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Chapter 1 Risk and Insurance




LEARNING OBJECTIVES:

@ Understanding the meaning of risk
@ Telling the difference between peril and hazard
@ Understanding the concept of insurance

@ Learning about the types of insurance

CONTENTS OF THIS CHAPTER:

@ Section 1  The concept of risk
@ Section 2 The concept of insurance

@ Section 3 The classification of insurance

Figure 1. 1



Where there is risk, there is insurance. In other words, without risk, there is
no insurance. Only when we know what risk really is, can we know what insurance
is. When we are aware of the existence of risk, we want to know what insurance

can do to help us prevent, control and reduce the risk.

Section 1 The concept of risk

1.1 The definition of risk

When we use the word “risk” , we mean it will possibly cause losses or dama-
ges to someone when it happens. The outcome may be serious. In this way, we can
say fire is a risk, theft is a risk, and personal injury is a risk and so on. What is
the meaning of risk?

Risk can be defined as the possibility or uncertainty of damage and loss, but
not the damage and loss that have occurred on a certain property.'

Risk is the possibility of an unfortunate occurrence.

Risk is a combination of hazards. Risk is unpredictable, which refers that the
actual results may differ from predicted results.”

After studying the definitions, we know that there does seem to emerge some
kind of common thread running through each of them. First of all, it has an under-
lying idea of uncertainty that we refer to as doubt about the future.’ Secondly, it
implicates that there are different levels or degrees of risk. Thirdly, it underlies the

idea of a result which has been brought by a cause or causes.

1. 1.1 The cases of uncertainty of risk

Suppose a child is playing basketball in the middle of a busy street; what will
happen to him? If a worker is using a machine while he does not know that it is
faulty and dangerous, what will happen to him? And if a pedestrian does not know
the wall running alongside a pavement is dangerous and is about to collapse be-
cause of continuous rain, what will happen to him? There is an element of risk and
uncertainty in the three examples. The child may escape free of injury, but he can
be hit by a car. The machine may suddenly collapse and hit the worker. If he is

lucky, the machine may hold out and does not explode until he has finished using
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it. And if the wall suddenly collapses, it can hit the pedestrian. If he is quick
enough, he may escape from the falling wall.

In a word, it all depends on luckiness and fortune in above cases. We can
conclude that uncertainty is not dependent on whether you recognize it or not. It al-

. 4
ways exists around us.

1. 1. 2 Relations between peril and hazard

Peril means the possibility that something is likely to cause injury, pain,
harm, or loss and damage.’ It is a risk accident. Hazard means something that in-
creases the possibility of a loss. It is a factor that influences the outcome.

When a house is located on the riverbank, it will face the risk of flood. The
risk of flood does not really make sense; what we mean is the risk of flood damage.
Flood is the cause of the loss and the fact that one of the houses was right on the
bank of the river influences the outcome.

Hazards are not themselves the cause of the loss, but they can increase or de-
crease the effect if a peril operates. The consideration of hazard is important when
an insurance company is deciding whether or not it should insure some risk and
what premium to charge.

We can conclude that flood is the peril and the proximity of the house to the
river is the hazard. The peril is the prime cause. Often it is beyond the control of
anyone who may be involved. In this way, we can say that the storm, fire, theft,
motor accident and explosion are all perils.

Hazard can be physical or moral. Physical hazard relates to the physical cha-
racteristics of the risk, such as the nature of construction of a building, security
protection at a shop or factory, or the proximity of houses to a riverbank. Moral
hazard is a situation in which a party is more likely to take risks because the costs
that could result will not be borne by the party taking the risk. In other words, it is
a tendency to be more willing to take a risk, knowing that the potential costs or
burdens of taking such risk will be borne by others. Therefore moral hazard con-
cerns the human aspects which may influence the outcome. This usually refers to

the attitude of the insured person.

1.2 The classification of risk

1.2. 1 Financial and non-financial risk

A financial risk is one where the result or the outcome can be measured by



money. For example, material damage to property, theft of property, house being
damaged because of a fire, etc. All of them belong to financial risks. In case of the
risk of personal injury, it can also be possible to measure the financial loss in the
court by the judge awarding damages to the insured or make the settlement of the
financial loss by negotiating between lawyers and insurers.

Non-financial risk would refer to anything that is not monetary or that which
cannot be associated or viewed in terms of money.® For example, if you choose a
new car from a car dealer, or select an item from a restaurant menu, we cannot say
that they belong to financial risks. Other examples are the selection of your career,
the choice of your marriage partner or spouse. All of these are non-financial risks

because they cannot be measured by money.

1.2.2 Pure and speculative risk
1.2.2.1 Pure risk

Pure risk refers loss or a break-even situation. There is no chance of gaining
profits.” The outcome is unfavorable to us or leaves us in the same position as we
enjoy before the event occurs. For example, machinery may break down and take
some time to be repaired. More examples are the risk of a motor accident, fire at a
company, theft of goods from the factory, or injury at work. They are all pure
risks.

1.2.2.2 Speculative risk

Speculative risk refers to a loss, a break-even or the chance of gaining pro-
fits.® For example, when you invest money in stock and security market, you may
result in a loss, or a beak-even, if you are lucky, you may have the chance of gain-
ing profits in the investment. Another example is that the manufacturer who pro-
vides credit to customers can be a risky venture, the goods have been sold by him
in the hope of gaining profits, but the client or the customer may not be able to pay

for them and the result is a loss.

1.2.3 Fundamental and particular risks

1.2.3.1 Fundamental risks

Fundamental risks are those which arise from causes outside the control of any
individual or even a group of individuals.” In addition, the effect of fundamental

risk affects large number of people. This kind of classification includes earth-
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quakes, floods, famine, volcanoes and other natural disasters. Besides, social
changes, political interventions and war can be explained as fundamental risks.
1.2.3.2 Particular risks

Particular risks refer to personal risks. They are much more personal both in
the cause and effect. This includes many of the risks we have already mentioned a-
bove such as fire, theft, injury and motor accidents. All of these risks arise from
individual causes and affect individuals in their outcomes.

In the early part of 17" century, unemployment was regarded as a particular
risk in USA; it was believed or implicated that being unemployed was the fault of
individual himself. However, technological unemployment of eighties and nineties
has changed that viewpoint because of the changes in industrial and commercial
world. People no longer emphasized the fault of individual himself, but focused on

the society as the reason for unemployment.




Section 2 The concept of insurance

2.1 The meaning of insurance

Insurance can be defined as the “term used to refer to a commercial insurance
transaction whereby an insurance applicant, as contracted, pays insurance premi-
ums to the insurer, and the insurer bears an obligation to indemnify for property
loss or damage caused by an occurrence of a possible event that is agreed upon in
the contract, or to pay the insurance benefits when the insured person dies, is in-
jured or disabled, suffers diseases or reaches the age or term agreed upon in the
contract. V""" In simple words, an applicant or an insured pays the premiums to the
insurance company; the insurer bears the liability to pay the claims or give the

benefit under the terms of the insurance policy.
2.2 The function of insurance

2.2.1 Primary functions

2.2.1.1 Risk transfer

The primary function of insurance is to act as risk transfer mechanism. Think
of a car owner. He has a car valued at $ 200 000. The car could be stolen, dam-
aged in an accident or catch a fire. There could be an accident, resulting in
serious injury to passengers or other people. How will the owner of the car cope
with all of these potential risks and their financial loss? We know that the owner of
the car can transfer the financial loss to the insurer, in return for paying a premium.

2.2.1.2 Financial indemnity and insurance benefit

The basic function of insurance is to provide financial indemnity and
insurance benefit."" In property insurance, when a subject-matter of insurance is
damaged and the loss occurs, the insurer will give indemnity to the insured under
the insurance contract. In life insurance, when an insured person dies, suffer dis-

eases, is disabled or reaches the age under the life contract, then the insurer will

1 Insurance Law of the People’s Republic of China. http://www.npe. gov.cn/wxzl/gonghao/2015-07/06/ content _
1942828 .htm.
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give insurance benefit to insured person or his beneficiary.

2.2.1.3 Creation of the common pool

In order to demonstrate the common pool, let us concentrate on the risk of the
owner of a house being totally destroyed and say that there is a one in a thousand
chance that will happen during the year. It has no great value that one house will
be destroyed in every thousand houses. But if a large number of houses would be
destroyed, it does begin to mean something. For example, if there were one thou-
sand similar houses . then we could say that one of them will probably be destroyed
during a year. On overage, therefore, the expected total loss would amount to
$ 60 000. Knowing this, the owners of one thousand houses could all contribute at
least $ 60 into a common pool, and there would be enough to pay the one loss.

The insured’s premium is received by the insurer into the pool or fund for the
type of risk. By collecting premiums from all individuals and enterprises, insurers
can spread the cost of the few losses among all the insureds.'” The insurer takes the
insurance premiums from many people and pays the losses of the few out of the
pool. The premiums have to be enough to meet the total losses in any one-year and
cover the other costs of operating the pool including the profit of the insurer. Even
after taking all these costs into account, insurance is still an attractive business in
the world."

2.2.1.4 Equitable premiums

It is clear that there can be several of these pools, one for each type of risk.
The people who have a house to insure would not contribute to the same pool as
those insuring a car. Operating in this way allows an insurer to identify which types
of insurance are profitable and which are not profitable.

Even when risks of a similar type are brought together in a common pool, they
do not all represent the same degree of risk to the pool itself. So the insurer has to
ensure that a fair premium is charged, which reflects the hazard and the value
which the person or company brings to the pool. Besides, the premium must also
be competitive. There is not just one insurer in the market place and hence compe-
tition enters into the calculation. If an insurer charges a premium that exceeds the
one quoted by other insurers, then he may lose the business. If he charges too lit-
tle, the contribution to the pool would be less than required and loss would be

made.



The three functions are all interest-dependent. Insurance can provide risk
transfer mechanism by means of a common pool and each insured pays an equitable

premium.

2.2.2 Subsidiary functions
2.2.2.1 Loss prevention

When risks are proposed to an insurance company, they will carry out a
survey in order to assess the degree of risk. They make recommendations as to re-
duce the possibility of the occurrence of loss. Preventing disasters and losses is the
important aspect in the risk management. The insurance itself is also the important
aspect of risk man: rement. Insurer plays an active role in participating in the work
of preventing disasters and losses with other related departments.

2.2.2.2 Investment of funds

When an insurance premium is received and put into the fund, claims will a-
rise from a few weeks or months until several years. The insurer can make full use
of the idle fund to invest in order to gain the best overall return. The insurer can
use the fund to buy government security, stock, money market fund or invest it in

the real estate.
2.3 The role of insurance

First of all, insurance can ensure the society to carry out the reproduction. By
insurance, the risk can be transferred and the social reproduction can be ensured.
Secondary, insurance can guarantee the insured to enjoy his financial interest. As
long as the insured has taken out insurance, he can get financial indemnity or in-
surance benefits from insurance company if the damages or losses or injuries are
covered by insurance policy. Thirdly, insurance can bring the stability to the socie-
ty. When a disaster or accident happens, perhaps it will cause damages or losses to
property and injuries or death to people. Insurer tries his best to pay claims to indi-
viduals or business units and protects their normal life. Therefore insurance stabili-

zes the society.
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