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“It is unfair to believe everything we hear about
Iawyers— some of it may not be true.”
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Gerald F. Lieberman
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After studying this chapter, you should be able to:

¢ Explain the fundamental legal principles that are reflected in . :GL" ‘33@ OJQ ol W‘M‘ Ik a’“")" =
insurance contracts, including: ‘3 % ‘ww‘ 25 ‘»3 S Z"ML’A“ K”.f.w‘ EJL’U Cff".

Principle of indemnity Principle of insurable interest UL

Principle of subrogation Principle of utmost good faith u@..}’-"'j‘ oo @

, . IR E [ P W N OV

*» Explain how the legal concepts of representations, concealment,

i °
and warranty support the principle of utmost good faith. }U- :L’A
dallall 41 - T @
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** Describe the basic requirements for the formation of a valid
insurance contract.
+* Show how the nature of insurance contracts differs from that of

other contracts.

** Explain the law of agency and how it affects the actions and duties

of insurance agents.
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reflect both general rules of law and insurance law.

* Insurance contracts are complex legal documents that

*%* In this lecture, we examine the fundamental legal

Lecture topics
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principles on which insurance contracts are based, o . . . .

| N g\l oldlally (cpeldl seae L) diees é)\
legal requirements for a valid insurance contract, and géj‘ ] af i wa e | 5
legal characteristics of insurance contracts that Lsf._‘w S iall ibjif; ww sgis

distinguish them from other types of contracts.

L)

L)

agency and its application to insurance agents.
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* The lecture concludes with a discussion of the law of L LY
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Principle of Indemnity

2yl s

The principle of indemnity is one of the most important principles in
insurance. The principle of indemnity states that the insurer agrees to
pay no more than the actual amount of the loss; stated differently,
the insured should not profit from a loss.

A contract of indemnity does not mean that all covered losses are
always paid in full.

The principle of indemnity has two fundamental purposes:

is to prevent the insured from profiting from a loss.

is to reduce moral hazard.
If dishonest policyholders could profit from a loss, they might
deliberately cause losses with the intention of collecting the

insurance.
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Principle of Indemnity
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+* Actual Cash Value

Actual Cash Value) {ladlt Ludd) do gl o
% The concept of actual cash value supports the 2 -uéﬁ}*ﬂ‘ TM e A ”"S\f ; W oo

prm.uple of |nderT1n|ty. I|.1 .property. msurar-\ce, the gﬂ\.ﬁﬁ!\ g}b% % ol Lch wu‘

basic method for indemnifying the insured is based el 1qlaalP5, 22l 203 gsL’ X J"EL‘ U’Q’ﬁ*ﬂ

on the actual cash value of the damaged property at ),-425‘ @3) A A

the time of loss. Ayid) Lol Wyt B b B0e (’{B&‘C"”’w | 5 oo
s The courts have used a number of methods to Lot Al

determine actual cash value, including the following: By y N W o« J\ LN s m
= Replacement cost less depreciation sl u}"“‘j‘ iodll =
= Fair market value el WalVy dusclds =

= Broad evidence rule
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% Under this rule, actual cash value is defined as . )
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depreciation of property values over time. solezey UL 2l A Jlazay) A_Q_LQM o

replacement cost less depreciation. This rule has
been used traditionally to determine the actual

cash value of property in property insurance. It

Replacement cost is the current cost of restoring @45‘ 5 ya By Sl (,‘ ezl 3, il el
the damaged property with new materials of like ¢ Sbsd J{w\ L —as g ANV Lol (53434
kind and quality. Depreciation is a deduction for (salaay) (a;uﬂ\j ¢ pond) Joles

physical wear and tear, age, and economic

obsolescence.
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Fair Market Value
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Some courts have ruled that fair market value
should be used to determine actual cash value of a
loss. Fair market value is the price a willing buyer
would pay a willing seller in a free market.

The fair market value of a building may be below its
actual cash value based on replacement cost less
depreciation. This difference is due to several
factors, including a poor location, deteriorating
neighborhood, or economic obsolescence of the

building..
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Broad Evidence Rule
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s The broad evidence rule means that the
determination of actual cash value should include
all relevant factors an expert would use to
determine the value of the property. Relevant
factors include replacement cost less depreciation,
fair market value, present value of expected income
from the property, comparison sales of similar
property, opinions of appraisers, and numerous

other factors.
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Exceptions to the Principle of Indemnity
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There are several important exceptions to the

principle of indemnity. They include the following: Lo b Jeddy yayend ol tage lelina) sus Sla
% Valued policy 3342 Aol cpeldl dB3g 4
* Valued policy laws B3ust! dodll 3Gy ulgd 0
¢ Replacement cost insurance ksl Y Uﬁm o
¢ Life insurance gl «



. Exceptions to the Principle of Indemnity
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¢ Valued Policy

A valued policy is a policy that pays the face amount of insurance if a total
loss occurs.

s Valued Policy Laws

A valued policy law is a law that exists in some states that requires payment
of the face amount of insurance to the insured if a total loss to real property
occurs from a peril specified in the law.

% Replacement Cost Insurance

Replacement cost insurance means there is no deduction for physical
depreciation in determining the amount paid for a loss.

+ Life Insurance

A life insurance contract is not a contract of indemnity but is a valued policy
that pays a stated amount to the beneficiary at the time of the insured’s

death.
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Principle of Insurable Interest
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* The principle of insurable interest states that the

)

insured must be in a position to lose financially if a
covered loss occurs.
s Purposes of principle of insurable interest
First, an insurable interest is necessary to prevent
gambling.
Second, an insurable interest reduces moral hazard.

Finally, in property insurance, an insurable interest

measures the amount of the insured’s loss.
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Principle of Subrogation
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Subrogation means substitution of the insurer in place of the insured for the purpose of claiming indemnity

from a third party for a loss covered by insurance. Stated differently, the insurer is entitled to recover from a

negligent third party any loss payments made to the insured.

JPH T
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Subrogation has three basic purposes.
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First, subrogation prevents the insured from collecting twice for the
same loss. In the absence of subrogation, the insured could collect
from his or her insurer and from the person who caused the loss.
The principle of indemnity would be violated because the insured
would be profiting from a loss.

Second, subrogation is used to hold the negligent person
responsible for the loss. By exercising its subrogation rights, the
insurer can collect from the negligent person who caused the loss.
Third, subrogation helps to hold down insurance rates. Subrogation
recoveries are reflected in the ratemaking process, which tends to
hold rates below where they would be in the absence of

subrogation. Although insurers pay for covered losses, subrogation

recoveries reduce the loss payments.

Principle of Subrogation
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=5 Exceptions to Subrogation

Jokd! T pe Slslitizns!

Certain exceptions apply to the principle of subrogation. They

include the following:

** Subrogation does not apply to life insurance contracts. Life
insurance is a valued policy and not a contract of
indemnity. Subrogation has relevance only for contracts of

indemnity.

>

L)

» The insurer cannot subrogate against its own insureds. If
the insurer could recover a loss payment for a covered
loss from an insured, the basic purpose of purchasing the

insurance would be defeated.
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Principle of Utmost Good Faith

¢ An insurance contract is based on the principle of ¢du] Sy s T.on LSL'° wu\ Jac M’:’
utmost good faith—that is, a higher degree of ‘.sl"j A > Wu‘ Lie 3 b &.SL" upj_qj ] L;T
honesty is imposed on both parties to an insurance J;ixj‘ d\)ﬁ ‘jl.c dpﬁj e fujuﬁ O o

contract than is imposed on parties to other & .S\ U}/‘u‘ ‘.;1 T.,\.J.\ s yi 35249 -LSJ->'-5>[‘
contracts. This principle has its historical roots in 15556 fosle W ) . N Ton (""J‘i‘:’
ocean marine insurance. ( Cw}“ ji ~ “5\) Q‘)‘}}“ o A
* The principle of utmost good faith is supported by Sleall “Léé-’ﬁ\

4 3 s I3 j
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three important legal doctrines: representations,

concealment, and warranty.
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Representations

(bl ol upadl) 133

Representations are statements made by the applicant for

insurance.

The legal significance of a representation is that the
insurance contract is voidable at the insurer’s option if the
representation is (1) material, (2) false, and (3) relied on by
the insurer.

Material means that if the insurer knew the true facts, the
policy would not have been issued, or it would have been
issued on different terms.

False means that the statement is not true or is misleading.
Reliance means that the insurer relies on the
misrepresentation in issuing the policy at a specified

premium.
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s Concealment

The doctrine of concealment also supports the
principle of utmost good faith. A concealment is
intentional failure of the applicant for insurance to
reveal a material fact to the insurer. Concealment
is the same thing as nondisclosure; that is, the
applicant for insurance deliberately withholds
material information from the insurer. The legal
effect of a material concealment is the same as a
misrepresentation—the contract is voidable at the

insurer’s option

Concealment
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i Warranty
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¢ Warranty

s The doctrine of warranty also reflects the Olozad!
principle of utmost good faith. A warranty is a .&th\ 2"245\ Cny TJ""“ C@T Olezl) 5uss u"‘g":
statement that becomes part of the insurance M} Qﬁv“u‘ Aae e ijz— G Ci;ﬁ-? G Ola2ll
contract and is guaranteed by the maker to be oo LK =P 1 &.51'9 VRERTRUNECR?S| J.«E S
true in all respects.12 For example, in e Sl @;:lg 25l J.:Mw ui.c u\JJ—\ &
exchange for a reduced premium, a store ¢U§_; J_b QL cwu‘ _jam_aj\ [ UQ_A_Q_Z. J;La,,
owner may warrant that an approved burglar ubjﬂ\ M‘ Ls & ,.MJ\ S )\J\A[\

alarm system will be operational at all times.
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% The first requirement of a binding insurance contract is that

there must be an offer and acceptance of its terms. In most VTN ‘_j};éj PS5 S99 b ¢,~LU ol die olllze ij o
cases, the applicant for insurance makes the offer, and the J,ﬁ: Loty ‘u'pj,d\ g‘;,\_a,zg Oﬁ*‘u‘ ._ALL (’j—aa YL u,LpT 3
company accepts or rejects the offer. An agent merely solicits e )T 395y u‘“ﬁi e CJ,:%J\ Lol A2 )T upjd\ affjd\
or invites the prospective insured to make an offer. The u”fj\ Lf; Z\:,c\).s u_{g upfj\ 5.,\_5} le_c J,‘,_:s‘:\ 4 O’“)%'U
requirement of offer and acceptance can be examined in le_c WU\ o el M- o M\ oo Mk Jj.,zjsj
greater detail by making a careful distinction between oL P el on9 i gsudls oSzl
property and casualty insurance, and life insurance. Bjjg,a Qj_ii ol O_{,g) W‘L:,U C35e Aie g c_,.éj!.\ cUaa) 0:0
** A binder is a temporary contract for insurance and can be gl jT
either written or oral. Jlay" ddy b, laud Jlayl L)) pLis C’“i U3 Uy 00
% A conditional premium receipt is then given to the applicant. L;j,wu r_{‘)}\ Lyl Jlayl oo "w‘\;,U J{szs |

The most common conditional receipt is the “insurability

premium receipt.”
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Exchange of Consideration

(W) aygadt s

The second requirement of a valid insurance contract is
the exchange of consideration—the value that each
party gives to the other. The insured’s consideration is
payment of the premium (or a promise to pay the
premium) plus an agreement to abide by the
conditions specified in the policy.

The insurer’s consideration is the promise to do certain
things as specified in the contract. This promise can
include paying for a loss from an insured peril,
providing certain services, such as loss prevention and
safety services, or defending the insured in a liability

lawsuit.
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Competent Parties
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¢ The third requirement of a valid insurance
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contract is that each party must be legally
competent. This means the parties must have

legal capacity to enter into a binding contract.

I i . < N L. .
Most adults are legally competent to enter into uab'uDU R R I RNl s QQ)
insurance contracts, but there are some )T AP Jub -2 u’”wy‘ jT cdjﬁ:—\g ool
exceptions. Insane persons, intoxicated persons, seie 3 Jorll Lgiabu Blas el gl IS 2))
and corporations that act outside the scope of ) b uub

their authority cannot enter into enforceable

insurance contracts.



Legal Purpose
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s A final requirement is that the contract must be for a legal purpose. An insurance contract that
encourages or promotes something illegal or immoral is contrary to the public interest and cannot be

enforced
28 30 3B pf e 2 map ol pomi ol e das SV ass0 JalEY Wa 0S5 Of sa Sl b2l
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The valid insurance contract
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** To have a wvalid insurance contract, four

requirements must be met: Z.a.gj Ao et e LguoLJ\ Aol djﬁi JQ X
= There must be an offer and acceptance. 1 bk
= There must be an exchange of consideration. -Jﬁ;) o2 Hla Oﬁii of -z N
* The parties to the contract must be legally ' (J‘w“) 25~ Jals Jaols s Oﬁii o s "
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competent.

= The contract must be for a legal purpose.
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%* Insurance contracts have distinct legal characteristics that

X/

make them different from other legal contracts. Several
distinctive legal characteristics have already been discussed.
As we noted earlier, most property and casualty insurance
contracts are contracts of indemnity; all insurance contracts
must be supported by an insurable interest; and insurance
contracts are based on utmost good faith. Other distinct legal
characteristics include the following:

m Aleatory contract

m Unilateral contract

m Conditional contract

m Personal contract

m Contract of adhesion
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Aleatory Contract
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¢ An insurance contract is aleatory rather than

L)

L)

commutative. An aleatory contract is a contract
where the values exchanged may not be equal but
depend on an uncertain event. Depending on
chance, one party may receive a value out of
proportion to the value that is given.

In contrast, other commercial contracts are
commutative. A commutative contract is one in
which the values exchanged by both parties are

theoretically equal.
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Unilateral Contract
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** An insurance contract is a unilateral contract. A

unilateral contract means that only one party Ol g (V) el (ool Aie g i) Aie

makes a legally enforceable promise. In this ola (3 JERSE u§‘ 350 Ao g prly bads iy Lo b

case, only the insurer makes a legally 4
ade egdl 31 Oleas

enforceable promise to pay a claim or provide

other services to the insured.



An insurance contract is a conditional contract.
That is, the insurer’s obligation to pay a claim
depends on whether the insured or the beneficiary
has complied with all policy conditions. Conditions
are provisions inserted in the policy that qualify or
place limitations on the insurer’s promise to

perform

Conditional Contract

b},&l\ Al
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In property insurance, insurance is a personal contract,
which means the contract is between the insured

and the insurer. Strictly speaking, a property
insurance contract does not insure property, but
insures the owner of property against loss.

The owner of the insured property is indemnified if the
property is damaged or destroyed. Because the
contract is personal, the applicant for insurance must
be acceptable to the insurer and must meet certain
underwriting standards regarding character, morals,

and credit.
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Contract of Adhesion
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f adhesi he i
A contract of adhesion means the insured must accept inll Jy ade g o asll of ffm s g
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the entire contract, with all of its terms and conditions.

The insurer drafts and prints the policy, and the Jﬁs 4.50»51‘ ul‘ ot Lo s3ley ciidoll asloy
insured generally must accept the entire document Yy jj Lol el ae yj J»&jb R
and cannot insist that certain provisions be added or & el L dia)l GLS 55Le] ¢&>‘>1\ LY
deleted or the contract rewritten to suit the insured. A5 Lo
The principle of reasonable expectations states that d 32 4 sl ol o Ugiaall Slasgdl e R
an insured is entitled to coverage under a policy that ng Cﬁj-?a L“§5‘ M:Jj-“ W JYS dlos) ul"‘ Jﬁ-ﬁﬂ’-‘
he or she reasonably expects it to provide, regardless EVAPY 6‘&"‘ c Al JRx ol P el J}i’“

of policy provisions.



Law and the Insurance Agent
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An insurance contract normally is sold by an agent JJEJ\ JJ'Q Jefj J‘S o ka‘u‘ o8 o (":i L ZJLG
who represents the principal (the insurer). An agent ) £ Ll as e ,
g jased oo LSS (Gpeldl 355) o)
is someone who has the authority to act on behalf . : - ol Lo o a
WJS‘ Shll L ST jesed e Ll O ed) bl
Ol =Y dnd ) B L) s (cpeldl 3573)
Lol

of someone else. The principal (insurer) is the party

for whom action is to be taken.



Important rules of law govern the actions of agents and

their relationship to insureds. They include the following:

%* There is no presumption of an agency relationship.

% An agent must have authority to represent the
principal.

%* A principal is responsible for the acts of agents acting
within the scope of their authority.

% Limitations can be placed on the powers of agents.

Law of Agency
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No Presumption of an Agency Relationship

U5y BNe 9791 JUL 2181 drgy Y

There is no automatic presumption that one person O 596 4k Lo Lases O, Sl Vsl dgy Y

legally can act as an agent for another. Some visible 28] o Codlly T -
evidence of an agency relationship must exist.
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onivens |l Authority to Represent the Principal
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An agent must be authorized to represent the principal. An agent’s B o J:—SJ‘ | L}Ej J-{)l‘ r 4 g);_ M‘ Qj§£ ol g

authority comes from three sources: :yolae

**» Express authority refers to powers specifically conferred on the ::\;:raj\ ab LI 0:0
agent. These powers are normally stated in the agency agreement il ;.,\.i JS;U Sae Jﬁ.&u 3:-}4'«1\ el Jl PN
between the agent and the principal. The agency agreement may M 43) ijl‘) J?S‘J‘ o Z\J@‘ 2,551 L} sale eolalll

also withhold certain powers.

ol o bl Uad S50 adls)

Lol dalud)
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8, bl dalldl <
acting within the scope of reasonable and appropriate authority, the (Aigns JL“-“L C‘L:-w Z‘:’f“& bl L;L‘ A J.;.id\ Jpﬁ 3]
principal can be bound by the agent’s actions. abalos Bl P J«u-g M\ Q;\g ESEX PRGN T lezs\ C)\fj
S5 Il (S5 el S iy dyins

* Implied authority refers to the authority of the agent to perform all

o0

incidental acts necessary to fulfill the purposes of the agency
agreement.

< Apparent authority If an agent acts with apparent authority to do

o0

certain things, and a third party is led to believe that the agent is



Principal Responsible for Acts of Agents

ISP Juadl & A I 4 950l

Another rule of agency law is that the principal is
responsible for all acts of agents when they are
acting within the scope of their authority. This
includes  fraudulent acts, omissions, and
misrepresentations.

In addition, knowledge of the agent is presumed
to be knowledge of the principal with respect to
matters within the scope of the agency

relationship
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MIDOCEAN
Limitations on the Powers of Agents

ISl DleNo e 248

Insurers can place limitations on the powers of
IS ol BT r2s Aty o\S3ed u§.~:
Jel 50 @15 ale Sy A 590l oda 0SS
S5 0Pl me 2yl Ly e Sty 8 22
*;‘j\wﬁu‘wédju‘fdﬁwtj%w
Joe cdais aSad) e ae OF Sale ug sy (Lgenis
typically states that only certain representatives of jT LY cé; S Gl ré&‘i WL T
the company, such as executive officers, can extend i by s Ja.«\x

agents. The limitations are generally effective when
they are properly communicated to the policyholder
and do not conflict with the law. This is done by a

nonwaiver clause in the application or policy, which

the time to pay premiums or to change the terms of

the policy.
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