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Transferring Hazard Risk
Through Insurance
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Purpose
◦ Facilitate the spread of hazard risk among those
with similar loss exposures



Operation
◦ An insurance plan transfers to the insurer the risk
that an insured organization’s losses will exceed
the premium, which is based on average expected
losses



Pooling
◦ Fundamental risk management concept that is
essential to understand the operation of insurance.
4

2



Pool
◦ An association of persons or organizations that
combine their resources to economically finance
recovery from accidental losses.



Pooling
◦ Reduces risk without transferring it.
◦ Reduce risk when the pooled losses are
independent (uncorrelated)
 Losses are independent when each loss occurs
independently and not subject to common cause of
loss
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ARM 56 Class Participants Auto Insurance Company (simple example)

100 Participants (100 vehicles) x $500 per vehicle = $50,000 per year
Probability of accident is 10% each
Average cost of accident is $5,000
Each contributes $500 to pay for claim (pool can absorb 10 claims)
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Pooling does
◦ not prevent losses or transfer risk, it does reduce risk borne by
each participant
◦ not change an organization’s expected loss but makes both actual
loss more consistent and less variable.



As pool increases
◦ Probability of extreme outcomes decreases
◦ Probability that average losses will be at “expected loss” increases
◦ Probability distribution becomes more bell shaped (consistent and
less variable)



Law of Large Numbers
◦ The mean of a random sample of a population approaches the
mean (expected value) of the population as the sample size
increases.
◦ Flipping a quarter 10 times vs. 100 times
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Positively Correlated
Losses
◦ Increase the probability
that multiple pool
participants will suffer
simultaneous losses
◦ Earthquake, hurricanes,
tornados, etc..



Results
◦ Average losses are more
difficult to predict
◦ Distribution has a greater
variability (higher standard
deviation)
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Insurance transfers risk from the insured to
the insurer in exchange for premiums

Insurer has additional financial resources to
fund losses and has stronger guarantee that
sufficient funds are available in the event of a
loss
Risk Charge
◦ Amount above expected loss component of
premium to compensate insurer for taking on risk
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Risk Control Services
◦ Identify loss exposures and recommend ways to
control risk of loss
◦ Insurer bears cost of losses which creates incentive
to identify and implement measures to control
◦ Insured has incentive to keep premium for next
year lower (sometimes just seen as cost of doing
business)



Claim and Legal Services
◦ Specialized area of claim expertise
◦ Serve as third party so insured is not seen as “bad
guy”
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Deductable
◦ Amount that must be retained by insured before
recovery from insurer
◦ Allow insured to obtain risk transfer it needs while
retaining those losses it can safely absorb
◦ Organizations with no or low deductable would be
better off financially in the long run by paying those
losses it can afford to retain
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3.18 and 3.19
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Per Claim Deductable
◦ Applies to all damages sustained by any one person
or organization as a result of one occurrence



Per accident/per occurrence
◦ Applies only once to the total of all claims paid
arising out of one accident or occurrence



Waiting Period
◦ Deductable that is specified in time
 Workers’ comp usually requires 3 days or more off
before applied
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Per occurrence or per accident with
deductable over $100,000
Insurer settles/manages each claim and than
periodically bills the insured for the amount
of the claim and claims handling expense up
to deductable.
Difference between large deductable and
self-insurance is who “adjusts” the claim
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Large Deductable
◦ Gives insurer direct control of claim from beginning



SIR
◦ requires strict reporting to an insurer of any claims that
have potential of exceeding the amount of SIR
◦ Usually once is reserved at 50% of SIR
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Motive for large deductable plan is to reduce
cost of risk, premium reduced for two main
reasons
◦ Residual Market Loading – Amount charged to
make-up for losses in state sponsored plan to
insure high-risk exposures (assigned risk for auto
insurance)
◦ Insurance premium including insurer’s overhead
costs and profit
◦ Increases cash flow



Disadvantages
◦ Losses under plan may be higher than expected
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Excess insurance covers losses that exceed the
limits of underlying coverage or retention amounts
What is covered varies by the insurer
Typically, the coverage is less broad than
underlying coverage
Three issues related to need for excess
◦ Difficulty in estimating maximum possible loss
◦ Layering of liability coverages
◦ Effect of aggregate limits
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Both types, Specific and Aggregate used with
SIR
Specific excess
◦ Requires insured to retain a specific amount of
liability losses from the first dollar for all losses
resulting from a single occurrence or accident



Aggregate or Stop Loss Policy
◦ Policy that requires insured to retain specified
amount for all losses during a time period.
◦ Once aggregate is reached, insurer pays all other
claims
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Policy can provide coverage for more than
one type of liability insurance policy

Coverage in umbrella policy that is not
available in underlying policies is said to drop
down over the self-insured retention
◦ Provides primary insurance coverage
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Omits many exclusions that are part of
primary coverage making umbrella broader
When there are policy exclusions, they may
be more restrictive (pollution coverage)
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Liability insurance is often arranged in layers
◦ Primary layer consists of one or more primary
coverages with each occurrence limits ranging from
$500,000 and $2 million
 Large organizations my self-insure primary layer





Working Layer is program that is most often
called on to pay claims
Buffer layer is a level of excess insurance
coverage between primary and an umbrella
policy
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Admitted vs Nonadmitted Insurance
◦ Admitted insurer is an insurer to which a state
insurance department has granted a license to do
business with that state (page 3.36)
◦ Nonadmitted Insurer is not authorized to do
business within that state (page 3.37)



Exported Package Policy
◦ Nonadmitted package policy tailored to
organizations with incidental exposures in
countries other than home country



Controlled Master Program
◦ Nonadmitted master policy issued in the country in
which the insured is domiciled paired with locally
admitted policies (page 3.39)
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