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istoric preservation of

ns in Pennsylvania and

nches throughout the

ern regions of the United States,
- Becau lenomenal rate of growth,
Eastman’s managers have had‘virtually;ﬁgg_time to think
about anything other than trying to meet customers’ de-

mands. No thought has been given to the potential conse-

~ Quences of events such as employee injuries or actions that
~ might damage customers' property. Even the very basic po-

tential problem of loss due to fire has received only cursory
attention from management,

i

i

to think about terrible things s before they happen—after-
- ward may be 100 late, For example, the likelihood that a

tornad 'will hit Eastman's headquarters building may seem
" remote, but if it does ha pen, the potential consequences
uld be disastrous. Eastman could lose not only its main
building but also the equipment and inventory stored in-
side. Vital computer records might be destroyed, key per-
sonnel could be injured, and operations could be curtailed
 for weeks or months. Such damage could also impact busi-
‘ness at Eastman’s other locations, resulting in a much
greater total loss than management ever imagined.
The many uncertainties that may cause losses for busi-
nesses and individuals, as well as ways to manage those
uncertainties, form the basis of this book. This first chapter

explores the nature of uncertainty, also known as risk.

The attitude is best character-
y owner Carol Eastman’s statement: “Maybe we'll

As Eastman may soon discover, the time for a business

Introduction to Risk

CHAPTER OBJECTIVES
After studying this chapter, you should be able to

h

- Explain three ways to categorize risk.
- List the components of an entity’s cost of

risk.

- Give several examples of risks involving

property, liability, life, health, loss of in-
come, and financial losses.

- Distinguish between chance of loss and de-

gree of risk.

- Give examples of three types of hazards.
0.

Identify the difference between hazards and
perils.

- Explain the evolving concept of integrated

risk management.

- Explain the four steps in the risk manage-

ment process.
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Risk, which is often used to mean uncertainty, creates both problems and opportunities for
businesses and individuals in nearly every walk of life. Executives, employees, investors, stu-
dents, householders, travelers, and farmers all confront risk and deal with it in various ways.
Sometimes a particular risk is consciously analyzed and managed; other times risk is simply
ignored, perhaps out of lack of knowledge of its consequences.

Risk regarding the possibility of loss
can be especially problematic. If a loss is
certain to occur, it may be planned for in

advance and treated as a definite, known
expense. It is when there is uncertainty
about the occurrence of a loss that risk be-
comes an important problem. Thus, if a
store owner knows for sure that a certain
amount of shoplifting will occur, this loss
may be recovered by marking up all goods
by the necessary percentage. There is little
or no risk involved unless actual shoplifting is greater than normal. The store is more
concerned about the risk of abnormal shoplifting losses than about those viewed as normal or
expected.

For links related to news,
commercial products, and
issues associated with risk
management and insurance,

visit http://www.riskinfo.com.

THE BURDEN OF RISK

The idea of risk bearing can be tantalizing. After all, it is a well-known investment principle
that the largest potential returns are associated with the riskiest ventures. There are some
risks, however, that involve only the possibility of loss. For example, businesses located near
the Mississippi River confront the possibility of periodic flooding. When a flood occurs, loss
caused by property damage and lost revenues is likely. On the other hand, no gain is expected
merely because in some years a flood does not occur.

The risk surrounding potential losses creates significant economic burdens for busi-
nesses, government, and individuals. Billions of dollars are spent each year on strategies for
financing potential losses. But when losses are not planned for in advance, they may cost even
more. For example, a multimillion dollar adverse liability judgment may reduce a business’s
profitability, lower its credit ratings, cause a loss of customers, and perhaps result in bank-
ruptcy if the firm has not made adequate plans to pay for the loss.

Risk of loss may also deprive society of services judged to be too risky. A member of the
American Medical Association once commented that without malpractice insurance many
physicians would refuse to practice medicine. The comment arose from publicity given to re-
ports that many insurers planned to withdraw malpractice coverage from the market because
of heavy losses and inadequate rates. Further, physicians in several states in 2003 went on
strike as a response to the absence of affordable malpractice insurance. Thus, the inability to
transfer risk to others threatened the reduction of vital medical services because physicians
feared the risk of loss from legal suits brought by patients. Similarly, businesses of all types
may be reluctant to engage in projects that are otherwise strategically attractive if the poten-
tial losses appear to be unmanageable.

Businesses, as well as individuals, may try either to avoid risk of loss as much as possi-
ble or to reduce its negative consequences. Overall, an entity’s cost of risk is the sum of: (1)
expenses of strategies to finance potential losses, (2) the cost of unreimbursed losses, (3) out-
lays to reduce risks, and (4) the opportunity cost of activities forgone due to risk considera-
tions. For a particular firm, the first two components of the cost of risk are often the easiest
to measure. When insurance costs are rising, as they did dramatically from 2001 to 2003,
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firms tend to place more emphasis on retaining losses and on efforts to keep losses from
happening. In a 2003 survey of corporate insurance buyers 92 percent of buyers reported in-
creasing their deductibles, while 60 percent said they were self-insuring to some extent. Two-
thirds of buyers reported that they had increased their loss control and safety efforts to better
control their cost of risk.! To minimize the cost of risk efficiently, one must study the subject
of risk, learn more about the different types of risk, and find ways to deal with risk more
effectively.

DEFINITIONS OF RISK

Thus far, the terms risk and uncertainty have been used interchangeably. However, many
forms of uncertainty exist and, in a comprehensive study of risk, it is helpful to define the con-
cept more precisely. This book deals primarily with the type of uncertainty in which the pos-
sible outcomes are either “loss” or “no loss,” rather than with uncertainties that also present
the opportunity for profit. It must be noted, however, that organizations increasingly are con-
sidering the broader set of risks that they face, regardless of type. This new view reflects the
realization that risks from different sources interact to define the overall risk profile of the
firm and recognizes the importance of all forms of risk that affect a firm’s ability to realize its
strategic objectives. Therefore, although much of this book focuses on risk regarding the pos-
sibility of loss, the discussion throughout also addresses the most significant elements of the
new emerging viewpoint. Three common ways to classify risk are described in this section.
As illustrated in Figure 1-1, these groupings are not mutually exclusive. Rather, risks can be
categorized simultaneously according to all three types of classifications.

Pure versus Speculative Risk

An important classification of risk involves the concepts of pure risk and speculative risk.
Pure risk exists when there is uncertainty as to whether loss will occur. No possibility of gain
is presented by pure risk—only the potential for loss. Examples of pure risk include the un-

Types of Risk
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certainty of damage to property by fire or flood or the prospect of premature death caused by
accident or illness. In contrast to pure risk, speculative risk exists when there is uncertainty
about an event that could produce either a profit or a loss. Business ventures and investment
decisions are examples of situations involving speculative risk. Gains as well as losses may
occur, changing the nature of the uncertainty that is present.

Both pure and speculative risks may be present in some situations. It is important to rec-
ognize that many profit-motivated, speculative risk decisions made by individuals and firms
can have an impact on pure risk exposures. For example, a firm purchasing land for develop-
ment is making a decision that entails speculative risk. However, if after the purchase it dis-
covers that the land contains a latent pollution problem, the firm would then face a new pure
risk. Another example is the decision that a firm makes to introduce a new product. This de-
cision may represent primarily a speculative risk. But as has been seen for products like as-
bestos and silicon breast implants, this decision also is accompanied by the pure risk associ-
ated with potential product liability. Failure to consider the overlapping effects of these two
types of risk can lead to decisions that overstate the potential benefits to the firm.

Static versus Dynamic Risk

Another way of classifying risk involves the extent to which uncertainty changes over time.
Static risks, which can be either pure or speculative, stem from an unchanging society that is
in stable equilibrium. Examples of pure static risks include the uncertainties due to such ran-
dom events as lightning, windstorms, and death. Business undertakings in a stable economy
illustrate the concept of speculative static risk. In contrast, dynamic risks are produced be-
cause of changes in society. Dynamic risks also can be either pure or speculative. Examples
of sources of dynamic risk include urban unrest, increasingly complex technology, and chang-
ing attitudes of legislatures and courts about a variety of issues.

Static and dynamic risks are not independent; greater dynamic risks may increase some
types of static risks. An example involves uncertainty due to weather-related losses. This risk
is usually considered to be static. However, recent evidence suggests that environmental pol-
lution caused by increased industrialization may be affecting global weather patterns and
thereby increasing this source of static risk.

Subjective versus Objective Risk

A third way to classify risk is by whether it is objective or subjective. Subjective risk refers
to the mental state of an individual who experiences doubt or worry as to the outcome of a
given event. In addition to being subjective, a particular risk may also be either pure or spec-
ulative and either static or dynamic. Subjective risk is essentially the psychological uncer-
tainty that arises from an individual’s mental attitude or state of mind. Objective risk differs
from subjective risk primarily in the sense that it is more precisely observable and therefore
measurable. In general, objective risk is the probable variation of actual from expected expe-
rience. This term is most often used in connection with pure static risks, although it also can
be applied to the other types of uncertainties. Details regarding measurement of objective risk
are included later in this chapter.

The concept of subjective risk is especially important because it provides a way to inter-
pret the behavior of individuals faced with seemingly identical situations yet arriving at dif-
ferent decisions. For example, one person may be ultraconservative and tend always to take
the “safe way” out, even in cases that may seem quite risk-free to other decision makers. Ob-
jective risk may actually be the same in two cases, but may be viewed very differently by
those examining this risk from their own perspectives. Thus, it is not enough to know only the
degree of objective risk; the attitude toward risk of the person who will act on the basis of this
knowledge must also be known.



