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PREFACE

his text deals with risk and its treatment. Since the

last edition of Principles of Risk Management
and Insurance appeared, several unprecedented
events have occurred that clearly show the destructive
presence of risk in the economy. In 2008 and 2009,
the economy experienced a massive financial melt-
down and a brutal stock market crash that wiped out
or substantially reduced the life savings of most work-
ers; the economy and monetary system came terrify-
ingly close to a catastrophic collapse; the housing
market collapsed, and foreclosures increased; dozens
of commercial banks and financial institutions failed,
producing a credit crunch and a freezing of credit
markets; and state and federal regulation of the finan-
cial services industry, including the regulation of
insurance companies, proved inadequate and broken.
The Federal Reserve intervened and implemented sev-
eral unusual policies to rescue the nation from the sec-
ond worst economic downswing in its history, next
only to the Great Depression of the 1930s. During
this same period, there was unprecedented interven-
tion by the federal government into the economy;
billions of taxpayer dollars were paid to auto manu-
facturers, commercial banks, insurers, and other
financial institutions to rescue the economy; and
Congress enacted a controversial and costly federal
stimulus program to stimulate the economy.

Some insurers contributed to the financial melt-
down. In particular, the American International
Group (AIG), through a subsidiary company, sold
large amounts of complex and risky derivatives
known as credit default swaps, which produced a
liquidity crisis and enormous losses for the company.
The federal government bailed out AIG by taxpayer
loans and an equity stake in the company. As a
result, the federal government initially owned about
80 percent of AIG.

Flash forward to the present. The economy and
housing markets are slowly recovering; the stock
market has recovered part of its massive bear market

losses; the unemployment rate remains stubbornly
high; the media continues its heated discussion over
the success of the federal stimulus package; and at
the time of this writing, Congress is engaged in a bit-
ter and divisive debate over health care reform. To
say we live in a risky and dangerous world is an
enormous understatement.

The eleventh edition of Principles of Risk
Management and Insurance discusses the above issues
and other insurance issues as well. As in earlier edi-
tions, the text is designed for a beginning undergradu-
ate course in risk management and insurance with no
prerequisites. The eleventh edition provides complete
and current treatment of major risk management and
insurance topics. Coverage includes a discussion of
basic concepts of risk and insurance, introductory and
advanced topics in risk management, functional and
financial operations of insurers, legal principles, life
and health insurance, property and liability insurance,
employee benefits, and social insurance. Once again,
the eleventh edition places primary emphasis on
insurance consumers and blends basic risk manage-
ment and insurance principles with consumer consid-
erations. As a user-friendly text, students can apply
basic concepts immediately to their own personal risk
management and insurance programs.

KEY CONTENT CHANGES
IN THE ELEVENTH EDITION

Thoroughly revised and updated, the eleventh edi-
tion provides an in-depth analysis of current insur-
ance industry issues and practices, which readers
have come to expect from Principles of Risk
Management and Insurance. Key content changes in
the eleventh edition include the following:

* Failure of enterprise risk management programs.
Chapter 4 discusses the failure of enterprise risk
management programs for financial services
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firms and other business firms in dealing with
the recent financial meltdown in the American
economy.
Impact of the financial meltdown on the insur-
ance industry. Chapters 6 through 8 discuss the
impact of the recent financial meltdown on life
insurers and property and casualty insurers.
Breakdown of federal and state regulation and the
need for widespread regulatory reform. Chapter 8
discusses the crisis in insurance regulation and
regulatory breakdown in the financial services
industry, which includes the insurance industry.
The chapter also discusses several new proposals
to modernize and regulate the insurance industry.
Health care reform. Chapter 15 expands the dis-
cussion of health care problems in the United
States and health care reform proposals.
Revision of major medical insurance. Chapter
15 provides a new and updated discussion of
individual major medical insurance policies cur-
rently sold by health insurers.
New developments in employer-sponsored
health insurance plans. Employers are dealing
with the problem of rapid increase in premiums
for employer-sponsored health insurance plans
in a number of ways. Chapter 16 discusses the
new developments in group medical expense
insurance plans.
Restructuring of material on qualified retire-
ment plans. In Chapter 17, the material on
defined benefit pension plans and defined con-
tribution plans has been restructured to make
this section easier for students to understand
and master.
New Insight boxes. Insights are valuable learn-
ing tools that provide real-world applications of
the concepts discussed in the chapter. New and
interesting Insights include these attention grab-
bers in the eleventh edition:
* Have health insurance? Think you’re well pro-
tected? Think again!
® Problems and obstacles in obtaining health
insurance in the individual markets
® Qutrageous charges by out-of-network health
care providers
® New report finds 86.7 million Americans were
uninsured at some point in 2007-2008
* How to get health insurance if you lose your
job: consider these sources

* Be a savvy consumer: four life insurance poli-
cies to avoid

e Cash-value life insurance as an investment:
two important considerations

* Bells and whistles of variable annuities

e Six common 401(k) mistakes

® The impact of the recent financial crisis on
401(k) account balances

* Increasing the collision deductible to save
money: some important considerations

¢ What consumers should know about title
insurance

® Technical accuracy. As in previous editions,

numerous experts have reviewed the text for tech-

nical accuracy, especially in areas where changes

occur rapidly. The eleventh edition presents tech-

nically accurate and up-to-date material.

SUPPLEMENTS

The eleventh edition contains a number of supple-
mentary materials to help busy instructors save
time and teach more effectively. The following
supplements are available to qualified adopters,
through the Instructor’s Resource Center, at www.
pearsonhighered.com/irc.

Companion Website. The eleventh edition is accompa-
nied by an Internet site at www.pearsonhighered.com/
rejda that allows students to work through a variety
of exercises and to take a self-assessment quiz after
studying the chapter material. Students can use the
Internet Resources to view real world examples of the
Finance concepts they read about in the text. The site
also includes access to Appendix D, an example of a
Flexible Premium (Universal) Life Insurance Policy.

Printed Instructor’s Manual and Test ltem File.
Designed to reduce start-up costs and class prepara-
tion time. The comprehensive instructor’s manual
contains teaching notes; outlines; and answers to all
end-of-chapter review, application, and case ques-
tions. The test item file, prepared by Professor
Michael ]J. McNamara of Washington State Univer-
sity, enables instructors to construct objective exams
quickly and easily.

Computerized Test Bank. In addition to the printed test
bank, these same questions are also available in Word,



PDE, and TestGen formats. The easy-to-use TestGen
software is a valuable test preparation tool that allows
busy professors to view, edit, and add questions.

PowerPoint Presentation. Prepared by Professor
Patricia Born of Florida State University, this tool
contains lecture notes from the transparency masters
of the previous edition. It also features the complete
set of figures from the textbook. There are over 500
slides to aid in classroom presentation.

PREFACE iii

Study  Guide. Also prepared by Michael .
McNamara, this study tool helps students analyze
and internalize the topics learned in class. Every chap-
ter includes an overview, learning objectives, outline,
and extensive self-test with answers. The self-test sec-
tion contains short answer, multiple choice, true/false,
and case application questions that challenge students
to apply the lessons covered in the eleventh edition.
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CHAPTER |

RISK IN OUR SOCIETY

When we take a risk, we are betting on «
vill result from a decision we have made, t/
know for certain what the {

LEARNING OBJECTIVES

After studying this chapter, you should be able to
@ Define risk.
€ Explain the meaning of loss exposure.

€ Understand the following types of risk:

Pure risk
Speculative risk
Diversifiable risk
Enterprise risk

# Identify the major pure risks that are associated with financial insecurity.
@ Show how risk is a burden to society.

# Explain the major techniques for managing risk.

2



Brandon, age 37, worked as a construction worker in Lincoln, Nebraska. He was

married and had two preschool children. While working on the roof of a new

house under construction, a heavy gust of wind blew Brandon off the roof into a hole

adjacent to the house. He was seriously injured and died shortly after being admitted

into a local hospital.

Brandon's tragic and untimely death shows that we live in a risky and dangerous

world. The news media report daily on similar tragic events that illustrate clearly the

widespread presence of risk in our society. Examples abound—a deranged gunman

kills 10 customers in a local department store; a small town is wiped out by a tornado;

a drunk driver kills 5 people in a van on a crowded expressway; brush fires destroy

hundreds of expensive homes. In addition, many people experience financial tragedies

because of catastrophic medical expenses, the unexpected death of a family head, or

the loss of a good-paying job. Still others experience financial setbacks because they

negligently injure someone and cannot pay a liability judgment and other legal costs.

In this chapter, we discuss the nature and treatment of risk in our society. Topics

discussed include the meaning of risk, the major types of risk that threaten our financial

security, the burden of risk on the economy, and the basic methods for managing risk.

DIFFERENT DEFINITIONS

There is no single definition of risk. Economists,
behavioral scientists, risk theorists, statisticians, and
actuaries each have their own concept of risk.
However, risk historically has been defined in terms
of uncertainty. Based on this concept, risk is defined
as uncertainty concerning the occurrence of a loss.!
For example, the risk of being killed in an auto acci-
dent is present because uncertainty is present. The
risk of lung cancer for smokers is present because
uncertainty is present. The risk of flunking a college
course is present because uncertainty is present.

Although risk can be defined as uncertainty of
loss, employees in the insurance industry often use the
term risk in a different manner to identify the prop-
erty or life that is being considered for insurance. For
example, in the insurance industry, it is common to
hear statements such as “that driver is a poor risk,” or
“that building is an unacceptable risk.”

Because the term risk is ambiguous and has dif-
ferent meanings, many authors and corporate risk
managers use the term “loss exposure” to identify
potential losses. A loss exposure is any situation or

circumstance in which a loss is possible, regardless
of whether a loss occurs. Examples of loss exposures
include manufacturing plants that may be damaged
by an earthquake or flood, defective products that
may result in lawsuits against the manufacturer, pos-
sible theft of company property because of inade-
quate security, and potential injury to employees
because of unsafe working conditions.

Finally, when risk is defined as uncertainty, some
authors make a careful distinction between objective
risk and subjective risk.

Objective Risk

Objective risk (also called degree of risk) is defined
as the relative variation of actual loss from expected
loss. For example, assume that a property insurer has
10,000 houses insured over a long period and, on
average, 1 percent, or 100 houses, burn each year.
However, it would be rare for exactly 100 houses to
burn each year. In some years, as few as 90 houses
may burn; in other years, as many as 110 houses may
burn. Thus, there is a variation of 10 houses from the
expected number of 100, or a variation of 10 percent.
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