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Lesson 4
Components of an Insurance Policy
Student Resources
	Resource
	Description 

	Student Resource 4.1
	Reading: Insurance Policy as Contract

	Student Resource 4.2
	Reading: Key Elements of an Insurance Policy

	Student Resource 4.3
	Reading Response: Key Elements of an Insurance Policy

	Student Resource 4.4
	Assignment: Annotated Insurance Policy



Student Resource 4.1
Reading: Insurance Policy as Contract
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This presentation covers the insurance policy, the agreement that lays out the obligations of the insurance company and the insurance policyholder. An insurance policy is a type of contract. The presentation will explore in what ways an insurance policy is similar to and different from most contracts.
The insurance policy is a very important document, most often written in very precise legalistic language. This presentation explains why policies are written in this way.
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In our busy lives, we make agreements almost every day. These agreements help things to work smoothly. If you and many other people refused to honor the agreement to return DVDs to the video store, for example, the video store would either have to go out of business or raise rental fees to cover all of the lost movies and video games.
Agreements are promises we make to each other to treat each other the way we want to be treated. Often, agreements govern some kind of exchange of goods or services. For example, the company that makes the MP3 player you buy promises to fix the MP3 player or give your money back if it breaks within a certain period of time. This type of agreement is called a warranty. We encounter many other such agreements all the time. Can you name any others?
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Simple written agreements, the earliest form of contracts, have been around almost since humans invented writing. Written agreements are like the rules of a game. The clearer the rules, the less chance there is for frustrations and arguments later. 
The more important the agreement, the more likely it is to be written down. If the agreement is very important, or if it has a lot of detailed information that would be hard to remember, it’s a good idea to have everyone involved in the agreement to sign it, to show that they read it and accept the terms in the agreement.  
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A contract is a legal agreement between two or more parties. Most contracts that we enter into are oral contracts, which means that they are spoken agreements between two or more parties. Important contracts are usually written down and signed by both parties. One of the things that makes contracts a special type of agreement is that there can be legal consequences if one or more of the parties breaks a term of the agreement.
When money or something else of value is involved in an agreement, the details of the agreement are likely to be written up as a contract. We agree to simple contracts all the time, even when we sign up for a library card, join a sports team, get a credit card, sign up for a web-based service, or become a member of a video rental club.
An insurance policy is a legal agreement between an insurance company and a policyholder. It is a type of contract.
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If you sign a legal contract, and the other party breaks the terms of the contract, you have the right to take the other party to court. The judge or the jury will read the terms of the contract and decide whether the contract was truly broken, and if so, what the penalty should be. Many contracts include the penalties (such as fines or higher fees) if some element of the contract is broken.
It is important to note that some contracts have arbitration agreements in their terms. This means that if there is a disagreement about a contract, both parties agree to take it to an arbitrator to try to resolve the disagreement first. Arbitration is a lower-cost alternative to the legal system, but because an arbitrator is not a judge, he cannot impose legal penalties.
If you’ve watched one of the several court shows on TV, you’ve likely seen cases involving contracts.
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One important trait of contracts is that they are usually written in language that might seem overly complicated, but is intended to avoid any confusion about the terms of the contract.
Contracts try to lay out all of the facts of the agreement, including who is involved, the purpose of the contract, what it’s about, definitions of any important terms in the contract, and what happens if there is disagreement later on. Because contracts often try to anticipate disagreements or confusion that might come up, they are often long, and filled with what is sometimes called fine print—the details of the contract.
It is a good idea to read the fine print in an important contract that you are about to sign, because by signing it, you are stating that you agree with everything in the contract!
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There are five key elements that are found in most contracts, whether they are oral or written contracts:
· Offer and acceptance—one party is offering something that the other party agrees to.
· Consideration—this means that both parties exchange something of value through the agreement. This is often, but not always, money or a service.
· An intention to create legal relations—both parties agree that their exchange is legally binding.
· Legal capacity—both parties are legally able to create contracts (for example, they are not minors or mentally incapable of making decisions).
· Formalities—the terms of the contract also need to be legal in the country, state, and city where the contract is made.
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An insurance policy is a special type of contract that is called unilateral. This means that only one party is obligated to continue providing a product or service (as long as the other party maintains the terms of the contract). However, the other party is able to cancel the contract at any time. If an insurance policyholder wants to cancel a policy, all he or she has to do is stop paying the premiums.
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Most contracts require both parties to do their best to understand all of the facts and terms of a contract before it is signed. Once the contract is signed, it is assumed that both parties have done their homework, and understand what they are agreeing to.
An insurance policy is a little bit different. Because insurers don’t have the resources to thoroughly investigate every applicant (by hiring a private investigator, for example), the insurer must assume that the applicant is acting on good faith, and telling the truth about what is covered and any potential risks the insured will assume by providing coverage. If it comes to light that the insured lied on the application or withheld information that might affect the insurance company’s decision about whether to provide coverage or how much to charge, this can be a reason for voiding the contract. 
It is important that insurance applicants be as complete and accurate as possible when sharing information, to avoid the chance of having the policy being declared void at a later date.
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Contracts, whether they are spoken or written, help our daily lives go smoothly. They are especially important in the world of business and finance, where a great degree of trust and certainty is required to make the huge amount of trade and financial transactions that happen in our economy possible.
An insurance policy is a special type of contract that is always written. Its purpose is to make clear the agreement that an insurance company and a policyholder are entering into. The basic transaction in an insurance policy is that an insurance company is agreeing to take on the financial risk of a specified peril, in exchange for a premium.

Student Resource 4.2
Reading: Key Elements of an Insurance Policy
Carlos purchased his first vehicle yesterday, a used pickup truck he bought from his uncle for $8,500. Today Carlos is visiting an insurance agent his uncle recommended. Carlos is a little nervous—this is the first time he has ever bought insurance, and he doesn’t feel he has enough legal knowledge to understand the fine print in the insurance contract. Luckily the agent, Ms. Miranda Martinez, is a patient and friendly woman who is willing to take the time to explain the policy to Carlos and answer any of his questions.
Let’s listen in on their conversation…
Ms. Martinez: I understand that this is your first insurance policy. I want you to know that all insurance policies are unilateral contracts, which means that while the insurance company has to keep covering you, you can cancel the coverage any time you want, simply by stopping payment of your premiums. The premiums are what you pay the insurance company, in this case every six months, in return for the coverage.
Carlos: Let me see if I understand you correctly—if I decide to go to a different insurance company, or stop driving, all I have to do is stop paying premiums and my insurance is cancelled?
Ms. Martinez: That’s right. And either your coverage will continue until the period covered by your premium expires, or you can contact the insurance company to see if you can get a refund if there is time remaining on your policy.
Carlos: How does the insurance company decide how much to charge me for my insurance?
Ms. Martinez: Well, first they take into account how much coverage you want and what types of perils you want covered. These are usually found in the terms of coverage section of a policy. The most common covered perils in auto insurance include liability coverage, to protect the insured person against lawsuits if he hurts or damages other people or property. Often people buy collision insurance to help them repair their car, or purchase a new one if there is a total loss. The types of coverage and the amount of coverage are listed in this top part of the policy. These are often known as the declarations of the policy. 
Carlos: So, in my policy I have $500,000 in liability coverage, and collision coverage for my own car in case it is damaged.
Ms. Martinez: Right! Now the insurance company also takes into account your driving history and other factors that might predict how safe a driver you are. In your case, you don’t have a driving history, and you live in a large city. Unfortunately, those two factors make your insurance more expensive. Now to bring your premium a bit lower, you can choose a deductible, which means that if you do get in an accident, you will pay first for a certain amount of the damage before the insurance kicks in and pays the rest to fix your car. This is an example of coinsurance, where the insured and the insurance company are both responsible for paying a portion of the losses. Let me give you an example. Do you have health insurance? Well, the co-payment that you pay for each doctor’s visit is another type of coinsurance. Now, for new drivers this insurance company usually adds exclusions, which are modifications to the policy stating things that are not covered. In this case, the policy excludes any other drivers of the car. You are the only one who is covered.
Carlos: Well, I’ll take that $1,000 deductible then!
Ms. Martinez: Good! Now do you want any extras in your policy? These are called riders, or sometimes called endorsements—and while they add to your premium, you might find them useful. One I recommend is towing coverage, which will pay to have your car towed in an emergency. This only adds a few dollars to your premium. This last section of the policy contains the conditions, which includes the premium amount, and lists the obligations you must meet to keep the policy in force. In your case, it is to maintain a good driving record.
Student Resource 4.3
Reading Response: Key Elements of an Insurance Policy
Student Name:_______________________________________________________ Date:___________
Directions: Based on your reading of the story of Carlos’s first insurance policy, answer the following questions.

Carlos doesn’t have a lot of money to spend right now, so he wants to purchase very affordable insurance. In which of the different components of an insurance policy would Carlos find ways to lower his premiums? 





Carlos decides he wants to add coverage for 24-hour emergency towing to the policy. In which section of a policy would that coverage be added?





Ms. Martinez is visited by an older woman who would like to buy property insurance for her house. Unfortunately, the house is located in low land near a river that has a tendency to flood. To provide coverage for flood damage would make a homeowners policy very expensive. Name as many ways as you can think of how the homeowner’s policy can be changed to make the insurance more affordable.*




*Note: Flood insurance can be purchased separately from a division of FEMA called the National Flood Insurance Program. In 2012 the U.S. Congress passed legislation calling for rate increases and encouraging other insurers to offer flood insurance business.

Student Resource 4.4
Assignment: Annotated Insurance Policy
All insurance policies are a form of contractual agreement. Like most formal contracts, they are written very carefully, in order to provide clear instructions for how to resolve likely questions that may come up. Over time, most insurance policies have come to have a similar set of elements, each with the purpose of providing clarity and guidance.
In this assignment, you are to find and explain the different parts of an insurance policy, creating an annotation key for your assigned policy.
Begin by reading over your assigned insurance policy and see how many of the following elements you can find, using the letter before each element to mark it in the policy (note that your policy might not contain every element):
AOF Insurance
Lesson 4 Components of an Insurance Policy

Copyright © 2009–2014 NAF. All rights reserved.
Copyright © 2009–2014 NAF. All rights reserved.
A. Declarations
B. Covered Perils
C. Endorsements
D. Exclusions
E. Deductible
F. Riders
G. Term of Coverage
H. Premium
I. Conditions
Then, on a separate piece of paper, create an annotation key, which is a useful tool for explaining the components of a document. 
Begin by listing each element you found. Under each, describe in your own words the element’s meaning, and then give a short fictional or real-life example of how the component comes into play after a covered peril has occurred. You can draw on your previous presentation and reading or conduct library or Internet research to annotate the policy. 
For example, for the element Exclusions, you might write:

D. Exclusions
Exclusions are a list of one or more things that an insurance policy doesn’t cover. For example, if I bought a homeowners insurance policy with an exclusion of damage caused by earthquakes, I wouldn’t be covered if an earthquake destroyed my house.

Over the course of the next few class periods you will share your work with a classmate and give each other feedback. Your teacher will also give you feedback. Use the feedback to create a high-quality final draft.
Make sure your assignment meets or exceeds the following assessment criteria:
Each of the elements in the annotated policy is correctly identified, including covered perils, declarations, riders, exclusions, and premium.
The descriptions of each of the elements in the annotated policy are accurate.
The explanation of why each element is important is complete and accurate.
The annotated policy is neat, legible, and presentable.
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Without clear agreements, there would be chaos

I took my car in for repairs last week, and it
broke down again yesterday. I had to argue
with the repair shop to honor their
agreement to fix it for no additional cost,
because it still had the same problem.

Once agreements are
broken, people start to
distrust each other. Without
trust, the system begins to
break down!

Can you think of some time when
someone broke an agreement with you?
How did you feel?
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Contracts are legal documents that govern
agreements

How do people and organizations try to keep
important agreements with each other? Through

contracts!

An insurance policy is
a type of contract
between an insurance
company and a
customer, or
policyholder.

Contracts

Insurance
policies

What are some other common
types of contracts?
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Contracts describe agreements and the

consequences for breaking them
I

Contracts are legal
documents, which means
if someone breaks the
agreement, they can be
taken to court, and face a
penalty if they are found
guilty of breaking the
agreement.





image6.jpeg
Contracts should be clear to avoid

misunderstandings
B

Contracts should state
in unambiguous terms:

- What is agreed to

- What fees are
exchanged

- What happens if an
agreement is broken
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Most contracts contain five key elements
B

Almost all contracts contain these five components:

1. Offer and acceptance (agreement)

2. Consideration (an exchange of something of
value)

3. An intention to create legal relations

(understanding that agreement is legally
binding)

4. Legal capacity (ability to enter into a contract)
5. Formalities (is in accordance with other laws)
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An insurance policy is a unilateral contract
B

Unilateral means in one
direction.

In an insurance policy,

the insurer has to keep

the policy in force as long

g Insured can
as the premiums are stop paying
paid, and other terms in premiums at
the policy are met. any time

The insured, on the other
hand, can terminate the
contract at any time by
simply not paying the
premiums.

What would happen if all
contracts were unilateral?
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Insurance policies assume utmost good faith
B

Unlike many contracts,
which operate under the
legal principle of caveat
emptor (which means
buyer beware), insurance
policies are considered
good-faith contracts.

This means that insureds
should do their best to
accurately share
information related to the
risks that are being
insured.
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Insurance policies have similarities to and
differences from most contracts

Most
Contracts

Are a type of
legal agreement

Can be oral or
written

Bilateral

Buyer beware

Insurance
Policies

Are a type of
legal agreement

Always written

Unilateral

Utmost good faith
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Almost every day, you make agreements with people

or organizations
B

Hi, my name is Dante and I'm an
insurance agent. I use agreements
every day!

« When I use my
library card

« When I rent movies
from Netflix

« When I purchase
electronics with a
warranty

What agreements did you make
this week?





