dgladl) Uy 5B LS ¢ (el Wl 2ae o LS Al e o glal ay
oa il ala
«  Payment of fortuitous losses 4 ) iludll ada
— Afortuitous loss is one that is unforeseen, unexpected, and occur as a result of chance
Brall Aol Goad g Aad fia e g Aal gia e Bl & A jlall 5 L)
+ Risk transfer _hbliall J&
— Anpureriskis transferred from the insured to the insurer, who typically is in a stronger financial position
to pay the loss
3 jlall adl 5 1 e s 3 0S5 Lasale Al ¢ el AS 53 ) Al asal) (e pallaldl ladll y sa
+ Indemnification (&gl
— Theinsured is restored to his or her approximate financial position prior to the occurrence of the loss
5l g 585 8 il dam g ) Al sl Ble)
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<> Example For fortuitous loss: the loss must be accidental and occur randomly.
& she S5 g dpa je 5 ludll (585 O sy A yall 5 jleall dually
<> Example Pure risks include: risk of premature death, poor health, disability, destruction, theft of
property.
_Qw\z\ﬁ‘)uj‘ ‘):x.qﬂ\}c ).;.d\j‘:\maﬂ ;)MJ‘B‘)S,\.A\EGJS\)LBA:MBJ\ )L\AA\M
<> Example of indemnification: A burning of a house (To be restored to previous position)/ Also, disability
income.

) Jas ¢ gl / (@) pasll ) Sad) J e Goa s saill e Ui

Characteristics of an Ideally Insurable Risk e JSda ¢palill ALY jhlial) Gailad
» Large number of exposure units caadll Glaa g (e jaS 2ae
— to predict average loss based on the law of large numbers
5kl Slac Y i Galad e 5 el Jas giay gaiill
« Accidental and unintentional loss 83 gualall & g dpia jall 3 jluall

— to assure random occurrence of events Galaadd Al sl S el
« Determinable and measurable loss Lol g Lanaat (a0 5 Hlud
— to determine how much should be paid axdy Cal o) aladl apaas

— The loss should be definite as to cause, time, place, and amount (e.g. life insurance)
(3l e i) Jia) glaall g Sl a5 canndl Cua e Baama Bl 0585 o o
e Large number (Similar but not necessarily identical) — Subject to the same peril or group of perils (The
main concept relies on allowing the insurer to predict losses based on the law of large numbers.
350 plandl o (st ) o seiall acing) SR Ao sane 5f yhall (it gy - (ke s 55yl (pad (15 4lia) S 22e
BoaSh alac V) el e 2l ileally sally el
* Accidental and unintentional loss (The loss should be unforeseen and unexpected by the insured and
outside of the insured’s control).
(A o3l 8 s A g Al Gagall U (e daBie g daBgie ye 3 ludll ()5SE ) an) B2 geallall g g A yall )Ll
» Determinable and measurable loss (For example: Life insurance- probabilities of death
3l 5l il - slad) e Gualill QU Jas o) Lgml s s (S 5 jlus o
« No catastrophic loss 43 3 jlud 65 Y
— to allow the pooling technique to work Jaally apenill 4sh ~lawd]
— exposures to catastrophic loss can be managed by using reinsurance, dispersing coverage over
a large geographic area, or using financial instruments, such as catastrophe bonds
Al ) 5o alasind sl ¢ 35S A8l jra dihie o el a5 5l ¢ el sale ] alasinly 45 IS ileall il 30 (Say
uJ\ij\ Syt Jia ¢
« Calculable chance of loss 3 _buddl Glua dua i
— The insurer must be able to calculate both the avg. frequency and the avg. severity of future
losses with some accuracy.
A8l amy Ad@ad) leal) sad Ja giall g a2 8l Ja giddl e S Gl e 50l ualil) 38 58 ¢ 55 o s
— to establish a premium that is sufficient to pay all claims and expenses and yields a profit
during the policy period
SV B FED ENF TR AN PRURE PRTN PRUR IS SN I SVENPE R S P Y
- Large proportion of exposure units should not incur losses at the same time.
TP UV I QU PR X IRGULNE WS TS JUTE ] JUG

- Premiums must be increased to prohibitive levels. Aaaly il givse ) BLaEY) 8ol ) g
Economically feasible premium Ll d;aal) Lludy)
- so people can afford to purchase the policy A all el 5l (e il Sy s

- Forinsurance to be an attractive purchase, the premiums paid must be substantially less than
the face value, or amount, of the policy 4 siaall LLEY) (55 () ag ¢ Alda o)l ddee ol & (S
a sl dlae sl sansl) Aaiill (ga ISy
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- Low chance of loss

Based on these requirements:

.é) .n“....am‘)é

cldbial) oda Lo sl

- Most personal, property and liability risks can be insured

il g pasall 5 lSHaall s dpadill llaall aliee o i) (Say

- Market risks, financial risks, production risks and political risks are difficult to insure (speculative

risks)

(R baall L) dulaadl Sllaall s Uy Shlia s Zallall Jhlaly G sadl jhlaa (peli Conay

Two applications: The Risks of Fire and Unemployment
* Let’s apply these requirements to a specific risk

Requirements

1.

6.

Large number of exposure units

oapdll Glda g (e S A3
Accidental and unintentional
loss.

_3{9.443.45\ )...\S.:ja,.ub}ﬂ SJLuﬂ‘
Determinable and measurable
loss

Lk g L daaas (iay 3 jlud

No catastrophic loss
f\;a& SJI.A.«S ¥

Calculable chance of loss
Ay grunal) 5Ll da @

Economically feasible premium
Lalaid) gl Jaud

Requirements

1.

Large number of exposure units
oa il dilaa g Cr S A3

Accidental and unintentional

loss.

Bagalall yd g Al 5 Ludld)
Determinable and measurable
loss

Ly La3paad (s B il

Aty (g oadl lalia 1l
A hlie e cilibiidl sda gudas lics
Does the risk of fire satisfy the requirements? ~ fabahiall b (5 Al i Ja
Yes. Numerous exposure units are present.
B35 50 il las g (e aall ans
Yes. With the exception of arson, most fire losses are accidental and
unintentional.

Yes. If there is disagreement over the amount paid, a property insurance policy
has provisions for resolving disputes.
dald alsal Ll cilSliad) e gpualill dagl g (8 ¢ g gl adaall Jsa DA @i YIS 1) ans
<l 3l
Yes. Although catastrophic fires have occurred, all exposure units normally do not
burn at the same time.

) s b Bale (3 it Y G pmil a5 en 0l ¢ IS B Cagia e el e and
Yes. Chance of fire can be calculated, and the average severity of a fire loss can
be estimated in advance.

Moo (55 jall 305 o sl a5 (Says ¢ o ys o A b Ol (S o
Yes. Premium rate per $100 of fire insurance is relatively low.
s pmidie (3 yall am Cpalill )Y 50 100 S Bossil) Jans o

Does the risk of unemployment satisfy the requirements?
febthially & Al i Ja
Not completely. Although there are a large number of employees, predicting
unemployment is often difficult because of the different types of unemployment
and different types of labor.
ey G (355 Lo Ul AUally 5ol (51 ) € il pall (30 S 20 355 0 1 e Lalh (o
AR Jasll g3l 5 Aaliaad) Al &1 g3l

Not always. Some unemployment is due to individuals who voluntarily quit their
jobs.

Aae) sl agiith g )5S 55 cpdll o) a1 ) AUl a0 gx Laily g
Not completely. The level of unemployment can be determined, but the
measurement of loss may be difficult. Most unemployment is involuntary
because of layoffs or because workers have completed temporary jobs. However,
some unemployment is voluntary; workers voluntarily change jobs because of
higher wages, a change in careers, family obligations, relocation to another state,
or otherreasons.
G g e ALl aline s 5 Letll G 058 8 (805 ¢ Al (s shenn 3083 (Say Lali pu
ashs ¢ Fue s Al ey (ol ¢ Gl ey Aige il g LoleST Jleall 0 o Jlanl) gmy i s
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4. No catastrophic loss No. A severe national recession or depressed local business conditions in a town

5. Calculable chance of loss Not completely. The different types of unemployment in specific occupations can

6. Economically feasible premium  Not completely. Adverse selection, moral hazard, policy design, and the potential
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s ¢ Aliladl lal SN 6l ¢ el 8 masll ol ¢ sal) g ) s dae) gl agiith s jus Jleal
oAl Y Al g ) Jay)

dand 3 lid Y or city could result in a catastrophic loss.
Bl ) A ol saly 8 ) Adaall Ay jlall Jlac ) gyl ol el o sl 35S 511 g2 8 ¢ DS
4a0d

4 gunal) 3 Ludl) dad  make it difficult for actuaries to estimate the chance of loss accurately.
O SV ) Al e Camall (e diina (g 8 Adliaal Al o) il Jans of oSy Lalad
803 ledll da i s

Lalaid) saaabud  for a catastrophic loss could make the insurance too expensive to purchase. Some
plans, however, will pay unemployment benefits in certain cases where the
unemployment is involuntary, and the loss payments are relatively small, such as
waiver of life insurance premiums for six months, or payment of credit card
minimum payments for a limited period.

3 lud Cigan Jlaial 5 ¢ Aulaall aranaiy ¢ AEIAY) RIS 5 ¢ uSall LSV (a5 8 Lalad
S VA any & AUy Ul e aladd) (e addins ¢ @l aay Al GG cpalill Jan ) daold
bl Bl (e J ) Jia ¢ G 3 a5 ledl) e ae (5S35 ¢ Ao sh e Al Lgd S

33 g3na B il el A8y e ghaa (e (S aall ads ol ¢ el A sad BLal) e

Adverse Selection and Insurance (Sl aalill g LAY
* Adverse selection is the tendency of persons with a higher-than-average chance of loss to seek
insurance at standard rates
Ll ¥ aeally el Callal 3 5Ll Lo il (e e dia 8 agaal Al (alai) Jae 58 asSal) HLiaY)
* If not controlled by underwriting, adverse selection results in higher-than-expected loss levels
sl n el 5 s iy siean ) (5238 nSal) LSRN (b ¢ ESY) 55k e oSl o ol 13
+  Adverse selection can be controlled by: & (e (uSall JLEAY) B aSail) (Say
— careful underwriting (selection and classification of applicants for insurance)
(Crealill (ppeaiiall Caieaty HLdl) (gaal) QLECY)

— policy provisions (e.g., suicide clause in life insurance)
(sladl o Gadill 8 etV b i ¢ QU Jaas o) Auand) plSa]
- Adverse selection examples (high-risk drivers who seek insurance at standard rates/ Health insurance
for people with health problems)
alaiB ol Gaalill / Al Vel (el e Jgeanll () sy cpdll Alladl 35 shadll 565 ) s8lll) A e e lial AL
(e JSLia (e O silay a3
- If the applicants for insurance with a higher-than-average chance of loss succeed in obtaining the
coverage at standard rates, we say that insurance is “adversely selected against”.
sk Lild ¢ Al ¥l ddasll e J gemal) 8 Jaus giadl (e el 5 lud G i pgal Guali e Jgaanll () gadiiall e 1)
SenSe IS5 LA A Gaaldll )
- Underwriting: refers to the process of selecting and classifying applicants for insurance.
Calill el Caiaai s sl ddee ) ey sy

Insurance vs. Gambling bl JilBa cpnalaly
Insurance (bl Gambling il
* Insurance is a technique for handing an already existing *  Gambling creates a new speculative risk
pure risk Buaa 4 jliaa Hhalae 3l Ll
Jailly 33 g gl 4@l Hlalaall ae dalaill ol s cualill |« Gambling is not socially productive
* Insurance is always socially productive: Lo Ldia) datie Gl 3 jalial)
Ve laia) e ily (el — The winner’s gain comes at the expense of the loser
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— both parties have a common interest in the elall Gl e s
prevention of a loss — Gambling never restores the losers to their former
8oludll aiae (A AS jidie daliaa (g Hhall DS financial position
— Restore the insureds financially Golad) (el agmaia g (AN pmalal) 28 Y 5 jalial)
Lle agile (asall 3ale) o Risk is transferred by a contract
Risk is transferred by a contract de s gy plalaall J8 S5
de ca gar HhlAW & e | o Hedging involves risks that are typically uninsurable
Insurance involves the transfer of pure (insurable) risks Ol ALE pe oS lesale jhlas o (g sk da gl
(el AL Al sl Jy gt cpelill Jedy | ¢ Hedging does not result in reduced risk (just risk

Insurance can reduce the objective risk of an insurer transfer)

Ol A8 5l Ao gum el lalaal) e cppalill J o (S (bl o st Ty plalaall Julfs ) Jagaill (525 Y @

— through the Law of Large Numbers
3 el alac Yl 8 JMA (e
- Insurance decreases risk while gambling increases risk.
Bl Ga s el 3 Lai Hlalaall (g Gaalill JIGy
- In gambling (Well-being varies a lot depending on future outcome) 1S bet, you either win 5005
or lose 1$ (No bet, no effect)
) S5 1 el 5l Y5500 ms ol Wl 5 5 1 gl (ddited) Aagill e 13laie) )30 Laald )l Calian) 5 jlial
(30« la
- Ininsurance (1S insurance for 500) you either get 500S or lose 1S but here we reduce the risk.
blaa) iy o 66 L oSy JY 90 1 5edS ol Y53 500 e deant o L) (500 Jilie mels Y 53 1) calill 8
- Ininsurance you pay for something you own, gambling for something you want to have.
225 el e o) i ¢ asla e b Jilie pii ¢ cpalill b -
Types of insurance =l g1l
I.  Private insurance oalid) (yalil)

- life and health insurance eaall Gl g 3ladl e el

- property and liability insurance el Y1y lSliaal) (el
Il.  Government insurance = sSall (yalil)

- social insurance programs Lclain!) cilipalill gl

- other government insurance plans s aY) & sSall Gudill laa

Types of Private Insurance aldd) ¢palill 1 i
« Life and Health 4aall g 3Lall
— Life insurance pays death benefits to beneficiaries when the insured dies
ale Gesall Bl vie Cpiaivall 38 5l Claade ady sLall Lo cpalil)
— Health insurance covers medical expenses because of sickness or injury
Ll 5l o pall sy Al Cay jlaall aky auall Gaalill
Disability plans pay income benefits JAA Ul e adxs Adle Yl bkl
+  Property and Liability <Ll Jil¥) g cilStiaal)
— Property insurance indemnifies property owners against the loss or damage of real or personal

property
dead il o 4 el CculSliad) Cali o (jlagh o CulSliaall Glaal (a s Ol e il
— Liability insurance covers the insured’s legal liability arising out of property damage or bodily injury
to others

AN Lyl ALaY) 5f el s (e R Agde cya pall i Al A panal) iy Bl gl a5

— Casualty insurance refers to insurance that covers whatever is not covered by fire, marine, and life
insurance (auto, liability, burglary, health insurance, workers compensation)

¢ badl) sladl e el 5 5 ad) cualill 5 3 padl aia il aplary W Le JS any (3 il ) o) sl s cpalil) iy

(Jlandl g s ¢ gaal) cpalil) ¢ shand) ¢ 44 5 5usdl)
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* Private insurance coverages can be grouped into two major categories
Oty (iid B gl ) dialil) ciladaail) Ciaia (S
— Personal lines: coverages that insure the real estate and personal property of individuals and
families or provide protection against legal liability
A g A g panall d Alandl Jigi o DUl 5 ol 0 dpad i) clShiaa) 5 <l JlEall (e Al Clhaail) dpaddl) b ghadl)
— Commercial lines: coverages for business firms, nonprofit organizations, and government agencies
e KAl gl g daay ) e cladaiall g Jlae Y1 Ul il chlidass iy jladll Lo gladl)

Personal lines Examples: Auto insurance, Homeowners insurance
Jotal e caalill ¢ el jlndl Je il sduadil) o ghall e AL
Commercial lines examples: Losses caused by fire and lightning, marine insurance
Goad) celdll ¢ el gall s 3asall e daslll yiluall 4, jladll L gladl) Al

Exhibit: Property and Casualty Insurance Coverages  itwdll g cilSliaal) o cpualil) 4dais ;J<al)

Personal lines Commercial lines
Private passenger auto insurance Fire and allied lines insurance Aallaial) Ja gladll 5 gsal) s
G Al s 5k uali - Commercial multiple-peril insurance Dbl aasia (g lad cpals
Homeowners insurance General liability insurance PN [V P WON I |
Jball Saa cndi | products liability insurance Clatiall 4 g pose (pals
Personal umbrella liability insurance Workers compensation insurance Jlaall (gay g23 u:“l-‘
dpad il Uladl 4 s5me (S Commercial auto insurance Sl bl e (5l ol
Earthquake insurance JOY Q:’“:u Accident and health insurance s>all Cpalll 5 ) gall aca il
Flood insurance &bl s (pdi | njand marine and ocean marine insurance bl (s yaall 5 3l 5 ) il
Professional liability insurance gl Al g pesal) (el
Directors' and officers' liability insurance Ol sall 5 paall Al g pane el

Boiler and machinery insurance (also known as mechanical breakdown,

equipment breakdown, or systems breakdown coverage)
Juacf ddaxs 5l laeall Jael o A0S0l Jae V) asly Waagf (o jpad) VY15 cldladl cpals

(alaiy)
Fidelity bonds and surety bonds Slasall i g LY i
Crime insurance dag yall cpdls
Other coverages GAY!) cldazil)

Types of Government Insurance (- sSall Gualil) g1 gil
«  Social Insurance Programs Slia¥) ¢palill gal
— Financed entirely or in large part by contributions from employers and/or employees (not
by general gov. revenues)
(sl A Sl sl W) IS (a il 5) (ol 51 /5 Jand) sl (0 ol 0 U3 5l G e
— Benefits are heavily weighted in favor of low-income groups
miaiall Jaall il i) llal S IS8 25l g i
—  Eligibility and benefits are prescribed by statute O 8 Lo a seaiall L) jall 5 ddaY)
— Examples: Social Security, Unemployment, Workers Comp
Jlead) S 55 ¢ Aldadl ¢ elaia¥) Glaall ;aLial
+  Other Government Insurance Programs S AY) LagSal) cpalil) el o
— Found at both the federal and state level
LY S (6 siaay (ol (5 sial) o 25 e
— Examples: Federal flood insurance, state health insurance pools
La sSall aall Gaalill Cile sana ¢ libiagl) i 12l Gaalill (Al -
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Social Benefits of Insurance Onalill ds Latiay) @U—d!
« Indemnification for Loss B oall e ay gaill

e Reduction of Worry and Fear o gdll 5 alall s
e Source of Investment Funds i) galia juas
* Loss Prevention Bl aia
*  Enhancement of Credit QLY 3l

Social Costs of Insurance  G=alill e Laia¥) calsat)
e Cost of Doing Business Akl Jlee Y1 A jlas 285
— An expense loading is the amount needed to pay all expenses, including commissions,
general administrative expenses, state premium taxes, acquisition expenses, and an
allowance for contingencies and profit
e sSal) JauBY) il pum s Aalall 1Y) iy el 5 Y panll Gl 6 Ly ¢ il an adal o stlaall aliall s iy jaall Jrend
gLV sl shll (arada s M aiu) i

*  Fraudulent Claims Aty cileleay!
* Inflated Claims Aad atal) cillUdadl)
Higher premiums to cover additional losses reduce disposable income and consumption of other goods
and services
G AY) leadll 5 aludl gl 5 ~Bal) Jaal) AalaY) jilual) dgdaas QI e yall LLudY)
- Cost of doing business of insurance Cnaldll Jlacly plall dalss
- Examples of fraudulent claims: Faked auto accidents
4y 3al) lHland) Caal ga il Y] Cleleay) e b -

Appendix

Basic statistics and the law of large numbers Bmsl) Aas ) (8B g i) sLaay)
* The application of probability and statistics is crucial in the insurance industry.
(Ol delia 8 a1 Al el cilebian ) cYlaaY) ks
* Insurance actuaries face a tradeoff when determining the premium to charge for coverage:
Agharill Cpalil) Jand 3aa die Aualie uelill (5 ) 55S) 4l 5
- it must be high enough to cover expected losses and expenses.
Al giall lail) il Lpdaail S Ly Amdi je ()5S5 OF ong
- But low enough to remain competitive compared to other insurers.
LAY Opelill S &5 e Audliall e 5 ,0l8 a5 Ly daddie L)
* Actuaries apply statistical analysis to determine expected loss levels and expected deviations from
these loss levels.
238 3l Gl glua e a8 glal) ) At g Aad giall 3 jludl) G giie aaail Slaay) Jalaill Gadalhy ¢ g ) SV o) i) g8
*  Through the application of large numbers, insurers reduce their risk.
Ao lalie e cpalill @l s I8 ¢3S slae ] ks JMA e
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* Important statistical concepts: 4age dzilaa) alia

v Probability Adlaay)
v' Central tendency &Sl 4e i)
v' Dispersion ol

Probability and Statistics slaall g Jlaial)
* The probability of an event is the long-run relative frequency of the event, given an infinite number
of trials with no changes in the underlying conditions.
& Dl dga g ade e cladll e Al jas Y oaae I kL ¢ Jghall gaall e Caaall ) ) Sl ga s g 8 Jlaia)
ANl g Ll
* The probability of some events can be determined without experimentation (coin flip)
(Alanll ) 23 a3 5% ClaaY) (ams £ 585 Allaia) Basd (S
*  Other probabilities, can be estimated from past loss data (car accident)
(5 b Cala) Al 5 el by (g Lo 5 Sy ¢ 5 Al ¥ Laia)
*  Probabilities can be summarized through a probability distribution
YY) &y ) 8 AR e OV Gandlh (S
o Lists events that could occur and the corresponding probability of each event’s occurrence.
oo S g gl Qi) Jlaia¥ly dhans of oSy 3 Elaall) o e
* Distributions may be discrete (distinct outcomes are possible)
(AiSan 5 jaall iliall) Alaiia ey 3 il ()55 38
e or continuous (any outcome over a range of outcomes could occur)
(an3 ol (S ) (e A gane 20 o Anii (5) aisa
« A probability distribution is characterized by two measures:  (palbiay jaaly SIS &350
1. A mean, or measure of central tendency (expected value) (%23 siall 4ailll) (5 S pall olaiDU (ulila of Jam gia
EV is found by multiplying each outcome by the probability of the occurrence, and then summing the
resulting products.
AT ) e s ganl) Adlia b Al S o BV e siel
* The mean () or expected value =
*  For example,

Amount of Loss (Xi) = Probability of Loss (Pi) = Xi-Pi

S 0 X 0.30 = S 0
$360 X 0.50 = $180
$600 X 0.20 = $120

* Although the mean value indicates central tendency, it does not tell us anything about the riskiness
or dispersion of the distribution.
sl il s sha e et sl Uad Y el V) ¢ g 38 e olad) ) i Adaus gial) el o (e 2 1 e
2. A variance, or measure of dispersion  cidill (b gl (b
Two standard measures of dispersion: Variance and Standard Deviation
& beall Gl i bl el ol lhas Glubia
*  The variance of a probability distribution is the sum of the squared differences between the
possible outcomes and the expected value, weighted by the probability of the outcomes
) il Lo o ¢ A giall Tl Alainall ) i 3l g 5 ymmm 5 a0 s
* (the average squared deviation between the possible outcomes and the mean):
(s siall 5 Alcinal) il G s il ol aiY) Jaus 5ic)

0% =) piCX; — EVY:
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*  For the previous loss distribution,

0= zpi(Xi — EV)?
g% =30% (0 —300)2% + 50% (360 — 300)% + 20% (600 — 300)?
= 27,000+ 1,800 + 18,000 = 46,800
¢ The standard deviation= Vo* = /46,800 = 216.33
* Higher standard deviations, relative to the mean, are associated with greater uncertainty of loss;

therefore, the risk is greater
ST laall 06K ¢ @A €3 5lual) (e cRil ane e ST iy dasi i ¢ o giall ) dally ¢ oY) A el i) sy

Law of Large Numbers 8wl das ¥ ¢ gild
* Insurers do not insure populations, rather they select a sample of the population and insure the
sample.
Al ey G e e Ll o 58 i ¢ LSl iy il S 5l o g8 Y
* The relationship between population parameters and the characteristics of the sample (mean
and SD) is important for insurers.
Caldl) S 5 daga (SD s dass siall) Aial) ailiad 5 Q) Cilales (p A83all s
* Because actual experience may vary from the population parameters.
S e e caliag a8 duladl) & el oY
* The law of large numbers is the mathematical foundation of insurance.
L0elall sl 1 bl s 5 Sl dlac ) () il
* Average losses for a random sample of n exposure units will follow a normal distribution because
of the Central Limit Theorem.
RSl 3 pnl) i sl sy g sl e el las 5 (a1 (00 Al s ]l s i
* Regardless of the population distribution, the distribution of sample means will
approach the normal distribution as the sample size increases.
Al aan 330 ) ae anhall w3l (e i Aall o Sl w555 8 ¢ QS 555 e bl iy
* The standard error of the sampling distribution can be reduced by increasing the sample
size

Al 3045 3ok e Sl @58 (5 sbadl) Undl Julis (K
Example: Insuring against failure

o6 A class has 90 students (the population) (Osll) Wa 90 aall 4
« A sample wants to insure against failure Gl aa il oy i dae

«& 20% of the population fail the class, with 5% SD. %5 <!~y 5 Juadll 3 ) sy (S (0 %20

* Evenif the characteristics of the population were known, insurers do not insure populations.
Sl i Y Opelill IS 5 (a ¢ A5 jma IS Gailiad cilS 5l s
» Insurers insure a sample Aue il IS L3 ey
* The relationship between population parameters and the characteristics of the sample (mean
and SD) is important for insurers (actual experience may vary from population parameters)
e e Aledll 5 il Calias 8) cpualill S 8] daga (SD 5 Ja siall) Al ailbiad 5 M) Clalra (g A8Dall jia
(o)
* It can be shown that the average losses for a random sample of n exposure units will follow a
normal distribution because of the Central Limit Theorem
3 38 all 2 3nd) g yTad oy ratlall 55 i G sail Cin s (a0 (e Al e Aisml i) Jas i o el Sy
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* It has two important implications for insurers: Cpalill S E o Glaga 0 8 LY
I.  The Central Limit Theorem states that the distribution of sample means will approach the
normal distribution as the sample size increases.
Al 35 LIS om0 3 ) (e o s Al o gia 2555 O sl R3S sall 3 3nl) g yli
*  The normal distribution is a symmetric, bell-shaped curve defined by the mean and SD of the
distribution.
SD 5 @) sill Ja siay daaa s IR e Jilaia iaie s el a5 5l
Central Limit Theorem s JSall aal) 4y a3
*  About 68% of the distribution lies within one SD of the mean
Lo giall (e 2al 5 SD s ) Al (e 768 s o

e 95% lies within two SD of the mean ol i) Jass il (e (5 Yl (e 85 795
Exhibit Sampling Distribution Versus Sample Size Lal) aaa Jilke Cliall g 68 2 e

f(x)

n = 10,000
n = 1000

|

E(X)

Il.  The standard error of the sample mean distribution declines as the sample size increases.
Aal) a2 WS a5l o Aall (5 lmall Ul iy
* Because the population SD is independent of the sample size, the SE of the sampling distribution
can be reduced by increasing the sample size.
i) aaa 30l Gk o Gl g si (alall SE il ¢S ¢ Al aaa oo Jiue IS SD Y 15k
8

Standard error =SE, = N

»  Example: assume an insurer would like to select a sample to insure form a population where the
mean loss is $500 and SD is $350.
J5¥53 350 5 Y53 500 5 bl Jausgia (558 Cus aaina (g Gpalill A JUEA) & i cpalil) 3S 8 O i ) 1l
* Asthe insurer increases the number of units insured (n), the SE of the sampling distribution will
decline. The SE for various sample sizes is summarized next.
Gl 2y daliad) il alan SE padli 4ty el a3 5 SE Giaddinn ¢ () Lale (asal) las gl 2ae (e el ol LS

n SE

10 110.68
100 35
1,000 11.07
10,000 3.50
100,000 1.11

Exhibit: Standard Error of the Sampling Distribution Versus Sample Size
L) aa Jilia cilial) 25580 (g baal) Uadl) 1 S

o5 = rrxf\fg
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*  When an insurer increases the size of the sample of insureds:
ipgale Galsall A paa (e (pallll ASHd 3y 55 Ladie
— Underwriting risk increases, because more insured units could suffer a loss.
SoLeall o i 3 Lede e gall Cilan o)) e a3l O ¢ QESYT Ghalaa sl 3
— But underwriting risk does not increase proportionately. It increases by the square root
of the increase in the sample size.
Al aas (85005 a il H0al G 0l Gy e S 3 5 Y QLESY) lalas (]
— There is “safety in numbers” for insurers! ol il L0 "ald 5N b el llia
— Insurance companies are in the loss business (they expect losses will occur)
(Dl Eugan () 528 51) 3 jledd) Jlae (A Jand aalill S 55
— ltis the deviation between actual and expected losses that is the major concern.
etV JELEN o Gl giall 5 Agdadl) LAl (o ol AV

EXAMPLE COMPREHANSIVE OF CHAPTER 2 + APPENDIX
The company A has a building cost/ fair value $100,000, and you can probability 3 scenario 20% of the
risk $100,000, 40% of $30,000 and 40% of $0. (354! agal) s dainia %100 e 8Y))

1. What the Expected Loss

2. Varianceto A

3. Standard deviations
Answer:

1. Expected Loss (A) = (20% * $100,000) + (40% * $30,000) + (40% * $0) = $20,000 + $12,000 + 0

= 532,000
2. Variance to A = 20% (100,000 — 32,000)? + 40% (30,000 — 32,000)2 + 40% (0 — 32,000)2
= 924,800,000 + 1,600,000 + 409,600,000 = 1,536,000,000
3. Standard deviations (SD) of (A) = \/1, 536,000,000 = $39,191

Assumptions Company B has a building cost/ fair value $100,000 (With The company A has a
building cost/ fair value $100,000), and you can probability 9 scenario 20% of the risk $100,000 (20% of
the risk $100,000, 40% of $30,000 and 40% of S0), 40% of $30,000 (20% of the risk $100,000, 40% of
$30,000 and 40% of S0) and 40% of $0 (20% of the risk $100,000, 40% of $30,000 and 40% of $0.).
1. What the Expected Loss
2. Varianceto A
3. Standard deviations
Answer:
1. Expected Loss (B) =
(20% * 20%) (100,000 + 100,000)
(20% * 40%) (100,000 + 30,000)
(20% * 40%) (100,000 + 0)
(40% * 20%) (30,000 + 100,000)
(40% * 40%) (30,000 + 30,000)
(40% * 40%) (30,000 + 0)
(40% * 20%) (0 + 100,000)
(40% * 40%) (0 + 30,000)
(40% * 40%) (0 + 0)
Expected Loss (B) = Expected Loss (A) = $32,000 daby S dslaa b Ja (a3 8l
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2. Varianceto B
(20% * 20%) (200,000 — 32,000)?
(20% * 40%) (130,000 — 32,000)?
(20% * 40%) (100,000 — 32,000)?
(40% * 20%) (130,000 — 32,000)?
(40% * 40%) (60,000 — 32,000)?
(40% * 40%) (30,000 — 32,000)2
(40% * 20%) (100,000 — 32,000)?
(40% * 40%) (30,000 +— 32,000)2
(40% * 40%) (0 — 32,000)?
Variance = 7,679,672,405

3. Standard deviations (SD) of (A) =/ 7,679,672,405 = $27,712

SD4 _ 39191 _
OR SDg = N $27,712

Quiz Of Chapter 2 + APPENDIX
Q1: A company face a fire risk of its building. The loss distribution is:
1. $3,000 loss with probability 15%.
2. 5800 loss with probability 25%.
3. No Loss.
Calculate the:
1. Expected Loss
2. Standard deviation of the loss
Answer:
1. Expected Loss
EL(A) = ($3,000 * 15%) + (800 * 25%) + (0 * 65%) = 450 + 200 + 0 = $650
2. Standard deviation of the loss
Variance = 15% (3,000 — 650)?= 15% * 5,522,500 = $828,375
25% (800 — 650)? = 25% * 22,500 = $5,625
60% (0 — 650)? = 60% * 422,500 = $253,500
Variance = $828,375 + $5,625 + $253,500 = $1,087,500

Standard deviations (SD) of (A)=+/ 1,087,500 = $1,043

Q2: An insurance company want to insure 5 buildings have the same characteristics in Q1. Calculate:
1. The Expected Loss for each company.
2. What the Standard error for each company.

Answer:

1. Expected Loss for each company = Expected Loss for company of Q1 = $650

2. Standard error for each company = SDg = SDT; = 1313 $466.4

END OF CHAPTER 2 +
APPENDIX

|Pagel3

1

]

2,

—

U)

-HUOB com Uploaded By anonymous



CHAPTER 3

Introduction to
Risk Management

ool 8)10] (3 doddo

Uploaded By: anonymous



FINN233 (insurance) _ CHAPTER 3 (el
e () slaa

Meaning of Risk Management  _hliall 313 aa
* Risk Management is a process that identifies loss exposures faced by an organization and selects the
most appropriate techniques for treating such exposures
il yail oda Jie dallaad daeDle SV L1 5las 5 dadiiall Lggad 8 6 jludll (o el 2aad dylae & lalaa) 5 )
* A loss exposure is any situation or circumstance in which a loss is possible, regardless of whether a
loss occurs
Yl ciiaa 285 L) CulS 13 e il (oaky ¢ 3 jludll 4 oSay Gl il ge ol s B LAl (i)
— E.g., a plant that may be damaged by an earthquake, or an automobile that may be damaged in
a collision

ed@@)wﬁﬁ)\ﬂuj\d\)&‘)w‘)wﬁﬁw ‘Jl_ml\démé:;_

Objectives of Risk Management  _hblial) 33 cilaaj
* Risk management has objectives before and after a loss occurs
3kl ¢ gan dmy g Jib calaal Lt laladl 5 500
*  Pre-loss objectives: 5_ludl) J8 La Cilaal
— Prepare for potential losses in the most economical way
labaddl YY) ddy plally Alaiaall LAl dlasiuy)
—  Reduce anxiety Gl Julss
— Meet any legal obligations 4 58 el 5l gl o185l

- Pre-loss objectives: (72 5) Bl g La Cila]
1. Economical way: Analysis of the cost of safety programs, insurance premiums paid, and the costs
associated with the different techniques for handling losses.
) dalled dalisa) eyl ddag yal) CalSall 5 Ao gdaall cpuelill Jaludl g Aadld) peal s 415 Jolas 1 AuabaiBy) 48, jhal)
2. Reduction of anxiety: Certain loss exposures can cause greater worry and fear for the risk manager
and key executives. (Examples: The threat of a catastrophic lawsuit because of a defective product can
cause greater anxiety than a small loss from a minor fire).
ALal) | o)) 2l paall s hlaall el ST A 5 W 5 il (i el Cills Gans o O (S 1(3HRY (e 2ad)
(R (3x 0 Baall 3 Ludll o STEB Cunny o Sy Caane e Cann 48 IS Ailiad (5 g0 0 aagill
3. Legal obligations: (Examples: Government regulations may require a firm to install safety devices to
protect workers from harm, to dispose of hazardous waste materials properly, and to label consumer
products appropriately/ Workers' compensation benefits to be paid to injured workers)
clal e galadll s ¢ o3V e Jleal) lead (el 5 gl S 55 AS Al (e Ay sSal) il gl alla 88 (AT (A gAY Cilal 33
(Crsbaall Jlaall Lgmds cpaty Al Jlaall Gy g2 Ll e [/ nlia JS5 LS Olatiall dpand ¢ pusaa 0 5 jladl)

Post-loss objectives:  5_ludll 3y La Cilaaj

— Survival of the firm A< 5l elay
— Continue operating Jaall & el
— Stability of earnings ClSall ) i
— Continued growth of the firm A< Hal gab ) il

— Minimize the effects that a loss will have on other persons and on society
ainall 5 AV GalasY) e 3 luall AT (e Julil)

*  Post-loss objectives: (g2 5)5 il 2y La Cilari
1. Survival of the firm: Means that after a loss occurs, the firm can resume at least partial operations

within some reasonable time period.
Al giae dyia B3 IS JBY) o A sl Leililee (il AS A0 (S ¢ 5Ll gan ey 43 iay 1AS LA oGy

2. Continued operations (Like banks for example) (DGl Jaos e el gl Jia) 3 paiosall cillanl)
3. Stability of earnings LY )i
|Pagel
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4. Continued growth of the firm: Developing new products or merging with Identify loss exposures.

other companies.
(AT S8 re eVl saaa Cilaiie y ghat S AN el gail)

5. Social responsibility (employees, suppliers, customers, investors, Measure and analyze the loss exposures.

creditors and the community in general)

(ple IS ainall 5 () g Rl 5 (5 sl 5 5L 3l 5 (59 sall 5 ) sida sall) dpe Laia W 4] 5 anal

. " . v . . Select the appropriate combination of
Identify Loss Exposures B kaddl (2 i) yaa techniques for treating the loss exposures:
* Risk Managers have several sources of information to identify loss 1. Risk control

exposures: « Avoidance .
" . ST . « . » Loss prevention
B LAl (i peil) s paadl Cilaglaall jolas Sae phldall 5 juaa sl + Loss reduction
— Risk analysis questionnaires and checklists 2. Risk financing
daa) yall 23l 5 Hhalad) Jalas bl « Retention
— Physical inspection Gaall Canl) » Noninsurance transfers

. . « Insurance
—  Flowcharts (flow of production & delivery)

(il 5 Y (335) Alpes) illalade

— Financial statements Adlal) Qi 3l

. . v e et e VW Implement and monitor the risk
— Historical loss data doan Hlall 3 jleal) calily P

management program.

Industry trends and market changes can create new loss exposures.
3l Baas lia a3 ) 5255 O Sy (3 saall 0l yuri 5 Aelinall clalal

— e.g., rising workers compensation costs Jlaadl (g a3 CallSS 85 ) ¢ JBall Japs e
—  Cyber risks Ca i/ bl Hlalas
—  Supply chain security Q) sill Al (el

- Other industry trends and market changes: Effects of mergers and consolidations by insurers and
brokers and climate change.
Flall i elau gl Cpalil) S 5 i e s gl o) llee BT 13 guall )y GAY) deliall clalas)

Risk Financing Methods: Retention By ; jhldal) J; 54 3ok
* Acaptive insurer is an insurer owned by a parent firm for the purpose of insuring the parent
firm’s loss exposures
3t oY1 AS N (m ya el (om jal ol AS A1 AS glae i 4S50 a5y il A8
— Asingle-parent captive is owned by only one parent
Jasé all gl aal Ji (e & glaa all gl s gl ay)
— - An association or group captive is an insurer owned by several parents
;hy\wmﬁd\t@mu&UK}.ﬂGﬁ ) A ganall g domand)
- Kind of paying premiums to the company itself to finance claims.
el sail Lgaais S il L) ada g 58 -
+ Reasons for forming a captive include: b La ) 0 oS Gl Jads
— The parent firm may have difficulty obtaining insurance
Ol e Jsanll 84 gaa oY) AS Ll 4nl 55 8
—  To take advantage of a favorable regulatory environment ) gall dpalaiil) Al (e BalEILDN
—  Costs may be lower than purchasing commercial insurance kil Gl o) 33 (e S8l Callsill () 4S5 8
— Acaptive insurer has easier access to a reinsurer
cpalill ale) 38 55 ) el Jpa s Ll 5 anY) il 3855

— A captive insurer can become a source of profit ) e o) Cpalil) AS i maal o (S
1. Unlisted type of insurance gl e cudill g g
2. Offshore company in a more flexible regulatory country g0 S bt ol 8 daa A A8,
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3. Lower operating expenses, avoidance of an agent’s or broker’s commission

D) of Sl A gae uiad g ¢ Ja1 Juada culias
4. Reinsurance el Bale)
5. By insuring other parties. GOAY) Gl Y iy

Risk Financing Methods: Retention ~ BUiaY) : jhldal) J;sai 3ok

Advantages <txla) Disadvantages <buldl

— Save on loss costs s jluall (allss B4y~ Possible higher losses Udae Jef jilaa
— Save on expenses <l 4 %y —  Possible higher expenses dlaisall ciléll ¢ 1)
— Encourage loss prevention s luall e ;a3 —  Possible higher taxes ilding el (il pa
— Increase cash flow saaill saal) oy )

- Advantages: (zw255) Shla¥) [ L jal
1. Save on loss costs: If losses are less than premium paid
g staall (el Jaud cpe J8 iladld) calS 13 23 jludd) CallSS 8y i)
2. Save on expenses: including general administrative expenses, commissions and brokerage fees
3 _pmsanal) el g Y sl 5 Aaladl & laY) Cay jladl) @lly 3 Lay 1y Jladll (4 i s
3. Encourage loss prevention: Because the exposure is retained.
o el BLERY by 43 13 jldl) aie o auaiil)
4. Increase cashflow gl gaaall oy

Risk Financing Methods: Insurance Calil) 3 plalaal) gy gl (3 4k

* Insurance is appropriate for low-probability, high-severity loss exposures.

Bshall sad g Jlaal) dcaddie LAl i jadl) Y] Cuulia (paalil)
*  Five key areas must be emphasized: 4y S duad o aslill Gy
- Selection of insurance coverage Aiall) dalasll sl
- Selection of an insurer Ol A8 5 jlaal
- Negotiation of terms Lyl e o glal)
- Dissemination of information Gilaslaall

- periodic review of the insurance program  (elill zeali 5l 4, ) sall daa) jall

1. Uses of deductibles Glakaiiall/cila seadll Cilaladiv
2. Factors to be considered (Financial strength of the insurer/risk management services provided/ Cost
of terms of protection)
(Abandlda g 55 4815 / dadiall lalacal) 3 1) cilends / cpualil) 4S80 4000 5 581 Leile ) o camg i) el sl
3. Agreeing on the contract specifications Ball Gldial o o 3y
4. Dissemination of the insurance information to others in the firm
slasall & o A3 Al il sleall s
5. Review includes (Analysis of agent and broker relationships/ coverages needed/ quality of risk
control provided)
(Aoiall Jlalaall 8) ya 5353 / 4y shhaal cilylaaill / ol sl 5 oIS 5l g0 B i) dral jall Jad
U The risk manager selects the coverage needed, and policy provisions
dusbad) ala g 4y glaal) Adaril) JJaldall jada LAy
U Adeductible is a specified amount subtracted from the loss payment otherwise payable to the insured
adde e gall adall ddaiiall 3 jledl) Cile @Ban (e 4l &l daae qlie ga alailal) jlsal)
O In an excess insurance policy, the insurer pays only if the actual loss exceeds the amount a firm has
decided to retain
4 Llaa ) 48 il &) 8 oAl adaall dladl) 5 el < glat 13) Jadh aalill A8 55 xdi ¢ 300 31 cppalill s g
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The risk manager selects the insurer, or insurers, to provide the coverage.
dobaail) 58 gl cpalil) Sy g cpalil) A4S Hd plldal) juaa U4

Q Financial strength of insurer Ol A< 521 440 5
U Risk management services provided Dbl 3l cilead anads
O Cost and term of protection 4leall aa g Aalsal)
Risk Financing Methods: Insurance Coaalil) 2 jhliiall gy gati (3 sk
Advantages <lulaY) Disadvantages <lulud)
—  Premiums may be costly —  Firm is indemnified for losses
Aals () oS a8 LLuay) Dlaall e ASal a3 S
— Negotiation of contracts takes time and effort = — Uncertainty is reduced Gl pae il
laga g Wy (3 i 258l Ao @l —  Insurers can provide valuable risk management services (risk
— The risk manager may become lax in exercising control; exposure analysis)
loss control (ol ol ¢ ) 481 ye) A8 jlaliia 5la) culend asai Gaalill S 5 (S
Gle okl A jles & Saluie LA e muay 8~ Premiums are income-tax deductible
ilaal) JAAl Ay yea (e Bliaa LaLodY)

Disadvantages: <lulull
1. Component to pay losses, an amount to cover the insurer’s expenses, allowance for profit and
contingencies.
5 sl s LY Claaiay ¢ aalil A8 Cay Jlmo dlakl dluo sa 5 Ll pidl () e
2. Selection of insurer/policy terms agreement/negotiation of premiums
LLEY) e o il /485 6l da g 5 Al / ol 48 55 las)
3. Could increase the insureds number of losses. Slal) sxe e adle Gasall w o S

Which Technique should be used?  flgalaiin) caay Al 485 a4 L
A matrix can be used that classifies the various loss exposures according to frequency and severity
3l 5 23 yill 18 5 5 jludll Aalisall Cilia el il 3 Ad ghuaal) aladiind (S

Risk Management Matrix _hlal) 5 )3) 43 giaa

Type of  Loss Loss Appropriate Risk
loss Frequency Severity Management Technique
1. Low Low Retention
2. High Low Loss Prevention or Retention
3. Low High Transfer
4, High High Avoidance

Market Conditions and the Selection of Risk Management Techniques
bl B 1) il LA g (5 gmd) g ki
* Risk managers may have to modify their choice of techniques depending on market conditions in the
insurance markets
Ol (3 gl 8 (3 gl g yla o 13laie ] il an LAl Joasd Hhalaall (5 e e Cpay S8
* The insurance market experiences an underwriting cycle S 39 Cpalil) (3 gy
— Ina “hard” market, profitability is declining, underwriting standards are tightened, premiums

increase, and insurance is hard to obtain
Opalill e J geanll Canay s ¢ BBV 313 355 ¢ QYT jnlae 2085 5 ¢ gl (il ¢ "Rl Bl
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— Ina “soft” market, profitability is improving, standards are loosened, premiums decline, and
insurance become easier to obtain
el cpalil) e J geanll acay s LY aa) 5 g el (ol g damy Hl) Cpanti ¢ "Aac W1 (G gl b -

Quiz Of Chapter 3 (FORMAT)
Q1: What is the Risk Management?

Solution: Risk Management is a process that identifies loss exposures faced by an organization and
selects the most appropriate techniques for treating such exposures

Q2: Name one of the advantage Retention

Solution:

1. Save on loss costs

2. Saveon

3. Encourage loss prevention
4. |Increase cash flow

Q3: What is the deductible?

Solution: A deductible is a specified amount subtracted from the loss payment otherwise payable to the

insured

END OF CHAPTER 3
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If Price is $4.50 in December: Note: it doesn’t matter whether the price of corn
Revenue from sale $90,000 @ has increased or decreased by December.
Sale of four contracts at $4.90 in May $98,000  Jsls =isdl o @l B U e S 1Y Lo ¥ “-L‘*)*“
Purchase of four contracts at $4.50 in December | $90,000 L e
Gain on futures transaction $8,000
Total revenue $98,000

|Pagel

e () slua
The Changing Scope of Risk Management  _hblaal) 5 0¥ jial) §laill

Commodity price risk el jlui Jhlia

Managing Financial Risk — Example 1 1 Jlia — A0l laliiall 3 1)

FINN233 (insurance) _ CHAPTER 4 el

« Today, the risk manager: sl Jhlaall jaa
— Isinvolved with more than simply purchasing insurance (Ul &) ) 2 yaa (e JiSI A & Ly
— Considers both pure and speculative financial risks
4 jlaall s dad) il sl Hliey) b sl
— Considers all risks across the organization and the strategic implications of the risks
Shlaall dasl iu) BV dadaiall elash pes 8 hlaall pen eI 8 23k
*  Financial Risk Management refers to the identification, analysis, and treatment of speculative
financial risks:

el Gl LA dallan s sty yand ) a5 Al lalaall 5 0
— Commodity price risk Aladl e Hhalas
— Interest rate risk 320l Jana ylalaa
—  Currency exchange rate risk <Oall Ca pa el jllas
*  Financial risks can be managed with capital market instruments
Jlall Gl (3 sm sl alodiinly AUl lalaall 5l oSy
Interest rate risk: Example of change of risk for banks on deposits while loans are locked at same
interest rates.
B el ity A (2 g 31 () 5S5 Lai @Il o el ill Dy Hllad) s e Jla ldl jlaud llae
Currency exchange rate risk affects foreign investment and value of products.
latial dad g iV L) e Olleall o el llia S

»  The risk of losing money if the commodity price changes. ) e s 1Y) JWl 3 jled jlad
*  Producers and consumers of commodities face commaodity price risks
Ll alid) el Hhalae Lol aludl Slgiin s gaiia 4al 5

* A corn grower estimates in May that he will harvest 20,000 bushels of corn by December.
v g J sl 3501 (e 35 20,000 2eans 43 sile sed 85,31 o ) e aal
— The price on futures contracts for December corn is $4.90 per bushel.
sl ¥ 524,90 52 e 3 N A a gl o el
—  Corn futures contracts are traded in 5000-bushel units
d.u}\ 5000 Q\J;}_\Ejmu;y\ J}Eﬂ\ d}\.\ﬂr{g
* How can he hedge the risk that the price of corn will be lower at harvest time?
Salianll iy 33 A1 el Galissl jhlia (e o gail) 4y CaS
* He would sell four contracts in May totaling 20,000 bushels in the futures market.
ALY 25l 3gm  Jds 20,000 dllen) ety sile Jed A 3 sie day sl won o i
— 20,000 x $4.90 = $98,000
* In December, he would buy four contracts to offset his futures position.
hiiall o S ya (o gail 3 ghe dn )l (5 ian «J Y1 O SIS/ srannd A
— If the market price of corn drops to $4.50 per bushel, cost is 20,000 x $4.50 = 90,000
90.000 = ,¥524.50 x 20.000 sS85 ddsall (é (Jisall )Y 52 4.50 M) 3,3 (8 guall yrs miasl 1)
— If the market price of corn increases to $5.00 per bushel, cost is 20,000 x $5.00 = $100,000
U¥52100.000 = LY 52 5.00 x 20.000 S5 A3l la (L&l Y 935,00 () 330 3 guidl s 28 ) 13)
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If Price is $5.00 in December:

Revenue from sale $100,000
Sale of four contracts at $4.90 in May $98,000
Purchase of four contracts at $5.00 in December | $100,000
Loss on futures transaction ($2,000)
Total revenue $98,000
* By using futures contracts and ignoring transaction costs, he has locked in total revenue of
$98,000.

Y 5 all 98 W a8 Allea) clal yl a3 (he (Sa e abaal) (ol Jalad s AaY) 3 all alasiuly

Managing Financial Risk — Example 2 2 Jia — 4dlal) i) 5 )]
*  Options on stocks can be used to protect against adverse stock price movements.
el Al S jal e dyleall g YL Aalaiall col HLall alasiul oSa
— Acall option gives the owner the right to buy 100 shares of stock at a given price during a
specified period.
Baana b i JOA Gpee yr age) e ag 100 o) 38 8 Gall Gl ey o) il s —
— A put option gives the owner the right to sell 100 shares of stock at a given price during a
specified period.
533ma 558 U (e s s (n s 100 g 3 o) Ll d) LA ries —
* One option strategy is to buy put options to protect against a decline in the price of stock that is
already owned.
Sl & sladl) agasdl yras (il (e Aglandl o) 50 i LA 6l 5l a LA Ciladl il saa)
e Consider someone who owns 100 shares of a stock priced at $43 per share.
a5 adl 15Y 93 43 rass gl (0 pgas 100 lliay (i b S
e Toreduce the risk of a price decline, he buys a put option with a strike (exercise) price of $40.
V3V 53 40 Ly (Gl 31 s gl i el sy ol pradl (aliadl bl (i
If the price of the stock increases, he has lost the purchase price of the option (called the premium), but
the stock price has increased
@5)) pgd) s (805 (ol ansg) LA o) 5 e 288 28 cagudl jaas iyl 13
¢ But what if the price of the stock declines, say to $33 per share? )
€an gl agedl 1Y 53 33 1) Sl cagudd) jaas miail gl 13Le (S1
—  Without the put option, the stock owner has lost $10 ($43—-5$33) per share on paper.
Gl el gl agull (15Y 50 33 - 15Y 53 43) ClY 53 10 ped) llle i canll Jla G50
— With the put option, he has the right to sell 100 shares at $40 per share. Thus, the option
is “in the money” by $7 per share (540-533), ignoring the option premium.
25l agdl 1Y 53 7 laiay "Olall (8" LAl ol o s aal gl agndl 15950 40 Jrass pes 100 o 4 G o) LA e
bl s dle Salatia (1Y 52 33 - 15Y 52 40)
Interest rate risk Baildll Jaxa jhalia
»  This risk is more common among financial institutions ) Gl pall o e sud FST jladll 13
* Itis the risk of loss caused by adverse interest rates movements
Bl el dludl IS aill e daalil) 3 5ludll Hhalas 2

Currency exchange rate risk =~ <Bleal) Gi o o jhlda
e Affects international organizations or businesses that are involved with the export/import business
3 Y1/ il Jleef 84S Hliall S il of 4 sall clabiid) e iy

The Changing Scope of Risk Management  hliall 5 )Y jiiall Uaill
* Anintegrated risk management program is a risk treatment technique that combines coverage

for pure and speculative risks in the same contract
Siall i Ay jladl) 5 A jeall Hlalaall kst gany slaliall dallaal oslud s JalSid) Sllad) s 51a) el
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* Some organizations have created a Chief Risk Officer (CRO) position
.(CRO) _hlaall Jysue S cuaia oLl Gleaiall (azy Ciald
— The chief risk officer is responsible for the treatment of pure and speculative risks faced
by the organization )
Raliial) Lggal i 30l &y jlmall s dimnal) lial) dallae (e Y ypmse SRR Jghmn 1S 055
— A double-trigger option is a provision that provides for payment only if two specified
losses occur

G o Hled Sigon Al 8 dadd adall e pab da il ez g0 jall Jadal) jla

Enterprise Risk Management — 4xwwsall jhldal) 3 03)
Enterprise Risk Management (ERM) is a comprehensive risk management program that addresses the
organization’s pure, speculative, strategic, and operational risks
Fsns 3all Lkl 5 md) i) 5 4 jlmal) 5 40 Lalaal) llay laliall 5 510y Jald gali 0 & (ERM) domss 5l Lalaall 5 ))
Strategic risk refers to uncertainty regarding an organization’s goals and objectives
Labiiall cille 5 Calaal Ly cpad) axe i el jisY) Hhalal)
— Operational risks develop out of business operations, such as manufacturing
el Jia ddy )il cilleall (e Las Al i) Hlaladl
— Aslong as risks are not positively correlated, the combination of these risks in a single program
reduces overall risk
Allan Y1 el (e iy a5 gl o il o3 (s qanll 0 ¢ia) IS Aaf e Cangd il o Wl
— Roughly 80 percent of all large US firms have developed, or are in the process of developing some
type of ERM program
L pall Hllaall 80 el (e Lo g st sk jsha (B o ol ey sk 3B (Sl A ) IS e (0 %80 (e i e
— The presence of an ERM program does not guarantee that an organization will be successful
Aabiall Flas (aniay W A sall Hlalaall 3 )la) el o 3535 )
— Barriers to the implementation of ERM include organizational, culture and turf battles
358l e o jlaall s EE 5 dparail) @ jlaal) dpall Sllaall 5 510) 2 ()50 Jnd Sl 3 sall e

The Financial Crisis and Enterprise Risk Management 4w sall jhlial) 5 )3 g Audlall 4a33)
* The US stock market dropped by more than fifty percent between October 2007 and March 2009
2009 /sy s 2007 IV G/ sST s Bl (et (e SSE A 361 agal) (3 sus Caradilil
— The meltdown raises questions about the use of ERM
s all LA 5 1) aladiul Jsa ¥ sl L) L
— Only 18 percent of executives surveyed said they had a fully-implemented ERM program
el 0285 5 A sall Hlalaall 3 1oy il s agadd Of & Saiul] aglad pall Cpddll o paall (e Jah 3Ly 18 J8
— AIG mentions an active ERM program in its 2007 10-K Report )
2007 pbed K-10 Wi o dpmsnspal) Jllanal) 51y Ui inali 1 AIG S5 -

Emerging Risks: Terrorism il Y AUl kil
*  The risk of terrorism is not new 2o sl la Y1 ks o)
— Bombs and explosives Gl il 5 sl
— Computer viruses and cyber-attacks on data  <Ulall e 43 juudl Claagll s 55 el il g yid
— CRBN attacks: chemicals, radioactive material, biological material, and nuclear material
s 5]l 3 gl 5 el sl gud) 3 gall 5 castiall 3 gall 5 cAilasSll 3l sall :CRBN Cilaaa
e These risks can be addressed with risk control measures, such as:
Ja ¢Sl aSatll Lyl O (e il o3 dalles (Sa
—  Physical barriers daapl jalsa
Screening devices b 5 3¢
—  Computer network fire walls 3 sueaSll GIS0E] 4laall o) jaa
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Insurance Market Dynamics Ol (3 o cilalina

The Underwriting Cycle <Lisy) 542

— Insurance industry capacity refers to the relative level of surplus
— Surplus is the difference between an insurer’s assets and its liabilities

— Capacity can be affected by a clash loss, which occurs when several lines of insurance

— Investment returns may be used to offset underwriting losses, allowing insurers to set lower

FINN233 (insurance) _ CHAPTER 4 (el

* Terrorism insurance coverage is available through standard insurance policies or through

separate, stand-alone coverage.
Ll Aails Aliadic ket JOA e ol Aanldl) ualil) 335 IR (e e Y aa Al dodasill i 65

erging Risks: Climate Change — ¢lall i ;45dll) jhalial)
* Losses attributable to natural catastrophes have increased significantly in recent years.
Bom ) i) 8 5SS Agagdal) &) €U (e Aaalill il <l
*  Demographic factors, such as population growth, also contribute to the increasing losses.
el 3ol 5 b il aalus SIS sail) Jie ¢l e saall Jal 5ol
* Some insurers now provide discounts for energy efficient buildings and premium credits for

structures with superior loss control.
ial) A ailall oSl ld JSLell 5 e culilaiil g 48Ul 8 8 gal) Al e ila gad oY) el Sy (any a8

* Decisions about whether to retain or transfer risks are influenced by conditions in the insurance

marketplace
Ol (3 g (8 Bl Ca g plally Lol ol lalaally Blaia WL ddlaial) <l ) jal) il

1. The underwriting cycle LSy 5 40
2. Consolidation in the insurance industry Cpelill Aclia & adll

3. Capital market risk financing alternatives Jaall (3 5w yhalass Jy sl Jilay

» The Underwriting Cycle refers to the cyclical pattern of underwriting stringency, premium
levels, and profitability
Baa )l g ludY) by giana g EESY Aa) sl (5 ) 9al) Jaadl) ) SESY) B g0 puidis
—  “Hard” market: tight standards, high premiums, unfavorable insurance terms, more retention
LUEaY) (e 2 jes i) ga i i dag pdg Aad pe Wbl 5 i jla ulae Ml G sl
“Soft” market: loose standards, low premiums, favorable insurance terms, less retention
Ja Jaliia) g oAl g cpalida gyl cdcabdia i Jaludl g cialicad yulas A" 5 sud)

One indicator of the status of the cycle is the combined ratio: dsexal) 4uuil) ga 5 gal) Ula < pdiga 2a]
Paid Losses + Loss Adjustment Expense + Underwriting Expense

Combined ratio = -
Premiums

If the combined ratio is greater than one, underwriting operations are unprofitable
da e e QY Gllee b aal e ST Araaal) duaal) cilS 1)
The combined ratio considers underwriting performance and does not reflect income from

investments.
Ll LY (e JAall S Y g YD elal e V) A deanal) dpnil) 330

Many factors affect property and liability insurance pricing and underwriting decisions:
1Sy <l ) B g bl g ganall g cilSliaall o el Ss S ) Jalgadl Cpa dand) ALin

oilall il (5 sinall () aalill delivn 3 508 50
Lelal 3l g cpalil) A 35 J gl (e (38N s ailal)

simultaneously experience large losses
B mS yludd aal g iy 8 (el Lo ghad Bac (o e Ladie daan il 5 caslail) 5l 308l il o (S

premium rates
8 oLl e apaaty (pelil] S 5 rany Lo (S jilud (g el HLaiul) Xl se aladial oSy —
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* -Whenthe property and casualty insurance industry is in a strong surplus position, insurers can reduce
premiums and loosen underwriting standards because they have backup if underwriting results prove
unfavorable.

e (g g il Bl mda el S LA Sy i 8 (ails g 8 ool gl clSliad) e el Aol () oS5 Laie

A ga e QLESY) il o i 1Y) acd agual (Y LEsY)

* The trend toward consolidation in the financial services industry is continuing
s Al cilarall delion 8 gl sai slad¥) )
— Consolidation refers to the combining of businesses through acquisitions or mergers
s Al cilarall delion 8 gl sad slad¥) )
— Due to mergers, the market is populated by fewer, but larger independent insurance
organizations
ST el i) cpalil) i sa o JB1 220 (3 sudl (S madll Cililee
— There are also fewer large national insurance brokerages
3y dihs ) el Aala g S 38 e J8l dac a2 g
— Aninsurance broker is an intermediary who represents insurance purchasers
el (5 e Jiay (o201 Japas g1 g8 Cppalil) o
* The boundaries between insurance companies and other financial institutions have been struck
down, allowing for cross-industry consolidation
Aatiaall leUaill zady prans Laa ¢ A Alall Ciliswgall 5 cpalil) €S 33 (a0 3 saall A1 3) o5
— Financial Services Modernization Act of 1999

1999 alal Alall ciladall Cyaai (il
— Some financial services companies are diversifying their operations by expanding into new

sectors
s clelad b sl JA e Leillee 5 e Al cilaadll S 5 (mny Jand

Capital Market Risk Financing Alternatives  Jlall (i (39 hlda i gati Jilny
* Insurers are making increasing use of capital markets to assist in financing risk
Shlaall Jy sai o sacluall 3l Jie (S8 JU) Gl (3 sl alasiialy cpalil) S 5 0 8
— Securitization of risk means that insurable risk is transferred to the capital markets through
creation of a financial instrument, such as a catastrophe bond
)5S i e el 3ol L) I (e Jlall Gl ) 31 sl ) cpaalill AL Hlalaall a5 ey shalaad) 39555
— An insurance option is an option that derives value from specific insurance losses or from an
index of values (e.g., a weather option based on temperature).
(1Al As il e aalall JLa cJBal Jas o) i) Sdie (e gl 823ma (el Sk (e e adi LA s Cpaldll A
— The impact of risk securitization is an increase in capacity for insurers and reinsurers
Ol 3ake ] 5 aalill S 535 8 Lasaly) s hlaall 5y )55 Ll
* Catastrophe bonds are corporate bonds that permit the issuer to skip or defer scheduled

payments if a catastrophic loss occurs.
A S5 led Cpandlla 8 A gl ledal) Jials 5 dady jaiaall el IS ) i A Gl S il

Loss Forecasting 8 il uiil)
* The risk manager can predict losses using several different techniques:
PAAlAL Cilll Bae aladiuly ileddly i) plaliall gadal oSy
—  Probability analysis Allaiay) Jlas
— Regression analysis Dl Julas
—  Forecasting based on loss distribution 3 luad) & )55 (bl e gl
*  Of course, there is no guarantee that losses will follow past loss trends
Gl 3Ll Clala) aii Cagu yiledll G (e Le @lia G caakally
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* Frequency and severity should be preidentified.
Mo diadiy S (520 paaTCang e o

*  Probability analysis: the risk manager can assign probabilities to individual and joint events.
A< jiiall 5 o all Calaa S claay) Guad kil ol oKa relaay) Jalas
— The probability of an event is equal to the number of events likely to occur (X) divided by

the number of exposure units (N)
(N) Gl Glas 5 230 e G sudia (X) o saall dldiaad) Gl die o gl e Caas g 58 5 Allaial
100 cars get destroyed on average (If we have a fleet with 500 cars), P(Physical damage)= 0.20

0.20 =(R0lll Ll aY1)P (6 500 poar Jshand Lol (< 13)) Joss siall 35 5ls 100 e 5

* Two events are considered independent events if the occurrence of one event does not affect
the occurrence of the other event.
DAY Gl e gy e iV laaale by oS 13 Gl e (i ey
* Suppose the probability of a fire at plant A is 4% and the probability of a fire at plant B is 5%.
Then,

5. %5 5 (@) gadl) B G cpdi Jials %4 s () giaall (B Gas sl Juial o (= idil
P (fire at plant A) X p(fire at plant B) = P (fire at Both plants) = 0.4 x 0.5
= 0.005 0r 0.2%

* Two events are considered dependent events if the occurrence of one event affects the occurrence
of the other.

AV gy e Sin laaal g by OIS 1Y) (ulitn (ian (s yiing
* Suppose the probability of a fire at the second plant, given that the first plant has a fire, is 40%.
Then,
@ %40 s Al i 8 J ) piadl O aled) g o S piadl o s Jlaal o il
P (fire at one plants) X P(fire at second plant given fire at first plant)
= P (fire at Both plants) = 0.03 x 0.4 = 0.012 0r 1.2%

* Two events are mutually exclusive if the occurrence of one event precludes the occurrence of the
second event.

W Eall g By wia 2l Caa g by OIS 1) (ppiliie sl Sy e o
*  Suppose the probability a plant is destroyed by a fire is 2% and the probability a plant is destroyed by
a flood is 1%. Then,
@ %1 5 Pl s Ll et Jaind 5 %2 58 3oall G Gl et Jlaial of (i yidil o
P (fire destroy plant) x P(flood destroys plant)
= P (fire Or flood destroys plant) = 0.02 x 0.1 = 0.03 0r 3%

* Regression analysis characterizes the relationship between two or more variables and then uses
this characterization to predict values of a variable
el gy aill Copn il 138 aading 3 ST 5f 0 pakie o ABDMall ey aadY) Jadas
— For example, the number of physical damage claims for a fleet of vehicles is a function of
the size of the fleet and the number of miles driven each year
de shiall JwY) 2o 5 Jshnll aaa e LS el (e Jshan Zoald) ) a0 dalaiad)l collUaal) aae aaiay (Jidl Ju e
ple 8

* Aloss distribution is a probability distribution of losses that could occur
aad o)) Sy Al leall Mdial 4355 98 8 ledl) ) 58
— Useful for forecasting if the history of losses tends to follow a specified distribution, and
the sample size is large

1508 Ll paas S5 cane w58 gLl (Y i leddl 2 )1 S 1) ill auda
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— The risk manager needs to know the parameters of the loss distribution, such as the
mean and standard deviation
Lﬁ)t.-.""‘n J\FY‘JL&}M\ J.'\AEJL.AQ\ @J}Sel\.:.ah)ué\ ).L:\.';AS\ O CU;J
— The normal distribution is widely used for loss forecasting
8 kually saiill wl g Bl o andall ) 5ill aading

Financial Analysis in Risk Management Decision Making
Jhlaal) 5 lab ddlatal) <l ) A1) MAS) ‘_,A adl Jalasil)
* The risk manager’s decisions are based on economics: weighing the costs and benefits of a
course of action.
Jaadl Jlie 3 685 CallSs () 3 5 rAalai®y) Jol sal) e il pae ol ) i aaiad
e The time value of money must be considered when decisions involve cash flows over time
gl 5 e e a5 LB ) ) ) panialti Ladie e ey 2 g8l A ) Al 22T cany
—  Considers the interest-earning capacity of money 33l a3 e Juall 3,8 Hlicy) b aaly
— A present value is converted to a future value through compounding
e Lnall A (o Fpliins a8 ) Al el a5
— Afuture value is converted to a present value through discounting
padl) 35k e Alla dad ) Adiiaa) Al Jy e S5
* Risk managers use the time value of money when analyzing insurance bids or making risk-
control investment decisions
Dhlal  aSaill 4 jlainl <l )8 sl ) i) g e Jalad vie Jlall e 311 Aagil) Hlalaall 5 e adiiy
Risk control investment decisions JLiud) &l ) ji jlalial) 4 asast)
* Capital budgeting is a method for determining which capital investment projects a
company should undertake.
e ol S50 e oy 31 el ) B i) g il 200 28y 51 a bl ) 2 el
* The net present value (NPV) is the sum of the present values of the future cash flows
minus the cost of the project
& 5 il 4K Lgia 1A 5 ylae uliiasall 40iil) cliaxill LAY ol £ sane & (NPV) dailad) dagdl) il
* The internal rate of return (IRR) on a project is the average annual rate of return
provided by investing in the project
£ sl 8 LYl o s 3 (g sindl lall Jina i sia 58 g 5 siall (IRR) I dilal) Jana

Other Risk Management Tools s_AY) jhlial) 3 3) &l g3
* A risk management information system (RMIS) is a computerized database that permits the risk
manager to store, update, and analyze risk management data
Lhaaty lalaall 3 o) cliby At Hhlaall il e A ;e Glily 28 e 3 ke (RMIS) kil 35)a) cila slas alas
Lelilas g
* A risk management intranet is a web site with search capabilities designed for a limited, internal
audience

2g0na AN seand Aasan Ciny il Hady alaly g ad e oa hlaall 5 b Aalall el iy ASs
* Arisk map is a grid detailing the potential frequency and severity of risks faced by the organization
Faliiall Lggal 5 (ol Lgind g Aldinall SLUaall ) S5 (500 Gpemiilly e i A0 e 5 e blall Ay
— Each risk must be analyzed before placing it on the map

day Al e dmm g Ji Hhd JS Jilas sy

* Value at risk (VAR) analysis involves calculating the worst probable loss likely to occur in a given time

period under regular market conditions at some level of confidence
ook b 8 Aime i) by 8 ot (o Jainall (g Aline 3 bt T gl i Ganhy (VAR) Uil duda jrall dagl) Jolas
AL e (e (5 sie i dpalall (3 sl
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— The VAR is determined using historical data or running a computer simulation

el 3lSlae P& (el Bt i UL A5 VAR 383 o
— Often applied to a portfolio of assets Jsal) ddaiaa o g Lo Lile
— Can be used to evaluate the solvency of insurers Cpalill S i B e andil Lgaladid (Say

» Catastrophe modeling is a computer-assisted method of estimating losses that could occur as a
result of a catastrophic event.
S Caaal da Gand of Sy ) el jaEl i sneSll da gede 48 5k o Gl oSl Apdad
— Model inputs include seismic data, historical losses, and values exposed to losses (e.g.,
building characteristics)
(i) Gailind Jie) jiluall Ayl will g iy il iludll 5 40 3150 il 23 saill AL Jadi
— Models are used by insurers, brokers, and large companies with exposure to catastrophic
loss

Aol yluad dca yrall 5 Sl S Al 5 elangl) 5 cpalil) IS 55 U8 (e 3lail) alasiiad o

END OF CHAPTER 4
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BIRZEIT UNIVERSITY
FACUALTY OF BUSINESS AND ECONOMICS
FINANCE DEPARTMENT
INCTRUCTOR:
FIRST SEM.2024
MID EXAM
FINN-233
Qi#1 Mutable Choice Answer
1 b Q#2 Matching Answer
; E 1 Loss Exposure
4 a 2 integrated risk management program
5 b 3 Objective probability
6 D 4 Capital budgeting
; E 5 Insurance -
9 d 6 Adverse selection
10 b 7 captive insurer
11 b 8 net present value (NPV)
12 D 9 Health insurance
ii : 10 Risk Management
15 b 11 deductible
12 Financial Risk Management
Q#3 TRUE / FALSE Answer .
1 T 13 Casualty insurance
2 T 14 probability
3 T 15 internal rate of return (IRR)
4 T 16 Risk Map
: :; 17 Securitization of risk
7 F 18 Financial Risk Management
8 E 19 Subjective risk
9 T 20 Risk
10 F
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Q1: Circle the correct answer
Use the following information for questions 1 through 3.
A company face a fire risk of its building. The loss distribution is:
1) $3,000 loss with probability 15%.
2) 5800 loss with probability 25%.
3) No Loss.

1. The Expected Loss equal:
a. $600
b. $650
c. $700
d. $750
Explanation: Expected Loss
EL(A) = (53,000 * 15%) + (800 * 25%) + (0 * 65%) = 450 + 200 + 0 = $650

2. The Standard deviation of the loss Equal:
a. $1,022
b. $1,014
c. $1,043
d. $1,055
Explanation: Standard deviation of the loss
Variance = 15% (3,000 — 650)?= 15% * 5,522,500 = $828,375
25% (800 — 650)? = 25% * 22,500 = $5,625
60% (0 — 650)? = 60% * 422,500 = $253,500
Variance = $828,375 + $5,625 + $253,500 = $1,087,500

Standard deviations (SD) of (A)=+/ 1,087,500 = $1,043

3. Aninsurance company want to insure 5 buildings, What the Standard error for each company.
a. 455.3
b. 466.4
c. 477.5
d. 488.6
SDy 1043

Explanation: Standard error for each company = SDg = -y $466.4

4. The one of Risk control investment decisions
a. Capital budgeting
b. NPVR
c. IRRR
d. RMIS

5. Example include: risk of premature death, poor health, disability, destruction, theft of
property.
a. Operational risk
b. Pure risks
c. Diversifiable Risk
d. speculative risk
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10.

11.

12.

13.
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refers to characteristics of the legal system or regulatory environment that increase the frequency
or severity of loss

a. physical hazard

b. Moral hazard

c. Attitudinal Hazard (Morale Hazard)

d. Legal Hazard

Enterprise Risk Management combines into a single unified treatment program all major risks
faced by the firm:

Pure risk, Speculative risk, and Strategic risk

Operational risk, financial risk

Diversifiable Risk, financial risk

Non-Diversifiable Risk, financial risk

a+b

oo oo

one Advantages of Retention is:
a. Possible higher losses

b. Possible Increase cashflow
c. Possible higher expenses

d. Possible higher taxes

One of Insurance Disadvantages

a. Premiums may be costly

b. Negotiation of contracts takes time and effort

c. The risk manager may become lax in exercising loss control
d. Premiums are income-tax deductible

In a “hard” market,

a. profitability is increasing

b. underwriting standards are tightened
c. premiums decline

d. insurance is easy to obtain

Is dishonesty or character defects in an individual that increase the frequency or severity of loss
a. physical hazard

b. Moral hazard

c. Attitudinal Hazard (Morale Hazard)

d. Legal Hazard

affects the entire economy or large numbers of persons or groups within the economy (hurricane).
It is also called systematic risk or fundamental risk.

a. pure risk

b. Diversifiable Risk

c. speculative risk

d. Non-diversifiable Risk

In a “soft” market

a. profitability is decline

b. standards are capacitor

c. premiums decline

d. and insurance become hard to obtain
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14. The risk manager can predict losses using several different techniques:
a. Probability analysis
b. Regression analysis
c. Forecasting based on loss distribution
d. All the Answer correct

15. is a situation in which either profit or loss is possible
a. pure risk
b. speculative risk
c. Diversifiable Risk
d. Non-diversifiable Risk

Q2: Match the items below by entering the appropriate code letter
in the space provided.

Property risks deductible Adverse selection net present value (NPV)
Liability risks probability double-trigger option  captive insurer
Risk Control integrated risk management program chief risk officer
Risk Financing Enterprise Risk Management (ERM) Financial Risk Management
Loss Exposure Objective probability internal rate of return (IRR)
Capital budgeting Risk Casualty insurance Securitization of risk
Subjective risk Insurance Risk Management Financial Risk Management
Health insurance Risk Map
1. : Any situation or circumstance in which a loss is possible, regardless of whether a loss
occurs (For example: Property loss/people loss)
2. An is a risk treatment technique that combines coverage for pure and
speculative risks in the same contract
3. refers to the long-run relative frequency of an event based on the assumptions of an
infinite number of observations and of no change in the underlying conditions
4, is a method for determining which capital investment projects a company should
undertake.
5. is the pooling of fortuitous losses by transfer of such risks to insurers, who agree to
indemnify insure
6. is the tendency of persons with a higher-than-average chance of loss to seek
insurance at standard rates
7. A is an insurer owned by a parent firm for the purpose of insuring the parent firm’s
loss exposures
8. The is the sum of the present values of the future cash flows minus the cost of
the project
9. covers medical expenses because of sickness or injury
10. is a process that identifies loss exposures faced by an organization and selects the
most appropriate techniques for treating such exposures
11. A is a specified amount subtracted from the loss payment otherwise payable to the
insured
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12. refers to the identification, analysis, and treatment of speculative financial risks:

13. refers to insurance that covers whatever is not covered by fire, marine, and life
insurance (auto, liability, burglary, health insurance, workers compensation)

14. The of an event is the long-run relative frequency of the event, given an infinite
number of trials with no changes in the underlying conditions.

15. The on a project is the average annual rate of return provided by investing in the
project

16. is a grid detailing the potential frequency and severity of risks faced by the
organization

17. means that insurable risk is transferred to the capital markets through creation of
a financial instrument, such as a catastrophe bond

18. refers to the identification, analysis, and treatment of speculative financial risks:
Commodity price risk, Interest rate risk, and Currency exchange rate risk.

19. is defined as uncertainty based on a person’s mental condition or state of mind

20. : Uncertainty concerning the occurrence of a loss

Q3: Indicate whether each of the following statements is true or false
1. Example of risk of terrorism the biological material

2. Attitudinal Hazard is carelessness or indifference to a loss, which increases the
frequency or severity of a loss

3. In an excess insurance policy, the insurer pays only if the actual loss exceeds the
amount a firm has decided to retain

4. An association or group captive is an insurer owned by several parents

5. fortuitous loss is one that is foreseen, expected, and occur as a result of chance

6. Market risks, financial risks, production risks and political risks are easier to insure

7. Objective Risk declines as the number of exposures decreases.

8. An indirect loss is a financial loss that results from the physical damage, destruction, or
theft of the property, such as fire damage to a home

9. The chief risk officer is responsible for the treatment of pure and speculative risks faced
by the organization

10. Difference between risk and uncertainty (Risk known probabilities of occurrence)

Unknown probability such as death.

Slaygdll ol
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Rating and Ratemaking = <Nl dsliag apdil
*  Ratemaking refers to the pricing of insurance and the calculation of insurance premiums
Cpalil) aludl Gl s cpalil) puead )l maas dalee s
— Arate is the price per unit of insurance Ol Ban g IS0 el g Jaadll
— An exposure unit is the unit of measurement used in insurance pricing
u.m\_d\ )M@MM\ oeladl) By A el sas g
Premium = Rate * Exposure Units
— Total premiums charged must be adequate for paying all claims and expenses during the policy period
A5l 558 JDA i) clilaal) apas dand TS A 5 jaall BLadY)  Mea) 0558 of o
— Rates and premiums are determined by an actuary, using the company’s past loss experience and
industry statistics
deluall ciliban) s Hiluall 3 A8 AS 8 5 i aladinly (g ) 6580 o J e Bl 5 el paas S5y
— Actuaries also determine the adequacy of loss reserves, allocate expenses, and compile statistics for
company management and state regulatory officials.
Ol sl 5 38 1 5 )10y illmn Y sand s i) mpai g ¢ il Clbalind LS (520 ns Wil () 50 )) 51 51 il o 8y
Alsall 8 Gaapdatl)
Underwriting <\isy)
* Underwriting refers to the process of selecting, classifying, and pricing applicants for insurance
Ol Cpasial pma s sty L) e ) Y)Yy
* A statement of underwriting policy establishes policies that are consistent with the company’s
objectives

AS il Calaal ae (381 535 Al Clulpud) QUESY) A (L 20s,

*  The underwriting policy is stated in an underwriting guide, which specifies:
ool e 2any 3 GUIESY) iy A Lgsle (a geaie SV Al
—  Acceptable, borderline, and prohibited classes of business 3 skaall 5 4 saall s & siiall Jlee V) i

— Amounts of insurance that can be written LS Sy 1) cpualil) e

— Territories to be developed La o sk Qo Al glalial)

— Forms and rating plans to be used Aardiiall Casiail) bl 5 - 3lail)

—  Business that requires approval by a senior underwriter ~ gsieball LS aaf 468 go callais ) JlacY)
»  The basic principles of underwriting include: b Lo i SO dpulul) g5alul)

—  Attain an underwriting profit QUESY )y (g8

— Select prospective insureds according to the company’s underwriting standards
Al alal) S ubed 85 pulainall agide (yagall LAl
»  Reduce adverse selection against the insurer Opall) A8 55 aa lul) JLEAY) e 2a])
* Adverse selection is the tendency of people with a higher-than-average chance of loss to seek
insurance at standard rates. If not controlled by underwriting, this will result in higher-than-expected
loss levels.
ag aSaill oy Al 13 Al Ly el Calls 1) 5 el o giall (e e f dua i agaal udll (alaiY) dae sa bl Laay)
sid) e el 8 lud il siua ) b (g2 50 (ESY) Ga sk oo
—  Provide equity among the policyholders Opeldll 336 5 el G Alaall i g3
*  One group of policyholders should not unduly subsidize another group
£13 05 Al e same ac i o cpalil) G5 s (e Baa) 5 Ao senal ra Y

Steps in Underwriting iy &) ghad
e After the insurer’s underwriting policy is established, it must be communicated to the sales force.
bl B2 ) LSl iy epalill A8 80 Aalal) CESY) Al g g 2
+ Initial underwriting starts with the agent in the field. Olaall (& S ) aa A 5Y) ESY) Ty
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* The agent is told what types of applicants are acceptable, borderline, or prohibited.
Boshaaall 5 gaall of A sl cpastiall gl QS0 LAl
e For example: no drivers under 21, or no applicants who work in hazardous occupations.
Boha Gga 8 O sleny (padiie aa g Yl ke 21 (e 8 il a0 Y 1B o e

Sources of underwriting information — GUESY) claglaa jilaa

* Information for underwriting comes from: e gfl-"i Qliisy) cila glea
— The application bl
— The agent’s report Sl
— Aninspection reports i)y e
—  Physical inspection @l aall)

— A physical examination and attending physician’s report el uall 855 Sl asdl)

«  After reviewing the information, the underwriter can: Gial) padalo cilaglaal) o £ g
— Accept the application and recommend that the policy be issued
ORI R ST WORP- R A
— Accept the application subject to restrictions or modifications
Obaail) ol 2 sl 3le) ya an allall 58
— Reject the application Gllall (yad
* Many insurers now use computerized underwriting for certain personal lines of insurance that can be
standardized

a6 (S S dpaddll el b ghad (and Caw gaall GLESYT Y Cpalil] S 5 (e el padis

Underwriting Considerations sy @l jlde )
«  Other factors considered in underwriting include: bt QY ve el 4335 Al gAY dal gall Jads
— Rate adequacy S Jana
— Availability of reinsurance Oalil) Bale ) il 55

— Whether policy can or should be cancelled or renewed
s ol bl eWad) ra o oSl e G 13) e
Production g
*  Production refers to the sales and marketing activities of insurers
el S 55 g 8 A G gl 5 Cilrgaall a1}y LY
—  Agents are often referred to as producers Cpatially S ) L Ll
— Life insurers have an agency or sales department
Clage and ol DS 5 Ll 5Ll e i) S i
— Property and liability insurers have marketing departments
G smiill ALl Ll il g sl 5 Sl e cpalill S i
* The marketing of insurance has been characterized by a trend toward professionalism
Al iaY) i An il (el (5 gusi
— An agent should be a competent professional with a high degree of technical knowledge
in a particular area of insurance and who also places the needs of his or her clients first
Cilalia) Badl gy cpalill CWlae (e e e (& 201 48 jaall (e dlle A a aaiys 158 B jine JS 3 058 o sy
’J}‘Y\ (’&‘M @ A3 e
* Several organizations have developed professional designation programs for insurance personnel:
somaldl) il sl gl el gl e skt Ciladaiall (e el Caald
— The American College: CLU, ChFC
ChFC «CLU A8 5aY) 449
— The American Institute for Chartered Property and Casualty Underwriters: CPCU
CPCU :ual sall islim g b yaliall cl€lieall S5 5aY1 agaall
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—  Certified Financial Planner Board of Standards, Inc.: CFP
CFP :iaall Il abadall Hulae (ulaa

— National Alliance for Insurance Education & Research: CIC
CIC 1ol Gl 5 alai) i ) Callall —

Claim Settlement laal) 4 g
» The objectives of claims settlement include: b Lo cldlaall 4 gus Calaal Jas
— Verification of a covered loss BUarall 3 jledll (pa (sl
— Fair and prompt payment of claims Gllaall (5 ) 68l 5 Jalall adal)
—  Personal assistance to the insured A e pall duad i) sac Ll

*  Some laws prohibit unfair claims practices, such as:
‘i ilalall e culdUaall il slas oyl sl iany yaas
— Refusing to pay claims without conducting a reasonable investigation
Jsina Gind el ya) (30 Ll gy b
— Not attempting to provide prompt, fair, and equitable settlements
ddiaie g Aale 5 day ju il gl w385 A glas a2
— Offering lower settlements to compel insureds to institute lawsuits to recover amounts
due
Aiaioaall dlaall 31 il Alal (5 503 Aald) o Giagall Hlal J8 il g aa
* Every insurance company has a claims division or department for adjusting claims.
Ul i) ilUnall s 8 adli A58 S b an gy
e Ifavalid claimis denied, the fundamental social and contractual purpose of protecting the insured
is defeated. Also, the insurer’s reputation may be harmed, and the sales of new policies may be
adversely affected.
Trans O LS ey 3a 2338 ae egall dlen 8 Jiciall o) gilaill s elaia¥) G jal) G cdapsaall LlUasll (b 5 13)
RENE SRR G JRCT PR o PRRRR R JUMCE t %
Types of Claims Adjustors  <blUaal asuaa g il
* Major types of claims adjustors include: b Lo iUl @il gl dpei ) £ Jads
— Aninsurance agent often has authority to settle small first-party claims up to some limit
Lo as i b pweal) Y1 Gl cliUae 4 sad Adalsy opelil) JS 5 piay e We
— A company adjustor is usually a salaried employee who will investigate a claim, determine
the amount of loss, and arrange for payment.
) g LAl late sy dallaall 8 Gaiailly s 5 ) ) (oaaliy Ll s S 3 aan ()5S L sale
— Anindependent adjustor is an organization or individual that adjusts claims for a fee
asm ) Qi llUaal) Joasiy a5y 358 ol daliie g Jiisal) zaadll
— A public adjustor represents the insured and is paid a fee based on the amount of the
claim settlement

Alaall 4 gt il el e any 4l gy s 4l e sl alall aadll Jiay

Steps in Claim Settlement — GLiUaal) 4 gudi <l ghad
* The claim process begins with a notice of loss, typically immediately or as soon as possible after a

loss has occurred.
3 jldll i gan 2y (San g 1 e Bale o jlually el AdUnall dilae fas

e Next, the claim is investigated Adadll A (adail) Qi cell) amy
—  An adjustor must determine that a covered loss has occurred and determine the amount
of the loss

3olwdll Hlate ppaat g sUana 3 jled &gan 2aad mauaal) e g
* The adjustor may require a proof of loss before the claim is paid
Allaall g3 J 5 L) ) peaaaal) lly 38
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* The adjustor decides if the claim should be paid or denied
lgaad ) sl Adlaall ady aais IS 1Y) e aadl ) 3
— Policy provisions address how disputes may be resolved
‘ el 3 Ja S Al a8 J s
Reinsurance  (mldll 3as)
e Reinsurance is an arrangement by which the primary insurer that initially writes the insurance
transfers to another insurer part or all of the potential losses associated with such insurance
S sAl 0pali 4858 ) ol J8 llee Dplad) 8 S A At 5l Cpalil AS 8 s s a8 i S e 3oke Gpaldl) Bale)
Ol 13gs Adas yall Alainal) loal) ares
—  The primary insurer is the ceding company A jlal) AS ) g bl (a3l
The insurer that accepts the insurance from the ceding company is the reinsurer
Calil) dma g Bainsall A58 (e el iy 5 (a3l
— The retention limit is the amount of insurance retained by the ceding company
A jliall 48 5l 4 Ladind A1 (el alae sa BlEGAY) aa
— The amount of insurance ceded to the reinsurer is known as a cession
JOUEIL (el Bale) AS i ase 3l i) alie o e

* Reinsurance is used to: Jal cra el Bale) aladiiad aly
— Increase underwriting capacity syl e 3 a8l 33l )
—  Stabilize profits LY ) s
— Provide protection against a catastrophic loss A5 Sl 3 jledl) aa Alaall 8 63

— Retire from business or from a line of insurance or territory
Aahaidl) o el ok e o Jaall (e ac )
— Obtain underwriting advice on a line for which the insurer has little experience
48 5508 B pody cpalil) AS 3 i ¥ dad e QlESY 5 ) e e ganl)

1. Without reinsurance, the agent would have to place large amounts of insurance with several
companies or not accept the risk.

B 5 e ol A 50 50 52 el o 88 Wl i ) Sl oy el 3le) 50

2. Stabilize profits: An insurer may wish to avoid large fluctuations in annual financial results. Loss

experience can fluctuate widely because of social and economic conditions, natural disasters, and
chance. (Not paying for claims exceeding certain limit)

s e 8 jludl) 2 jat Qlis o (S Ay siadl L) il 8 5 Sl LR G B el A8 55 e 382l ) )

(e 2x 55a 3l cllUadl) b axe) Adaall s Lpalall &yl S ApalaBY) 5 doeLaia ) Caglall Cany gl

3. The reinsurer pays part or all of the losses that exceed the ceding company’s retention up to some

specified maximum limit.
S oaall aa ) Jiay Loy Baia) 28580 Blia) la 0 iledd) OS5l 6 e ady cpalil) dyma a8

Types of Reinsurance Agreements (bl 3ale) cilBlE) ¢ 6l
 There are two principal forms of reinsurance: (bl 3aleY (i ; (& lia
— Facultative reinsurance is an optional, case-by-case method that is used when the ceding
company receives an application for insurance that exceeds its retention limit
Opalill Gl 1 5Litall 4S5 Al Ladie Lgaladiud alyg bas o Alla JS o Ldad & 4y jldl 45 )l oo 4 )GiaY) gaaill sale)
Lo LlEaY) aa slaty
e Often used when the primary insurer has an application for a large amount of insurance
Ol (e S ilie e J gmall Gl g I Cpalill A8 5 (50l ()5S Latie Ulle i
— Treaty reinsurance means the primary insurer has agreed to cede insurance to the reinsurer,
and the reinsurer has agreed to accept the business
Jsd e opelill Bale) 4S5 438 ga 5 Cpalil) dnad el e JOLE e Al el A8 55 280 ga xS opelid) Bale) A8L)
JaeY)
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e All business that falls within the scope of the agreement is automatically reinsured
according to the terms of the treaty
LAY Lo gyl 88 5 48N (Slas e ol S Jlee V) paen e AL (el sale ) a3

1. The primary insurer negotiates a separate contract with the a reinsurer for each loss exposure for
which reinsurance is desired. The primary insurer is under no obligation to cede insurance, and the
reinsurer neither. Facultative insurance is used when the primary insurer has an application of a large
amount of insurance. Facultative insurance has the advantage of flexibility because it can be tailored
to fit any type of case.

O lele Gadill sale) e 5 5 jall i jed JSD Gaalill Bale) AS i ae Juaidie die o A 1) Gl AS 0 (o gl

G (sS Ladie (g LY Gaalill aladiad oy @ll3S el Bale) AS 55 Y5 el (e I A e el At ) cpalil) 4S5

VA e 5 o i dasana (S 43 A5 el 8 jpe LAY el ity il e S ilaad lla Ayt ) el A8 i

2. Advantages: It is automatic, no uncertainty or delay is involved. U s cli sl ax 51 Vg ¢ L ) ;L 3l

Methods for Sharing Losses A} oSS 3k
* There are two basic methods for sharing losses: S a8 sl G i
— Under the Pro rata method, the ceding company and reinsurer agree to share losses and premiums
based on some proportion
Ame A (bl e LY 5 pleal) adss o cpualill sale) 48 50 5 sl 4S5l 38 6 cAgaadil) 48, Hlall Can g
— Under the Excess method, the reinsurer pays only when covered losses exceed a certain level
Oine (5 sinse Slarall Luall 5o Laxic Jadd (i) dyma wday (8130 48 5l Can e
* Under a guota-share treaty, the ceding insurer and the reinsurer agree to share premiums and losses
based on some proportion
Lpre Lo el o yilaall 5 LY aulsi e cpualil) sale ) 38 500 A jliiall (el 4S 5 381 55 ¢ gananl) anldl baalaa Cax sa

Example: assume that Apex Fire Insurance and Geneva Re enter into a quota-share arrangement by which
losses and premiums are shared 50-50
Al A (e aly ) Ganaall das il 5 8 (MAS Jennifer Re 4S s Apex Fire Insurance 4S8 i of (il 1Jba
50-50 Ay LVl 5 ilusll
If a $100,000 loss occurs, Apex Fire pays $100,000 to the insured but is reimbursed by Geneva Re for
$50,000
Lgway sy S0 4l e sall JY 52 100000 ilie Apex Fire 4S5 g ¢Syl ¥ 53 100000 dasis 3 jlwds Cugan Alls b
Y52 50000 & Jennifer Re 48 il ddawl

* Under a surplus-share treaty, the reinsurer agrees to accept insurance in excess of the ceding
insurer’s retention limit, up to some maximum amount
i Al el Gadil) A4Sy Galal) Bl aa oo a5 ol Jsd e Gl sale) 4S50 381 55 cagu) (aild Baalae Can sa

aall il as

« Example: assume that Apex Fire Insurance has a retention limit of $200,000 (called a line) for a single
policy, and that four lines, or $800,000, are ceded to Geneva Re. Assume that a $500,000 property
insurance policy is issued. Apex Fire takes the first $200,000 of insurance, or two-fifths, and Geneva
Re takes the remaining $300,000, or three-fifths.

Jokl a4l 5 as) 5 daadd sl (Ll ans) HY 52 200000 o8 Liliial aa Leaal Apex Fire Insurance 48y of gz il 1 o

0¥ 53500000 dagiy clSbiadll o Gadi dadl gy laa) &5 4sl (sl Jennifer Re 4S il LY 52 800000 i 251 dxs )i 0o

300 s 5 il gl Jennifer Re 48 & 2alis comuaddl i ccpualill (3 ;Y 50 ll 200 Jsf e Apex Fire 4S8 Juass

Lol 3 Y g0 all
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If a $5000 loss occurs:

Apex Fire $200,000 (1 line)
Geneva Re $800,000 (4 lines)
Total Underwriting Capacity = $1,000,000
$500,000 policy issued

Apex Fire $200,000 (2/5)
Geneva Re $300,000 (3/5)
55000 loss occurs

Apex Fire $2000 (2/5)
Geneva Re $3000 (3/5)

Example JYa
¢ ABCinsurance company has a surplus share treaty with XYZ insurer and retains a line of 100,000S. The
treaty contains five lines and provides for a maximum cession of 500,0005. Therefore, the retention
and reinsurance provide the ability to issue up to 600,000S. The following three policies are issued by
ABC insurance company and are subject to the surplus share treary with XYZ.
duad e saaledl) 5 5ind Y 52 100000 o8 Jady ading s XYZ Celil) 4S 13 aa Al dan Baalas Lgpal ABC el 4S 55
Joas L Jlaa) e 538l o) g il 3ale) 5 Jalaia¥) olé «clldly | 5Y 50 500000 o8 sl 2y JoN e (atiy
XYZ g g Al A (il auadi s ABC el 48 58 8 (e Al 3B i) lanal &5 Y 52 600000 )
e Policy A insures Building A for 100,000S for a premium of 1,5005 with one loss of 20,000S.
2¥5220,000 8 saal 55 jlud aa ,Y 53 1,500 o8 hand Jilia ¥ 52 100,000 aaas "1" sl (a5 1" a5
e Policy B insures Building B for 250,000$ for a premium of 6,000$ with one loss of 75,000S.
¥ 5275,000 L a8 saal 53 et e Y 536,000 0% land Jilsa j¥ 53 250,000 fies " sl (e "G dad gl
e Policy Cinsures Building C for 400,000S for a premium of 18,0005 with one loss of 150,000S.
.¥53 150,000 e 38 32 53 e xa 5¥ 52 18,000 038 Land Jiléa )Y 53 400,000 e "z" el (o5 2" dad gl
- Show division of insurance, premiums and losses for each policy under surplus share treaty.
_e@-u;ﬂ Caild Baalaa cua gas ABd g JS1 iludd) g JaludY g el pradl jledd) -
ABC retention XYZ cession Total

Policy A

Amounts of insurance | 100,000 - 100,000
Premiums 1,500 - 1,500
Losses 20,000 - 20,000
Policy B

Amounts of insurance | 100,000 150,000 250,000
Premiums 2,400 3,600 6,000
Losses 30,000 45,000 75,000
Policy C

Amounts of insurance | 100,000 300,000 400,000
Premiums 4,500 13,500 18,000
Losses 37,500 112,500 150,000

Methods for Sharing Losses Hludl) anddl gk
* An excess-of-loss treaty is designed for protection against a catastrophic loss
@3)&\5‘)@\ w&dwb‘)w\ UAJLSBMLLAM?S
— Atreaty can be written to cover a single exposure, a single occurrence, or excess losses
5 el ol caalg haa gl canl g a e Audasdl saalae LS Koy
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Example: Apex Fire Insurance wants protection for all windstorm losses in excess of $1 million. Assume
Apex enters into an excess-of-loss arrangement with Franklin Re to cover single occurrences during a
specified time period. Franklin Re agrees to pay all losses exceeding $1 million but only to a maximum of
$10 million.
Jaxi Apex O a8l Y 53 Osale 0o Leiad 35 A Gl 2l il aaeal 4l Apex Fire Insurance 48 x5 1l
&> iy e Franklin Re 48 58 (38 5 3aaaa dyia 33 58 JOIA 430 jdll &laa¥) 4ukaail Franklin Re g 3oledl) il Casi 3 3
s Y 0 Ol 10 el any 015 Y 90 O ale ke I il

If a $5 million hurricane loss occurs, Franklin Re would pay $4 million.
Y53 Gmdle 4 () (eS8 AS Hd pdi QY 50 e § Aaily Jliac] B el Gipaa Al (S

* Areinsurance pool is an organization of insurers that underwrites insurance on a joint basis
@ jisie el o udil) e ) cpalil) S 5 (e dalaie g cpualil) 30le) pana

«  Reinsurance pools work in two ways: s by (alil) 3ale ) Claasa Jas
— Each pool member agrees to pay a certain percentage of every loss.
Bl JS (4o Al A ada o pandll (& guae S 38
— Each pool member pays for his or her share of losses below a certain amount; losses exceeding
that amount are then shared by all members in the pool.
elac ) mian G el 138 5glati Al Lell) anls I3 ey o fpne ddie o JBl STLA) (e dlian penall & guae JS ady

Alternatives to Traditional Reinsurance 48l ¢l sale) Jilay
* Some insurers use the capital markets as an alternative to traditional reinsurance
sl el sale Y Jaas JU) (Gl (3 sl Cpalill S L5 (any padis
» Securitization of risk means that an insurable risk is transferred to the capital markets through the
creation of a financial instrument, such as a catastrophe bond or futures contract
AV 5 il sl ol &I i Jia ddle 3130 oL DA o Jladl (l 5 (31 saal () il ALY lalaiall (i Jiny shaliiall (83 ) g8
* Catastrophe bonds are corporate bonds that permit the issuer of the bond to skip or reduce the
interest payments if a catastrophic loss occurs
A5 s Gigon Alla L Lpaiad o 5alal) clads ady il jaiadl e ) GIS Al Gt o & )9S Glaiu
— Catastrophe bonds are growing in importance and are now considered by many to be a

standard supplement to traditional reinsurance.
Lol il sale Y Tl Sl Y1 ()5 S0 L yiing 5 )5S Clais el oyl 3

Investments @l jlaind)
* Because premiums are paid in advance, they can be invested until needed to pay claims and
expenses
cliail] § cldldaal) adal Led) Aalald) ool b jlaiinl (Saall ed ladie adaf LludY) (Y 15k
* Investment income is extremely important in reducing the cost of insurance to policyowners and
offsetting unfavorable underwriting experience
A sl e ISV RS mpaty i) 305 el (o (el RIS IS A Bpea YV Bl 8 L) A i
» Life insurance contracts are long-term; thus, safety of principal is a primary consideration
) eV o Al jae Dl Gl by Jal) AL gl sball e el 3 sic
* In contrast to life insurance, property insurance contracts are short-term in nature, and claim
payments can vary widely depending on catastrophic losses, inflation, medical costs, etc.
GldUadl) Cile e Caliad o (Kary deianday JaV) 5 jual clliad) e cpdill agie b alall e cpddll o el e
A ) Ly ddal) CallSall g adail) 5 450 jileall e 18] S S
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Exhibit: Growth of Life Insurers’ Assets Sadl Jo uall) cilS )i J pual gad 1A gill JSA)

$Bilions

6,000 ™ 5311

5000 |— 4828 4648
| 4,253

4,000 [— 3,380
3,182

2,827
3,000 [—

2,324
1,942
1,665
2000 [ 1408
1,000 [— | | |
0

1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010

Source: American Council of Life Insurers, Lifz Insusers Fact Book 201, Figure 2.

Exhibit: Asset Distribution of Life Insurers, 2010 2010 «sbad) Ao cpalil) cils i Jgual an ) g8 1 gil) JS&Y)

GENERAL ACCOUNT SEPARATE ACCOUNT

Stocks Stocks
2% 80%
Miscellaneous assets. Bonds
12% 13%
Policy loans Miscellaneous assets
@_ 4% 6%

wongages and real estate
1%

Mortgages and real estate
10%

Bonds
72%

Source: American Council of Life Insurers, Life Insurers Fact Book 2013, Figure 2.2.

Exhibit: Investments, Property/Casualty Insurers, 2010
2010 & galifcislioal) o cpalil) S pd o i) 1oa pall
INVESTMENTS BY TYPE'

Real estate 0.74%
Preferred stock 1.34%
Other 9.17%

Cash and short-term investments
6.519%
Bonds
66.40%

Common stock
15.85%

Other Insurance Company Functions G AV Gpalil) 48 )l il
* Information systems are extremely important in the daily operations of insurers.
Cmall) IS 5 A sl ililaadl 8 A Ale 8 il laal) Aakuil yia
— Computers are widely used in many areas, including policy processing, simulation studies,
market analysis, and policyholder services.
e 5 (3 gl a5 BUSLacall i) 50 5 clulpnd) Aadlae @lld 3 Loy eV laall (e dpanll 8 sl s Bl o 53 530aS 5 g aasiind
5l s

* The accounting department prepares financial statements and develops budgets
il ) gl g s 5 ALl ULl lae s Llaall anid o iy
* Inthe legal department, attorneys are used in advanced underwriting and estate planning
(6 Niall Jaglaiiill § dasiiall CUESY) cililee 8 (ppalaally ilata¥) iy ¢ 3l anill
*  Property and liability insurers also provide many loss control services
Sleall b aSatll Ciledd (e ppandl Uyl ) g pasall s clSliaall e aalill S 55 8 g3
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Quiz Of Chapter 6 (FORMAT)

Q1: After reviewing the information, the can Accept the application and
recommend that the policy be issued
Answer: underwriter

Q2: refers to the sales and marketing activities of insurers
Answer: Production

Q3: What is Reinsurance?
Answer: is an arrangement by which the primary insurer that initially writes the insurance transfers to
another insurer part or all of the potential losses associated with such insurance

END OF CHAPTER 6
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“To manage an insurance enterprise successfully, you must understand the volatility inherent in each

portfolio of risks and investments. Further, you must understand the impact that unexpected volatility has

on the balance sheet, income statement, and cash flows”

e o i s e 8 el L) 5 LAl (o Rlaina JS 8 ALl L b e Cing el cpalil) T a3 1Y
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Financial Statements of Property and Casualty Insurers & sal) g cilshiaal) o cpaalil) cil pid 4dal) ciliLgl)
* Abalance sheet is a summary of what a company owns (assets) and what it owes (liabilities), and
the difference between total assets and total liabilities (owners’ equity)
el 3V Maa) 5 Jsaa¥)  Man) c @Al 5 o(lel 3V1) Lale Ly (Jsma¥) 4S80 4Stia Wl Gadle o8 dge sendl 435 juall
(I 5 58a)
Total Assets = Total Liabilities + Owners’ Equity 4slall (ggha 4 cila) FY) il sthall Mea) = Jgal) Mlaa)
ABC Insurance Company

Balance Sheet
December 31, 2012

Assets: Liabilities:
Bonds $250,000,000 Loss Reserves $120,000,000
Common Stock 80,000,000 Unearned Premiums 101,000,000
Real Estate 20,000,000 Loss Adjustment Expenses 14,000,000
Cash & Short-term Investments 12,000,000 Commissions Payable 9,000,000
Mortgage-backed Securities 30,000,000 Other Liabilities 11,000,000
Total Invested Assets $392,000,000 Total Liabilities 255,000,000
Premiums Receivable 29,600,000 | Surplus and Capital
Data Processing Equipment 400,000 Paid-in Surplus 16,000,000
Other Assets 18,000,000 Unassigned Surplus 169,000,000
Total Admitted Assets $440,000,000 | Total Liabilities and Surplus $440,000,000

Ao gard) A Jpall a3
- Aninsurance company invests premium dollars and retained earnings in financial assets.
AL J a8 5 saiaall =l )W) 58 el ol )Y sall jlainly ol 38 50 0 8
- These investments also provide an important source of income for an insurer.
LOomalal) A a1 (AN g ) acan Kol <ol iy oda ji g3
- As with most insurance companies, ABC’s primary investment holding is bonds.
il ga ABC A4S il a1 L) ol il ClS 58 alans e Jall 58 LS
- Other investments are in: preferred and common stocks, real estate, MBS, cash/cash equivalent.
ey Lo/l 5 ALl (31 5V <l 5 el jlinll 5 caladl g Aliaiall agus) 18 53 52 5 5 A L)

* The primary assets for an insurance company are financial assets
LIl J a1 el A8l pul) J siay)

« Insurers’ liabilities include required reserves o sl clblalia ) il il s il 31l Jada
* Aloss reserve is an estimated amount for: o dlia sa B jludd) bl

— Claims reported and adjusted, but not yet paid
A Lgada o ol (81 clehiand s Lgie aluall cilidUadl)
— Claims reported and filed, but not yet adjusted
s Ll s ] (S5 casiall 5 Lgie ghaall cilallaall
— Claims incurred but not yet reported to the company
AS 5 ) ans L2 DU i ol S0 5l il

99 M ey
* Insurance’s company liabilities are more complex than assets,
Jea¥) (e tias ST cpalil) 4850 el 310 o)
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* Aninsureris required by law to maintain certain reserves on its balance sheet. Because premiums are
paid in advance, and the period of protection extends into the future. An insurer must establish
reserves to assure that premiums collected in advance will be available to pay future losses.

Alaall 3 58 sidi s cladie aixi LLAEY) (Y A serl) Lgil Jae 8 Lime lhliialy LLEAY) ¢ 6lal Gan sy el 48,8 e ooy
Aplitaal) yilual) adal dalic ¢ sSin Lasie Ahanall LWLdY) o (e oS0 cillalgial o L) cpalil) 4858 e cany diiasd) )

» There are two principal types of financial reserves (Loss reserves/Unearned premium reserves)

(oSl e BLudY) cldalgial /jileall cildalial) 4llall cllalia ) (e ot Cle 5 i

* Loss reserve is a large liability item on a property and casualty’s insurance company’s balance sheet.

(ol gl g ISliaall e cpualil) 4 a1 dua gandl 43 juall (85 508 A pane 93 2 58 5 jludll Labial

* The loss reserve is especially important to a casualty insurer because bodily injury and property

damage are liability claims may take a long time to settle especially if litigation is involved.

Clldae oo clSliaally 3ali Al ) ) s avall Gllal) OF ol pal) aca il 48 58 ala (S8 g 3 jludll JLalsial 2y
ol Bl yeY) S 1Y) Aali e guii) Sy gl g (3500 38 A 5 pane

Case reserves are loss reserves that are established for each individual claim
4058 Aldae JS0 e 5l aty ) 5 jleal) clblalial o Adlad) cibblia)
« Methods for determining case reserves include: b LAl clhlia) paad g b Jadd
— The judgment method: a claim reserve is established for each individual claim
saa Ao Allae IS GllUae aliial (0 5S35 o aSal) A% 4k
— The average value method: an average value is assigned to each claim
Al S Ao i g (paat o Ao gial) Al 48y 5k
— The tabular method: loss reserves are determined for certain claims for which the amounts paid
depend on data derived from mortality, morbidity, and remarriage tables
Jslaa e sl Ll e L de ol allaall aaias ) cldUnall (e 5 jluald) cilplaliial aand 2 A gand) 44y yhal)
AT 80 153l 5 Al jall 5 a5l
39 J g

- Case reserves are assigned when claims are reported for each individual claim.
B e dlthe S alltaall e ¢ 30Y) aie Al clblalia) Ganads o
- Judgement method: The amount of the loss reserve can be based on the judgement of someone
in the claims department or estimated using a computer program.
i aS el aladinly o a8 g cildUnall ad 8 Goleladl aal aSa e 3 L) Jhaliial jlie aaing o (S 1aSall 45y 5l
- Average value method: This method is used when the number of claims is large, and the average
claim amount is relatively small. (Auto physical damage)
DY) Gas ) gpa Aduadl dlie Jas gie ()55 ¢ 5aS Gllhaall sae ()5S Laie 48 k) o3 223 1idas sial) dadl 43 5k
(<2 ead) Aol
- Tabular method: (Used for life insurance and pension funds)
(ael@ll gualia s sball o cualill aaaing) 4 saal) 45 lal)

* The loss ratio method establishes aggregate loss reserves for a specific coverage line
2aae Adast Jadl 3 jludll lidalial Maa) 3 jledl) dans 48 )l 2oas
— Aformula based on the expected loss ratio is used to estimate the loss reserve
8obdll i) 508l 4a8 gidd) 3 jledld) dans o adiad dalas pladiin) o
* Theincurred-but-not-reported (IBNR) reserve is a reserve that must be established for claims that
have already occurred but that have not yet been reported
£ Y1 o S5 Jadlly Cin ) el 53 oy o2 LYl 5a (IBNR) 438 301 ol al (8l 2S5l (alia)
20 lgie
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- . The case reserves just discussed establish loss reserves for individual claims. In contrast, the loss
ratio method (loss reserves) establishes aggregate loss reserves for a specific coverage line.
Haasd Ayl 2083 Qi) s 0l cildUnall 5 jleall byl oLl _a ill Lgidilie cas 3l Allall culidalgal o
) ~dna Aylaad bl AlleaY) 5 Ll cilalial (5 )beal) cilhliia) 5 jluall
- The expected loss ratio is multiplied by premiums earned during a specified time period.
B3ae Ayie )58 DA AauiSall Tl dad giall 5 lusdd) A (o pua oy
- The loss ratio method is required for certain lines of insurance, such as workers compensation.
Jlanll iy i e egpalil) Lo sl (yrmmd) &y sl 5 sl A 4y 5ka
- IBNR are not reported until the next accounting period
2000 L) 5yl s Lgie alaall e saSiall Leall e 30V AL Y

* The unearned premium reserve is a liability item that represents the unearned portion of gross

premiums on all outstanding policies at the time of valuation
Aaleal) il 330 5 aren o LY Mea) (o aniSall e ¢ 5ald) Jiay ol 511 2t g dsuiSal) p bludY) algia)

pall) iy
— Its purpose is to pay for losses that occur during the policy period
dal sl 3 38 IS Gaaad (Al iLudl) ady ga 4la el
— Itis also needed so that refunds can be paid to policyholders that cancel their coverage
peihaad clally (5 a gfy ) Cpalal) (836 5 alad 8 el Alaal) ads (Say (Ja Wil (55 pa 525
— It also serves as the basis for determining the amount that must be paid to a reinsurer for carrying
reinsured polices
Leale Cpaalil dlaall cpaalill (33 5 Jaad (palil) dpma ) 4nds Cang o3 aliall dyanl (b1 Atiag 45 LS
— The annual pro rata method is one method of calculating the reserve
BLiaY) Ol (3l gan) &y iad) Apauliil) 48, jlall et

Policyholders’ surplus is the difference between an insurance company’s assets and liabilities
Ol A8 58 el 3l 5 Jsaal BN 2 el Bl ala (aild
— The stronger a company’s surplus position, the greater is the security for its policyholders
Ol (3355 Aalad a1 )5 LS 5 g8l A8 5l gl (ailall S je S LS
— The level of surplus is an important determinant of the amount of new business that an

insurance company can write
LeliS il 4S5 Sy Al Bl Jlae V) ana aa3 A L Sale (ildll (5 siase any
- Policyholder’s surplus is not calculated directly, it is the balancing item on the balance sheet. If the
insurer were to pay all of its liabilities using its assets, the amount remaining would be policyholder’s
surplus.

sl 531 e by (alill 3858 Canld 13) Ao saall Al Saall (3250 pall pocic sg ¢ oo IS5 Al el Juln (il s 3 Y
A gl) Jala (=il () e sial) laall (ol dlgd sual oz
- Loss reserves are an estimate of future losses, but the actual losses could easily exceed the estimate,
A g i)y lati O S Aladll LAl 15 daliinal) LAl s a5 ludl) cililalial

* The income and expense statement summarizes revenues and expenses paid over a specified period
of time

Badna Ayie ) 51 A de gaall i g paall g clal Y1 (il cld g uaall g JAAN by

— The two principal sources of revenue for an insurance company are premiums and investment
income

DhaiiaY) J20 5 JaludY) Lea il 3858 i) Y Gl 1 o)) jaaall

— Earned premiums are those premiums for which the service for which the premiums were paid

(insurance protection) has been rendered
(Bipelil) Aleall) Lelilia Tl ads 3 Al Aadal) s a3 3l Tl s o Asadi€al) Jaludy)

|Page3

S-RUB.com Upioaded By anonymous




FINN233 (insurance) _ CHAPTER 7 el
e () slaa

— Expensesinclude the cost of adjusting claims, paying the insured losses that occurred, commissions
to agents, premium taxes, and general insurance expenses

Aall)

ABC Insurance Company
Income and Expense Statement
January 1, 2012-December 31, 2012

Revenues:
Premiums Written* $206,000,000
Premiums Earned $205,000,000
Investment Income:
Interest 14,000,000
Dividends 2,400,000
Rental Income 600,000
Gain on Sale of Securities 1,000,000
Total Investment Income 18,000,000
Total Revenues £223,000,000
Expenses:
Net Losses Incurred 133,600,000
Loss Adjustment Expenses 14,000,000
Total Losses and Loss Adj. Expenses 147,600,000
Commissions 18,000,000
Premium Taxes 5,050,000
General Insurance Expenses 41,590,000
Total Underwriting Expenses 64,640,000
Total Expenses 212,240,000
Met Income Before Taxes 10,760,000
Federal Income Tax 3,260,000
MNet Income 7,500,000

- Given the size of ABC’s bond portfolio, it is not surprising that interest income is the major source of
investment income.
hein) Jaal st )l jaadd) sa sl Jao ¢ sSs of il e s (ABC @l sl laid) Adadsa aaal ) ki
- The company also received dividend income on stocks owned and rental income on real estate the
company owned.
AS Al AS glaall @l jlaadl jlag) culal yul 5 A8 slaall agul) e Zl )l ey 355 Jas e Wyl 48,8 cilian
- 223=205+18

Measuring Profit or Loss 3Ll o) g Jd) (ulid
* The loss ratio is the ratio of incurred losses and loss adjustment expenses to premiums earned
Al ludY) ) 5 el & gud s o sSiall iluAll daad oo B lwdd) dgud
Incurred Losses + Loss Adjustment Expenses “

Loss Ratio =
Premiums Earned

* The expense ratio is equal to the company’s underwriting expenses divided by written premiums
Sl LLuaY) e A puie 4S5l GLESY) iy a5 st Cld g paal) A
Underwriting Expenses

Expense Ratio =
P Premiums Written

* The combined ratio is the sum of the loss ratio and the expense ratio. A positive ratio indicates an
underwriting loss
CLESY) 3 s ) Ala) Al il i g yaall A 5 5 jldll 4 ¢ sane o8 daanall Al
Combind Ratio = Loss Ratio + Expense Ratio
- Inour example: Loss ratio= 147,600/205,000
- Expense ratio= 64,640/206,000
- Combined ratio= 0.72+0.31= 1.034 which indicates an underwriting loss.
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* The investment income ratio compares net investment income to earned premiums
LSl LWL Hlaiinl) Jan dla Hleiiul) Jas L o )&
Net Investment Income
Earned Premiums

Investment Income Ratio =

* The overall operating ratio is equal to the combined ratio minus the investment income ratio
D) (a0 A Leie a5yl daesal) dail) (5 gl Allaay) il dgud

- A property and casualty insurance company can lose money on its underwriting operations, but still
report positive net income if the investment income offsets the underwriting loss.
dan gila e ol J1 3 Y Leasly g dalall sy cllee A ) juds o &l sall s cilSliaa) e i) 4S5 oS
SV Bl imgmy L) JAa S 13 syl

- Inour example: 18,000,000/205,000,000=0.088
- Inour case, overall operating ratio= 1.034-0.088=94.6%
An overall operating ratio of less than 100 indicates that the company, overall, was profitable.

Ao e S eale (S8 AL o ) 100 o8 J8 G AdleaY) Juail) dund i
If the operating ratio exceeds 100, it means that investment income was not enough to offset the
underwriting loss.

CPUESY) Bl gl LS K Al Laiiny) dsaoi‘g_'u_)\;@qoo ol A <y glasi 1)

State Laws Require: (L &Y gl ¢l 8 cullaii
— Rates should be adequate for paying all losses and expenses
Cajladly Siludll s @A ZAS ) (sS8 Of
— Rates should not be excessive, such that policyholders are paying more than the actual value of their
protection
peilend Adadl) el o ST il 35 lala qday Cumy dajie e (S5 O s Vs
— Rates must not be unfairly discriminatory; exposures that are similar with respect to losses and
expenses should not be charged significantly different rates
Aaline ¥ anay cild g jemall s ileally Blets Lad dgabiiall cilin jaill Jpend an Y tdole e IS8 & jua ) ¢ 5S5 Y cany
Business Rate-Making Objectives include: b L Jues¥) Jana 3aa% Cilaa] Gauals
— Rates should be easy to understand padll Al Jlaull () 685 o) e
— Rates should be stable over short periods of time
8 nad dia ) Ol (520 e B e L) (sS8 Of any
— Rates should be responsive over time to changing loss exposures and changing economic conditions
8_pactall LpabaiBY) oy ylall 8 jludll im paill juail gl 5 s e duainse ) O3S () s
— The rating system should encourage loss control activities
ldl) 8 Sl dlal Caiatl) allas ey o cang

- Stability: to maintain consumer’s satisfaction Algiuall Lia y e Lalaall ;) iy

- Responsiveness: For example, as a city grows, auto insurance rates should increase to reflect greater
traffic and increased frequency of auto accidents. Likewise, rates should reflect changing economic
conditions like inflation

Canlsn B85 5330 35 s pall AS ja 3ol ) uSiatl ol Sl e el Hlasl 3y 55 0 o Al gt e cJU Qs e ALY

adaatl) Jie 8yl Apabaii¥) Cogyall Hlend) uad o iy oJiall sl )

- Encouraging loss control activities: to reduce frequency and severity of losses in order to keep

insurance affordable.

el Jgliia g il el Jal e sileall sady ) S5 il ;i) b aSail) ddads] auads
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Basic Ratemaking Definitions L) i aal) dolia iy i
» Arate is the price per unit of insurance. Omeli 3an 5 JS) il 8 Jarall
* An exposure unit is the unit of measurement used in insurance pricing, e.g., a car-year
3kl A QU o o epalil) jpeids 8 deadiall Gl sas 5 o Gl el Baag
* The pure premium is the portion of the rate needed to pay losses and loss adjustment expenses
Dl 2 e i g ilual) gdal 2 ) el (e 6 a8 Gallad)f A Jadl)
* Loading is the amount that must be added to the pure premium for other expenses, profit, and a
margin for contingencies
(sl shall Giela 5 7L N1 s Al claall pallall Jaal) ) asilia) cang 3 alaad) s Jraadl)
* The gross rate consists of the pure premium and a loading element
Jeandll e 5 il Landll (e )5S Aaal) Janall
* The gross premium paid by the insured consists of the gross rate multiplied by the number of exposure
units
Gl Shan 5 330 8 Gy e ManY) Jaxal) (e Al (e pall Axiay 5 )5S Jandl] (Nan

There are three basic rate making methods in property and casualty insurance
Gl gad) M (ppalil) g cilSlinal) o cpalill B ) il dpaddf (3 ke 3G Ui
* Judgment rating means that each exposure is individually evaluated, and the rate is determined largely
by the judgment of the underwriter

e Class, or manual rating means that exposures with similar characteristics are placed in the same

underwriting class, and each is charged the same rate
oy Lia S e g oSV A58 s 8 Lgaan g oy Al Gaibadl] <3 cilia i) o) iy g 9al) Ciluatll g 44dY)
el

- Judgement rating is used when the loss exposures are so diverse that a class rate can’t be calculated
or when credible loss statistics are not available.
clibas) 8 Y Laie sl 238l Jaee o (S0 Y Gy Ll A i 5 jludll Gl yo ()55 Ladie aSal) Cipial aladin) ol
_EJL»A.“ 35}3}4
- Judgement rating is widely used in marine insurance because waters and ports are widely diverse.
s i e e sita ¢l sall g slall (Y (g oal Cpalil) (3 qd 5 (Ui e oSl Cluiua aadig
- Class rating is the most common way & spd JSYI 4G 5kl g Juadll Caias
- The rate charged reflects the average loss experience for the class as a whole.
LSS il 5 L) A ol Jass e Crtiaall el (uSay
- Class rating is based on the assumption that future losses to insureds will be determined largely by
the same set of factors.
ol sl A pana ol DA 0 S 3n ) Layond s cpe sl Aliinnal) Ll o (il 81 e ) st ciny

Class rates are determined using two basic methods: (isabul il b aladiuly J guadll G ara 383 a4
— Under the pure premium method, the pure premium can be determined by dividing the dollar amount
of incurred losses and loss-adjustment expenses by the number of exposure units
e e 3 luall 4 gud culids o 3aS5all iludll HY gally aliall dand 5k e A Jandll paad (Say o &) Jandl) 48 yla g
e il Glas g
— Under the loss ratio method, the actual loss ratio is compared with the expected loss ratio, and the

rate is adjusted accordingly
A 5 Janall Jpams w5 cind sial) 5 Lol At e Tabeill 5 il Fonsi 2 i 435 b lusal) dpnst 4y pla oy

- Incurred losses include all losses that occur during the accounting period whether or not they have
been paid by the end of the period.
Y ol 8l Al 8 Leadd i o) gus Appnslaall 3 il OA Gaad ) ilal) maes 52K ilual) Jos
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- Loss-ratio method: actual loss ratio is the ratio of incurred losses and loss adjustment expenses to

earned premiums
Toni€al) JaludY) ) 5 jlual) & gud cilass ¢ sasial [[ICIVER | U I N W1 E 5 INENS [ TR - VSN [ PV B P

*  Merit rating is a rating plan by which class rates are adjusted upward or downward based on individual
loss experience

A il 5 jledl) 4 jas e 2l JiuY eV diadll cVare doaes LIDA (e ol iyt a2 3 jlaad) ciiual

— Under a schedule rating plan, each exposure is individually rated
saa o (a pa JS Gl o ¢ ajl) Jgaad) ciyiual Aol i gan
— Under experience rating, the class or manual rate is adjusted upward or downward based on

past loss experience

Al 5 Ll 4 a3 e 2l JawY 5 el o sad) Jaeall 5l Coiaill Jiaed 2y o8 pdld) il o
— Under a retrospective rating plan, the insured’s loss experience during the current policy period

determines the actual premium paid for that period
3yl ellil ¢ ghaall ladl) Jasdl) san Al 485 601 5 58 JOA 41 aall 3 led 350 b ¢ aa ) il ciidall) dad s e

- Merit rating is based on the assumption that the loss experience of a particular insured will differ from
the loss experience of another insured.

AT Gaal 3Ll 4 e AL (e (gl Lt Ay pa G Gl il e 5 plaall Caial adiey

- Schedule rating plan: a basis rate is determined for each exposure. Mainly based on physical

differences between insureds. Used in commercial property insurance for large, complex structures

such as an industrial plant.
agle Gesall Gp Al DAY e ulul (S ading | (a3 JS) bl Jaee 30a3 2 0 el saadl Capiad ddas
Ao liall claid) Jie sainal) 5 5 S JSUell 4 jlail) cilSlinddl e cpalil) b aadivy

Ratemaking in Life Insurance bl o (el (b jaud) yaas
» Life insurance actuaries use a mortality table or individual company experience to determine the
probability of death at each attained age
ae S 88U ) Adlaia) apaal 0 ,al) AS 5 A e ol il gl Jgan slad) e ol o) aadig
* Expected future payments are discounted back to the start of the coverage period and summed to
determine the net single premium or level installment premiums
LULY) (5 siusa Talul ol (g3 il Jandll dlia il Lgman oy g Adail) 5 538 39)a ) (5 Al 5y Gad giall Aliinall Ciladall auns oy
* The annual expected value of death claims equals the probability of death times the amount the

insurer must pay if death occurs
sla gl Cgan Al L 4ndd Gasall e oy ) laall 8 Ly g pama 58 50 Jlain) g slast 318 511 Cldlal dad siall 4, giaal) Al

Quiz Of Chapter 7 (FORMAT)

Q1: is a summary of what a company owns (assets) and what it owes (liabilities), and the difference
between total assets and total liabilities (owners’ equity)?
Answer: balance sheet

Q2: The primary assets for an insurance company are ?
Answer: financial assets

Q3: What is the combined ratio?
Answer: is the sum of the loss ratio and the expense ratio. A positive ratio indicates an underwriting loss

END OF CHAPTER 7
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Basic Parts of an Insurance Contract  Oslil) adad Lal¥) ¢ 3aY)
* Declarations are statements that provide information about the particular property or activity to
be insured
agle Gl 3l el el Tl f cilSliaall Jga il slaa 355 il o <l ) 2Y)
— Can usually be found on the first page of the policy
L) e (J Y dadall i lgle ) giall Bale (Say
— In property insurance, it contains name of the insured, location of property, period of
protection, amount of insurance, premium and deductible information

padll L8 il slae g Jandll g Gaalill e g dilend) 3aa s laad) &8 ga 5 4d e sall aul o (g sing ClSliad) e opaldll g

* Insurance contracts typically contain a page or section of definitions
iy el (o and sl dadia o sale (il 3 gie (g gias
—  For example, the insured is referred to as “you” "<l 4alSs 4l asall L (bl Juw e

* The insuring agreement summarizes the major promises of the insurer (the heart of an insurance
contract)

(Cralill s ) pagall (5 SH ase ) Cpalill A8E1 (adls
* The two basic forms of an insuring agreement in property insurance are:
laa cilSliaal) o a8 cpalil) A8EY Glulud) (Dl
— Named perils coverage, where only those perils specifically named in the policy are covered
L Ladgll & yoail) da g e 55 sSa) HUaal) Gk 4y Cus (Blaall JUadY) ddais
— Open-perils, or special coverage, where all losses are covered except those losses specifically
excluded

He o U
- The insurer agrees to do certain things, such as paying losses from covered perils, providing certain
services (such as loss prevention services) or agreeing to defend the insured in a liability lawsuit.
e land i) A ladd i 5l ekl HUad¥) oo Taalill iledll gy Jie ddiges oLdl L@l e il 4850 i) 3
A sl (550 bl el e plaall e A8 gall i (5 5lal)
(1) If the peril is not named, it is not covered (E.g in a homeowner's policy, personal property is covered
for fire, windstorm, and certain other named perils, only losses caused by these perils are covered.
Flood damage is not covered because flood is not a listed peril.
G al am dadall CilShiad) Adas iy o Jiall Claal Lalis 3 (JUa) Jasus o) aipdaad o S8 ¢ laal) Lpans & o 13)
OY lliadll ) pual ddass 5 ¥y Jaih Hlalaall oda (o dealill jiluald) Apkais S5 chlasall (5 AY) LAl any s Caal gall
Al 15ha Gl bl
(2) For example, only fire is excluded. Or life insurance only suicide is excluded.
i Y deginl &5 sbal) o cpalid) f Lai Ul slegind &3 (JUa) Jaws e
An open-perils generally is preferable to the first type, because the protection is broader with fewer gaps

in coverage.
Aokaaill (8 B gad 3 sa 5 ae pn sl Alandl Y Y g i) (e Juall ple (S5 da gidal) eyl -

* Insurance contracts contain three major types of exclusions
a\;&&\yﬁuﬁ)&\ﬁiﬁﬁ&sw‘tﬁt .\339 L..S}:‘A:
—  Excluded perils, e.g., flood, intentional act
Leaiall Jadll ccilibizadl) (JUall Jaw e 3lituall jlalal)
— Excluded losses, e.g., a professional liability loss is excluded in the homeowners policy
Jokadl Gl Al (A Baadiuse Aigall A g panal) Ll (JEal) Josw e ¢ 3l jiluall
— Excluded property, e.g., pets are not covered as personal property in the homeowners policy
Joka) laal Al b dpadd ISl L oty Y 481 Gl sl (JBal Jass e ¢ sliiual) cilSliadl)
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An example of excluded loss: failure of an insured to protect the property from further damage after a

loss occurs is excluded.
Bokedl) Eigan day ) pall (e 3 dall (e STl dlaa (8 4l e pall (LG8 sladindl Sy e facal) B leddl o JUa

Why are Exclusions Necessary? 4y ) g i e LAY 3Ll
*  Some perils are not commercially insurable Lolad alill 346 coid HLlAA) (any
— e.g., catastrophic losses due to war  «_all e 45 IS al) (JEal) Jas e
* Extraordinary hazards are present ile e Hhalaa Slla
— e.g., using the automobile for ataxi a3 _lud 3 bl alaainl (Jlall Qoo e
» Coverage is provided by other contracts oAl agie JA e dlaril) b g

— e.g., use of auto excluded on homeowners policy
Joka) ol Al A sasiia) < ) alasiul (Jid) daws e

(1) A health insurance contract may exclude losses within the direct control of the insured, such as an
intentional, self-inflicted injury.
Ay Lgialy ) Baenial) Alial) Jie el o sall B piliall 5 laguadl con AaBl ) jileadl auall Galill sie iy 8
(2) The chance of an accident is much higher. S el Gala g fgda
(3) Duplication of indemnification by two different insurance contracts.
Cpiline (el (e SR (g Gy sl il 503
*  Moral hazard problems Sy haall JSlie
— e.g., coverage of money limited to $200 in homeowners policy
Joball laal Al (3 Y53 200 e s J) Y1 Ldaai (JUall Jpans e
«  Attitudinal hazard problems 4d8) gal) lalaall JSLie
— e.g., individuals are forced to bear losses that result from their own carelessness
pellar] e Aailill i) s 1) 3 31 ey ¢ Jial) s e
+  Coverage not needed by typical insureds (s saill () siasall Lealing Yl dudazil)
— e.g., homeowners policy does not cover aircraft
cal il aas Y kel Gl A (JUall Qs e
- Moral hazard for fraudulent approaches to gain insurance
el e J pemall ALY 5k ENAY) sl
- Attitudinal hazard: inappropriate management of home appliances.
A iall 5 e Aanliall e 5 HlaYl A sl Hhlal
- Share of losses wouldn’t be fair. e (585 leall das

* Conditions are provisions in the policy that qualify or place limitations on the insurer’s promise to
perform
eIV cpalil) 4S8 ae 5 e 1358 a5l Ja g Aulid) 8 HSST o dag
— If policy conditions are not met, the insurer can refuse to pay the claim
Alaall ads by Gaalill 4S50 Sy Aalpad) Jag 5 elisind Q5 ol 13)
* Insurance policies contain a variety of miscellaneous provisions
Ao giiall alSaY) e de sile Ao sana Ao omelil) 3 (5 sia
— e.g., cancellation, subrogation, grace period, misstatement of age
)Akjj Gk\; Ul:” ccl.m.u]\ B)ﬁé ‘d)l;j\ ‘;Ud}” ¢JUEA d:u...n ‘_Ac
Common conditions: Notifying the insurer if a loss occurs, protecting the property after a loss, preparing
an inventory of damaged personal.
3 _palall dpadil) ) e U 3 ja slac) 6 ludd) axy ClSliaal) dglan 3 jlud g Alla 8 (el A8 55 jUad) sAailall o g 0
Grace period: zleud) 5 yi8
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Definition of “Insured” agle Cragall" Ciy pit
* Aninsurance contract must identify the persons or parties who are insured under the policy
Lo sl 0da G gay agale Gasall Gl LY i alAdY) Gualil) e daay o G
— The named insured is the person or persons named in the declarations section of the policy
Aol sl 8 ) B o 3 (Sl (a1 S it Sl e aal
— The first named insured has certain additional rights and responsibilities that do not apply
to other named insureds
sS4l AT agle Gosall e ol Y 1 ALYl ysasall 5 (3 sl mny S5V 4o a3l iy
— A policy may cover other parties even though they are not specifically named
il an o agiland S5 aae e ae e AT W kT Al st 8
— Additional insureds may be added using an endorsement
Asleaal) aladiuly Gpilia) (uiase ila) (Say
(1) Full names of the insureds. i 3all AL el
(2) Additional rights might include the right to a premium refund
Crnalil) Tad 3l jil & Gall A8LaY) (3 giall Cpanaii 8
(3) For example: a homeowners policy covers resident relatives of the named insured or any person under
age 21 who is in the care of the insured, or car drivers above 24.
Ule ) S Lle 21 ge opne Ji padd gl 5 sSaa adde agall Cpaiiall oY1 Il Glaal Al (ast 1B Jw e
Lle 24 oo at jleel a3 Al @l Hndl Bl ol cadde (e gall

(4) Additional insureds like under 24 drivers.
Lle 24 oo aa jlee J5 0l cpiilud) Jie il agile (e 3al)

Endorsements and Riders Gl Al g i) gal)
* In property and liability insurance, an endorsement is a written provision that adds to, deletes
from, or modifies the provisions in the original contract
el el 8501 sl alSal) Jamy o Cadagy f ) iy g da yd g el (il g el 5 clShiaal) e cpualil) b
— e.g., an earthquake endorsement to a homeowners policy
Jotal) Clacal dabead J1 3150 Al (Jia) Jaswe e
* Inlife and health insurance, a rider is a provision that amends or changes the original policy
Ll Al iy b Jamy Ua i (Sl ey o auall el g laldl e aalill 8
— e.g., a waiver-of-premium rider on a life insurance policy
sbal)l e cpalil) dad g e el Jand e Jotl (Jlall Jaw e
- waiver: aud (e Jl

Deductibles A4akiial) illiall
* Adeductible is a provision by which a specified amount is subtracted from the total loss payment
that otherwise would be payable
Y CaMAy Lgady a3 jludl) e gae  Jlea) (3 33aa @dlie 7l dos gar a0 g8 auadll Q) alal)
+ The purpose of a deductible is to: 2 aadl) (s o2 Al
— Eliminate small claims that are expensive to handle and process
Liallaa g Lena Jalaill 8 AdlKa () K5 1) 5 paial) ldUadl) (e alis
— Reduce premiums paid by the insured agle (asall Leady Al LLEY) (adds
— Reduce moral hazard and attitudinal (morale) hazard

(R siall) S L) Hhlal s EAY) jhal) Jl

Deductibles in Property insurance — <i\Slieal) o cpalil) b Cla guadl)
e With a straight deductible, the insured must pay a certain number of dollars of loss before the
insurer is required to make a payment
A8 o) ja) cudil) 48 58 (e allad o G 5 ldd) (e Y 92l e Cma 23 pda 4l el e Gang ¢ ilial) aadll ae
— e.g., an auto insurance deductible @l ad) e il aad (Ji) Jass e
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* An aggregate deductible means that all losses that occur during a specified time period, usually a
year, are accumulated to satisfy the deductible amount

padll el el Al Lgapant & ¢din Bale Baase dia ) 338 DA haas ) ):MQ\@A;Q? madll Jlaa) Simy

- Collision of 10,000S$ and 1,000S deductible: Indemnification 9,000
O¥529000 (52l auaall ALE )Y 50 10005 LY 52 10000 4y ol
- For aggregate: Only accumulated losses above deductibles will be paid
L e geadll e 35 G A jiad) iLedll by i ;e DU dally

Deductibles in Health Insurance al) Gpalill B il guadl)
* A calendar-year deductible is a type of aggregate deductible that is found in basic medical expense
and major medical insurance contracts
S bl Cpalill 3 s 5 Al dpall il 8 3 s sal) aadll Jlea) e g st sp Aag gl Adud) aad
* An elimination (waiting) period is a stated period of time at the beginning of a loss during which no
insurance benefits are paid
Aiali ) 8 (g ads LIDA Ay Y 3Ll dglay A Boana duie 33 yib o (JUAINI) plaly) 3 b
— e.g., disability income contracts that replace part of a disabled worker’s earnings typically have
elimination periods of 30, 60, or 90 days, or longer periods.
(2590 5l B0 5 30 alis elad) <l 58 Slaall Jaladl J2s (o 5 G Jaa ot ) el Ja0 5 gl (58 Lesale (JEal) Jans e
skl <l yié

Coinsurance & idial) el

* A coinsurance clause in a property insurance contract encourages the insured to insure the property
to a stated percentage of its insurable value

& jidia Lo o liiely 3 jludll 3 el )iy o 4l (el o Gand 3 Ll o 85 8y 6 & jidall Gpalil) Jayd cliciad oy o 13)
— If the coinsurance requirement is not met at the time of the loss, the insured must share in

the loss as a coinsurer
el Lgiad (pe Baama ity SR (el o ad e el pandy lSliaall e cpalil) sie 8 & jidal) cpadlill by

Amount of insurance carried

- - X Loss = Amount of recovery
Amount of insurance required

Insurance to Full Value Insurance to Half Value
Assume that 2000 buildings are valued at $200,000 each Assume that 2000 buildings are valued at $200,000 each
and are insured to full Value 'For a total OF $400 m|||i0n and are insured to half value for a total of $200 million of
of fire insurance. The following fire losses occur: fire insurance. The following fire losses occur:
2 total losses = $ 400,000 2 total losses ($400,000)
I I = $200,000
30 partial losses at $20,000 each = $ 600,000 reurerpays ony
fire | by i —  $1.000.000 30 partial losses at $20,000 each = $600, 000
Total fire losses paid by insurer = T Total fire losses paid by insurer = $800,000
Pure premium rate — $1,000,000 p : $800,000
$400 000 000 ure premium rate —
VUL, $200,000,000
= 25 cents per $100 = 40 cents per $100
of insurance of insurance

Coinsurance in Health Insurance el (ppalil) A & fidial) el
* Health insurance policies frequently contain a coinsurance clause
A iiall cpalill oyl Je glal¥) (e S A aall aalill 3l (g gias
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— Theclause requires the insured to pay a specified percentage of covered medical expenses
in excess of the deductible

madll Jilal) aliall e 3 5 Ley sUasall dpdall culiail) (e Ba0aa Al ads ale Gagall (e il il

— The purposes of coinsurance in health insurance are to reduce premiums and prevent

overutilization of policy benefits
daad sl Ll 3o alasiind A dal 3Y) aie s Bl Qs 8 sl cpalil) 8 o i) il Gaal el Jiam

Other-insurance Provisions ¢ AY) (palil) alsai
* The purpose of other-insurance provisions is to prevent profiting from insurance and violation of the
principle of indemnity

O sall Tane @il g cpalil) (pa ALY aie g (5 AN el A8 (e a3l
— Under a pro rata liability provision, each insurer’s share of the loss is based on the proportion

that its insurance bears to the total amount of insurance on the property
e sl oo Man) () Larsals glonty Al Al e 5 )l (3 (ppali A8 55 US S 2403 gl Al ndll o35 o s
Clsliaal)
— Under contribution by equal shares, each insurer shares equally in the loss until the share paid
by each insurer equals the lowest limit of liability under any policy, or until the full amount of

the loss is paid

Ol AS55 IS U8 (e e o) daal) (g5l a5l (b g ghuailly Cpaall A8 5 IS i o sluia agals Taaloall i s
8l alie JUlS ado oy Jin ol a5 ol cam s Al g el 0Y) 2al)

Pro Rata Liability Example Lpaial) iy gllaal) [ el 35N Ao Jlia

Company A M or .60 X $100,000 = $ 60,000
$500,000
$100,000
Company B m or .20 X $100,000 = $ 20,000
Company C $100,000 or .20 X $100,000 = $ 20,000
$500,000 ' '
Total loss payment = $100,000

- Each insurance company indemnifies with its share of the 500,0005.
.0¥52500.000 Al Lghuany (0al8 48 )l JS (m 525 -

Contribution by Equal Shares (Example 1)
Amount of Loss = $150,000

Amount of Insurance Contribution by Equal Shares Total Paid
Company A $100,000 $50,000 $50,000
Company B $200,000 $50,000 $50,000
Company C $300,000 $50,000 $50,000

Contribution by Equal Shares (Example 2)
Amount of Loss = $500,000

Amount of Insurance Contribution by Equal Shares Total Paid
Company A $100,000 $100,000 $100,000
Company B $200,000 $100,000 + $100,000 $200,000
Company C $300,000 $100,000 + $100,000 $200,000

500,0006 loss
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— Under a primary and excess insurance provision, the primary insurer pays first, and the excess insurer
G sy Aoand sall 3 san il aey VW) 255N el wday Vg oY 5l 1 ) by 6l 311yl 5 i) il oy s

— The coordination of benefits provision in group health insurance is designed to prevent overinsurance

o Y sadie 2al 5 Gadd SIS 13 Ul el gl 50 5 cpalill L3 Tl el celaadl awall (el 3 Ul el 55 Gansii apead o

FINN233 (insurance) _ CHAPTER 10 (<l

pays only after the policy limits under the primary policy are exhausted

A 5Y) Al 5l

and the duplication of benefits if one person is covered under more than one group health insurance
plan

Primary and excess (Like car and health insurances)
(el il 5 il ) e cpalil) Jia) 20l 3015 i)

Coordination of benefits like health insurance of both parents.
) sl S sl cpalil) (e W) ) (Saus

END OF CHAPTER 10
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Introduction 4aiis
Corporations are sued because of: e S ) SLialia ot

e defective products that cause injuries Glba) (Al Azl cilatial)

e aggressive accounting practices A gamll Apudaall il jladll
e Fraud that results in investor losses Gl e ) (55 oAl JliaY)
e Violation of securities laws Allal) (5 5y il o8 Aallaa
* Insider trading " AR JAlA e gl
e Inadequate oversight of management 5ol e 46 ) K axe

* Physicians, accountants, engineers, and other professionals are sued for malpractice and
incompetence
3l axe 5 A jlaall ¢ s Canny Cigall (e a5 Gpaaigall 5 Cpsadanall 5 cldaY) sLialia a3
* Government entities and charities are sued because they no longer enjoy complete immunity against
lawsuits

Basis of Legal Liability 4 /&) 43 g pusal) (sl
A legal wrong is a violation of a person’s legal rights, or a failure to perform a legal duty owed to a certain
person or to society as a whole
JSS painall ola ol (e (i olas 3 98 Canl g all ate ol dle (adidd 43 Al (5 siall gl s 55 Ul
« Legal wrongsinclude: b L 43 gilall sUad) Jadi
—  Crime (punished by fines, imprisonment, or death)

(A=) s ol Al jalls e ilay) day sl

— Breach of contract Jall (3,
—  Tort o=l
« Crime is a legal wrong against the society. acinall 3a 8 358 U Gy jall

*  Breach of contract when part of the agreement fails in meeting some clauses of the agreement.
AEEY) 3 53 (mm Al 3 AV (e o e Qi Loie iall 33
* Torts: remedies in money. Jul 8 clatall ) )

A tort is a legal wrong for which the court allows a remedy in the form of money damages
Al il ga3 JS b Aliallae Aol ot 5ilE a8 ) puall
* The person who is injured (plaintiff) by the action of another (tortfeasor) can sue for damages
Gl 53 e Jsmanll g2 @b gy O (Lwall) LAT padd dady (o)) ) aiall pasill (Key
+ Torts fall into three categories: b S ) ) Y audis
— Intentional, e.g., fraud, assault, patent infringement
t\)ﬁi‘}” Gled Al 5 elaie V) g Juiay) (JUall dJJ.u ch ¢dazlia
—  Strict liability means that liability is imposed regardless of negligence or fault (manufacturing of
explosives, owning wild animals)
(Fad) il o) )l yaiall ayiad) Uadll o Jlaa ) e il Giars (i )i 4 5 susall () x5 da jliaall 4 5 anall

— Negligence Jlaay!
Plaintiff is called claimant el [ aday Qlldaall cenall cann g
Tortfeasor is called defendant. ale cadl | pall e

(1) Intentional: harming or injuring to another person or damage to other person’s property.
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(2) Strict liability also includes occupational injury and disease of employees under a workers
compensation law.
Jlanll i ga3 (5 538 o gy (il gall Aigall (al 5aY1 5 Alal) Wil A jluaall A g asall Joi

Law of Negligence Juaay ¢y sid
* Negligence is the failure to exercise the standard of care required by law to protect others from an
unreasonable risk of harm
Jsindll e NV 5la e AY) Aglend (o s il (53 Ao M) (5 giane T e 3 SN 5o Jlaa)
— The standard of care is not the same for each wrongful act. It is based on the care required of a
reasonably prudent person
Jsine 3a Y piSa (aid (o g slhaal) e Sl e iy 431 g 5 she e Jeb S0 il i 58 G e Sl Jna ()
— It depends on the age of knowledge of the parties involved, skill, and court interpretation
il il 55 jleall s dyinall Col LY A8 jaa yae o clld ading
- Standard of care: is based on the care required of a reasonably prudent person. Your actions are
compared with the actions of a reasonably prudent person under the same circumstances.
3n ) S s e g lladl £ 5 i n ) s i (o Ay stlaall e 5l e g e ) e -
gkl s Ja A e

* To collect damages, the injured person must show that the tortfeasor is guilty of negligence.
el Gl 5l e pall S pe o iy o el (il e sy eciliay gail) Juasil

« Elements Negligence JLaay) palic
—  Existence of a legal duty to use reasonable care A ginall dlall a2t (5688 Cal g 2 ga g
—  Failure to perform that duty (positive or negative act) (sl s (o) Jad) canl sl 13 laf 3 Jadl)
— Damage or injury to the claimant el lay) ol

— A proximate cause relationship between the negligent act and the infliction of damages, which
requires an unbroken chain of events
CaaY) e Alial sie Aludes Callaty (3 el ¢ )Y el s Jlaa Yl Jad A 55 Ay Ao
(1) For example: a motorist has a legal duty to stop at a red light and to drive a car safely within speed
limits. A manufacturer has a legal duty to produce a safe product. There must be legal duty to protect
other people and to be responsible on harm. (Like swimmer).
Gle e gy Ao pud) 353 Gan Gl s el 838 5 ¢l el 5 LEY) e (50 58 Gl 5 nd) il e 1) s e
die) ol e Ve 0S5 e AV Alaal 55l anl s @llin ()5 o cana Lol e LY 3518 a5 Aaiadl) AS L)
(gt
(2) Positive act: failing to keep the lowest standards. Negative act: you fail to do smth that a reasonable
person would do. For example: Not repairing brakes of car.
ade Al Ji e Jile (ads alaiy 8 ¢ ALl 3 Glli s alad) Jadl) | ubaall ol e Jalisdl s Q) ;e Jadl
_BJ\:mJ\ C_IIS.A C)ua‘\
(3) The injured person must show damage or injury as a result of the action or inaction of the alleged
tortfeasor. E.g: damage of a car or injured body.
8kl S 1B s Sl 50 Sl ) jucall iS5y e ) Jadd At Al 51 el Jedad o il adll) e i
il Blal
(4) A proximate cause: there must be an unbroken chain of events between the negligent act and the
injury or harm that occurs.
a3l 5 a5 Jagall Jadll G Silaal) (g Alal gia Al dllia 585 ) aag 1 ple Can

* Compensatory damages compensate the victim for losses actually incurred.
Jnilly i 1 ALl (e dpmaall (m ged Ay el iy ol
— Special damages provide compensation for medical expenses
Gl ) e Way g Aalall ) Yl
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— General damages provide compensation for pain and suffering
bl_:\a.d\j \;X\)” e ua.a‘yuﬂ ‘5.\ Aalall ‘)\‘),».AY\

« Punitive damages are designed to punish people and
organizations so that others are deterred from committing the
same wrongful act
e e xS R e Y AN e em g .y . “ Compensatory damages
e U:UA‘Y\ g p cua uw\j uala...uY\ 4—,\51:“} L@-A,-,\-A-A-\ o~ 47.\:‘\3131\ g_ab-é-\,j’—d\ (T e e T ; Pumhtlt\;e dama?jes ;
EJM‘ e Jadll el &4&‘)‘ for injury or damage sustalned) IR0 WS e T
- Special damages also include medical expenses, lost earnings or
property damage Special damages General damages
- . % . < PN e PR . 3 - Examples: Examples:
Cadal ‘;J\ )\)m‘)“ J\ aA}M\ CLI')Y\ J\ MAH\ Colaayl) L\A;!\ Lalall )\)m\,“ dau.: = Medical expenses » Pain and suffering

GNP * Cost to replace or * Loss of consortium
. . ) : repair property * Mental anguish
- General damages are intangible and cannot be measured. | -Lossofeamings

el K Vg A gale e Aalall ) )
- Punitive damages are often several times the amount awarded for compensatory damage.

(il ) pall - gl qlaall Cilaaal ac 20 Jadl iy sail) ()55 Le Glle

Specific Applications of the Law of Negligence: Property owners

<l il claual s JlaaYl ¢ g3lal Basas culidal
* The standard of care owed to others depends upon the situation

Capal) e (A Al e 5l 5 siase aaing
» Atrespasser is a person who enters or remains on the owner’s property without the owner’s consent
Gl 488) g 90 Gl CilSlias ey of Jan ) (addll s ganiall
— The duty to refrain from injuring a trespasser is sometimes referred to as the duty of slight care
Al e 5l Canly il e gaxiall el e Y] qaal s ) Ulal Lz

- Property owners have a legal obligation to protect others from harm.
) e AN Alany 35l Al 3 agaal @l laed) sl
- The property owner does not have any obligation to the trespasser to keep the land in reasonably safe

condition. However, the property owner cannot deliberately injure the trespasser.

eI Jlaall Gl Ggmy Y eclld ey Jsine an ) Al Als 8 () e Balaadly gaiaall olad ol ol Jlaall @lile Jle
S gaxidl

* Alicensee is a person who enters the premises with the occupant’s expressed or implied permission
(charitable organizations, police officers on duty)
(0520l a3 Jalan ey ppal) iladaiall) Aol (o iann sf g om0 isall Jady 3 Gl a A o sall
— The property owner must warn the licensee of unsafe conditions which are apparent
soalall V) e Cagolall e Al Gad pall pdad el el e g
* An invitee is a person who is invited onto the premises for the benefit of the occupant (business
customer in a store, garbage collectors)
(Aalaill xals ¢ aia b (5 jkad Jee ) 4leli mlal il ) 4500 255 52 Gaddll a sesdl)
— The occupant has an obligation to inspect the premises and ellmlnate any dangerous
conditions 3ha Cag kol Al 3]s el s Sl a5l
Licensee includes: door-to-door salespersons, police officers and firefighters when they are on the
property to perform their duties.
aeilal s oY Jliall 8 56 Lavie il Jla 5 dda il Dol g Ll )l e lagsall st 4l Gad el Jady
The property owner has to warn the licensee of any unsafe condition or activity on the premises that
is not apparent, but there is no obligation to inspect the premises for the benefit of the licensee.
il iy o) 5 ol am sy Y oSl Al e ) 8 el e Ll o Al gl (e Al Gad el pdad el elile e Cany
A G yal) sl
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* An attractive nuisance is a hazardous condition that can attract and injure children
bty JULY) Cdat o (Kar 5 5had Alla s ldall gle Y jaaa
— The occupants of land are liable for the injuries of children who may be attracted by some
dangerous condition, feature or article
3k sale 5l 8300 5l Al agl) adaii 38 3 JUlY1 Cilibal 4 5 5ue g Y) sleld Jaaty
— e.g., a building contractor leaves the keys in a tractor, and a child is injured while driving it
ﬁd@ctﬁ\dﬂku&mb s‘)\_);‘_g@ﬁ@\ cLudjLMtﬂ_)S sdti.«.“d:pm‘;s
- Examples: homeowner carelessly leaves a ladder standing on the side of the house, a child climbs it.
ik aaliid (Jlaaly J el cails e Gl 5 L) i) caslia o 5 1Ak

* Owners and operators of automobiles who drive in a careless manner can be held liable for property
damage or bodily injury sustained by another person

Byl ol ClSkedly Gl 1) ) e Al pasall 5 e Ay ylay & jand) (535 () el sliios Slle Jeaty of Sy

Al paddiled pa et Al )

— An owner who is not the operator can be held liable for the acts of operators if an agency

relationship exists
A5 A8e 3 ga 5 Al L Cplidiall e (e Al g paall Jidiall g8 Gl 63 Gl Jasy of ¢Sy
*  Charitable institutions are no longer immune from lawsuits, especially with respect to commercial
activities
A lall eVl (alaty Lag Aala Ailizadll (s sleall i diane 4 pal) il sal) a3 ol

- Charitable institutions: For example, a hospital operated by a religious group can be sued for malpractice.
MJL«J\ ;y@@gdmwaﬁmmmuudﬁdcﬂjﬁed\ﬁaﬂd.uuk;s 44)&;]‘ &_:qu:)al\ -

*  Governmental entities can be sued in almost every aspect of governmental activity
G 5 n sSal) L il (o il S b e sSal) LI slalie (S
— The doctrine of sovereign immunity has been modified over time
gl s e e Aol Dlianl) fage Jpans &5 o
— A governmental unit can be held liable if it is negligent in the performance of a proprietary
function, e.g., the operation of water plants
syl Clane Jpi ¢ Jall Qs e cala Zigda g ol 8 calaal 13) 2 5 gasal) dpa sSal) san 1 Jpan ¢Sy
— Immunity from lawsuits for governmental functions, such as the planning of a sewer system,
has eroded over time
G 5y ¢ oanall G peal) 2Uai Jaylads Jia cia Sl s gl dibeiall bl (5 gleall a dilanll Sl s

* Under the doctrine of respondeat superior, an employer can be held liable for the negligent acts of
employees while they are acting on the employer’s behalf

O Ak g et LB (il gal) LS5 5y ) JlaaY) Jladl e Al gl Jaal) onlin iy o oS 191 1 e Com s

Jasll Calia
— The worker must be an employee Ll e Jaladl (585 0
— The employee must be acting within the scope of employment when the negligent act

occurred

Jagall Jodll & gan e Jaall 3Uad gaca ol gall Copaly off oy
« Parents can be held liable for the actions of a child if: 13) Jadall lé pat e A g gusal) all gl Jaand (S
— The child uses a dangerous weapon to injure someone L sadd Alay | juha WO Jihll aadiny
— The child is acting as an agent for the parents Cpll 5 S S Jeny Jaal)
— A minor child is operating a family car Alile 3 b 248 pald Jika

- For example: Hurting a customer in a shop by an employee, the employer indemnifies.
Jeall Calia dia gay il sa i (e dae (B diee o1y 1B s e
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*  Most states have laws that hold parents liable for willful and malicious acts of children that result
in property damage to others
DY) s Gy Ak L oy 3 &all  saasiall Jdl) e dd sl 2LV Jand ) 8 LY 5l alaaa s
GAY) Sy
*  Owners of wild animals are held strictly liable for injuries to others
AT Gali 1 L) e el Al pasall By ) il el sl Jasy
*  Strict liability may also be imposed on the owners of ordinary pets, such as dogs
SN i edgalall 400Y) i) gl laal e 4 jla 4 g3ase (a8 Ul 2y 8
- For animals, for example a hurt by a tiger or a dog. IS 5l i dbal (Jlall Qo e «ill guall duilly

Current Tort Liability Problems Al Ay o) A g panall JSLa
* Recently, risk managers, business firms, physicians and liability insurers have been troubled by:
ot Lo G A g el (o cpaalil) S 35 oLl 5 Jlae Y1 S p8 5 Hlalaall 5 a0 e 3l AN AV A
— Adefective tort liability system cumall 4 jua@il) A4 5 pual) Al
— Medical malpractice Gkl eUady)
—  Corporate governance and the financial sector ! gUadll 5 SIS 3l 3aS 5o

« Defects in the present tort liability system include: b b Sl ) uall e A g guall s 3 G guall Jadis

— Rising tort liability costs A yrealil) A 5 gusal) CallSS o s )
— Inefficiency in compensating injured victims Cmbaal) Wlauall (g ga3 A 5ol pae
— Uncertainty of legal outcomes A sl il (e ST pae
— Higher jury awards Llall aSatll d3ad 3l sa
— Long delays in settling lawsuits bl (5 gleal) 4 pud 8 Jyghall il

Medical Malpractice 4xhll sUsdy) (aldiate LS JS quth 13) Blfadl G 4a b La  giSall)
Other reasons patients sue physicians include: b L sLhY) sLalia o jall gdy Al o AY) Glaad) Jadd
— The intimate relationship between patients and physicians that existed in the past has been
lost
alall 853 g ge S ) LY g i yall (g Aapenl) A8D) Ciclia )
—  People are more litigious than in the past bl 4o ) 58 Las slaill ¢ gal ST i) ol
— Physicians and other medical experts will now testify against physicians in malpractice cases
Aphall A jlaall ¢ g Llzal 8 oY) aim V) Ganhall o) Al (e ot e 5 Ll agdine
— The media has made more people aware of the vulnerability of physicians to malpractice suits
Ll A laall ¢ gas (s sleal oY) i pad (530 0S4 L (e 3 3all WDl Y1 Jilu g ilas
— Physicians accuse attorneys of filing malpractice suits because of the high fees that attorneys
may collect if they win
w558 Jla (g () galaall Lalialiy o8 3 ABaalll o g 5 Cany dadal) G jlaal) ¢ g (s 5led ad gy Cpalaall () gagly £kl

Methods to reduce medical malpractice costs include: b Le Alal) A jlaall 5 g ST UGS g ha Jadid

— Not charging for “never events” el GIanYI" e a gy o axe
— Laws allowing physicians to apologize without allowing the admission to be used against
them

Adam il jie V) aladiuly Flead) 50 e VG el mans ) ol il

—  Prompt disclosure of medical errors Aphll slba¥) ge (g sill aisll
— Remedial action against problem physicians eLhY) JSlia i dpnnai ke ya)
—  Empbhasis on risk management principles BECVR PR FER EPp g gl
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FINN233 (insurance) _ CHAPTER 19 (<Al
e () slaa

* In the 1990s, many large corporations used dishonest or aggressive accounting practices to inflate
stated earnings and profits, or to conceal or misstate certain transactions
sl Aideal 2L 2LV adiail Al oo o Ad i e dgaulae Gl jlee (S IS A e el Caeddial il
O llaall (pamy Cay ol clEAY
* The Securities and Exchange Commission has indicted numerous company officials for securities fraud,
illegal accounting practices, destruction of company records, and obstruction of justice
i Sl Aglaal) s el y Ll 3153 8 a5 s hame (e 203l Ll (31531 ] g
) ) Aol 38 e g A8 ) E e et
*  During the economic downturn between 2008 and 2011, many large corporations lost billions of
dollars because of improper financial risk management
D 5y s Y sall @ jlle (5 U S AN (e el el 2011 5 2008 (ale O eALaBY) LY 5 YA
Al A

The Sarbanes-Oxley Act (2002) is designed to expose and punish acts of corruption
Leale Alaall 5 2l Jlee | i1 (2002) oS sl s () 538 apana
— The company’s CEO and CFO must swear to the accuracy of the financial reports, among

other things
oA sl Gn e A N A e 4S5l Ml )y (o2 Gt )l ay o
e The Dodd-Frank Wall Street Reform and Consumer Protection Act (2010) includes provisions that
address financial disclosure, liquidation of financial institutions, regulation of credit ratings
agencies, and predatory lending practices

AL s sall L g o Ml L) J 5l sl (2010) dllgioall e sy i J g5 2oy Slil 3350 ¢ il (el
A yidall Gl j8Y) Sl jlaa s ¢ Sty Canaill YIS (,..,Lﬁj

END OF CHAPTER 19
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BIRZEIT UNIVERSITY
FACUALTY OF BUSINESS AND ECONOMICS
FINANCE DEPARTMENT
INCTRUCTOR:
FIRST SEM.2024
FINAL EXAM
FINN-233
Q#1 Mutable Choice Answer
; ¢ Q#2 Matching Answer
c —
3 b 1 Underwriting
a a 2 balance sheet
5 b 3 Punitive damages
6 c 4 deductible
7 b
5 legal wron
; b : sol wrons
9 d coinsurance
10 c 7 Reinsurance
11 a 8 The unearned premium reserve
12 c 9 Declarations
13 C -
14 b 10 Production
15 d 11 Negligence
12 The tabular method
Q#3 TRUE / FALSE Answer .
13 Ratemaking
1 False
2 True 14 The income and expense statement
3 True 15 Adverse selection
4 True
5 False
6 False
7 True
8 True
9 False
10 False
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Q1: Circle the correct answer

FORMAT FINAL insurance
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1. Total Assets =
a. Total Liabilities - Owners’ Equity
b. Total Liabilities + Expense
c. Total Liabilities + Owners’ Equity
d. Total Liabilities + Revenue
2. Anis a hazardous condition that can attract and injure children
a. proprietary function
b. respondent superior
c. attractive nuisance
d. All answers are incorrect
3. The is the amount of insurance retained by the ceding company
a. ceding company
b. retention limit
c. reinsurer
d. cession
4. Excluded perils, e.g.:
a. Flood
b. homeowners' policy
c. personal property
d. All answers are incorrect
5. A is a person who enters the premises with the occupant’s expressed or implied
permission (charitable organizations, police officers on duty)
a. invitee
b. licensee
c. attractive nuisance
d. All answers are incorrect
6. Undera treaty, the ceding insurer and the reinsurer agree to share premiums and
losses based on some proportion
a. the Pro rata method
b. the Excess method
c. quota-share method
d. All answers are correct
7. Are Exclusions Necessary because:
a. Some perils are commercially insurable
b. Extraordinary hazards are present
c. Coverage is not provided by other contracts
d. All answers are incorrect
8. The primary assets for an insurance company are
a. Operating assets
b. financial assets
c. intangible assets
d. invest assets
|Page2
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9. , Where all losses are covered except those losses specifically excluded
a. insuring agreement

b. Open-perils
c. special coverage
d b+c
10. Total premiums charged must be adequate for paying all during the policy period

a. Revenue and expenses
b. Assets and expenses

c. Claims and expenses

d. All answers are incorrect

11. Agents are often referred to as
a. producers
b. Marketing
c. Production
d. All answers are correct

12. are provisions in the policy that qualify or place limitations on the insurer’s promise to
perform
a. subrogation

b. Grace period
c. Conditions
d. All answers are incorrect
13. provide compensation for pain and suffering
a. Compensatory damages
b. Special damages
c. General damages
d. All answers are incorrect
14. An means that all losses that occur during a specified time period, usually a year, are

accumulated to satisfy the deductible amount
a. endorsement

b. aggregate deductible

c. straight deductible

d. All answers are incorrect

15. Information for underwriting comes from:
The application

b. The agent’s report

c. Aninspection reports

d. All answers are correct

L

Q2: Match the items below by entering the appropriate code letter
in the space provided.

rate Catastrophe bonds Conditions Responsiveness

exposure unit Stability Tort Adverse selection

statement of underwriting policy Securitization of risk The income and expense statement
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reinsurance pool Negligence Named perils coverage  legal wrong
Punitive damages loss ratio method deductible Reinsurance
Underwriting Declarations coinsurance
The unearned premium reserve balance sheet
The tabular method Production Ratemaking
1. refers to the process of selecting, classifying, and pricing applicants for insurance
2. A is a summary of what a company owns (assets) and what it owes (liabilities), and
the difference between total assets and total liabilities (owners’ equity)
3. are designed to punish people and organizations so that others are deterred from
committing the same wrongful act
4. A is a provision by which a specified amount is subtracted from the total loss
payment that otherwise would be payable
5 A is a violation of a person’s legal rights, or a failure to perform a legal duty owed
to a certain person or to society as a whole
6. A clause in a property insurance contract encourages the insured to insure the
property to a stated percentage of its insurable value
7. is an arrangement by which the primary insurer that initially writes the insurance
transfers to another insurer part or all of the potential losses associated with such insurance
8. is a liability item that represents the unearned portion of gross premiums on all
outstanding policies at the time of valuation
9. are statements that provide information about the particular property or activity
to be insured
10. refers to the sales and marketing activities of insurers
11. is the failure to exercise the standard of care required by law to protect others
from an unreasonable risk of harm
12. : loss reserves are determined for certain claims for which the amounts paid
depend on data derived from mortality, morbidity, and remarriage tables
13. refers to the pricing of insurance and the calculation of insurance premiums
14. summarizes revenues and expenses paid over a specified period of time
15. is the tendency of people with a higher-than-average chance of loss to seek

insurance at standard rates. If not controlled by underwriting, this will result in higher-than-
expected loss levels.

Q3: Indicate whether each of the following statements is true or false

1. __ .the property owner deliberately injures the trespasser.

2. . Anexposure unitis the unit of measurement used in insurance pricing

3. __ .Atrespasseris a person who enters or remains on the owner’s property without the owner’s
consent

4. . Afterreviewing the information, the underwriter can Accept the application and recommend
that the policy be issued

5. ____ .Theone purpose of a deductible is to Eliminate large claims that are expensive to handle and
process

6. __ .The Loading paid by the insured consists of the gross rate multiplied by the number of

exposure units
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7. ____ .Theoverall operating ratio is equal to the combined ratio minus the investment income ratio

8. ___ .Under a pro rata liability provision, each insurer’s share of the loss is based on the proportion
that its insurance bears to the total amount of insurance on the property

9. ___ .Allinsurance company has a claims division or department for adjusting claims.

10. . Some perils are not commercially insurable e.g., using the automobile for a taxi

Slaygdll il
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