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Risk and Risk Management

Text A Introduction to Risk @

Risk, which is often used to mean uncertainty, creates both problems and
opportunities for businesses and individuals in nearly every walk of life. The
risk surrounding potential losses creates significant economic burdens for
businesses, governments, and individuals.

An important classification of risk involves the concept of pure risks and
speculative risks. 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 uncertainty 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 recognize that many profit-motivated, speculative risk decisions

made by individuals and firms can have an impact on pure risk exposures. For

@D Excerpted from: James S. Trieschmann, Robert E. Hoyt, David W. Sommer, Risk Management

and Insurance. Chapter 1 and Chapter 6.



example, a firm purchasing land for development is making a decision that
entails speculative risk. However, if after the purchase it discovers 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 decision may represent primarily a speculative risk. But as has
been seen for products like asbestos and silicon breast implants, this decision
also is accompanied by the pure risk associated 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.
» Source of Risk

There're different sources of risks. We'll briefly describe some common
sources of pure risks which include property risks, liability risks, and life,
health, and loss of income risks, with some consideration also given to
financial risks of a speculative nature.

All businesses and individuals that own. rent, or use property are
exposed to the risk that the property may be damaged, destroyed. or stolen.
For example, lightning may strike a building, causing a fire that destroys the
structure and the inventory, suppliess and equipment inside. Property
owned or used outside the building may also be susceptible to loss. Typical
examples include trucks, automobiles, and mobile equipment. To fully
analyze property risk exposures, businesses must consider both types of
property susceptible to loss and the potential sources of such risks. Sources
include not only fire and lightning but also theft, tornadoes, hurricanes,
explosions, riots, collisions, falling objects, floods, earthquakes, and
freezing, to name only a few.

A second major category of risks is liability exposure. The society has
become increasingly litigious in recent years, with businesses and individuals
often held financially liable for damages resulting from a vast and expanding
array of situations. Liability judgments may result in payments made to

compensate injured parties as well as to punish those responsible for the

. 2.



Unit 1 Risk and Risk Management

injuries, with multimillion dollar awards no longer rare. Even when an
individual is eventually absolved of liability., the expenses involved in
defending a case often prove to be substantial. Consequently, both individuals
and businesses must be careful to identify all sources of liability risk that may
affect them and then make suitable arrangements for dealing with such
exposures to loss.

Potential losses associated with the health and well-being of individuals
make up the third and final category of sources of risk. The possibility of the
untimely death of star salesperson Ann Costello exposes her employer to
potential loss if a replacement with the same skills and experience is not
readily available. Even if Ann could be easily replaced, in many cases
employee deaths are disruptive for other workers and may result in
temporarily reduced productivity. Businesses and individuals also face risks
associated with health problems. Persons who become ill or who are injured in
accidents will incur expenses for medical treatment, and the cost of such
treatment is becoming increasingly expensive. Sometimes businesses arrange
to pay some or all of such expenses for their employees, regardless of whether
a sickness or injury is job related. As medical costs increase, however, more
and more individuals (whether employed or not) must pay substantial sums
each year for medical care for themselves and their families. In addition to
these expenses, there is another potential loss associated with sickness and
accidents. If a previously employed individual is severely injured or gravely
ill, that person may be unable to work for several months or even years. The
resultant loss of income can have serious repercussions on the financial stability
of the person and family involved. Other risks that confront an employed
individual are those associated with unemployment and retirement. Both
events result in the loss of an income source that previously existed. A
significant difference, however, relates to timing. Retirement usually is not a
surprise and therefore presents many options for advance planning. In
contrast, abrupt layoffs often are not expected and are therefore harder to

plan for ahead of time. Through pension and other retirement benefits, as

. 3.



well as unemployment insurance provided in each state, businesses are also
affected by these risks that their employees face.

A variety of f{inancial risks, which often are speculative in nature, can
impact on a firm’s earnings. Examples of these financial risks include credit
risk, foreign exchange risk, commodity risk, and interest rate risk. Although
most of these financial risks tend to have the characteristics of speculative
risks, they still present the firm with some of the same problem associated
with pure risks. Although the techniques used to manage these risks maybe
very different from those used to manage pure risks, it remains critical that
these risks be identified and assessed in order for the firm to achieve its

business goals.
» Requisites of Insurable Risks

In spite of the usefulness of insurance in many risk managements, not all
risks are commercially insurable. The characteristics of risks that make it
feasible for private insurers to offer insurance for them called the requisites of
insurable risks. These requirements should not be considered as absolute, iron
rules but rather as guides or ideal standards that are not always completely
attained in practice.

Large Number of Similar Objects

One of the most important requirements from the standpoint of the
insurer is that the probable loss must be subject to advance estimation, which
means that the number of insured objects must be sufficiently large and that
the objects themselves must be similar enough to allow the law of large
numbers to operate. If only a few objects are insured, the insurer is subject to
the same uncertainties as the insured. The law of large numbers works better.
the insurer eliminate its risk more easily. On the other hand insurers may not
be able to predict losses nearly so well in areas where adequate numbers of
exposures may be lacking.

Accidental and Unintentional Loss

There must be some uncertainty surrounding the loss. Otherwise, there

« 4 .



Unit 1 Risk and Risk Management

would be no risk. If the risk or uncertainty already has been eliminated,
insurance serves no purpose; the main function of insurance is to reduce risk.
Thus, if a key employee is dying from an incurable disease that will cause
death within a given time, there is little uncertainty or risk concerning the
payment of loss. Thus, insurance is not feasible. Theoretically the insurer
could issue a policy, but the premium would have to be large enough to cover
both the expected loss and the insurer’s cost of doing business. The cost of
such a policy would probably be too high for the prospective insured. If
premiums become exceedingly high, few would purchase insurance. and the
insurer would no longer have a sufficiently large number of exposure units to
be able to obtain a reliable estimate of future losses. Thus the first
requirement of an insurable risk would not be met.

Determinable and Measurable Loss

The loss must be definite in time and place. It may seem unnecessary to
add this requirement because most losses are easily recognized and can be
measured with reasonable accuracy. It is a real problem to insurers, however,
to be able even to recognize certain losses, let alone measure them. Even if it
is clear that a loss has occurred, it may not be easy to measure it. For

“pain and suffering” of an auto accident

example, what is the loss from
victim? Often only a jury can decide. Thus, before the burden of risk can be
safely assumed, the insurer must set up procedures to determine whether loss
has actually occurred and, if so, its size.

Loss Not Subject to Catastrophic Hazard

Conditions should not be such that all or most of the objects in the insured
group might suffer loss at the same time and possibly from the same peril.
Such simultaneous disaster to insured objects can be illustrated by reference to
large fires, floods, earthquakes, and hurricanes that have disrupted major
geographical areas in the past. If an insurer is unlucky enough to have on its
books a great deal of property situated in areas such as these when catastrophe

occurs, it obviously suffers a loss that was not contemplated when the

premiums were formulated. Most insurers reduce this possibility by ample
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dispersion of insured objects. It is also possible for insurers themselves to
purchase insurance against the possibility of excessive losses. This insurance is
called reinsurance,

Large Loss

Although an insurer theoretically might be willing to provide insurance
regardless of the potential size of a particular loss, a requisite from the
standpoint of the insured is that the maximum possible loss must be relatively
large. The large-loss principle states that businesses and individuals should
insure potentially serious losses before relatively minor losses. To do otherwise
is uneconomical because small losses tend to occur frequently and are very
costly to recover through insurance. If one can pay for a loss from savings or
current income, it is probably too small a loss to give insurance high priority
as a method of risk treatment.

Probability of Loss Must Not Be Too High

The final requisite of an insurable risk is that the probability of loss must
be reasonable, or else the cost of risk transfer will be excessive. This requisite
is of concern primarily for the potential insured, rather than the insurer. Due
to the element of risk, insureds are often willing to pay more to avoid a loss
than the true expected value of that loss. In fact, if it were not for this
phenomenon, insurance could not exist, for insurers must always charge more
for their service than the expected value of a loss. But the more probable the
loss, the greater the premium will be. And a point ultimately is reached when
the loss becomes so likely that when the insurer’s expenses are added on, the
cost of the premium approaches or even exceeds the full value of the item
insured. At this point, insurance is no longer feasible because the insured will

not be willing to pay the necessary premium.
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21. insurer /In'Juoro/: fRE N BIEREG A H] .
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23. insured objects: #{{RE AR FH)
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27. prospective /pras'pektlv/: ¥R, T K
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32. large loss: K@K g 401 R BE LU AR A 2% .

33. probability of loss: #iKMEF ek KA AT RENE

Exercises

I. Reading Comprehension

Directions: Please read the text and choose the right answer.

1.

2.

A risk which offers the prospect of loss only, with no chance of gain, may
be described as a

A. pure risk B. particular risk

C. speculative risk D. fundamental risk

Which source of risk may not be the common sources of pure

risks?

.8 .



A.
C.

Unit 1 Risk and Risk Management

property risks B. liability risks

life, health and loss of income risks D. financial risks

3. Which one is an example of speculative risk?

A.
B.
C.
D.

uncertainty of damage to property by fire
uncertainty of damage to property by flood
the prospect of premature death caused by accident or illness

the decision that a firm makes to introduce a new product

4. Requisites of insurable risks include

(1) Large Number of Similar Objects

(i1) Accidental and Unintentional Loss

(1i1) Determinable and Measurable Loss

(iv) Loss Not Subject to Catastrophic Hazard

(v) Large Loss

(vi) Probability of Loss Must Not Be Too High

A.
B.
C.
D.

(1), (i) and (iii) only

(), (D, (i) and (iv) only

(D, (D, (i), (iv) and (v) only
(1, (b, i), Gv), (v) and (vi)

5. Which of the following risks are insurable?

A.
B.

O

risk of loss through an economic depression

risk from loss of a market that is captured by a competitor with a better
product

risk that a rezoning or a shift of population will reduce the value of a
location owned by a firm for marketing purpose

risk that trade secrets of a firm might be stolen, thus causing the firm

the loss of potential profits there from

II. Translation

Directions: Please translate the sentences below into English or Chinese.
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