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Chapter | Risk and Insurance

The word “risk” is certainly used frequently in everyday life and seems to
be understood by people who use it. As a matter of fact, it is not so easy to
understand it in terms of insurance. First of all, we’ll talk about risk, for
where there is risk, there is insurance. In other words, there is no insurance
without risk. 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 in preventing, controlling and reducing the

risk.

Section 1 The Concept of Risk

1.1 The Definition of Risk

We use the word “risk” to refer to the cause of an outcome. In this way,
we speak about fire as a risk, theft as a risk, personal injury as a risk and so
on. Some American writers have made a number of definitions about risk:

Risk is the possibility of an unfortunate occurrence; Risk is a combination
of hazards; Risk is unpredictability — the tendency that the actual results may
differ from predicted results; Risk is uncertainty of loss; Risk is the possibility

of loss.
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After studying the definitions, we know that there does seem to emerge

some kind of common thread running through each of them.

1.2 The Uncertainty of Risk

If a child is playing in the middle of a busy road, if a workman is using a
machine while he is unaware that it is faulty and dangerous, and if a pedestrian
is unaware that a wall running alongside a pavement is in a dangerous condition
and about to collapse, what will happen to them? There is an element of risk
and uncertainty in each of these situations. The child may escape free of injury,
the machine may hold out until the workman has finished using it and the wall
may not collapse and injure the passerby. Otherwise, there would be serious
injury in each case.

Uncertainty can exist in the abstract. It exists not depending on whether
you recognize it or not. It always exists around us. Uncertainty is linked more to

the event itself. It does not link to any personal perception of the existence.

1.3 Peril and Hazard

We have looked at the concept of uncertainty, the fact that there are
different levels of risk, and the final component of risk is the cause of the
eventual loss.

We often use the word “risk” to mean both the event which will give rise
to some loss and factors which may influence the outcome of a loss. When we
think about cause, we must be clear that there are at least these two aspects to
it. We can see this if we think back to the two houses on the riverbank and 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.

Flood is the peril and the proximity of the house to the river is the hazard.
The peril is the prime cause. It is what will give rise to the loss. 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.

Factors which may influence the outcome are referred to as hazards. These
hazards themselves are not the cause of the loss, but they can increase or

decrease the effect if a peril operates. The consideration of hazard 1s important



when an insurance company is deciding whether or not it should insure some
risk and what premium to charge.

Hazard can be physical or moral. Physical hazard relates to the physical
characteristics 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 concerns the human aspects which may influence the

outcome. This usually refers to the attitude of the insured person.

Section 2 The Concept of Insurance

2.1 The Definition of Insurance

Insurance is defined in Insurance Law of the People’s Republic of China
(1995) as the “term used to refer to a commercial insurance transaction
whereby an insurance applicant, as contracted, pays insurance premiums 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 henefits when the insured person dies, is
injured or disabled, suffers diseases or reaches the age or term agreed upon in
the contract”. In simple words, the insured pays the premiums, while the
insurer bears the liability to pay the claims or give the benefit under the terms

of the insurance policy in the event of loss or damages.

2.2 The Function of Insurance

People think that the main function of insurance is to meet the objectives
laid down for it by its owner. In industry, the owners are normally a large
number of shareholders, and objectives are usually measured in terms of
monetary return on the investment. But we will focus on the function of
insurance itself. What is the role of insurance? What function does it perform?

— 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, which
probably represents one of the largest investments he is ever likely to make. The

car could be stolen, damaged in an accident or catch a fire. There could be an
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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
consequences? We know that the owner of the car can transfer the financial
consequences to the insurer, in return for paying a premium.

~ Creation of the common pool. In order to demonstrate the common pool,
we will 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. We could have obtained this figure from past experience of similar houses.
It has no great value if one house will be destroyed in every thousand houses.
But if we consider a large number of houses, it does begin to mean something.
For example, if there were one thousand similar houses, then we could say that
one of them will probably be destroyed during a year. On average, therefore,
the expected total loss would amount to $60 000. Knowing this, the owners of
one thousand houses could all contribute at least $60 million into a common
pool, and there would then be enough to pay the one loss.

An insurance company sets itself up to operate such a pool. It takes
contributions, in the form of insurance premiums, from many people and pays
the losses of the few. The contributions have to bhe 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 a very attractive business in many cases. For example, at the
end of 2002, the premium income from property insurance in Guangdong
province was 7 945 million Yuan, among which the premium income from
motor vehicle insurance was 6 547 million Yuan. The payment of claims was
3 449 million Yuan. Therefore the profit of motor vehicle insurance in 2002 was
3 098 million Yuan.

In operating the common pool, the insurer benefits from the Law of Large
Numbers. Sometimes it is called Law of Average. The result is that the insurer
can fix premium and the insured person knows that he will not have to pay any
more at the end of the year.

— 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

v 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 nisk 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 competition 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 little, the contribution to the pool would be less than
required and loss would be made.

The three functions are all interest-dependent: the creation of the common
pool and the calculation of equitable premiums both assist in providing a sound

risk transfer mechanism.

2.3 The Classification of Insurance

As insurance has developed, the various types of cover have been grouped
into several classes which have come ahout by practice within the insurance
company offices. Insurance offices are generally split up into departments or
sections, each of which will deal with types of risk which have an affiliation
with each other. There is a very wide variety in the way in which companies
organize their business, but the following divisions are very common:

- Ordinary life insurance. In the United Kingdom, ordinary life insurance
describes a particular style of insurance and is also called life insurance by
many people. The other style is industrial life insurance, which relates to
smaller values and normally involves collection of the premiums from the home
of the assured person. In the UK, in the past twenty years, the number of
industrial life policies in force has decreased gradually and at the end of 1993,
there were more ordinary life policies in force than industrial life policies in
force.

— Personal accident insurance. The intention of the basic policy is to
provide compensation in the event of an accident causing death or injury.
Capital sums are paid in the event of death or certain specified injuries, such
as the loss of limbs or sight that may be defined in the policy. In addition to the

purchase of personal accident insurance by individuals, it is also pessible for
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companies to arrange cover on behalf of their employees. These arrangements
made by employers on hehalf of employees are also called employer’s liability
and many organizations arrange “group schemes” for their employees.

- Motor vehicle insurance. Motor vehicle insurance is a kind of popular
insurance, for there are so many motor vehicles in each city. And it is also the
major source of premium income in the insurance market. The minimum
requirement by law is to provide insurance in respect of legal liability to pay
damages arising out of injury caused to any person. Motor vehicle insurance
policies can cover the third party liability only, the third party liability, and
fire risk as well as theft risk. The comprehensive policies provide cover as
above and in addition include cover for accidental loss of, or damage to, the
vehicle itself. This is the most common form of insurance policy in the
European countries.

— Marine cargo transport insurance. Traditionally marine policies include
three areas of risk: the hull, cargo and freight. While hull and cargo are
self-explanatory to all of you, the word “freight” may not be quite clear to some
of you. Well, freight is the sum paid for transporting goods, or the hire of a
ship. When goods are lost by marine perils, then freight, or part of it, is also
lost. Therefore the freight also needs insurance protection.

The risks against which these items are normally insured are collectively
termed “perils of the sea”. The perils of the sea can be classified into two
kinds. One is the natural disasters or natural calamities; the other is the
accident event. Natural calamities include atrocious weather, lightning,
tsunami, earthquake or volcanic eruption, flood and disaster beyond manpower.
Accident events include grounding, stranded, sunk, fire, violent pilferage,
jettison, collision, missing, overturn and the careless, negligent and malicious
act by the captain or crew. In China, marine cargo insurance can be divided
into three kinds. They are basic risks, additional risks and special risks. The
basic risks include Free from Particular Average, With Particular Average and
All Risks. Additional risks include General Additional Risks, Special
Additional Risks and Specific Additional Risks.

— Fire and other property damage insurance. There is a whole number of
different ways in which property can be damaged. One need only think of a
small factory unit to imagine all that can be damaged and all the ways in which



