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An important aspect of the financial planning process is evaluating and making recommendations on insurance.  For most of us, insurance can be divided into three main areas:  Property and Casualty (homeowners, auto insurance, insurance on business and rental properties), Life and Disability insurance, and Liability insurance.  Although liability insurance is often part of Property and Casualty insurance, it is an important topic to discuss separately.  

Insurance is designed to help us share a risk of loss-most commonly a loss of property or income. The first aspect of managing exposure to risk is avoidance. Usually, this seems to be an issue of common sense, but I have seen some people make themselves very attractive targets for litigation by virtue of aggressive driving and other behaviors. The next consideration in risk management is the transfer and sharing of at least some of the risk. We buy this risk transfer when we obtain automobile, homeowner’s, general liability umbrella coverage, business overhead, health care, malpractice, and virtually every other type of insurance coverage. In buying insurance, we are sharing the risk of a large loss with a number of other people.
 The important aspect of risk sharing is not to try to share events that are likely to happen and of low cost. For example, a first-dollar or low-deductible insurance policy almost never makes sense. The cost of such risk sharing must then take into account the high likelihood of making many small claims. Actually, this is one of the problems with our current health insurance system-the company is involved with a small claim in every health care encounter.  
The practical approach in buying insurance is to use high deductibles in almost every type of insurance you purchase. First, ask yourself how large a claim would have to be before you would want or need coverage. For example, I would not want my automobile insurance carrier to know about any claim of less than $1,000, as having the claim on my record will most likely cost me more in premiums over the long term. If the same is true for you, then inquire how much you’ll save yearly by raising your automobile insurance deductible to $1,000! A small change in deductible amounts can result in surprisingly large savings. Similarly, it would be inappropriate to make a homeowners claim in most cases for less than $1000, so find out how much you’ll save with a higher deductible there as well.
An additional consideration in risk sharing is how much actual insurance coverage you need. Remember that insurance is really designed to protect you against the small chance of a large loss. Make sure the large loss is covered. With homeowner’s insurance, make sure that your property is insured at an inflation-adjusted replacement value, or at least a set amount that will truly make you whole. Make a videotape of your house’s internal contents and store it elsewhere. Most homeowner’s policies provide only for two-thirds of the outside structure value for internal contents, so if you have valuable objects inside, consider a personal articles policy floater to cover them as well.

Your Life and Disability coverage have to be “enough” as well.  Insure for the catastrophe-death or severe disability.  I see many clients with expensive whole life policies that don’t offer enough of a death benefit-as they have used up their premium dollar buying “savings plans” and other bells and whistles that aren’t needed.  Life insurance should be purchased by the death benefit that is needed as the main issue. If your funds are limited, you are better off with enough term insurance to cover your needs.

 The same is true for Disability insurance.  It is much better to have ‘enough” disability insurance in the case of a truly catastrophic disability, than to have less coverage with extraneous features such as “own occupation” coverage and “return of premium” riders.  If you can afford enough coverage and still pay for the extras, then that is fine, but get the important issue of total benefits covered first.

Liability coverage is usually part of most Property and Casualty coverage-but it is almost never enough.  Consider your individual risks-do you have rental property, employees or a business?  Do you have teenage drivers?  If you have significant assets and some risk, you should strongly consider adding an “umbrella” liability policy.  These policies are sold by the same companies that sell you your homeowners and auto coverage, and are usually sold in million dollar amounts.  They are quite economical and “tie in” with your existing coverage.

  If you remember the concept of having coverage for the small chance of a very large loss, your insurance purchases will be smarter.
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