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Insurance is often dismissed as a “grudge purchase,” something mandated by banks or governments that people 
pay for but never truly understand. Yet behind that perception lies one of humanity’s oldest and most 
sophisticated financial inventions: the mathematical conquest of uncertainty.

When I started my career in insurance over two 
decades ago, the question I was asked most often at 
dinner parties was some variation of “So... what exactly 
is insurance?” People knew they needed it. They paid 
for it. But few truly understood what they were buying.

What is Insurance?
From River Boats to Algorithms

The concept of insurance predates modern finance by 
millennia. Centuries ago, wealthy Chinese merchants 
transporting goods down the treacherous rapids of the 
Yangtze River realised that placing all their merchandise 
on a single vessel was a gamble that could end in 
financial ruin. Their solution was elegantly simple: 
distribute the shipments across multiple boats. If one 
vessel capsized, the loss was shared fragmentally 
rather than borne catastrophically by a single merchant.

That gap between purchasing insurance and 
understanding insurance is precisely why I’m writing this 
series. Whether you are a medical professional trying to 
understand your malpractice cover, a jeweller evaluating 
whether your stock in trade is adequately protected, or 
simply a curious reader who wants to understand one of 
the world’s oldest financial mechanisms, this series is 
for you.

Let’s start at the very beginning. This ancient logic, the spreading of risk, remains the 
beating heart of the modern insurance industry.
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By the 17th century, that same logic had found a 

permanent home in the coffeehouses of London. At 

Edward Lloyd’s establishment, shipowners, 

merchants, and wealthy individuals would gather to 

share information about voyages and agree to 

underwrite portions of marine risk. Each underwriter 

would sign their name beneath the risk description 

on a slip of paper, literally writing “under” the risk, 

giving us the term we still use today. Lloyd’s of 

London, which grew from that coffeehouse, remains 

the world’s most iconic insurance marketplace more 

than three centuries later.

This is what allows actuaries to calculate a premium 

that covers claims, pays for the insurer’s operating 

costs, and still maintains solvency. Without the Law 

of Large Numbers, insurance would be nothing more 

than educated guesswork.

A Formal Definition

At its core, insurance is a risk transfer mechanism. It 

enables individuals and organisations to transfer the 

financial consequences of uncertain events to a 

broader risk pool in exchange for a premium. A 

critical distinction must be made here: insurance 

does not eliminate risk. It redistributes and prices it, 

using actuarial science and capital discipline.

Risk Pooling in Action: A 
DoctorShield Example

The Chartered Insurance Institute defines insurance 

as “a mechanism for transferring risk from an 

individual or entity to a pool, managed by an insurer, 

in exchange for a premium.” But dry definitions only 

tell part of the story. Insurance is, at its core, a 

social contract. It is society’s answer to the 

fundamental human anxiety about the unknown.

The Law of Large Numbers

Let me make this tangible with an example from my 

own business. Suppose 1,000 doctors each face a 1 

percent probability of a medical malpractice claim 

worth $1,000,000 in a given year. The expected 

annual loss for the entire pool is $10,000,000. No 

individual doctor knows whether they will be the one 

facing a lawsuit this year, but the insurer, by pooling 

all 1,000 doctors together, can predict the total 

claims bill with considerable accuracy.

The entire system relies on a mathematical principle 

known as the Law of Large Numbers. This law states 

that as the number of similar risk exposures 

increases (say, from 100 homes to 100,000 homes) 

the prediction of actual losses becomes dramatically 

more accurate. While an insurer cannot predict 

which specific house will burn down, they can 

predict with remarkable precision how many will 

burn from a sufficiently large pool.

The premium each doctor pays is then calculated 

based on their share of this expected loss, plus the 

insurer’s operating costs, reinsurance costs (the 

insurance the insurer buys to protect itself), capital 

requirements mandated by regulators, and a margin 

for profit. Each component serves a purpose, and 

understanding this breakdown demystifies why 

premiums are what they are, and why they vary so 

significantly between risk profiles, specialisations, 

and jurisdictions.
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Pure Risk vs. Speculative Risk: What Can Be Insured?

Not all risks are insurable, and understanding why is 

fundamental to understanding insurance itself. The 

industry distinguishes between two categories of 

risk.

The World Without Insurance

Speculative risk involves situations with three 

possible outcomes: loss, no change, or gain. 

Gambling, stock market investing, and launching a 

new product are all speculative risks. You might win, 

you might lose. Insurance does not cover 

speculative risk because the possibility of profit 

violates the fundamental purpose of the mechanism.

Pure risk involves situations with only two possible 

outcomes: loss or no loss. There is no possibility of 

gain. The risk of your warehouse catching fire, of a 

patient suing for malpractice, of a shipment being 

lost at sea: these are pure risks. Insurance is 

designed specifically and exclusively to address 

pure risk.

Consider for a moment what the world would look 

like if insurance did not exist. No ships would sail 

with valuable cargo. No surgeon would pick up a 

scalpel. No bank would grant a mortgage. No 

entrepreneur would lease an office. No airline would 

take to the sky. The entire engine of modern 

commerce would grind to a halt.

Insurance doesn’t just protect individuals. It enables 

civilisation to take calculated risks and progress. It 

is, in the truest sense, the invisible infrastructure of 

the modern economy.

The Seven Guiding Principles of 
Insurance

To ensure this mechanism of risk transfer functions 

fairly and is not abused for profit or gambling, the 

industry operates under seven fundamental legal 

principles. These are not merely academic concepts. 

They are the operating rules that determine whether 

a claim is paid or denied, whether a policy is valid or 

void, and whether the relationship between insurer 

and insured remains equitable.

This distinction is not academic. It is the reason you 

cannot insure your cryptocurrency portfolio against 

a price drop, but you can insure the hardware wallet 

against theft.

Every insurance professional, every policyholder, 

and every regulator operates within this framework. 

Understanding these principles doesn’t just make 

you insurance literate. It makes you a smarter 

consumer, a better business owner, and a more 

informed citizen.
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1. Utmost Good Faith (Uberrimae 
Fidei)

Of all the principles, this one comes first for a 

reason. It is the foundation upon which every 

insurance contract is built.

damaged due to a hull leak, the insurer discovered 

the non disclosure and denied the claim. The 

shipper lost goods worth over half a million dollars. 

The lesson was brutal but clear: in insurance, 

honesty is not optional. It is the price of admission.

2. Insurable Interest
Unlike general commercial contracts where “buyer 

beware” (caveat emptor) applies, insurance 

contracts demand a higher standard of honesty. 

Both the insurer and the insured are legally and 

ethically obligated to disclose all material facts, that 

is, information that could influence the decision to 

insure or the premium rate. Neither party should 

conceal, misrepresent, or withhold material 

information.

What does this look like in practice?

When you apply for life insurance and the form asks 

whether you smoke, you must answer truthfully. If 

you are a smoker but declare yourself a non smoker 

to obtain a lower premium, you have breached the 

principle of utmost good faith. If you later die of a 

smoking related illness, the insurer can void the 

policy entirely, meaning your family receives 

nothing.

But this obligation cuts both ways. The insurer must 

also be transparent about the terms, conditions, 

exclusions, and limitations of the policy. They cannot 

bury critical exclusions in fine print designed to 

mislead. In jurisdictions like the UK and Singapore, 

regulators have increasingly held insurers to this 

standard, ensuring that policy wordings are clear 

and that sales practices are fair.

A Real World Lesson

Early in my career, I learnt of a marine cargo claim 

where the shipper had failed to disclose that the 

vessel carrying his goods had previously been 

detained for safety violations. When the cargo was 

You cannot insure something in which you have no 

financial stake. This is the principle of insurable 

interest, and it exists for a critical reason: to prevent 

insurance from becoming a gambling mechanism.

Insurable interest means that the insured must stand 

to suffer a direct financial loss if the insured event 

occurs. A homeowner has insurable interest in their 

property. A company has insurable interest in its key 

executives. A creditor has insurable interest in the 

life of a debtor. But you do not have insurable 

interest in your neighbour’s house, no matter how 

much you might wish to profit from its misfortune.

Without this principle, anyone could take out a fire 

insurance policy on a stranger’s warehouse and then 

hope it burns down, effectively turning insurance 

into a bet. The legal requirement for insurable 

interest ensures that insurance serves its intended 

purpose: protection, not speculation.

When Must Insurable Interest Exist?

The timing varies by type of insurance, and these 

distinctions matter enormously. In life insurance, 

insurable interest must exist at the time the policy is 

taken out. In property insurance, it must exist at the 

time of the loss. In marine insurance, it must exist at 

the time of the loss but need not exist when the 

policy is effected. These nuances have been the 

subject of landmark court cases across common law 

jurisdictions and are a frequent source of claims 

disputes in complex commercial arrangements.
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3. Indemnity 4. Contribution

The principle of indemnity states that insurance is 

designed to restore you to the same financial 

position you were in immediately before the loss. No 

better, no worse. You should neither profit from a 

loss nor be left worse off than you need to be.

This sounds straightforward until you encounter the 

complexities. If your car is insured for $20,000 but 

has a current market value of only $15,000 due to 

depreciation, the insurer will pay $15,000 (the Actual 

Cash Value) not the sum insured. If your five year old 

laptop is stolen, the insurer will compensate you for 

the current market value of a five year old laptop of 

the same make and model, not the price of a brand 

new replacement (unless you have a “new for old” 

policy).

This is indemnity at work: compensation, not 

enrichment.

Contribution applies when the same risk is covered 

by more than one insurance policy. It ensures that 

the insured cannot claim the full amount from each 

insurer and profit from holding multiple policies.

For example, if you have two fire insurance policies 

on the same warehouse, one with Insurer A for 

$500,000 and another with Insurer B for $500,000, 

and a fire causes $400,000 in damage, you cannot 

claim $400,000 from each insurer and pocket 

$800,000. The principle of contribution means each 

insurer pays its proportionate share. In this case, 

each would pay $200,000.

This principle is closely linked to indemnity and 

ensures that insurance remains a mechanism of 

compensation, not enrichment. It also governs the 

behind the scenes relationships between co 

insurers, who regularly settle contribution disputes 

through arbitration.

5. Subrogation

Subrogation is the right of the insurer, after paying a 

claim, to step into the shoes of the insured and 

pursue recovery from the third party responsible for 

the loss.

Exceptions to Indemnity

Certain types of insurance operate on a “benefit” 

basis rather than strict indemnity. Life insurance 

pays a predetermined sum upon death. It does not 

attempt to calculate the “market value” of a human 

life, because one cannot be placed. Similarly, 

personal accident policies pay fixed amounts for 

specific injuries. In these cases, the principle of 

indemnity is modified because the subject matter, 

human life and limb, cannot be precisely valued.

Imagine you are in a car accident caused by another 

driver. Your insurer pays for the repairs to your 

vehicle. Once they have paid, they have the right to 

pursue the at fault driver (or their insurer) for the 

cost of those repairs. If they recover the money, you 

are not entitled to receive it again, because you 

have already been indemnified.

Subrogation serves two vital purposes. First, it 

prevents the insured from being compensated twice 

for the same loss. Second, it ensures that the party 

actually responsible for the loss bears the ultimate 

financial burden, rather than the innocent risk pool.
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It is a powerful mechanism that keeps the entire 

insurance ecosystem balanced and premiums 

affordable.

A Practical Example

In the world of marine insurance, subrogation is 

particularly significant. If a shipping container is 

damaged because a port operator mishandled it, the 

cargo insurer will pay the policyholder and then 

pursue a recovery claim against the port operator. 

These subrogation actions can involve millions of 

dollars and complex international litigation spanning 

multiple jurisdictions.

6. Proximate Cause (Causa 
Proxima)

When a loss occurs, the insurer needs to determine 

what caused it. The principle of proximate cause 

states that the insurer is liable only if the loss was 

caused by an insured peril, and not just any cause in 

the chain of events, but the dominant, effective, or 

operative cause.

 cause analysis now becomes the battleground. If 

the earthquake is deemed the dominant cause of 

the chain reaction, the claim may be denied. If the 

fire is deemed a separate, independent peril, it may 

be covered. These determinations can hinge on 

specific policy wording and jurisdiction, and they are 

where claims disputes become most heated.

In medical malpractice insurance, a field I work in 

extensively through DoctorShield, proximate cause 

analysis is critical. If a patient suffers a complication, 

was it due to the doctor’s negligence while 

treatment (a covered peril) or due to a pre existing 

condition that would have progressed regardless 

(potentially excluded)? These determinations require 

expert medical and legal analysis and can make the 

difference between a multi million dollar payout and 

a denied claim.

7. Loss Minimisation (Duty of the 
Insured)

This can become remarkably nuanced. Consider a 

scenario: a storm damages the roof of a warehouse. 

Rainwater then enters through the damaged roof 

and ruins stored goods. The proximate cause of the 

damage to the goods is the storm, an insured peril 

under most property policies. The rain was merely a 

consequence of the storm damage, not an 

independent cause.

But change the facts slightly: what if the roof was 

already in poor condition and leaked during normal 

rain? Now the proximate cause is maintenance 

failure, which is typically excluded. The chain of 

events matters enormously.

Where Proximate Cause Gets Complex

The final principle places an obligation on the 

insured to take all reasonable steps to minimise or 

prevent a loss, even after the insured event has 

occurred. Holding insurance does not grant the 

licence to be careless. You cannot simply stand back 

and let damage worsen because you know 

insurance will cover it.

Consider another scenario: a policy covers fire but 

excludes earthquake. An earthquake ruptures a gas 

pipe, which ignites and causes a fire. The proximate

If a pipe bursts in your factory, you are expected to 

turn off the water supply and take reasonable steps 

to protect your stock and machinery, not wait three 
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days and then file a claim for the entire building’s 

worth of damage. The insurer will cover the loss 

caused by the burst pipe, but they are not liable for 

losses that could have been prevented by 

reasonable action on your part.

This principle reflects a fundamental truth about the 

insurance relationship: it is a partnership. The 

insurer provides the financial safety net, but the 

insured must act as if they were uninsured. This 

shared responsibility is what makes insurance 

sustainable across generations.

insurance, international commerce would shrink 

dramatically. Without professional indemnity, no 

doctor, lawyer, or architect could practise with 

confidence.

Insurance is the invisible guarantee that makes 

lending possible, and lending is what makes 

economic expansion possible. When capital 

deployment contracts, economic growth slows 

dramatically, and it is insurance that keeps the 

engine running.

The Socio Economic Role of 
Insurance

The seven principles govern how insurance works. 

But to truly appreciate insurance, you must also 

understand what it does for the world beyond 

individual policyholders.

Economic Stability and Growth

Insurance companies are among the largest 

institutional investors on the planet. They collect 

billions in premiums which are invested in 

government bonds, municipal infrastructure, 

commercial developments, and the stock market. 

This investment activity fuels economic growth in 

ways most people never see. When a city builds a 

new highway or a developing nation finances a 

power plant, insurance company capital is often 

behind it.

The Engine of Credit

Loss Prevention and Social Good

The industry doesn’t just pay for losses. It actively 

works to prevent them. Insurance companies were 

major drivers behind the adoption of seat belts in 

automobiles, the creation of Underwriters 

Laboratories (UL) to test appliance safety, the 

development of building fire codes, and the 

establishment of maritime safety standards. Every 

time you see a UL certification mark on an electrical 

appliance, you are seeing the insurance industry’s 

direct contribution to public safety.

Insurance is, in the most literal sense, economic 

infrastructure. It enables medical practice, global 

trade, infrastructure development, aviation, financial 

services, and entrepreneurship. Banks and lenders 

rely on insurance to secure loans. Without property 

insurance, few people could obtain a mortgage. 

Without liability insurance, businesses could not 

secure commercial credit. Without trade credit 

The Shadow Side: Moral Hazard

No honest discussion of insurance is complete 

without acknowledging its potential downsides. 

Insurance can inadvertently create what economists 

call moral hazard, a condition where having 

insurance encourages individuals to take risks they 

otherwise wouldn’t, or in extreme cases, to commit 

fraud.
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The homeowner who becomes careless about fire 
safety because they know the insurer will pay. The 
driver who takes unnecessary risks because their 
car is fully insured. The business owner who 
commits arson to claim on a loss making enterprise. 
These are all manifestations of moral hazard, and 
they are the reason the insurance industry invests 
heavily in underwriting rigour, claims investigation, 
and the legal principles we’ve discussed (particularly 
indemnity and loss minimisation) to align the 
interests of insurer and insured.

seen businesses receive fair settlements because 
their broker understood contribution and negotiated 
effectively. I have learnt of multi million dollar 
subrogation recoveries that kept insurers solvent 
and premiums affordable for everyone.

These principles are not abstract. They are the rules 
of engagement. And understanding them gives you 
a significant advantage as a consumer, a 
professional, or an entrepreneur.

Looking Ahead
Why These Principles Matter to 
You

You might be thinking: these principles sound like 
they belong in a textbook. Why should a busy 
professional care about uberrimae fidei or 
subrogation?

Because they affect you directly. Every time you fill 
out an insurance proposal form, the principle of 
utmost good faith determines whether your policy 
will respond when you need it. Every time you make 
a claim, the principle of indemnity determines how 
much you receive. Every time there is a dispute 
about what caused a loss, the principle of proximate 
cause determines the outcome.

specialty insurance lines, I have seen each of these 
principles invoked in real disputes with real financial 
consequences. I have seen families left without 
cover because of innocent non disclosure. I have 

Insurance, at its best, is a legally structured promise, 
grounded in trust, actuarial science, and disciplined 
underwriting. It is a mechanism that transforms 
unpredictable, catastrophic risks into manageable, 
fixed costs. It allows strangers to share risk, enables 
commerce and innovation, and provides a safety net 
when life takes an unexpected turn. The principles 
we have explored today are the invisible architecture 
that makes all of this possible.

Despite advancements in artificial intelligence, 
automated underwriting, and real time data 
analytics, these foundational doctrines remain 
unchanged. Historic insurance markets such as 
Lloyd’s of London, where my own firm holds its 
coverholder status, continue to operate on these 
enduring legal principles, just as they did when 
merchants gathered in that first coffeehouse over 
three centuries ago.

In the next instalment of this series, we will pull back 
the curtain on the entire insurance food chain, from 
the original insured all the way up to the global 
reinsurance markets. You will see how your premium 
travels through an intricate ecosystem of brokers, 
underwriters, syndicates, and reinsurers, and why 
understanding this chain gives you power as a buyer 
of insurance.
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