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Risk in Our Society 
 
RISK MANAGEMENT IN INSURANCE INDUSTRY 

Introduction: 

Risk is virtually anything that threatens or limits the ability of a community or nonprofit 

organization to achieve its mission. It can be unexpected and unpredictable events such as 

destruction of a building, the wiping of all your computer files, loss of funds through theft or an 

injury to a member or visitor who trips on a slippery floor and decides to sue. Any of these or a 

million other things can happen, and if they do they have the potential to damage your 

organization, cost you money, or in a worst case scenario, cause your organization to close. 

 

Risk management is a process of thinking systematically about all possible risks, problems or 

disasters before they happen and setting up procedures that will avoid the risk, or minimize its 

impact, or cope with its impact. It is basically setting up a process where you can identify the risk 

and set up a strategy to control or deal with it. It is also about making a realistic evaluation of the 

true level of risk. The chance of a tidal wave taking out your annual beach picnic is fairly slim. 

The chance of your group's bus being involved in a road accident is a bit more pressing. 

 

Insurance companies are in the business of taking risks. Worldwide these companies write 

policies that deal with specific risks, and in many cases, even underwrite exotic risks. As a direct 

corollary, therefore, insurance companies should be good at managing their own risks. However 

the truth is a little far from that! Most insurance companies are very good at assessing insurance 

risks but are not very good at setting up structures in their own home to manage their own 

operating and business risks. As an emerging need from the credit crisis, IRDA issued a set of 

guidelines on corporate governance in which contained a reference to the setting up of a 

mandatory risk management committee (RMC). The RMC has to lay down a risk management 

strategy across various lines of business, and the operating head must has direct access to the 

Board. However, IRDA left it to the companies to work out the details of how risk management 

functions were to be suitably organized by them given the size, nature, and complexity of their 

business. But that should in no way undermine the operative independence of the risk 

management head. Because of this leeway, most of the Indian insurance companies have given 



risk management responsibilities to one of the actuaries, which is not a very strong move toward 

independence. Today it is well recognized that sound management of an insurer, as for other 

financial sector entities, is dependent on how well the various risks are managed across the 

organization.  

Insurers face a demanding business environment with changing distribution channels, 

demographics, regulation and emerging technologies. To be successful, it is critical for insurers 

to address the information risks facing their aging, customized IT environment. Some of the 

major steps in effective risk management could range from evaluating the existing risk 

management strategy and controls, implementing best practice frameworks for Security, Risk 

Management and Privacy to addressing newer application security challenges. 

 

Insurance is not a substitute for risk management. Getting insurance only comes into the picture 

when you've done all you can to minimize risk. You can't foresee everything, though, and you 

can't avoid quite a lot of what you can foresee, and so you want to spread the risks across the 

sector; which means you need insurance. 

 

RISK IN OUR SOCIETY 

There is no one definition of risk. Economists, behavioral scientists, risk theorists, statisticians, 

and actuaries each have their own concept of risk. However, risk traditionally has been defined 

in terms of uncertainty. Based on this concept, risk is defined here as uncertainty concerning the 

occurrence of a loss. For example, the risk of being killed in an auto accident is present because 

uncertainty is present. The risk of lung cancer for smokers is present because uncertainty is 

present. And the risk of flunking a college course is present because uncertainty is present. 

Although risk is defined as uncertainty in this text, employees in the insurance industry often use 

The term risk to identify the property or life being insured. Thus, 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.‖ Finally, when risk is defined as uncertainty, some authors make a careful 

distinction between objective risk and subjective risk. 

 

Objective 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. This relative variation of actual loss from expected loss is known as objective risk. 

Objective risk declines as the number of exposures increases. More specifically, objective risk 

varies inversely with the square root of the number of cases under observation. In our previous 

example, 10,000 houses were insured, and objective risk was 10/100, or 10 percent. Now assume 

that 1 million houses are insured. The expected number of houses that will burn is now 10,000, 

but the variation of actual loss from expected loss is only 100. Objective risk is now 100/10,000, 

or 1 percent. Thus, as the square root of the number of houses increased from 100 in the first 

example to 1000 in the second example (10 times), objective risk declined to one tenth of its 

former level. Objective risk can be statistically calculated by some measure of dispersion, such 

as the standard deviation or the coefficient of variation. Because objective risk can be measured, 

it is an extremely useful concept for an insurer or a corporate risk manager. As the number of 

exposures increases, an insurer can predict its future loss experience more accurately because it 

can rely on the law of large numbers. The law of large numbers states that as the number of 

exposure units increases, the more closely the actual loss experience will approach the expected 

loss experience. For example, as the number of homes under observation increases, the greater is 

the degree of accuracy in predicting the proportion of homes that will burn. 

 

Subjective Risk 
 
Subjective risk is defined as uncertainty based on a person‘s mental condition or state of mind. 

For example, a customer who was drinking heavily in a bar may foolishly attempt to drive home. 

The driver may be uncertain whether he will arrive home safely without being arrested by the 

police for drunk driving. This mental uncertainty is called subjective risk. The impact of 

subjective risk varies depending on the individual. Two persons in the same situation can have a 

different perception of risk, and their behavior may be altered accordingly. If an individual 

experiences great mental uncertainty concerning the occurrence of a loss, that person‘s behavior 

may be affected. High subjective risk often results in conservative and prudent behavior, while 

low subjective risk may result in less conservative behavior. For example, a motorist previously 

arrested for drunk driving is aware that she has consumed too much alcohol. The driver may then 



compensate for the mental uncertainty by getting someone else to drive the car home or by 

taking a cab. Another driver in the same situation may perceive the risk of being arrested as 

slight. This second driver may drive in a more careless and reckless manner; a low subjective 

risk results in less conservative driving behavior. 

People seek security. A sense of security may be the next basic goal after food, clothing, and 

shelter. An individual with economic security is fairly certain that he can satisfy his needs (food,   

Shelter, medical care, and so on) in the present and in the future. Economic risk (which we will 

refer to simply as risk) is the possibility of losing economic security. Most economic risk derives 

from variation from the expected outcome.  

One measure of risk, used in this study note, is the standard deviation of the possible outcomes. 

As an example, consider the cost of a car accident for two different cars, a Porsche and a Toyota.  

In the event of an accident the expected value of repairs for both cars is 2500. However, the 

standard deviation for the Porsche is 1000 and the standard deviation for the Toyota is 400. If the  

Cost of repairs is normally distributed, and then the probability that the repairs will cost more 

than 3000 is 31% for the Porsche but only 11% for the Toyota.  

Modern society provides many examples of risk. A homeowner faces a large potential for 

variation associated with the possibility of economic loss caused by a house fire. A driver faces a 

potential economic loss if his car is damaged. A larger possible economic risk exists with respect 

to potential damages a driver might have to pay if he injures a third party in a car accident for 

which he is responsible.  

Historically, economic risk was managed through informal agreements within a defined 

community. If someone‘s barn burned down and a herd of milking cows was destroyed, the 

community would pitch in to rebuild the barn and to provide the farmer with enough cows to 

replenish the milking stock. This cooperative (pooling) concept became formalized in the 

insurance industry. Under a formal insurance arrangement, each insurance policy purchaser 

(policyholder) still implicitly pools his risk with all other policyholders. However, it is no longer 

Necessary for any individual policyholder to know or have any direct connection with any other 

policyholder. 

 

 
 
 



How society manages risk and uncertainty  
 

Risk decisions, however, are not exclusively the province of scientific understanding and experts 

passing judgments. They involve a variety of actors, from public officials and experts to interest 

and affected social groups, each of which might represent a different sensitivity to the various 

aspects. Analyses leading to risk management decisions must pay explicit attention to the range 

of standpoints, in particular in situations with a high potential for controversy. This is often best 

done by involving the spectrum of participants in every step of the decision-making process, 

starting with the very formulation of the problem to be analysed. Introducing more public 

participation into both risk assessment and risk decision making would make the process more 

democratic, improve the relevance and quality of technical analysis, and increase the legitimacy 

and public acceptance of the resulting decisions. Such an approach could also act as an early 

warning mechanism for future repercussions in the economic, social and political domains. 

Society‘s efforts to handle risk have come mainly through the development of risk analysis 

protocols (Wint, 2004, p.36). Risk reduction has now developed into a high priority activity for 

governments and industry and has spawned an industry in its own right - the safety industry. 

Britain has a significant risk reduction industry covering diverse areas such as:  

• Safety in the home  

• Fire  

• Casualty services  

• Safety at play  

• Safety at work  

• Safety on the road.  

These are in addition to the police force, security industry, insurance industry, environmental 

health officers, pollution inspectors, the National Health Service and safety and environmental 

pressure groups. Globalizations of many activities e.g. trade; financial markets and terrorism 

triggered the debate about developing international management systems capable of handling 

transboundary risks. 

 
 
 
 
 



Some other types of Risk: 
 
Risk is manifested as two broad types:  
 

A) Individual - how individuals see the risk from a particular hazard affecting them and things 

they value personally.  

B) Societal - the risks or threats from hazards which impact on society. Typical examples relate 

to nuclear power generation, railway travel, or the genetic modification of organisms.  

A British survey of public perceptions of risk conducted by the Centre for Environmental Risk, 

University of East Anglia in conjunction with MORI in 2003 developed a rating system for a 

selection of personal and social issues. The findings indicated that personal issues were 

considered to be more important than issues such as climate change, radioactive waste and GM 

food. Over 85 percent of respondents said that health and family were very important personal 

issues compared with 76 percent who thought that law and order was a very important social 

issue. Only 53 percent saw radioactive waste as a very important issue. he study looked at 

perceptions of the risks and benefits associated with five risk issues – climate change, mobile 

phones, radioactive waste, GM food and genetic testing. The risks associated with radioactive 

wastes far outweighed its perceived benefits while the reverse was true for genetic testing where 

the possible benefits were viewed as being greater than the negative aspects associated with the 

technology. Confidence in the rules and regulations developed by the British government to 

manage each risk issue played a key role in the overall response. Public confidence in risk 

regulation was identified as low for these cases. 

 
PERIL AND HAZARD 
 

The terms peril and hazard should not be confused with the concept of risk discussed earlier. In 

conjunction with two different types of risk (speculative and Pure), there are two other concept to 

become familiar with (1) Peril and (2) Hazard. 

 

Peril 
Peril is defined as the cause of loss. If your house burns because of a fire, the peril, or cause of 

loss, is the fire. If your car is damaged in a collision with another car, collision is the peril, or 

cause of loss. Common perils that cause property damage include fire, lightning, windstorm, hail, 

tornadoes, earthquakes, theft, and burglary. 



When used in the insurance industry, the term peril applies only to property insurance. While 

perils and hazards sound similar, a peril actually results from a hazard. A hazard merely 

increases the likelihood of a loss, while a peril is the specific event that causes a loss. 

For example:  

• A roof covered with snow could be considered a physical hazard. If the amount of snow is so 

great that the roof ultimately collapses, then the snow is considered a peril. 

• A fire breaks out in an office building, which causes the sprinkler system to activate and cause 

considerable water damage. Even though the fire caused the problem, the water damage itself is 

considered the peril. 

• A burglar breaks into a restaurant safe and steals a great deal of money. The act of theft is 

considered the peril in this case. 

Property insurance often covers many different types of perils. However, certain perils (such as 

floods or earthquakes) are often excluded from coverage due to the catastrophic amount of havoc 

they can wreak. 

Those who wish to know more about common perils covered (or excluded) under a property 

insurance policy should contact a property insurer or their local insurance department. 

Hazard 

A hazard is a condition that creates or increases the chance of loss. There are four major types of 

hazards: 

■ Physical hazard  

 Moral hazard 

■ Legal hazard 

 

Physical Hazard  

A physical hazard is a physical condition that increases the chance of loss. Examples of physical 

hazards include icy roads that increase the chance of an auto accident, defective wiring in a 

building that increases the chance of fire, and a defective lock on a door that increases the chance 

of theft. 

A physical situation that increases the chance of loss is called physical hazard. For example, 

defective construction of bridge is the physical hazard that increase the change of breakdown, 
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defective production of vehicle is  also a physical hazard, which increase the chance of accident 

of the road, defective wiring is the physical hazard that increase the chance of the electric shoo 

and firing 

 

Moral Hazard  

 

Moral hazard is dishonesty or character defects in an individual that increase the frequency or 

severity of loss. Examples of moral hazard include faking an accident to collect from an insurer, 

submitting a fraudulent claim, inflating the amount of a claim, and intentionally burning unsold 

merchandise that is insured. Moral hazard is present in all forms of insurance, and it is difficult 

to control. Dishonest individuals often rationalize their actions on the grounds that ―the insurer 

has plenty of money.‖ This view is incorrect because the insurer can pay claims only by 

collecting premiums from other insured‘s. Because of moral hazard, premiums are higher for 

everyone. Insurers attempt to control moral hazard by careful underwriting of applicants for 

insurance and by various policy provisions, such as deductibles, waiting periods, exclusions, and 

riders.  

Moral Hazard Some insurance authors draw a subtle distinction between moral hazard and 

moral hazard. Moral hazard refers to dishonesty by an insured that increases the frequency or 

severity of loss. Moral hazard is carelessness or indifference to a loss because of the existence of 

insurance. Some insured‘s are careless or indifferent to a loss because they have insurance. 

Examples of moral hazard include leaving car keys in an unlocked car, which increases the 

chance of theft; leaving a door unlocked that allows a burglar to enter; and changing lanes 

suddenly on a congested interstate highway without signaling. Careless acts like these increase 

the chance of loss. 

 
Legal Hazard  

Legal hazard refers to characteristics of the legal system or regulatory environment that increase 

the frequency or severity of losses. Examples include adverse jury verdicts or large damage 

awards in liability lawsuits, statutes that require insurers to include coverage for certain benefits 

in health insurance plans, such as coverage for alcoholism; and regulatory action by state 

insurance departments that restrict the ability of insurers to withdraw from the state because of 

poor underwriting results. 



BASIC CATEGORIES OF RISK 

Risk can be classified into several distinct categories. 

The two major categories are as follows: 

■ Pure and speculative risks 

■ Fundamental and particular risks 

 
Pure and Speculative Risks 

Pure risk is defined as a situation in which there are only the possibilities of loss or no loss. Pure 

(static) risk is a situation in which there are only the possibilities of loss or no  

loss, as oppose to loss or profit with speculative risk.  The only outcome  

of pure risks are adverse (in a loss) or neutral (with no loss), never  

beneficial.  Examples of pure risks include premature death, occupational  

disability, catastrophic medical expenses, and damage to property due to power, light or flood. 

The only possible outcomes are adverse (loss) and neutral (no loss). Examples of pure risks 

include premature death, job-related accidents, catastrophic medical expenses, and damage to 

property from fire, lightning, flood, or earthquake. Speculative risk is defined as a situation in 

which either profit or loss is possible. For example, if you purchase 100 shares of common stock, 

you would profit if the price of the stock increases but would lose if the price declines. Other 

examples of speculative risks include betting on a horse race, investing in real estate, and going 

into business for yourself. In these situations, both profit and loss are possible. It is important to 

distinguish between pure and speculative risks for three reasons. First, private insurers generally 

insure only pure risks. With certain exceptions, speculative risks generally are not considered 

insurable, and other techniques for coping with speculative risk must be used. (One exception is 

that some insurers will insure institutional portfolio investments and municipal bonds against 

loss.) 

Second, the law of large numbers can be applied more easily to pure risks than to speculative 

risks. The law of large numbers is important because it enables insurers to predict future loss 

experience. In contrast, it is generally more difficult to apply the law of large numbers to 

speculative risks to predict future loss experience. An exception is the speculative risk of 

gambling, where casino operators can apply the law of large numbers in a most efficient manner. 



Finally, society may benefit from a speculative risk even though a loss occurs, but it is harmed if 

a pure risk is present and a loss occurs. For example, a firm may develop new technology for 

producing inexpensive computers. As a result, some competitors may be forced into bankruptcy. 

Despite the bankruptcy, society benefits because the computers are produced at a lower cost. 

However, society normally does not benefit when a loss from a pure risk occurs, such as a flood 

or earthquake that devastates an area. 

 
Fundamental and Particular Risks 
 
A fundamental risk is a risk that affects the entire economy or large numbers of persons or 

groups within the economy. Examples include rapid inflation, cyclical unemployment, and war 

because large numbers of individuals are affected. The risk of a natural disaster is another 

important risk. Hurricanes, tornadoes, earthquakes, floods, and forest and grass fires can result in 

billions of dollars of property damage and numerous deaths. In 1999, Hurricane Floyd caused $2 

billion of insured losses. In 1994, a major earthquake in Northridge, California, caused $13 

billion of insured losses and the loss of numerous lives. In 1992, Hurricane Andrew caused 

insured losses of about $16 billion and the failure of a number of property insurers. More 

recently, the risk of a terrorist attack is rapidly emerging as a fundamental risk. Many countries 

have experienced a substantial increase in terrorism in recent years, resulting in substantial 

property damage and the loss of human lives. The terrorist attack in the United States on 

September 11, 200l, resulted in the loss of four commercial jets, destruction of the World Trade 

Center towers in New York City, substantial damage to the Pentagon, and thousands of dead or 

missing persons. At the time of this writing, estimated losses are about $40 billion. The terrorist 

attack is the largest single catastrophic loss in the United States to date. 

In contrast to a fundamental risk, a particular risk is a risk that affects only individuals and not 

the entire community. Examples include car thefts, bank robberies, and dwelling fires. Only 

individuals experiencing such losses are affected, not the entire economy. The distinction 

between a fundamental and a particular risk is important because government assistance may be 

necessary to insure a fundamental risk. Social insurance and government insurance programs, as 

well as government guarantees. 

 

 
 



TYPES OF PURE RISK 

The major types of pure risk that can create great financial insecurity include personal risks, 

property risks, and liability risks. 

Personal Risks 

Personal risks are risks that directly affect an individual. They involve the possibility of the 

complete loss or reduction of earned income, extra expenses, and the depletion of financial 

assets. There are four major personal risks: 

■ Risk of premature death 

■ Risk of insufficient income during retirement  

■ Risk of poor health 

■ Risk of unemployment 

Risk of Premature Death Premature death is de-fined as the death of a household head with 

unful-filled financial obligations. These obligations can include dependents to support, a 

mortgage to be paid off, or children to educate. If the surviving family members receive an 

insufficient amount of replacement income from other sources or have insufficient financial 

assets to replace the lost income, they may be financially insecure. Premature death can cause 

financial problems only if the deceased has dependents to support or dies with unsatisfied 

financial obligations. Thus, the death of a child age seven is not ―premature‖ in the economic 

sense. 

There are at least four costs that result from the premature death of a household head. First, the 

human life value of the family head is lost forever. The human life value is defined as the present 

value of the family‘s share of the deceased breadwinner‘s future earnings. This loss can be 

substantial; the actual or potential human life value of most college graduates can easily exceed 

$500,000. Second, additional expenses may be incurred because of funeral expenses, uninsured 

medical bills, probate and estate settlement costs, and estate and inheritance taxes for larger 

estates. Third, because of insufficient income, some families may have trouble making ends meet 

or covering expenses. Finally, certain noneconomic costs are also incurred, including emotional 

grief, loss of a role model, and counseling and guidance for the children. Risk of Insufficient 

Income during Retirement the major risk associated with old age is insufficient income during 

retirement. The vast majority of workers in the United States retire before age 65. When they 

retire, they lose their earned income. Unless they have sufficient financial assets on which to 



draw, or have access to other sources of retirement income, such as Social Security or a private 

Pension, they will be exposed to financial insecurity during retirement.  

The majority of workers experience a substantial reduction in their money incomes when they 

retire, which can result in a reduced standard of living. For example, the median income for all 

households in the United States in 2000 was $42,148. In contrast, the median income for 

households with an aged householder age 65 and over was only $23,048 in 2000 or 45 percent 

less. 

This amount is generally insufficient for retired workers who have substantial additional 

expenses, such as high uninsured medical bills, or high property taxes, or are paying for the cost 

of long-term care in a nursing home. Most workers are not saving enough for a comfortable 

retirement. The 2001 Retirement Conference Survey by the Employee Benefit Research Institute 

shows that the amounts saved for retirement by workers as a whole are generally small. About 

two in ten workers reported saving nothing for retirement; half reported saving less than $50,000, 

While only 15 percent reported saving $100,000 or more. These amounts are relatively small for 

a comfortable retirement. However, workers who have calculated the amount of money needed 

for retirement by a needs analysis generally tend to save more. Risk of Poor Health Poor health is 

another important personal risk. The risk of poor health includes both the payment of 

catastrophic medical bills and the loss of earned income. The costs of major surgery have 

increased substantially in recent years. For example, an open heart operation can cost more than 

$200,000, a kidney or heart transplant can cost more than $400,000, and the costs of a crippling 

accident requiring several major operations, plastic surgery, and rehabilitation can exceed 

$500,000. In addition, long-term care in a nursing home can cost $50,000 or more each year. 

Unless these persons have adequate health insurance, private savings and financial assets, or 

other sources of income to meet these expenditures, they will be financially insecure. In 

particular, the inability of some persons to pay catastrophic medical bills is an important cause of 

Personal bankruptcy. The loss of earned income is another major cause of financial insecurity if 

the disability is severe. In cases of long-term disability, there is a substantial loss of earned 

income, medical bills are incurred, employee benefits may be lost or reduced, savings are often 

depleted, and someone must take care of the disabled person. Most workers seldom think about 

the financial consequences of long-term disability. The probability of becoming disabled before 

age 65 is much higher than is commonly believed, especially at the younger ages. 



The loss of earned income during an extended disability can be financially very painful. Risk of 

Unemployment The risk of unemployment is another major threat to financial security. 

Unemployment can result from business cycle downswings, technological and structural changes 

in the economy, seasonal factors, and imperfections in the labor market. 

 

Several important trends have aggravated the problem of unemployment. To hold down labor 

costs, large corporations have downsized, and their workforce has been permanently reduced; 

employers are increasingly hiring temporary or part-time workers to reduce labor costs; and 

millions of jobs have been lost to foreign nations because of global competition. Regardless of 

the reason, unemployment can cause financial insecurity in at least three ways. First, workers 

lose their earned income and employee benefits. Unless there is adequate replacement income or 

past savings on which to draw, the unemployed worker will be financially insecure. Second, 

because of economic conditions, the worker may be able to work only part-time. The reduced 

income may be insufficient in terms of the worker‘s needs. Finally, if the duration of 

unemployment is extended over a long period, past savings and unemployment benefits may be 

exhausted. 

 
Property Risks 

Persons owning property are exposed to property risks—the risk of having property damaged or 

lost from numerous causes. Real estate and personal property can be damaged or destroyed 

because of fire, lightning, tornadoes, windstorms, and numerous other causes. There are two 

major types of loss associated with the destruction or theft of property: direct loss and indirect or 

consequential loss. Direct Loss A direct loss is defined as a financial loss that results from the 

physical damage, destruction, or theft of the property. For example, if you own a restaurant that 

is damaged by a fire, the physical damage to the restaurant is known as a direct loss. 

Indirect or Consequential Loss An indirect loss is a financial loss that results indirectly from the 

occurrence of a direct physical damage or theft loss. Thus, in addition to the physical damage 

loss, the restaurant would lose profits for several months while the restaurant is being rebuilt. 

The loss of profits would be a consequential loss. Other examples of a consequential loss would 

be the loss of rents, the loss of the use of the building, and the loss of a local market. 



Extra expenses are another type of indirect, or consequential, loss. For example, suppose you 

own a newspaper, bank, or dairy. If a loss occurs, you must continue to operate regardless of 

cost; otherwise, you will lose customers to your competitors. It may be necessary to set up a 

temporary operation at some alternative location, and substantial extra expenses would then be 

incurred. 

 
Liability Risks 

Liability risks are another important type of pure risk that most persons face. Under our legal 

system, you can be held legally liable if you do something those results in bodily injury or 

property damage to someone else. A court of law may order you to pay substantial damages to 

the person you have injured. The United States is a litigious society, and lawsuits are common. 

Motorists can be held legally liable for the negligent operation of their vehicles. The liability 

exposure can be especially high for teenage drivers. Operators of boats and lake owners can also 

be held legally liable because of bodily injury to boat occupants, swimmers, and water skiers. 

Business firms can be held legally liable for defective products that harm or injure customers; 

physicians, attorneys, accountants, engineers, and other professionals can be sued by patients and 

clients because of alleged acts of malpractice. In addition, new types of lawsuits are constantly 

emerging. For example, some ministers have faced lawsuits brought by church members because 

of improper counseling. Liability risks are of great importance for several reasons. First, there is 

no maximum upper limit with respect to the amount of the loss. You can be sued for any amount. 

In contrast, if you own property, there is a maximum limit on the loss. For example, if your car 

has an actual cash value of $10,000, the maximum physical damage loss is $10,000. But if you 

are negligent and cause an accident that results in serious bodily injury to the other driver, you 

can be sued for any amount—$50,000, $500,000, or $1 million or more—by the person you have 

injured. 

 

BURDEN OF RISK ON SOCIETY 

 

The presence of risk results in certain undesirable social and economic effects. Risk entails three 

major burdens on society: 

■ the size of an emergency fund must be increased. 

■ Society is deprived of certain goods and services. 



■ Worry and fear are present. 

Larger Emergency Fund It is prudent to set aside funds for an emergency. However, in the 

absence of insurance, individuals and business firms would have to increase the size of their 

emergency fund to pay for unexpected losses. For example, assume you have purchased a 

$150,000 home and want to accumulate a fund for repairs if the home is damaged by fire, hail, 

windstorm, or some other peril. Without insurance, you would have to save at least $25,000 

annually to build up an adequate fund within a relatively short period of time. Even then, an 

early loss could occur, and your emergency fund may be insufficient to pay the loss. If you are a 

middle-income wage earner, you would find such saving difficult. In any event, the higher the 

amount that must be saved, the more current consumption spending must be reduced, which 

results in a lower standard of living. Loss of Certain Goods and Services A second burden of risk 

is that society is deprived of certain goods and services. For example, because of the risk of a 

liability lawsuit, many corporations have discontinued manufacturing certain products. 

Numerous examples can be given. Some 250 companies in the world once manufactured 

childhood vaccines; today, only a small number of firms manufacture vaccines, due in part to the 

threat of liability suits. Other firms have discontinued the manufacture of certain products, 

including asbestos products, football helmets, silicone-gel breast implants, and certain birth-

control devices because of fear of legal liability. 

 

Worry and Fear 

A final burden of risk is that worry and fear are present. Numerous examples can illustrate the 

mental unrest and fear caused by risk. Parents may be fearful if a teenage son or daughter departs 

on a skiing trip during a blinding snowstorm because the risk of being killed on an icy road is 

present. Some passengers in a commercial jet may become extremely nervous and fearful if the 

jet encounters severe turbulence during the flight. A college student who needs a grade of C in a 

course to graduate may enter the final examination room with a feeling of apprehension and fear. 

 

METHODS OF HANDLING RISK 

As we stressed earlier, risk is a burden not only to the individual but to society as well. Thus, it is 

important to examine some techniques for meeting the problem of risk. There are five major 

methods of handling risk: 



■ Avoidance 

■ Loss control 

■ Retention 

■ Noninsurance transfers 

■ Insurance 

Avoidance 

Avoidance is one method of handling risk. For example, you can avoid the risk of being mugged 

in a high-crime rate area by staying out of the area; you can avoid the risk of divorce by not 

marrying; and a business firm can avoid the risk of being sued for a defective product by not 

producing the product. Not all risks should be avoided, however. For example, you can avoid the 

risk of death or disability in a plane crash by refusing to fly. But is this choice practical or 

desirable? The alternatives—driving or taking a bus or train—often are not appealing. Although 

the risk of a plane crash is present, the safety record of commercial airlines is excellent, and 

flying is a reasonable risk to assume. 

 
Objectives of Risk Management 

Risk management has important objectives. These objectives can be classified as follows: 

 Pre-loss objectives; 

 Post-loss objectives. 

Pre-loss objectives: 

 Prepare for potential losses in the most economical way: 

 This preparation involves an analysis of the costs associated with the different techniques 

for handling losses; 

 Reduce anxiety: 

 Certain loss exposures can cause greater worry and fear for the risk manager and key 

executives; 

 Meet any legal obligations: 

 For example, government regulations may require a firm to install safety devices to 

protect workers from harm. 

 

 



Post-loss objectives: 

 Ensure survival of the firm – it means that after the loss occurs the firm can resume at 

least partial operations within some reasonable time period; 

 Continue operations – it means that firms must continue to operate after the loss. 

Otherwise, business will be lost to competitors; 

 Stabilize earnings; 

 Maintain growth – The risk manager must consider the effect that loss will have on the 

firm‘s ability to grow; 

 Minimize the effects that a loss will have on other persons and on society – A severe loss 

can adversely affect employees, suppliers, creditors, and the community in general. 

 

RISK MANAGEMENT PROCESS 

Classic descriptions of management (of any type) refer to a five-step process. These five steps 

are identifying, defining, and measuring the problem, analyzing possible solutions, selecting and 

implementing the best solutions, and monitoring results and making alterations. The 

management process is continuous, never ceasing to improve the selected solutions. Risk 

management is founded on these same principles. It consists of five phases: risk identification, 

risk measurement and evaluation, analysis of risk treatment solutions, selection and 

implementation of the most effective treatment methods, and monitoring performance of the 

selected methods and making alterations as necessary. With each round of alterations, the risk 

management process is renewed, and effectiveness enhanced with modified risk treatment 

methods. To better understand these five phases, each is broken down into a main question, as 

follows: 

· Risk identification--What types of accidental losses can the organization incur? 

·  Risk measurement and evaluation--How likely is a loss to occur and how much will the 

damage be? 

·  Analysis of risk treatment methods--How can the organization protect itself from these 

losses at an affordable and stable cost? 

·  Selection and implementation of treatment method(s)-- What combination of risk 

avoidance, control, and financing will yield the best result? 



·  Monitoring performance of treatment methods--Are the methods performing properly,      

and if not, what alterations can be made to raise their performance? 

 

Steps in the Risk Management Process 

 There are four steps in the risk management process: 

 Identify loss exposures; 

 Analyze the loss exposures; 

 Select the appropriate techniques for treating the loss exposures; 

 Implement and monitor the risk management program. 

 

Identify loss exposures: 

  Property loss exposures – buildings, plants, other structures, furniture, equipment, 

supplies, computers, computer software and data, inventory, accounts receivable, 

valuable papers and records, company vehicles, boats, mobile equipment; 

  Liability loss exposures – defective products, environmental pollution, sexual harrasment 

of employees, discrimination against employees, wrongful termination, premises and 

general liability loss exposures, liability arising from company vehicles, misuse of the 

internet and e-mails transmissions, directors‘ and officers‘ liability suits; 

  Business income loss exposures – loss of income from a covered loss, continuing 

expenses after a loss, extra expenses, contingent business income losses; 

  Human resources loss exposures – death or disability of key employees, retirement or 

unemployment, job-related injuries or disease experienced by workers; Crime loss 

exposures – holdups, robberies, burglaries, employee theft and dishonesty, fraud and 

embezzlement, internet and computer crime exposures, theft of intellectual property; 

  Employee benefit loss exposures – failure to comply with government regulations, 

violation of fiduciary responsibilities, group life and health and retirement plan 

exposures, failure to pay promised benefits; 

  Foreign loss exposures – acts of terrorism, plants, business property, inventory, foreign 

currency risks, kidnapping of key personnel, political risks; 

  Market reputation and public image of company;  

  Failure to comply with government rules and regulations. 



Identify loss exposures: 

 

Risk Managers have several sources of information to identify loss exposures: 

  Questionnaires – that identify major and minor loss exposures; 

  Physical inspection – of company plant and operations can identify major loss 

exposures; 

  Flowcharts – that show the flow of production and delivery can reveal production 

bottlenecks where loss can have severe financial consequences for the firm; 

  Financial statements – It‘s analysis can identify the major assets that must be protected, 

loss if income exposures, and key customers and suppliers; 

  Historical loss data – can be invaluable in identifying major loss exposures. 

 
Analyze the loss exposures: 

 

  This step involves estimation of the frequency and severity of loss for each type of loss 

exposure: 

  Loss frequency refers to the probable number of losses that may occur during some 

given time period; 

  Loss severity refers to the probable size of the losses that may occur; 

  Once loss exposures are analyzed, they can be ranked according to their relative 

importance. 

 Loss severity is more important than loss frequency: 

o Both the maximum possible loss and maximum probable loss must be estimated: 

o The maximum possible loss is the worst loss that could happen to the firm during 

its lifetime; 

o The maximum probable loss is the worst loss that is likely to happen;  For 

example: 

 If a plant is totally destroyed in a flood, the risk manager estimates cost 

will total $10 million (maximum possible loss); 



 The risk manager also estimates that a flood causing more than $8 million 

of damage to the plant would not occur more than once in 50 years, 

therefore he may choose to ignore events that occur infrequently; 

 Thus, the maximum probable loss is $8 million. 

 

Select the appropriate techniques for treating the loss exposures: 

 

 These techniques can be classified broadly as either: 

 Risk control - refers to techniques that reduce the frequency and severity of losses: 

o Avoidance; 

o  Loss prevention;  

o Loss reduction; 

 

 Risk financing - refers to techniques that provide for the funding of losses: 

o Retention;  

o Non-insurance Transfers; 

o Commercial Insurance. 

 Avoidance means a certain loss exposure is never acquired, or an existing loss exposure 

is abandoned;  For example: 

o Flood losses can be avoided by not building a new plant in a floodplaint;  

o The chance of loss is reduced to zero; 

o It is not always possible, or practical, to avoid all losses. 

  Loss prevention refers to measures that reduce the frequency of a particular loss:  

o e.g., installing safety features on hazardous products; 

  Loss reduction refers to measures that reduce the severity of a loss after is occurs: 

o e.g., installing an automatic sprinkler system. 

 Retention means that the firm retains part or all of the losses that can result from a given 

loss; 

o Retention is effectively used when: 

 No other method of treatment is available; 

 The worst possible loss is not serious; 



 Losses are highly predictable. 

  If retention is used, the risk manager must determine the firm‘s retention level: 

o The retention level is the dollar amount of losses that the firm will retain: 

o A financially strong firm can have a higher retention level than a financially weak 

firm. 

 If retention is used, the risk manager must have some method for paying retained losses: 

o Current net income: losses are treated as current expenses; 

o Unfunded reserve: losses are deducted from a bookkeeping account; 

o Funded reserve: losses are deducted from a liquid fund; 

o Credit line: funds are borrowed to pay losses as they occur. 

 The retention technique has both advantages and disadvantages: 

o Advantages: 

 Save money – if its actual losses are less than the loss component in a 

private insurer‘s premium; 

 Lower expenses – some expenses may be reduced, including commisions 

and brokerage fees, insurer‘s profit, etc.; 

 Encourage loss prevention – because the exposure is retained, there may 

be a greater incentive for loss prevention; 

 Increase cash flow – because the firm can use the funds that normally 

would be paid to the insurer. 

 The retention technique has both advantages and disadvantages: 

o  Disadvantages: 

  Possible higher losses – the losses retained by the firm may be greater 

than the loss allowance in the insurance premium that is saved by not 

purchasing insurance; 

  Possible higher expenses – outside experts such as safety engineers may 

have to be hired; 

 Possible higher taxes - because premiums paid to the insurer were income-

tax deductible. 

 Select the appropriate techniques for treating the loss exposures: 

 The insurance have both advantages and disadvantages: 



o Advantages: 

 Firm is indemnified for losses; 

 Uncertainty is reduced; 

  Insurers may provide other risk management services; 

  Premiums are tax-deductible; 

o Disadvantages: 

  Premiums may be costly; 

  Negotiation of contracts takes time and effort; 

 The risk manager may become lax in exercising loss control 

 

Implement and monitor the risk management program: 
o Implementation of a risk management program begins with a risk management policy 

statement that: 

o Outlines the firm‘s risk management objectives; 

o Outlines the firm‘s policy on loss control; 

o  Educates top-level executives in regard to the risk management process; 

o Gives the risk manager greater authority; 

o  Provides standards for judging the risk manager‘s performance. 

 In addition, a risk management manual may be developed and used in the program: 

o Describes the risk management program; 

o Trains new employees participating in the program. 

 A successful risk management program requires active cooperation from other 

departments in the firm: 

o Accounting – Internal accounting controls can reduce employee fraud and theft of 

cash; 

o  Finance - Information can be provided showing the effect that losses will have on 

the firm‘s balance sheet and profit and loss statement; 

o  Marketing – Accurate packaging and product-use information can prevent 

liability lawsuits. Effective safety programs in the plant can reduce injuries and 

accidents; 



o  Production – Quality control can prevent the production of defective goods and 

liability lawsuits. Effective safety programs in the plant can reduce injuries and 

accidents; 

o  Human resources – This department is responsible for employee benefit 

programs, retirement programs, safety programs, and the company‘s hiring, 

promotion, and dismissal policies. 

 To be effective, the risk management program must be periodically reviewed and 

evaluated to determine whether the objectives are being attained: 

o The risk manager should compare the costs and benefits of all risk management 

activities. 

Economic damages refers to compensation for objectively verifiable monetary losses such as 

past and future medical expenses, loss of past and future earnings, loss of use of property, costs 

of repair or replacement, the economic value of domestic services, loss of employment or 

business opportunities. 

Total financial loss resulting from the death or disability of a wage earner, or from the 

destruction of property. Includes the loss of earnings, medical expenses, funeral expenses, the 

cost of restoring or replacing property, and legal expenses. It does not include noneconomic 

losses, such as pain caused by an injury. 

Non-economic damages refers to compensation for subjective, non-monetary losses such as 

pain, suffering, inconvenience, emotional distress, loss of society and companionship, loss of 

consortium, and loss of enjoyment of life. 

Non-economic damages caps are controversial tort reforms to limit (i.e., "cap") damages for 

intangible harms such as severe pain, physical and emotional distress, disfigurement, loss of the 

enjoyment of life that an injury has caused, including sterility, physical impairment and loss of a 

loved one, etc. These are, collectively, referred to as hedonic. 

Non-economic damages compensate injuries and losses that are not easily quantified by a dollar 

amount. Also known as quality-of-life damages, this compensation covers the family of victims 

who have died, or severely injured victims. 
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Punitive damage refers to damages awarded for the purpose of punishment -- to deter 

intentional or reckless behavior or actions motivated by malice. Punitive damages are neither 

economic nor non-economic damages, as they are not awarded to compensate any loss. 

Loss of Value: In insurance, a total loss or write-off is a judgment, by an insurer, that the lost 

value or repair cost of a damaged property exceeds the value of its policy, resulting in what it 

concludes is a "total loss" or "constructive total loss" A constructive total loss factors other 

incidental expenses beyond repair, such as salvage. Policies covering homes, vehicles and other 

non-investment assets subject to depreciation typically pay the insured only a fraction of the cost 

of replacing the property, meaning they could become "total losses" even though some value 

remains. In developing countries, the wages paid to mechanics and other repair personnel can be 

a fraction of the wages paid in developed countries. Also, the regulatory standards for certifying 

and testing vehicles for roadworthiness may not be as strict. Since labor rates and regulatory 

compliance is a significant portion of automotive repair costs, major repair work could be much 

cheaper to perform in a developing country, raising the threshold of what damage level would be 

declared a total loss. Correspondingly, in some developing countries such as Paraguay there is a 

growing market for totaled North American cars, which are repaired and resold locally. 

However, the quality of the repair may vary. 

Indirect Loss 

An indirect loss is secondary financial damage incurred as a consequence of a named peril like 

fire or flooding. This contrasts with a direct loss caused by the insured peril. In an example, a 

veterinary clinic might be damaged in a flood, which is a form of direct loss. This would require 

the clinic to close for repairs, which causes an indirect loss because it doesn‘t earn any income 

during the closure. Some insurance companies use the term ―time element loss‖ to refer to these 

kinds of damages. 

Insurance companies typically do not cover indirect loss without an additional policy or rider in 

place. Policyholders can file claims for direct losses as long as a peril is named on a policy and 

the circumstances don‘t violate the terms of the contract. Any indirect losses are their 
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responsibility, unless the contract explicitly states otherwise. This can be an important 

consideration for business owners buying insurance, who may want to purchase additional 

indirect loss coverage to make sure they will be protected from lost income caused by 

unexpected events. 

A policy offering additional indirect loss protection can be more expensive. It may be possible to 

negotiate discount pricing on the basis of a package or special offer. Customers can request quotes from 

multiple providers to get an impression of available policies, options, and pricing. Having this 

information can also be helpful in negotiations, as people may use it as leverage to ask for better rates or 

terms. 

By their nature, indirect losses are harder to measure than losses stemming directly from physical 

damage. For example, a ruptured power line is readily observed and the cost of its repair 

evaluated. Far less obvious are losses such as those of industries that are forced to close down 

because they lack critical power supplies, firms with power that lose business because suppliers 

or buyers lacked power, and firms that lose business because employees of firms affected by the 

power outage have reduced incomes and consequently spent less. Compared to a natural 

disaster's direct effects, indirect losses are more difficult to identify and measure, and are 

generally spread over a much wider area. 

Additionally, there are almost no programs or processes in place to draw upon in measuring 

indirect losses. Two exceptions to this observation are business interruption insurance and 

unemployment insurance. The usefulness of these data are limited, as many firms do not carry 

business interruption insurance, and that many indirect effects may not qualify for 

reimbursement under such insurance. Similarly, unemployment insurance data do not adequately 

reflect employment and income losses that may occur in the wake of a natural disaster. For 

many, proving eligibility can be troublesome; for others, the key impact is not unemployment per 

se but reduced work and income that does not qualify for program assistance. In both situations, 

the coverage problem is exacerbated by the complexity of extracting the information from 

existing sources. Business interruption reimbursements may be lumped with other types of 

insurance payments. In the case of unemployment insurance, it may be difficult to separate 

claims attributable to the disaster and claims that would have arisen as a consequence of typical 

business and economic cycles. 



Types of Indirect Losses 

In the short-term, disasters can produce indirect losses and gains. Losses include: 

 Induced losses in sales, wages, and/or profits due to loss of function. The inability to 

operate may derive from either direct physical damage to commercial structures or from 

infrastructure failure. 

 Input/output losses to firms forward-linked or backward-linked in production to 

businesses closed as a result of direct physical damage or infrastructure failure. 

Slowdowns or shutdowns are induced by reductions in demands for inputs and supplies 

of outputs from damaged firms. 

 Spending reductions from the income losses triggered by firm closures or cutbacks—so-

called multiplier, or ripple, effects. Employees of the firms experiencing reduced 

production and sales suffer income losses and subsequently curtail their own 

expenditures, initiating a new round of firm cutbacks. 

In addition, disasters may generate short-term gains from: 

 Changes in future production, employment, and income and/or changes in these flows 

outside the damaged area (and the ripple effects thereof). Current production outside the 

immediate area of impact or future production within the affected region may compensate 

for initial disaster-induced losses. 

 Income gains outside the impact area to owners of commodities inflated in price by 

disaster-induced shortages. Both agricultural commodities lost in a disaster 

and construction materials demanded during reconstruction are particularly likely to 

generate these windfall profits outside the region. 

 Positive economic stimuli of jobs and production generated from cleaning up and 

rebuilding and the multiplier effect of those increases. 

Direct Loss 

A direct loss is some type of property loss in which a consistent sequence of events led to the 

cause of the partial or complete destruction related to that property. This is in contrast to indirect 

loss, in which the chain of events helps set the stage for the loss, but did not contribute to it 

directly. The events leading up to a direct loss are sometimes referred to as the proximate cause, 

a term that helps to express the direct relationship of those events to the loss that is incurred. 
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Properly identifying the nature of a loss is often important when it comes to settling insurance 

claims. This is because a direct loss is more likely to be covered than an indirect loss. For 

example, if faulty wiring in a home causes a wall structure to catch fire, which in turn causes the 

draperies on a window to burn, and ultimately spread the fire to a nearby sofa, this is considered 

a direct loss. The problem with the wiring triggered a chain of events where an insured item was 

damaged or destroyed. There is a good chance that the insurance policy will cover the cost of 

repairing the wiring, rebuilding the wall, and replacing the sofa and drapes. 
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 Insurance and Risk 
 
Introduction: 
People seek security. A sense of security may be the next basic goal after food, clothing, and 

shelter. An individual with economic security is fairly certain that he can satisfy his needs (food, 

shelter, medical care, and so on) in the present and in the future. Economic risk (which we will 

refer to simply as risk) is the possibility of losing economic security. Most economic risk derives 

from variation from the expected outcome. 

One measure of risk, used in this study note, is the standard deviation of the possible outcomes. 

As an example, consider the cost of a car accident for two different cars, a Porsche and a Toyota. 

In the event of an accident the expected value of repairs for both cars is 2500. However, the 

standard deviation for the Porsche is 1000 and the standard deviation for the Toyota is 400. If the 

cost of repairs is normally distributed, and then the probability that the repairs will cost more 

than 3000 is 31% for the Porsche but only 11% for the Toyota. 

Modern society provides many examples of risk. A homeowner faces a large potential for   

variation associated with the possibility of economic loss caused by a house fire. A driver faces a 

Potential economic loss if his car is damaged. A larger possible economic risk exists with respect 

to potential damages a driver might have to pay if he injures a third party in a car accident for 

which he is responsible. Historically, economic risk was managed through informal agreements 

within a defined community. If someone‘s barn burned down and a herd of milking cows was 

destroyed, the community would pitch in to rebuild the barn and to provide the farmer with 

enough cows to replenish the milking stock. This cooperative (pooling) concept became 

formalized in the insurance industry. Under a formal insurance arrangement, each insurance 

policy purchaser (policyholder) still implicitly pools his risk with all other policyholders. 

However, it is no longer necessary for any individual policyholder to know or have any direct 

connection with any other policyholder. 

Insurance is an agreement where, for a stipulated payment called the premium, one party (the 

insurer) agrees to pay to the other (the policyholder or his designated beneficiary) a defined 

amount (the claim payment or benefit) upon the occurrence of a specific loss. This defined claim 

payment amount can be a fixed amount or can reimburse all or a part of the loss that occurred. 

The insurer considers the losses expected for the insurance pool and the potential for variation in 



order to charge premiums that, in total, will be sufficient to cover all of the projected claim 

payments for the insurance pool. The premium charged to each of the pool participants is that 

participant‘s share of the total premium for the pool. 

Under the formal arrangement, the party agreeing to make the claim payments is the insurance   

company or the insurer. The pool participant is the policyholder. The payments that the 

policyholder makes to the insurer are premiums. The insurance contract is the policy. The risk of 

any unanticipated losses is transferred from the policyholder to the insurer who has the right to 

specify the rules and conditions for participating in the insurance pool. 

The insurer may restrict the particular kinds of losses covered. For example, a peril is a potential 

Cause of a loss. Perils may include fires, hurricanes, theft, and heart attack. The insurance policy 

may define specific perils that are covered, or it may cover all perils with certain named 

exclusions (for example, loss as a result of war or loss of life due to suicide). Hazards are 

conditions that increase the probability or expected magnitude of a loss. Examples include 

smoking when considering potential healthcare losses, poor wiring in a house when considering 

losses due to fires, or a California residence when considering earthquake damage. In summary, 

an insurance contract covers a policyholder for economic loss caused by a peril named in the 

policy. The policyholder pays a known premium to have the insurer guarantee payment for the 

unknown loss. In this manner, the policyholder transfers the economic risk to the insurance 

company. 

Risk management is very important for insurance industry. Insurance means that insurance 

companies take over risks from customers. Insurers consider every available quantifiable factors  

to develop profiles of high and low insurance risk. Level of risk determines insurance premiums. 

Generally, insurance policies involving factors with greater risk of claims are charged at a higher 

rate. With much information at hand, insurers can evaluate risk of insurance policies at much 

higher accuracy. To this end, insurers collect a vast amount of information about policy holders 

and insured objects. Statistical methods and tools based on data mining techniques can be used to 

analyze or to determine insurance policy risk levels. 

 
RISK POOLING 

A risk pool is a method by which insurance companies control the risk of insuring against 

catastrophic events or extending insurance to individuals or businesses likely to create sizable 



claims. If a claim arises from a natural disaster or catastrophic weather event such as a hurricane, 

the companies spread the losses among all members, and single members of the risk pool are 

protected from claims so large they would bankrupt the company, leaving their claimants with 

nothing. 

A risk pool is one of the forms of risk management mostly practiced by insurance companies. 

Under this system, insurance companies come together to form a pool, which can provide 

protection to insurance companies against catastrophic risks such as floods, earthquakes etc. The 

term is also used to describe the pooling of similar risks that underlies the concept of insurance. 

While risk pooling is necessary for insurance to work, not all risks can be effectively pooled. In 

particular, it is difficult to pool dissimilar risks in a voluntary insurance market, unless there is a 

subsidy available to encourage participation. 

The three critical points to risk pooling are: 

1. Centralized inventory saves safety stock and average inventory in the system. 

2. When demands from markets are negatively correlated, the higher the coefficient of 

variation, the greater the benefit obtained from centralized systems; that is, the greater 

the benefit from risk pooling. 

3. The benefits from risk pooling depend directly on the relative market behavior. This is 

explained as follows: If we compare two markets and when demand from both markets 

are more or less than the average demand, we say that the demands from the market are 

positively correlated. Thus the benefits derived from risk pooling decreases as the 

correlation between demands from the two markets becomes more positive. 

The concept of risk pooling is based on the law of large numbers, which holds that, for large 

pools of identical risks, the risk that actual losses per person will be greater than predicted 

decreases as the size of the pool increases. To better understand how an insurance pool works, 

consider a group of 1,000 homeowners, all in different cities in the United States. Each owns a 

home worth $150,000. We‘ll assume that each homeowner has the same risk of having their 

home destroyed by a fire: 1 in 1,000. On average, then, we can expect that one of these 1,000 

homeowners will suffer the devastating loss of a home in the coming year. 

Now suppose all the homeowners got together at the beginning of the year, and each contributed 

an amount of money equal to his or her share of the pool‘s total expected loss of $150,000 (the 
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value of one home). The cost to each would be only $150 ($150,000/1,000 $150 per home). 

Then, at the end of the year, the person who experienced the loss could collect the money from 

the pool. If, however, two houses happened to burn down that year, the pool would not have 

enough funds to cover the $300,000 total loss. In that case, we could go back to the pool 

members and ask each of them to chip in another $150. 

Life insurance is based on a concept called risk pooling, or a group sharing of losses. People 

exposed to a risk agree to share losses fairly or on an equitable basis. They transfer the economic 

risk of loss to an insurance company. Insurance companies collect and pool the premiums of 

thousands of people, spreading the risk of losses across the entire pool. By carefully calculating 

the probability of losses that will be sustained by the members of the pool, insurance companies 

can equitably spread the cost of the losses to all the members. The risk of loss is transferred from 

one to many and shared by all insured‘s in the pool. 

The simplest illustration of risk pooling involves providing insurance for one year, with all 

members of the group the same age and possessing roughly similar prospects for longevity. The 

members of this group agree that a specified sum, such as $100,000, will be paid to the 

beneficiaries of those members who die during the year, with the cost of the payments being 

shared equally by the members of the group. In its simplest form, this arrangement might involve 

an assessment upon each member in the appropriate amount as each death occurs. In a group of 

1,000 persons, each death would produce an assessment of $100 per member. Among a group of 

10,000 males aged 35, 21 of them could be expected to die within a year, according to the 1980 

Commissioners Standard Ordinary Mortality Table (more on this later). If expenses of operation 

are ignored, cumulative assessments of $210 per person would provide the funds for payment of 

$100,000 to the beneficiary of each of the 21 deceased persons. 

Health insurance risk pools are special programs created by state legislatures to provide a safety 

net for the "medically uninsurable" population. These are people who have been denied health 

insurance coverage because of a pre-existing health condition, or who can only access private 

coverage that is restricted or has extremely high rates. 

 Each of the state risk pool-type programs is different. Generally, the programs operate as 

a state-created nonprofit Association overseen by a board of directors made up of 

industry, consumer and state insurance department representatives. The board contracts 



with an established insurance company to collect premiums and pay claims and 

administer the program on a day-to-day basis. Insurance benefits vary, but risk pools 

typically offer benefits that are comparable to basic private market plans -- 80/20 major 

medical and outpatient coverage, a choice of deductible and co-payments. Maximum 

lifetime benefits vary by state from as low as $350,000 to $2 million.  

  

 Generally, there are no exclusions. However, risk pools do have waiting periods for 

coverage of pre-existing conditions to make sure individuals pay for continual coverage 

and the program can operate financially sound. Without waiting periods, the concern is 

that too many people could forego paying for insurance until they had a high cost claim, 

and the programs could not function financially. However, under the federal portability 

legislation, people who have had continuous coverage in the group market, not broken by 

more than 63 days, can access coverage in risk pools without any waiting periods.  

  

 Risk pool insurance generally costs more than regular individual insurance, but the 

premiums are capped by law in each state to protect the individual from exorbitant costs. 

The caps range from as low as 125 percent of the average for comparable private 

coverage in some states, up to 200 percent of the average or more in other states. Most 

states offer coverage at less than 150 percent of the average.  

  

 All state risk pools inherently lose money and need to be subsidized. While the 

individuals in risk pools pay somewhat higher premiums, roughly 50 percent of overall 

operating costs need to be subsidized. Subsidy mechanisms also vary from state to state -- 

some states assess all insurance carriers, HMO's and other insurance providers; others 

provide an appropriation from state general tax revenue; some states share funding of loss 

subsidies with the insurance industry using an assessment of insurance carriers and 

providing them a tax credit for the assessment, or other states have a special funding 

source, such as a tobacco tax, or a hospital or health care provider surcharge.  

  

 It is important to note that risk pools are not created expressly to serve the indigent or 

poor who cannot afford health insurance. Risk pools are designed to serve people who 



would not otherwise have the right to purchase health insurance protection. The indigent 

can access coverage through state medical assistance, Medicaid or similar programs. 

However, some state risk pools do have a subsidy for lower income, medically 

uninsurable people.  

 Different insurance firms must make an agreement to form a risk pool. The risk pool 

must cover claims in the same category, such as fire or flood, and in a specific geographic 

area, usually an entire state. In the event of a natural disaster such as an earthquake or 

hurricane, the insurance companies participating in the risk pool draw on the assets of the 

pool, in an amount determined by the agreement, and are protected from paying out 

hundreds or thousands of expensive claims on their own. Many countries have formed 

public/private risk pools, with tax revenue going to support the viability of the risk pool 

joined by individual companies. This arrangement helps private insurers to carry out 

business in the location and provide more competitive premiums to individual customers. 

Auto Risk Pools 

 In car insurance, high-risk drivers with a record of accidents or traffic violations are 

sometimes forced to buy insurance (which is required by law) from an assigned-risk pool. 

By state laws, insurance companies must accept a certain percentage of these high-risk 

customers. Most of these risk pools are administered by a public office and a board of 

insurance company representatives. Rates are set by the state's department of insurance 

and vary according to the age, location and driving record of the individual. After a 

period of three years, those with clean driving records are allowed to return to the private 

insurance market. 

 

 

Health Risk Pools 

 A health insurance risk pool is a public insurance program created by state legislatures. 

These programs can be used by people who have a hard time buying conventional health 

insurance on their own, due to their low income or serious pre-existing medical 

conditions. A federal health reform law signed in 2010 allowed for the states to 



participate in a federal risk pool to benefit the uninsured. In exchange, the federal 

government will provide aid to the states for their public health insurance programs. 

Waiting Period 

 To discourage potential insurance buyers from waiting until they have a serious medical 

condition to obtain coverage, most health insurance risk pools impose a waiting period 

for those with pre-existing conditions. A new federal law allows those who have already 

had group health insurance within the last 63 days to buy coverage from the risk pool 

without a waiting period. 

Costs 

 Premiums are higher for health insurance purchased from a state-operated risk pool, even 

though this form of insurance is subsidized by taxes or assessments on private insurers 

doing business in the state. The laws in each state cap the premiums for risk pool health 

coverage to a certain percentage, from 125 to 200 percent, of the average premium for 

private health insurance. 

 

WHAT RISKS ARE CURRENTLY POOLED? 

 

The extent to which health risks are pooled varies based on the type of health insurance 

purchased. The first distinction is between (1) large group coverage and (2) individual and small 

group coverage. Large group coverage, offered by an employer, provides a high level of risk 

sharing. In such plans, all eligible employees typically pay identical premiums, regardless of age 

or health status. With respect to covered benefits, risks are both pooled and cross-subsidized. Of 

course, the extent of the risk pooling and cross-subsidization varies based on the size of the 

group. The larger the group, the more heterogeneous it is likely to be in terms of risk, providing a 

greater amount of risk pooling and cross-subsidization. However, even in a large group plan with 

significant risk pooling and cross-subsidization, an important limitation results from the fact that 

only risks associated with the medical benefits covered by the plan are pooled and cross-

subsidized. Individuals and small groups are susceptible to two related risk-pooling problems. 

The individual market is particularly susceptible to adverse selection.  Adverse selection has 

been defined as ―the annoying tendency of people to do what‘s best for themselves.‖ In the 



individual health insurance context, it occurs when a healthy individual forgoes coverage. If an 

individual is healthy and does not believe that she will incur medical costs in excess of health 

insurance premiums and related out of- pocket costs, she is unlikely to enroll in health insurance. 

Conversely, if she has reason to believe that her medical expenses will exceed her health 

insurance premiums and the related out-of-pocket payments, she is likely to enroll in health 

insurance. As a result, individuals who purchase health insurance generally have greater-than-

average risk. Premiums for individual health insurance therefore reflect the greater-than-average 

risk level of purchasers. Small groups are at a disadvantage in risk-pooling because they lack a 

diversified pool of purchasers. Small groups, while endogenous, do not have size sufficient to 

reflect community-wide risk levels and therefore are susceptible to poor experience rating and 

resulting high premiums. Both the individual and small group markets are further affected by the 

different types of state regulation. Some states have community rating laws, which require 

insurers to charge each covered individual the same premium, regardless of their health status. 

Other states allow insurers to adjust premiums based on risk, but constrain the amount of the 

adjustment using so-called rate bands. Often, states that have community rating requirements 

also have guaranteed issue laws, requiring insurance companies to offer insurance to every 

individual who applies for coverage. Other states neither constrain the ability of insurers to 

adjust premiums based on risk nor require insurers to issue coverage to each applicant. While 

differing state regulation affects the degree to which risk is shared, in all states there appears to 

be a substantial degree of risk sharing among a state‘s privately insured population with respect 

to those benefits covered by the policy of insurance. 

 
WHAT CAN BE DONE TO BROADEN RISK POOLING? 

 

The only way to increase macro-level risk pooling is to increase the number of individuals with 

health insurance. Nearly 18% of the non-elderly population in the United States lacks health 

insurance. Unfortunately, while we have many statistics on the uninsured population, relatively 

little is known about the factors that determine whether an individual purchases private health 

insurance. We know that many cite prohibitive cost when explaining why they declined 

employer-offered coverage. However, there is also significant evidence that demand for health 

insurance is not very price elastic. In other words, in order to make significant improvement in 



rates of coverage, cost would have to decrease substantially. Related to cost is also the issue of 

individual demand for health insurance. For example, young adults are significantly more likely 

to be uninsured than older adults, suggesting that demand may vary based on perceived risk. 

There is disagreement with respect to the most effective (and desirable) way to increase the 

number of individuals who are covered by health insurance. The primary reform proposals 

involve (1) changing the tax treatment of health insurance premiums, (2) requiring all individuals 

to purchase health insurance coverage, (3) requiring all employers to offer health insurance 

coverage to their workers, or (4) decreasing micro-level risk pooling in order to decrease costs. 

 

HEDGING 

 

The best way to understand hedging is to think of it as insurance. When people decide to hedge, 

they are insuring themselves against a negative event. This doesn't prevent a negative event from 

happening, but if it does happen and you're properly hedged, the impact of the event is reduced. 

So, hedging occurs almost everywhere, and we see it every day. For example, if you buy house 

insurance, you are hedging yourself against fires, break-ins or other unforeseen disasters.  

 

Portfolio managers, individual investors and corporations use hedging techniques to reduce their 

exposure to various risks. In financial markets, however, hedging becomes more complicated 

than simply paying an insurance company a fee every year. Hedging against investment risk 

means strategically using instruments in the market to offset the risk of any adverse price 

movements. In other words, investors hedge one investment by making another. 

 

Technically, to hedge you would invest in two securities with negative correlations. Of course, 

nothing in this world is free, so you still have to pay for this type of insurance in one form or 

another. 

 

Although some of us may fantasize about a world where profit potentials are limitless but also 

risk free, hedging can't help us escape the hard reality of the risk-return tradeoff. A reduction in 

risk will always mean a reduction in potential profits. So, hedging, for the most part, is a 

technique not by which you will make money but by which you can reduce potential loss. If the 

investment you are hedging against makes money, you will have typically reduced the profit that 

http://www.investopedia.com/terms/c/correlation.asp
http://www.investopedia.com/terms/r/riskreturntradeoff.asp


you could have made, and if the investment loses money, your hedge, if successful, will reduce 

that loss.  

The other classic hedging example involves a company that depends on a certain commodity. 

Let's say Cory's Tequila Corporation is worried about the volatility in the price of agave, the 

plant used to make tequila. The company would be in deep trouble if the price of agave were to 

skyrocket, which would severely eat into profit margins. To protect (hedge) against the 

uncertainty of agave prices, CTC can enter into a futures contract (or its less regulated cousin, 

the forward contract), which allows the company to buy the agave at a specific price at a set date 

in the future. Now CTC can budget without worrying about the fluctuating commodity. 

 

If the agave skyrockets above that price specified by the futures contract, the hedge will have 

paid off because CTC will save money by paying the lower price. However, if the price goes 

down, CTC is still obligated to pay the price in the contract and actually would have been better  

off not hedging. 

 

Keep in mind that because there are so many different types of options and futures contracts an 

investor can hedge against nearly anything, whether a stock, commodity price, interest rate and  

Currency-investors can even hedge against the weather. 

 

The Hedging 

Every hedge has a cost, so before you decide to use hedging, you must ask yourself if the 

benefits received from it justify the expense. Remember, the goal of hedging isn't to make money 

but to protect from losses. The cost of the hedge - whether it is the cost of an option or lost 

profits from being on the wrong side of a futures contract - cannot be avoided. This is the price  

You have to pay to avoid uncertainty. 

 

We've been comparing hedging versus insurance, but we should emphasize that insurance is far 

more precise than hedging. With insurance, you are completely compensated for your loss 

(usually minus a deductible). Hedging a portfolio isn't a perfect science and things can go wrong. 

Although risk managers are always aiming for the perfect hedge, it is difficult to achieve in 

practice. 

http://www.investopedia.com/terms/v/volatility.asp


 
 
To Hedge or Not to Hedge? 

Assume now that you have a list of all of the risks that you are exposed to, categorize these risks 

and measured your exposure to each one. A fundamental and key question that you have to 

answer is which of these risks you want to hedge against and which you want to either pass 

through to your investors or exploit. To make thus judgment, you have to consider the potential 

costs and benefits of hedging; in effect, you hedge those risks where the benefits of hedging 

exceed the costs.  

The Costs of Hedging 

Protecting yourself against risk is not costless. Sometimes, as is the case of buying insurance, the 

costs are explicit. At other times, as with forwards and futures contracts, the costs are implicit. In 

this section, we consider the magnitude of explicit and implicit costs of hedging against risk and 

how these costs may weigh on the final question of whether to hedge in the first place. 

Explicit Costs 

Most businesses insure against at least some risk and the costs of risk protection are easy to 

compute. They take the form of the insurance premium that you have to pay to get the protection. 

In general, the trade off simple. The more complete the protection against risk, the greater the 

cost of the insurance. In addition, the cost of insurance will increase with the likelihood and the 

expected impact of a specified risk. A business located in coastal Florida will have to pay more 

to insure against floods and hurricanes than one in the mid-west. Businesses that hedge against 

risks using options can also measure their hedging costs explicitly. A farmer who buys put 

options to put a lower bound on the price that he will sell his produce at has to pay for the 

options. Similarly, an airline that buys call options on fuel to make sure that the price paid does 

not exceed the strike price will know the cost of buying this protection. 

Implicit Costs 

The hedging costs become less explicit as we look at other ways of hedging against risk. Firms 

that try to hedge against risk through their financing choices – using peso debt to fund peso 

assets, for instance – may be able to reduce their default risk (and consequently their cost of 

borrowing) but the savings are implicit. Firms that use futures and forward contracts also face 

implicit costs. A farmer that buys futures contracts to lock in a price for his produce may face no 

immediate costs(in contrast with the costs of buying put options) but will have to give up 



potential profits if prices move upwards. The way in which accountants deal with explicit as 

opposed to implicit costs can make a difference in which hedging tool gets chosen. Explicit costs 

reduce the earnings in the period in which the protection is acquired, whereas the implicit costs 

manifest themselves only indirectly in future earnings. Thus, a firm that buys insurance against 

risk will report lower earnings in the period that the insurance is bought whereas a firm that uses 

futures and forward contracts to hedge will not take an earnings hit in that period. The effects of 

the hedging tool used will manifest itself in subsequent periods with the latter reducing 

profitability in the event of upside risk. 

 

The Benefits of Hedging 

There are several reasons why firms may choose to hedge risks, and they can be broadly 

categorized into five groups. First, as we noted in the last chapter, the tax laws may benefit those 

who hedge risk. Second, hedging against catastrophic or extreme risk may reduce the likelihood 

and the costs of distress, especially for smaller businesses. Third, hedging against risks may 

reduce the underinvestment problem prevalent in many firms as a result of risk adverse managers 

and restricted capital markets. Fourth, minimizing the exposure to some types of risk may 

provide firms with more freedom to fine tune their capital structure. Finally, investors may find 

the financial statements of firms that do hedge against extraneous or unrelated risks to be more 

informative than firms that do not. 

a. Tax Benefits 

A firm that hedges against risk may receive tax benefits for doing so, relative to an otherwise 

similar firm that does not hedge against risk. There are two sources for these tax benefits. One 

flows from the smoothing of earnings that is a consequence of effective risk hedging; with risk 

hedging, earnings will be lower than they would have been without hedging, during periods 

where the risk does not manifest itself and higher in periods where there is risk exposure. To the 

extent that the income at higher levels gets stared at higher rates, there will be tax savings over 

time to a firm with more level earnings. To see why, consider a tax schedule, where income 

beyond a particular level (say $ 1 billion) stared at a higher rate – i.e., a windfall profit tax. Since 

risk management can be used to smooth out income over time; it is possible for a firm with 

volatile income to pay less in taxes over time as a result of risk hedging. Table 1 illustrates the 



tax paid by the firm, assuming at tax rate of 30% for income below $ 1 billion and 50% above $ 

1 billion: 

 

 Without risk management With risk management 
Year Taxable Income Tax Paid Taxable Income Tax Paid 

1 600 180 800 240 

2 1500 550 1200 400 

3 400 120 900 270 

4 1500 600 1200 400 

Total 4100 1450 4100 1310 

Table 1: Taxes Paid: With and Without Risk Management 

 

Risk hedging has reduced the taxes paid over 4 years by $140 million. While it is true that we 

have not reflected the cost of risk hedging in the taxable income, the firm can afford to spend up 

to $ 140 million and still come out with a value increase. The tax benefits in the example above 

were predicated on the existence of a tax rate that rises with income (convex tax rates). Even in 

its absence, though, firms that go from making big losses in some years to big profits in other 

years can benefit from risk hedging to the extent that they get their tax benefits earlier. In a 1999 

study, Graham and Smith provide some empirical evidence on the potential tax benefits to 

companies from hedging by looking at the tax structures of U.S. firms. They estimate that about 

half of all U.S. firms face convex effective tax functions (where tax rates risk with income), 

about a quarter have linear tax functions (where tax rates do not change with income) and a 

quarter actually have concave tax functions (where tax rates decrease with income). They also 

note that firms with volatile income near a kink in the statutory tax schedule, and firms that shift 

from profits in one period to losses in another, are most likely to have convex tax functions. 

Using simulations of earnings, they estimate the potential tax savings to firms and conclude that 

while they are fairly small for most firms, they can generate tax savings that are substantial for a 

quarter of the firms with convex tax rates. In some cases, the savings amounted to more than 

40% of the overall tax liability. 

 

b. Better investment decisions 

In a perfect world, the managers of a firm would consider each investment opportunity based 

upon its expected cash flows and the risk that that investment adds to the investors in the firm. 



They will not be swayed by risks that can be diversified away by these investors, substantial 

though these risks may be, and capital markets will stand ready to supply the funds needed to 

make these investments. there are frictions that can cause this process to break down. In 

particular, there are two problems that affect investment decisions that can be traced to the 

difference between managerial and stockholder interests: 

a. Managerial risk aversion: Managers may find it difficult to ignore risks that are 

diversifiable, partly because their compensation and performance measures are still affected by 

these risks and partly because so much of their human capital is tied up in these firms. As a 

consequence, they may reject investments that add value to the firm because the firm-specific 

risk exposure substantial. 

b. Capital market frictions: A firm that has a good investment that it does not have cash on 

hand to invest in will have to raise capital by either issuing new equity or by borrowing money. 

In a well cited paper, Jensen and Meckling note that firms that are dependent upon new stock 

issues to fund investments will tend to under invest because they have to issue the new shares at 

a discount; the discount can be attributed to the fact that markets cannot distinguish between 

firms raising funds for good investments and those raising funds for poor investments easily and 

the problem is worse for risky companies. 

 

If firms are dependent upon bank debt for funding investments, it is also possible that these 

investments cannot be funded because access to loans is affected by firm-specific risks. Froot, 

Scharfstein and Stein generalize this argument by noting that the firms that hedge against risk are 

more likely to have stable operating cash flows and are thus less likely to face unexpected cash 

shortfalls. As a consequence, they are less dependent upon external financing and can stick with 

long-term capital investment plans and increase value. 

 

By allowing managers to hedge firm-specific risks, risk hedging may reduce the number of good 

investments that get rejected either because of managerial risk aversion or lack of access to 

capital. 

 

c. Distress Costs 

Every business, no matter how large and healthy, faces the possibility of distress under   

sufficiently adverse circumstances. While bankruptcy can be the final cost of distress, the   



intermediate costs of being perceived to be in trouble are substantial as well. Customers may be 

reluctant to buy your products, suppliers will impose stricter terms and employees are likely to 

look for alternative employment, creating a death spiral from which it is difficult to recover. 

These ―indirect‖ costs of distress can be very large, and studies that try to measure it estimate 

they range from 20% to 40% of firm value. 

 

Given the large costs of bankruptcy, it is prudent for firms to protect themselves against risks 

that may cause distress by hedging against them. In general, these will be risks that are large 

relative to the size of the firm and its fixed commitments (such as interest expenses). As an 

example, while large firms with little debt like Coca Cola can easily absorb the costs of exchange 

rate movements, smaller firms and firms with larger debt obligations may very well be pushed to 

their financial limits by the same risk. Consequently,  it makes sense for the latter to hedge 

against risk. The payoff from lower distress costs show up in value in one of two ways. In a 

conventional discounted cash flow valuation, the effect is likely to manifest itself as a lower cost 

of capital (through a lower cost of debt) and a higher value. In the adjusted present value 

approach, the expected bankruptcy costs will be reduced as a consequence of the hedging. To the 

extent that the increase in value from reducing distress costs exceeds the cost of hedging, the 

value of the firm will increase. Note that the savings in distress costs from hedging are likely to 

manifest themselves in substantial ways only when distress costs are large. Consequently, we 

would expect firms that have borrowed money and are exposed to significant operating risk to be 

better candidates for risk hedging. 

d. Capital Structure 
Closely related to the reduced distress cost benefit is the tax advantage that accrues from 

additional debt capacity. Firms that perceive themselves as facing less distress costs are more 

likely to borrow more. As long as borrowing creates a tax benefit, this implies that a firm that 

hedges away large risks will borrow more money and have a lower cost of capital. The payoff 

will be a higher value for the business. 

 

The evidence on whether hedging does increase debt capacity is mixed. In supporting evidence, 

one study documents a link between risk hedging and debt capacity by examining 698 publicly 

traded firms between 1998 and 2003. This study notes that firms that buy property insurance 



(and thus hedge against real estate risk) borrow more money and have lower costs of debt than 

firms that do not. 

 

Another study provides evidence on why firms hedge by looking at firms that use derivatives. 

The researchers conclude that these firms do so not in response to convex tax functions but 

primarily to increase debt capacity and that the these tax benefits add approximately 1.1% in 

value to these firms. They also find that firms with more debt are more likely to hedge and that 

hedging leads to higher leverage. 

 

However, there is other research that contests these findings. To provide one instance, Gercy, 

Minton and Schraud examine firms that use currency derivatives and find no link between their 

usage and higher debt ratios. 

 

e. Informational Benefits 

Hedging away risks that are unrelated to the core business of a firm can also make financial 

statements more informative and investors may reward the firm with a higher value. Thus, the 

changes in earnings for a multinational that hedges exchange rate risk will reflect the operating 

performance of the firm rather than the luck of the draw when it comes to exchange rates. 

Similarly, a hotel management company that has hedged away or removed its real estate risk 

exposure can be judged on the quality of the hotel management services that it provides and the 

revenues generated, rather than the profits or losses created by movements in real estate prices 

over time. In a 1995 paper, DeMarzo and Duffie explore this issue in more detail by looking at 

both the informational advantages for investors when companies hedge risk and the effect on 

hedging behavior of how much the hedging behavior is disclosed to investors. They note that the 

benefit of hedging is that it allows investors to gauge management quality more easily by 

stripping extraneous noise from the process. They also note a possible cost when investors use 

the observed variability in earnings as a measure of management quality; in other words, 

investors assume that firms with more stable earnings have superior managers. If managers are 

not required to disclose hedging actions to investors, they may have the incentive to hedge too 

much risk; after all, hedging reduces earnings variability and improves managerial reputation. 

 

 



The Prevalence of Hedging 

A significant number of firms hedge their risk exposures, with wide variations in which risks get 

hedged and the tools used for hedging. In this section, we will look at some of the empirical and 

survey evidence of hedging among firms who hedges? In 1999, Mian studied the annual reports 

of 3,022 companies in 1992 and found that 771 of these firms did some risk hedging during the 

course of the year. Of these firms, 543 disclosed their hedging activities in the financial 

statements and 228 mentioned using derivatives to hedge risk but provided no disclosure about 

the extent of the hedging. Looking across companies, he concluded that larger firms were more 

likely to hedge than smaller firms, indicating that economies of scale allow larger firms to hedge 

at lower costs. 

 

As supportive evidence of the large fixed costs of hedging, note the results of a survey that found 

that 45% of Fortune 500 companies used at least one full-time professional for risk management 

and that almost 15% used three or more fulltime equivalents. 

 

In an examination in 1996 of risk management practices in the gold mining industry, Tufano 

makes several interesting observations.  

First, almost 85% of the firms in this industry hedged some or a significant portion of gold price 

risk between 1990 and 1993. 

What risks are most commonly hedged? 

While a significant proportion of firm‘s hedge against risk, some risks seem to be hedged more 

often than others. In this section, we will look at the two most widely hedged risks at U.S. 

companies – exchange rate risk and commodity price risk – and consider how and why firms 

hedge these risks. 

Exchange Rate Risk 

Surveys consistently indicate that the most widely hedged risk at U.S. firms remains currency 

risk. There are three simple reasons for this phenomenon. a. It is ubiquitous: It is not just large 

multi-national firms that are exposed to exchange rate risk. Even small firms that derive almost 

all of their revenues domestically are often dependent upon inputs that come from foreign 

markets and are thus exposed to exchange rate risk. An entertainment software firm that gets its 

software written in India for sale in the United States is exposed to variations in the U.S. 



dollar/Indian Rupee exchange rate. b. It affects earnings: Accounting conventions also force 

firms to reflect the effects of exchange rate movements on earnings in the periods in which they 

occur. Thus, the earnings per share of firms that do not hedge exchange rate risk will be more 

volatile than firms that do. As a consequence, firms are much more aware of the effects of the 

exchange rate risk, which may provide a motivation for managing it. c. It is easy to hedge: 

Exchange rate risk can be managed both easily and cheaply. Firms can use an array of market-

traded instruments including options and futures contracts to reduce or even eliminate the effects 

of exchange rate risk. 

Merck‘s CFO in 1990, Judy Lewent, and John Kearny described the company‘s policy on 

identifying and hedging currency risk. They rationalized the hedging of currency risk by noting 

that the earnings variability induced by exchange rate movements could affect Merck‘s capacity 

to pay dividends and continue to invest in R&D, because markets would not be able to 

differentiate between earnings drops that could be attributed to the managers of the firm and 

those that were the result of currency risk. A drop in earnings caused entirely by an adverse 

exchange rate movement, they noted, could cause the stock price to drop, making it difficult to 

raise fresh capital to cover needs. 

 

Commodity Price Risk 

While more firms hedge against exchange rate risk than commodity risk, a greater percentage of 

firms that are exposed to commodity price risk hedge that risk. Tufano‘s study of gold mining 

companies, cited earlier in this section, notes that most of these firms hedge against gold price 

risk. While gold mining and other commodity companies use hedging as a way of smoothing out 

the revenues that they will receive on the output, there are companies on the other side of the 

table that use hedging to protect themselves against commodity price risk in their inputs. For 

instance, Hershey‘s can use futures contracts on cocoa to reduce uncertainty about its costsin the 

future. 

The motivations for hedging commodity price risk may vary across companies and are usually 

different for companies that hedge against output price risk (like gold companies) as opposed to 

companies that hedge against input price risk (such as airlines) but the end result is the same. The 

former are trying to reduce the volatility in their revenues and the latter are trying to do the same 

with cost, but the net effect for both groups is more stable and predictable operating income, 



which presumably allows these firms to have lower distress costs and borrow more. With both 

groups, there is another factor at play. By removing commodity price risk from the mix, firms 

are letting investors know that their strength lies not in forecasting future commodity prices but 

in their operational expertise. A gold mining company is then asking to be judged on its 

exploration and production expertise, whereas a fuel hedging airline‘s operating performance 

will reflect its choice of operating routes and marketing skills. 

 

Does hedging increase value? 

Hedging risks has both implicit and explicit costs that can vary depending upon the risk being 

hedged and the hedging tool used, and the benefits include better investment decisions, lower 

distress costs, tax savings and more informative financial statements. The trade off seems simple; 

if the benefits exceed the costs, you should hedge and if the costs exceed the benefits, you should 

not. 

This simple set-up is made more complicated when we consider the investors of the firm and the 

costs they face in hedging the same risks. If hedging a given risk creates benefits to the firm, and 

the hedging can be done either by the firm or by investors in the firm, the hedging will add value 

only if the cost of hedging is lower to the firm than it is to investors. Thus, a firm may be able to 

hedge its exposure to sector risk by acquiring firms in other businesses, but investors can hedge 

the same risk by holding diversified portfolios. The premiums paid in acquisitions will dwarf the 

transactions costs faced by the latter; this is clearly a case where the risk hedging strategy will be 

value destroying. In contrast, consider an airline that is planning on hedging its exposure to oil 

price risk because it reduces distress costs. Since it is relatively inexpensive to buy oil options 

and futures and the firm is in a much better position to know its oil needs than its investors, this 

is a case where risk hedging by the firm will increase value. 

 

Alternative techniques for hedging risk if you decide to reduce your exposure to a risk or risks, 

there are several approaches that you can use. Some of these are integrated into the standard 

investment and financing decisions that every business has to make; your risk exposure is 

determined by the assets that you invest in and by the financing that you use to fund these assets. 

Some have been made available by large and growing derivatives markets where options, futures 

and swaps can be used to manage risk exposure. 

 



Investment Choices 

Some of the risk that a firm is exposed to is mitigated by the investment decisions that it makes. 

Consider retail firms like the Gap and Ann Taylor. One of the risks that they face is related to 

store location, with revenues and operating income being affected by foot traffic at the mall or 

street that a store is placed on. This risk is lowered by the fact that these firms also have dozens 

of store locations in different parts of the country; a less-than-expected foot traffic at one store 

can be made up for with more-than-expected foot traffic at another store. It is not just the firm-

specific risks (like location) that can be affected by investment decisions. Companies like   

Citicorp and Coca Cola have argued that their exposure to country risk, created by investing in 

emerging markets with substantial risk, 

is mitigated (though not eliminated) by the fact that they operate in dozens of countries. A sub-

standard performance in one country (say Brazil) can be offset by superior performance in 

another (say India). Strategists and top managers of firms that diversify into multiple businesses 

have often justified this push towards becoming conglomerates by noting that diversification 

reduces earnings variability and makes firms more stable. While they have a point, a distinction 

has to be drawn between this risk reduction and the examples cited in the previous two 

paragraphs. Ann Taylor, The Gap, Citicorp and Coca Cola can all reduce risk through their 

investment choices without giving up on the base principle of picking good investments. Thus, 

the Gap can open only good stores and still end up with dozens of stores in different locations. In 

contrast, a firm that decides to become a conglomerate by acquiring firms in other businesses has 

to pay significant acquisition premiums. There are usually more cost-effective ways of 

accomplishing the same objective. 

 

Financing Choices 

Firms can affect their overall risk exposure through their financing choices. A firm that expects 

to have significant cash inflows in yen on a Japanese investment can mitigate some of that risk 

by borrowing in yen to fund the investment. A drop in the value of the yen will reduce the 

expected cash inflows (in dollar terms) but there will be at least a partially offsetting impact that 

will reduce the expected cash outflows in dollar terms. 

The conventional advice to companies seeking to optimize their financing choices has therefore 

been to match the characteristics of debt to more of the project funded with the debt. The failure 



to do so increases default risk and the cost of debt, thus increasing the cost of capital and 

lowering firm value. Conversely, matching debt to assets in terms of maturity and currency can 

reduce default risk and the costs of debt and capital, leading to higher firm value. What are the 

practical impediments to this debt matching strategy? First, firms that are restricted in their 

access to bond markets may be unable to borrow in their preferred mode. Most firms outside and 

even many firms in the United States have access only to bank borrowing and are thus 

constrained by what banks offer. If, as is true in many emerging markets, banks are unwilling to 

lend long term in the local currency, firms with long-term investments will have to borrow short 

term or in a different currency to fund their needs. Second, there can be market frictions that 

make it cheaper for a firm to borrow in one market than another; a firm that has a low profile 

internationally but a strong reputation in its local market may be able to borrow at a much lower 

rate in the local currency (even after adjusting for inflation differences across currencies). 

Consequently, it may make sense to raise debt in the local currency to fund investments in other 

markets, even though this leads to a mismatching of debt and assets. Third, the debt used to fund 

investments can be affected by views about the overall market; a firm that feels that short term 

rates are low, relative to long term rates, may borrow short term to fund long term investments 

with the objective of shifting to long term debt later. 

Insurance 

One of the oldest and most established ways of protecting against risk is to buy insurance to 

cover specific event risk. Just as a home owner buys insurance on his or her house to protect 

against the eventuality of fire or storm damage, companies can buy insurance to protect their 

assets against possible loss. In fact, it can be argued that, in spite of the attention given to the use 

of derivatives in risk management, traditional insurance remains the primary vehicle for 

managing risk. Insurance does not eliminate risk. Rather, it shifts the risk from the firm buying 

the insurance to the insurance firm selling it. Smith and Meyers argued that this risk shifting may 

provide a benefit to both sides, for a number of reasons. 

First, the insurance company may be able to create a portfolio of risks, thereby gaining 

diversification benefits that the self-insured firm itself cannot obtain. Second, the insurance 

company might acquire the expertise to evaluate risk and process claims more efficiently as a 

consequence of its repeated exposure to that risk. Third, insurance companies might provide   

other services, such as inspection and safety services that benefit both sides. While a third party 



could arguably provide the same service, the insurance company has an incentive to ensure the 

quality of the service. From ancient ship owners who purchased insurance against losses created 

by storms and pirates to modern businesses that buy insurance against terrorist acts, the   

insurance principle has remained unchanged. From the standpoint of the insured, the rationale for 

insurance is simple. In return for paying a premium, they are protected against risks that have a 

low probability of occurrence but have a large impact if they do. The cost of buying insurance 

becomes part of the operating expenses of the business, reducing the earnings of the company. 

The benefit is implicit and shows up as more stable earnings over time. 

The insurer offers to protect multiple risk takers against specific risks in return for premiums and 

hopes to use the collective income from these premiums to cover the losses incurred by a few. As 

long as the risk being insured against affects only a few of the insured at any point in time, the 

laws of averaging work in the insurer‘s favor. The expected payments to those damaged by the 

risk will be lower than the expected premiums from the population. Consequently, we can draw 

the following conclusions about the effectiveness of insurance: 

a. It is more effective against individual or firm-specific risks that affect a few and leave the 

majority untouched and less effective against market-wide or systematic risks. b. It is more 

effective against large risks than against small risks. After all, an entity can self-insure against 

small risks and hope that the averaging process works over time. In contrast, it is more difficult 

and dangerous to self-insure against large or catastrophic risks, since one occurrence can put you 

out of business. c. It is more effective against event risks, where the probabilities of occurrence 

and expected losses can be estimated from past history, than against continuous risk. 

An earthquake, hurricane or terrorist event would be an example of the former whereas exchange 

rate risk would be an example of the latter. Reviewing the conditions, it is easy to see why 

insurance is most often used to hedge against ―acts of god‖ – events that often have catastrophic 

effects on specific localities but leave the rest of the population relatively untouched. 

Derivatives 

Derivatives have been used to manage risk for a very long time, but they were available only to a 

few firms and at high cost, since they had to be customized for each user. The development of 

options and futures markets in the 1970s and 1980s allowed for the standardization of derivative 

products, thus allowing access to even individuals who wanted to hedge against specific risk. 



The range of risks that are covered by derivatives grows each year, and there are very few 

market-wide risks that you cannot hedge today using options or futures. 

 

Futures and Forwards 

The most widely used products in risk management are futures, forwards, options and swaps. 

These are generally categorized as derivative products, since they derive their value from an 

underlying asset that is traded. While there are fundamental differences among these products, 

the basic building blocks for all of them are similar. To examine the common building blocks for 

each of these products, let us begin with the simplest –– the forward contract. In a forward 

contract, the buyer of the contract agrees to buy a product (which can be a commodity or a 

currency) at a fixed price at a specified period in the future; the seller of the contract agrees to 

deliver the product in return for the fixed price. Since the forward price is fixed while the spot 

price of the underlying asset changes, we can measure the cash payoff from the forward contract 

to both the buyer and he seller of the forward contract at the expiration of the contract as a 

function of the spot price. 

A futures contract, like a forward contract, is an agreement to buy or sell an underlying asset at a 

specified time in the future. Therefore, the payoff diagram on a futures contract is similar to that 

of a forward contract. There are, however, three major differences between futures and forward 

contract. First, futures contracts are traded on exchanges whereas forward contracts are not. 

Consequently, futures contracts are much more liquid and there is no default or credit risk; this 

advantage has to be offset against the fact that futures contracts are standardized and cannot be 

adapted to meet the firm‘s precise needs. Second, futures contracts require both parties (buyer   

and seller) to settle differences on a daily basis rather than waiting for expiration. Thus, if a firm 

buys a futures contract on oil, and oil prices go down, the firm is obligated to pay the seller of the 

contract the difference. Because futures contracts are settled at the end of every day, they are 

converted into a sequence of one-day forward contracts. This can have an effect on their pricing. 

Third, when a futures contract is bought or sold, the parties are required to put up a percentage of 

the price of the contract as a ―margin.‖ This operates as a performance bond, ensuring there is no 

default risk. 

 

 



 

Picking the Right Hedging Tool 

Once firms have decided to hedge or manage a specific risk, they have to pick among competing 

products to achieve this objective. To make this choice, let us review their costs and benefits: 

- Forward contracts provide the most complete risk hedging because they can be designed to a 

firm‘s specific needs, but only if the firm knows its future cash flow needs. The customized 

design may result in a higher transaction cost for the firm, however, especially if the cash flows 

are small, and forward contracts may expose both parties to credit risk. 

- Futures contracts provide a cheaper alternative to forward contracts, insofar as they are traded 

on the exchanges and do not have be customized. They also eliminate credit risk, but they require 

margins and cash flows on a daily basis. Finally, they may not provide complete protection 

against risk because they are standardized. 

- Unlike futures and forward contracts, which hedge both downside and upside risk, option 

contracts provide protection against only downside risk while preserving upside potential. This 

benefit has to be weighed against the cost of buying the options, however, which will vary with 

the amount of protection desired. Giddy suggests a simple rule that can be used to determine 

whether companies should use options or forward contracts to hedge risk. If the currency flow is 

known, Giddy argues, forward contracts provide much more complete protection and should 

therefore be used. If the currency flow is unknown, options should be used, since a matching 

forward contract cannot be created. 

- In combating event risk, a firm can either self-insure or use a third party insurance product. Self 

insurance makes sense if the firm can achieve the benefits of risk pooling on its own, does not 

need the services or support offered by insurance companies and can provide the insurance more 

economically than the third party. As with everything else in corporate finance, firms have to 

make the trade off. The objective, after all, is not complete protection against risk, but as much 

protection as makes sense, given the marginal benefits and costs of acquiring it. A survey of the 

risk products that 500 multinationals in the United States used, concluded that forward contracts 

remain the dominant tool for risk management, at least for currency risk, and that there is a shift 

from hedging transaction exposure to economic exposure. 

 



Accidental v. intentional 

Ballantine defines accident as "an event which takes place without one's foresight or expectation; 

. . . if happening through human agency, an event which, under the circumstances, is unusual and 

not expected to the person to whom it happens."' Subjectively, from the standpoint of the 

assailant, an assault is an intentional tort, not an accident. Viewed from the standpoint of the one 

assaulted, however, such conduct may be characterized as an accident for the purpose of bringing 

the injured party within the scope of insurance indemnification. He may have rights as a party 

who has paid a premium to an insurance company for accident benefits, or he may be the 

recipient of damage payments made by an insurer which has contracted with a person or an 

entity for indemnification against liability incurred as a result of a tort-feasor's actions. The 

foregoing briefly indicates the scope of this note. For the purpose of discussion, insurance 

policies have been divided into two broad categories. The first category includes accident 

benefits payable to the policy holder under health, accident, and life policies. The law in this area 

is more settled than that in the second class of policies, and is here dealt with summarily. It is 

stated for the purpose of background, orientation, and comparison. The second category includes 

contracts for liability insurance. These policies typically cover certain activities of the 

automobile or home owner, common carrier, contractor, employer, or manufacturer. Such 

contracts provide indemnity for legal liability incurred as a result of injury to the person or 

property of another. 

HEALTH, ACCIDENT, AND LIFE POLICIES 

Authorities generally agree that intentional injuries to the policyholder, caused by another, are 

accidents within the coverage of these policies. Thus, it has been said that when the injury or 

death is wrongly inflicted; "such injury or death may be regarded as an accident ... and this 

whether the injury to or death of the insured was intended.", that the injury is intentionally 

inflicted "does not of itself make it the less an accident."The substance of the law, therefore, is 

that any unexpected injury to the policyholder is an accident, even if intentionally inflicted by 

another. This is termed a "well-established rule" by Couch in his treatise on insurance, G and the 

"overwhelming weight of authority" by Apple man. Both writers indicate that neither the type of 

injury nor the agent inflicting it is determinative of its legal definition as an accident within these 



policies. For example, the injury or death may be from shooting, stabbing, or hangings and may 

be inflicted by a robber, burglar, murderer, or insane person. There are, however, qualifications 

to the equation of intentional injuries and accidents. An intentional injury is not covered by 

accident policies, or by health or life policies with an accident clause, if such injury is the result 

of misconduct or provocation by the policyholder."' This is the logical result of analyzing the 

occurrence in question from the insured's point of view, as is done by the majority of American 

courts. Further, by underwriting practices, intentional injuries inflicted on the insured by another 

may be expressly excluded from policy coverage. 

The previous discussion deals with injuries inflicted on the insured by another. No conflict arises 

where the policyholder has intentionally maimed or killed himself; to allow recovery would 

clearly violate public policy. But a "gray area" is presented by decisions in jurisdictions which 

distinguish "accident" from "accidental means." Courts not following this distinction merely 

consider the end-result of an insured's act (from his perspective) in determining whether the 

injury or death was accidental; those following the contrary view examine the, jeans by which 

death or injury was caused. The latter rationale was illustrated in Smith v. Travelers' Ins. Co. 

where, in administering a nasal douche to him, the policyholder inhaled more forcefully than in 

prior treatments, permitting germs in his nasal passages to reach his brain, thereby causing death 

from spinal meningitis. The court denied recovery to the plaintiff-beneficiary, stating that the 

insured's act of inhaling was exactly what he intended, and therefore was not accidental. A 

contrary and more desirable result would have been reached by that court had it applied the 

language of Zinn v. Equitable Life Ins. Co., where the court stated: "the language of insurance 

policies is to be interpreted in accordance with the way it would be understood by the average 

man, rather than in a technical sense."Interpreting the policy in the Smith case with Ballantine's 

definition of accident in mind, it would appear that the death of the insured was an unusual and 

unexpected event, and was, therefore, a meritorious death claim to be honored by the insurance 

company. 

A person can only become drunk by intentionally drinking alcoholic beverages to such an extent 

that the ability to reason and control bodily functions. In the Fareast wine is consumed hot 

because the alcohol enters the blood stream more quickly and the consumer becomes drunk more 



quickly with less drinking. Getting drunk is an intentional act. One cannot become drunk by 

accident. 

What is an accident? Everyone knows what an accident is until the word comes up in court. Then 

it becomes a mysterious phenomenon. To resolve the dispute witnesses are summoned, experts 

testify, lawyers argue, treatises are consulted and even when a conclave of twelve world-

knowledgeable individuals agree as to whether a certain set of facts made out an accident, the 

question may not be settled and it must be reheard in an appellate court. 

Richard Johnson (―Richard‖) participated in an employee welfare benefit plan (―the Plan‖) that 

provided life insurance and accidental death and dismemberment (―AD & D‖) benefits through 

group policies issued by American United Life Insurance Company (―AUL‖). When Richard 

died in a single-vehicle crash, his widow Angela Johnson (―Johnson‖) received life insurance 

benefits, but AUL, which also served as administrator for the Plan, refused to pay AD & D 

benefits because Richard was highly intoxicated at the time of his fatal crash, and AUL 

concluded that Richard‘s drunk-driving death was not the result of an ―accident‖ under the Plan. 

In Johnson v. American United Life Insurance Co., 12-1381 (4th Cir. 05/24/2013) the Fourth 

Circuit was called upon to join those courts who have been called upon to define the term 

―accident.‖ 

The question of whether drunk-driving deaths or injuries are ―accidental‖ for purposes of 

accidental death insurance has perplexed the judiciary for some time. Given the ―sheer number 

of court cases nationwide involving disputes over claims by drunk drivers, an insurer surely 

understands that it will likely face claims under its AD & D policies based on injuries sustained 

in alcohol-related collisions. That multiple courts have reached different conclusions places the 

need for those who draft insurance policies to deal with the issue. 

Insurers, when it comes to revising an insurance policy, move as rapidly as a snail shuffling over 

a frozen lake. Sloth seems to be the rule followed by insurance policy drafters. For more than a 

century insurance policies have been issued without a definition of the term accident. Accidental 

death and dismemberment policies, for example, do not define the key insuring agreement. 

Although insurers could eliminate the problem raised by a person driving drunk and killing him 

or herself as a result of driving while impaired. 



The Fourth Circuit, concluding that driving drunk is ―accidental‖ concluded that reaching this 

result gave it no great pleasure. It recognized that drunk driving is reckless, irresponsible conduct 

that produces tragic consequences for the thousands it touches annually. 

Under the AD & D provision in the policies, AUL pays benefits ―[i]f a Person has an accident 

while insured under the policy which results in a [covered] loss.‖  In the case of an accidental 

loss of life to the insured, the policies pay the principal benefit amount which in this case is 

$100, 000 and $25, 000 for the employee- and employer-paid policies, respectively. The policies 

define ―accidental death‖ as ―death due to an accident, directly and independently of all other 

causes,‖ but fail to define the predicate term ―accident.‖ 

The question presented is whether Richard‘s fatal crash qualified as an ―accident,‖ which is not a 

defined term in these group policies. A paramount principle of contract law requires the court to 

enforce the terms of an ERISA insurance plan according to the plan‘s plain language in its 

ordinary sense.  Since it found an ambiguity in the term ―accident‖ the Fourth Circuit found the 

decision of the insurer to be in error and ordered payment of the benefits 

Criminal Insurance: 

Crime insurance is insurance to manage the loss exposures resulting from criminal acts such as 

robbery, burglary and other forms of theft. It is also called "fidelity insurance". Many businesses 

purchase crime insurance that allows them to file claims for employee theft or other offenses 

with the potential to cause financial ruin. 

Because crime insurance loss exposures can vary significantly among policyholders and require 

special underwriting skills, insurers prefer to insure certain types of crime insurance loss under 

separate Commercial Crime Insurance forms. These forms allow organizations to cover crime 

losses that are not insured under other insurance policies. 

Briefly described, commercial crime insurance covers money, securities and other property 

against a variety of criminal acts, such as employee theft, robbery, forgery, extortion and 

computer fraud. Many insurers use Insurance Service Office's (ISO's) commercial crime forms. 

The ISO Commercial Crime Coverage form includes these eight insuring agreements: 
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1. Employee Theft 

2. Forgery or Alteration 

3. Inside the Premises - theft of money and securities 

4. Inside the Premises - robbery or Safe burglary of other property 

5. Outside the Premises 

6. Computer Fraud 

7. Funds Transfer Fraud 

8. Money Orders and Counterfeit money 

Fidelity/Crime Insurance protects organizations from loss of money, securities, or inventory 

resulting from crime. Common Fidelity/Crime insurance claims allege employee dishonesty, 

embezzlement, forgery, robbery, safe burglary, computer fraud, wire transfer fraud, 

counterfeiting, and other criminal acts. 

These schemes involve every possible angle, taking advantage of any potential weakness in your 

company‘s financial controls. From fictitious employees, dummy accounts payable, non-existent 

suppliers to outright theft of money, securities and property. Fraud and embezzlement in the 

workplace is on the rise, occurring in even the best work environments. 

Liabilities covered by crime insurance usually fall into two categories, although many polices 

combine both types of coverage: 

 Money and security coverage pays for money and securities taken by burglary, robbery, 

theft, disappearance and destruction. 

 employee dishonesty coverage pays for losses caused by most dishonest acts of your 

employees, such as embezzlement and theft 

When do I need Fidelity/Crime Insurance? 
 

Any business employer needs to be concerned with Employee Dishonesty or any business handing cash or 

securities needs protection from robbery or theft will need Fidelity/Crime Insurance. 

Because crime-related losses are not typically covered by most property insurance policies, crime 



protection insurance is a necessary component for any business. Unfortunately, the majority of businesses 

don't purchase enough crime protection. 

If yours is like the average U.S. business, you can expect to lose 6 percent of your total annual revenues to 

employee fraud. 

According to a recent study by the Association of Certified Fraud Examiners (ACFE). It estimates the 

average business is losing six percent of its total annual revenue from losses involving employees — on 

average more than $9 per day per employee. 

For an organization with 40 employees, with 250 workdays in a year, this could amount to as much as 

$90,000 off its bottom line. 

Add to this other crimes such as robbery and burglary, where small operations are especially likely to be 

victims, losing at least 20 times more than large corporations. In fact, shoplifting, robbery and burglary 

put such a disproportionate strain on small firms that many disintegrate as a result. 

 

Why do I need Fidelity/Crime Insurance? 
 

Fraud and embezzlement in the workplace is on the rise, occurring in even the best work environments. 

According to a leading international accounting firm: 

 80% of workplace crime is carried out by employees 

 One in four employees has either committed or witnessed workplace fraud and abuse 

 One in four employees committing fraud against their employer has been with the company for 

more than 10 years 

 Only one in three of those who have witnessed a workplace crime bother to report it 

The Association of Certified Fraud Examiners has found that: 

 Fraud and abuse costs U.S. businesses more than $400 billion annually 

 Fraud and abuse costs employers an average of $9 a day per employee 

 The average organization loses 6% of its total annual revenue to fraud and abuse committed by 

its own employees 



These frauds can go on for years, and when discovered the ultimate impact can be enormous. Smaller 

companies are especially vulnerable to Fidelity crimes. 

Most business insurance policies either exclude or provide only nominal amounts of coverage for loss 

of money and securities as well as employee dishonesty exposures. 

The American Management Association has estimated that employee dishonesty causes as much as 

20% of the nation's business failures. 

Typical Fidelity/Crime Insurance coverage highlights include: 

Comprehensive coverage for: 

 Employee theft 

 Money and securities while on premises or in transit 

 Forgery 

 Funds transfer fraud 

 Computer fraud 

 Money order and counterfeit currency fraud 

 Credit card fraud 

 Optional client coverage 

 Coverage for investigative costs for covered losses 

 Responds to Employee Retirement Income Security Act of 1974 (ERISA) plan bonding 

requirement. 

 Broad definition of employee, including directors and officers; employees, including part-time, 

leased, temporary, and seasonal employees; and volunteers. 

 Worldwide coverage. 

LINES OF INSURANCE: 

In addition to differentiating insurers according to the nature of their structural organization, 

another way of classifying insurance companies is by the type of insurance policies they write. 

Insurance coverage‘s are often broken down in to lines of insurance, which are groupings of 

similar kinds of insurance for statistical and reporting purposes. Information about premiums and 

losses is frequently analyzed by line of insurance at the company level. They are also used to 



monitor agency operations by examining individual agencies to determine which lines of 

insurance are profitable and which are not. 

 

Four Major Lines of Insurance 

There are four broad categories, or lines, of insurance: 

 Property 

 Casualty 

 Life 

 Health and Disability 

An insurance company that writes only one line of insurance is referred to as a mono-

line company. An insurance company that writes more than one line of insurance is called 

a multi-line company. Many large companies write all lines of insurance. 

Personal and Commercial Lines 

Each of the four major categories of insurance can be further subdivided into both personal and 

commercial lines. Personal lines are property-casualty coverage‘s that protect an individual or 

family. Commercial lines are coverage‘s designed for businesses. 

1. PropertyInsurance: Property insurance provides protection against most risks to property, 

such as fire, theft and some weather damage. This includes specialized forms of insurance such 

as fire insurance, flood insurance, earthquake insurance, home insurance, or boiler insurance. 

Property is insured in two main ways—open perils and named perils. 

Open perils cover all the causes of loss not specifically excluded in the policy. Common 

exclusions on open peril policies include damage resulting from earthquakes, floods, nuclear 

incidents, acts of terrorism, and war. Named perils require the actual cause of loss to be listed in 

the policy for insurance to be provided. The more common named perils include such damage-

causing events as fire, lightning, explosion, and theft. 
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Types of Coverage: 

There are the three types of insurance coverage. Replacement cost coverage pays the cost of 

replacing your property regardless of depreciation or appreciation. Premiums for this type of 

coverage are based on replacement cost values, and not based on actual cash value Actual cash 

value coverage provides for replacement cost minus depreciation. Extended replacement cost 

will pay over the coverage limit if the costs for construction have increased. This generally will 

not exceed 25% of the limit. When you obtain an insurance policy, the coverage limit established 

is the maximum amount the insurance company will pay out in case of loss of property. 

This amount will need to fluctuate if homes in your neighborhood are rising; the amount needs to 

be in step with the actual value of your home. In case of a fire, household content replacement is 

tabulated as a percentage of the value of the home. In case of high-value items, the insurance 

company may ask to specifically cover these items separate from the other household contents. 

One last coverage option is to have alternative living arrangements included in a policy. If a fire 

leaves your home uninhabitable, the policy can help pay for a hotel or other living arrangements. 

Fire Insurance in India: 

Fire insurance business in India is governed by the All India Fire Tariff that lays down the terms 

of coverage, the premium rates and the conditions of the fire policy. The fire insurance policy 

has been renamed as "Standard Fire and Special Perils Policy". The risks covered are as follows: 

 Dwellings, offices, shops, hospitals: 

 Industrial, manufacturing risks 

 Utilities located outside industrial/manufacturing risks 

 Machinery and accessories 

 Storage risks outside the compound of industrial risks 

 Tank farms/gas holders located outside the compound of industrial risks 

 

Perils covered 

The following causes of loss are covered: 

 Fire  Storm, flood, inundation 
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 Lightning 

 Explosion, implosion 

 Aircraft damage 

 Riot, strike 

 Terrorism 

 Impact damage 

 Malicious damage 

 Subsidence, landslide 

 Bursting or overflowing of tanks 

 Missile testing operations 

 Bush fire 

 

Exclusions 

The following are excluded from insurance coverage: 

 Loss or damage caused by war, civil war, and kindred perils 

 Loss or damage caused by nuclear activity 

 Loss or damage to the stocks in cold storage caused by change in temperature 

 Loss or damage due to over-running of electric and/or electronic machines 

Claims In the event of a fire loss covered under the fire insurance policy, the insured shall 

immediately give notice thereof to the insurance company. Within 15 days of the occurrence of 

such loss the insured should submit a claim in writing giving the details of damages and their 

estimated values. Details of other insurances on the same property should also be declared. 

Property insurance insures your business against loss or damage to the location of the business 

and to its contents. It will also insure against loss or damage to contents under your control. 

Finally, if your business rents or leases a location or travels to other physical locations, then your 

business will be required by the property owner to carry property insurance by the terms of the 

lease or contract. 

The more kinds of loss the policy covers, the higher the premium. Property insurance comes in 

two forms: 

 Broad Form – This type of policy identifies a number of different types of disasters and 

covers against loss from all identified causes in the policy. 



 Single or Specific Peril – This type of policy insures against loss only from the 

identified peril. This is typically a separate fire policy. However, other single perils can 

be insured against, for example, terrorism. 

For most small businesses, a broad form property insurance policy is included in a packaged 

policy known as the ―business owners‘ policy‖ and will be the best coverage for the premium 

dollar. Some businesses, however, either because of specific risks or unusually high risk, may 

not be eligible for such a package. In that case, several specific peril policies may need to priced 

and examined. 

Property insurance policies can be modified: 

 Endorsements – Endorsements add increased coverage or identify other business 

locations that are covered. This can include a customer‘s location, for example, if your 

business is working at their location. Endorsements are a big benefit for your business and can 

be added, typically by a phone call, to a policy relatively easily if you have a good insurance 

professional. 

 Exclusions – Exclusions take away coverage. Your insurance professional or insurer will 

tell you that property policies are ―always‖ written with the ―such-and-such‖ exclusion. 

Exclusions are the business insurance purchaser‘s worst enemy. The most recent example is 

after the hurricanes in 2004-2005. Many insurers claimed that the exclusion in their policies 

for ―wind‖ damage excluded much of the damage from coverage. Regardless of what an 

insurer tell you: exclusions take away coverage. 

 Schedules – Schedules are lists of covered locations and property. These must be updated 

regularly and at any time a location or major covered equipment changes or is purchased. 

Good insurance professionals will contact you on a regular basis to discuss updating 

scheduled locations and equipment. If a location or piece of equipment is not a ―scheduled‖ 

location or content, there is a possibility that a claim could be denied on that basis. 

 



Property insurance can pay damages or loss based on one of two ways: 

 Actual Cash Value (or, ACV) – Actual cash value means that your loss or damage is 

valued at the value of the property loss. Sounds fair. But, if a $100,000 car lift in your 

garage has been depreciated over a five-year period it may be found to have an ACV of 

$20,000 at the time of loss. You can‘t purchase a new lift for $20,000. 

 Replacement Value – Replacement value means that you are reimbursed the actual 

amount necessary to replace the equipment when it is lost. In the example above, if the 

new lift costs $120,000 to replace, then you get a new lift for $120,000. 

 

 

Insurer side: public policy and affordability/availability 

Policy makers at all levels - global, national, regional, municipal, community associations - are 

attempting to respond to the issue of affordable housing, a highly complex crisis of global 

proportions, with a myriad of policy instruments. These responses range from stop-gap financing 

tools to long-term inter government infrastructural changes. 

In the simplest of terms, affordability of goods refers to the amount of capital one has available 

in relation to the price of the goods to be obtained. Public policies are informed by underlying 

assumptions about the nature of goods itself. Is housing a basic need, a right, an entitlement, a 

public good, or even, as in the case of home purchasing in the United States, a civic duty? Or is 

just another household-level consumer choice, a commodity or an investment within the free 

market system? "Public Policies provide a remarkable litmus test for the values of politicians at 

every level of office and of the varied communities that influence them. Often this test measures 

simply the warmth or coldness of heart of the more affluent and secure towards families of a 

lower socio-economic status.  

Affordable good needs can be addressed through public policy instruments that focus on the 

demand side of the market, programs that help households reach financial benchmarks that make 

housing affordable. This can include approaches that simply promote economic growth in 

general—in the hope that a stronger economy, higher employment rates, and higher wages will 

increase the ability of households to acquire housing at market prices. Federal government 



policies define banking and mortgage lending practices, tax and regulatory measures affecting 

building materials, professional practices (ex. real estate transactions). The purchasing power of 

individual households can be enhanced through tax and fiscal policies that result in reducing the 

cost of mortgages and the cost of borrowing. Public policies may include the implementation of 

subsidy programs and incentive patterns for average households. For the most vulnerable groups, 

such as seniors, single-parent families, the disabled, etc. some form of publicly funded allowance 

strategy can be implemented providing individual households with adequate income to afford 

housing. 

Policy instruments may focus on production strategies That facilitate increased production on the 

supply side of affordable needs, which can include refurbished older stock or new goods 

demands. China's housing policy during the period of central planning prior to the reform, 

included constructing and allocating virtually free and unsustainable publicly funded housing.  

Currently, policies that facilitate production on the supply side include favorable land use 

policies such as inclusionary zoning, relaxation of environmental regulations, and the 

enforcement of affordable housing quotas in new developments. 

In some countries, such as Canada, municipal governments began to play a greater role in 

developing and implementing policies regarding form and density of municipal housing in 

residential districts, as early as the 1950s At the municipal level recently promoted policy tools 

include relaxation of prohibitions against accessory dwelling units, and reduction of the amount 

of parking that must be built for a new structure. 

Affordable housing is controversial realities of contemporary life, for gains in affordability often 

result from expanding land available for housing or increasing the density of housing units in a 

given area. Ensuring a steady supply of affordable housing means ensuring that communities 

weigh real and perceived livability impacts against the sheer necessity of affordability. The 

process of weighing the impacts of locating affordable housing is quite contentious, and is 

laden with race and class implications. Recent research, however, suggests that proximity to low-

income housing developments generally has a positive impact on neighborhood property 

conditions.  
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The growing gap between rich and poor since the 1980s manifests itself in a housing system 

where public policy decisions privilege the ownership sector to the disadvantage of the rental 

sector.  

Both the market and government have important roles in ensuring the availability, affordability, 

and adequacy of private health insurance. These roles complement one another, but even 

together the market and government have limitations. The market provides a variety of insurance 

products for consumers and employers with different needs and preferences. These products 

differ on many dimensions, including the breadth of provider networks, amount of beneficiary 

cost sharing, and techniques for managing the use of health care services. Large employers, 

small employers, and individuals have different health insurance options, but all must make 

tradeoffs between the cost of coverage and desired features. A strength of the market is its 

flexibility to adapt over time to changing circumstances. As economic conditions, consumer 

preferences, and government policies evolve, the market generates different products with 

different features. The primary limitation of the market is its failure to provide affordable options 

for all consumers. The federal government helps ensure access to health coverage through public 

programs, such as Medicare and Medicaid, and it influences the market for private insurance 

through tax and regulatory policies. Some tax subsidies help people purchase insurance, and 

others — including those for Health Savings Accounts — help pay for medical expenses not 

covered by insurance. By far the largest subsidy is the tax exclusion for employer-provided 

health benefits. Because of this exclusion, most people get health insurance through work. Tax 

subsidies make health insurance and health care seem more affordable for certain taxpayers, but 

do not provide equivalent support to everyone. In addition, subsides may increase health care 

spending by reducing the apparent cost of health insurance and health care services. Regulations 

affect both access to insurance and the adequacy of benefits. States have primary responsibility 

for regulating insurance, but the federal government has sought to address selected issues 

regarding health coverage. For example, the Health Insurance Portability and Accountability Act 

of 1996 and the Consolidated Omnibus Budget Reconciliation Act of 1985 include provisions 

that allow certain people to obtain or continue health coverage under certain circumstances. In 

addition, several federal laws mandate coverage for specific health benefits. Government plays a 

role in helping ensure access to health coverage. In 2007, federal spending on Medicare, 



Medicaid, and the State Children‘s Health Insurance Program (SCHIP) is expected to total $634 

billion.  These programs serve primarily older, low-income, and disabled people, populations 

that otherwise would have difficulty finding adequate and affordable coverage in the private 

market. For vulnerable individuals who lack access to employer-paid insurance, government 

benefits may be the only viable alternative. In addition to providing health benefits for 

vulnerable populations, the federal government uses tax and regulatory policy to influence the 

market for private health insurance. Tax policy supports access to care through subsidies for 

insurance and medical care expenses, while regulatory policy supports access by laying ground 

rules that affect the availability and adequacy of insurance coverage. 

Regulatory policy is another tool for influencing the market for health insurance. Regulations 

affect access to coverage and the adequacy of benefits by setting ground rules for insurance 

companies and employers that provide health benefits. States have primary responsibility for 

regulating insurance, but the federal government has sought to address selected issues regarding 

health coverage. In general, federal regulations do not address premiums.  

Access to Insurance. 

 Federal policy does not guarantee access to private health insurance, but it does help certain 

consumers get or keep access to coverage under certain conditions. For example, the Health 

Insurance Portability and Accountability Act of 1996 (HIPAA) helps ensure access to new 

insurance coverage for individuals and their families when the policyholder hangs jobs. This 

protection is called portability. The act also helps ensure continuing coverage when a beneficiary 

gets sick. HIPAA accomplishes these guarantees by requiring insurers to sell or renew both 

individual and group insurance policies without regard to health status or claims experience. The 

law similarly helps small businesses.  

Adequacy of Benefits  

In addition to helping ensure access to insurance, regulations address the adequacy of coverage. 

Almost all such regulations come from the states. According to the Council for Affordable 

Health Insurance, an industry group, the number of state-mandated benefits currently tops 1,900. 

These mandates require affected insurers to cover specific health benefits, providers, and 



patients. Examples include mandated coverage for cancer screening tests, chiropractors, and 

handicapped dependents. Federal law includes a few benefit mandates. These mandates regard 

parity for mental health benefits, hospital coverage following normal childbirth or cesarean 

delivery, and coverage for prosthetic devices and reconstructive surgery following a mastectomy. 

Limitations of Regulation 

Regulations may facilitate access to insurance or specific benefits, but they do not serve 

everyone equally. For example, although HIPAA and COBRA require insurers and employers to 

offer coverage to certain individuals under certain circumstances, these Acts do not guarantee 

access to insurance for everyone. In addition, even where regulations require insurers to sell or 

employers to offer coverage, eligible people may find coverage unaffordable. Benefit mandates 

also do not serve everyone equally. Sometimes the issue is uniform protection, and sometimes 

the issue is variable protection. On one hand, while some argue that benefit mandates help 

guarantee adequate coverage, others maintain that mandates increase costs and limit coverage 

options for consumers. On the other hand, because most benefit mandates come from the states, 

consumers may or may not be protected, depending on where they live. In addition, while 

policies sold by insurance companies generally must comply with state mandates, firms that self-

insure are exempt from the requirements. 

Insurance companies may also respond to increased financial vulnerability to losses, such as 

those associated with natural disasters, by refusing to renew existing policies and vacating a 

region or insurance line.  For example, following the 1994 California earthquake, which cost 

more than $12.9 billion in losses; insurers refused to provide homeowners‘ insurance in that area, 

or provided it only at prohibitively high costs. Following Hurricane Andrew in 1992, in 1996 the 

―fifth largest auto and home insurer in the United States … announced restrictions on sales in 17 

coastal states from Maine to Texas.‖ 

Some Canadian provinces‘ decision to nationalize auto insurance has also affected the number of 

insurers in these provinces.  As indicated above, several P&C insurers vacated the markets of 

British Columbia, Saskatchewan and Manitoba, taking with them their other product lines (e.g., 

homeowners‘ insurance), when these provinces nationalized auto insurance. 



Insurance companies (and society generally) face the prospect of continuing claim payment 

increases, as well as the rising frequency of potentially ruinous payouts associated with large-

scale natural disasters.  Furthermore, since the trend toward increasingly ruinous natural disasters 

is a worldwide phenomenon, reinsurers are also affected.  Insurers, faced with rising costs, can 

be expected in some areas either to raise their premiums to the point where they are prohibitively 

costly, or to vacate a product line or region completely. 

As noted previously, part of the problem currently facing the insurance industry is cyclical:  

investment returns have been relatively low in recent years, but can be expected to recover, 

boosting insurance companies‘ profitability.  Indeed, investment income rebounded in 2003, 

leading to a sharp jump in industry profits.  A ―recovery‖ on the underwriting side of P&C 

insurers‘ business, however, is less likely, given the trend over the past 30 years, the continued 

build-up of wealth in disaster-prone areas and the expected increase in the frequency of natural 

disasters. 

Several solutions aimed at keeping insurance available and affordable have been put forward.  In 

line with its American counterparts, the CAMIC has asked the federal government for tax relief 

for funds placed in a catastrophe reserve, which would be used only to pay claims resulting from 

catastrophic events.  Currently, it is relatively difficult, for tax reasons, to set up reserves.  

Consequently, according to Baker, ―sometimes money is transferred out of the country to allow 

the creation of reserves.  There are many mechanisms to do this, often involving the setting up of 

captive companies.‖ 

Since 1997, the OSFI has required that federally regulated insurance companies selling 

earthquake protection set up an ―earthquake reserve‖ to ensure that they have adequate capital to 

respond to earthquake claims.  This measure applies to insurers and reinsurers.  The 1998 federal 

budget made part of these earthquake reserves, the ―earthquake premium reserve,‖ deductible for 

income tax purposes.  Similar programs operate in England, France, Switzerland, Germany, 

Japan and Italy. 

In the United States, according to White and Etkin, it is estimated that it will take 20 to 25 years 

for such reserves to meet the market‘s needs.  In response to this situation, American 



governments have created a supplementary local reinsurance pool through industry-wide 

contributions and a public guarantee.  Furthermore, there are also markets for catastrophe options 

in the United States.  These options would help maintain and rebuild insurance companies‘ 

ability to provide insurance at a reasonable cost in affected areas.  White and Etkin remark, 

however, that ―these proposals can be considered an adequate response only if these extreme 

events are viewed as an anomaly, and not as a long-term trend associated with an enhanced 

greenhouse effect deductibles, withdrawing coverage, creating systems for pooling risk among 

multiple insurers … and the use of capital market alternatives to finance risk.‖ As well, insurance 

companies can work to mitigate costs related to natural disasters – for example, through better 

building codes. 

Governments, including the federal government, may, in some cases, be called upon to become 

involved.  As has already been mentioned, the federal government is working with the insurance 

industry on disaster mitigation strategies.  The federal government could also become active in 

helping promote the securitization of risk. 

Looking toward the future, public pressure might compel governments to act in cases in which, 

due to increased liabilities, insurance companies vacate a region or product line, or increase 

premiums above a politically acceptable level.  Provincial debates on the level of automobile 

insurance premiums, most recently in the 2003 New Brunswick election, demonstrate that there 

is a political upper limit to insurance rates. 

Should insurance companies decide to vacate an area or product line due to increased liabilities, 

governments might be pressured to compel insurance companies to provide insurance to these 

areas.  For example, ―In some jurisdictions, regulators have restricted policy cancellations and 

nonrenewal following natural disaster losses such as Hurricane Andrew (in the United States) … 

Recent requests from Florida insurers to double rates to protect insurers from hurricane risks also 

have been resisted by regulators.‖  Furthermore, in areas in which governments believe that not 

enough people are buying insurance, they could encourage an appropriate amount of insurance 

take-up through such measures as tax rebates, or through the development of a supplementary 

insurance pool.  Increasing the level of insurance coverage in this way could help mitigate the 

pressures on the public purse by reducing the level of funding the federal government would 



need to provide to a province or territory under the DFAA program, which covers only 

uninsured/uninsurable costs. 

At the same time, Vellinga and Mills remark that ―regulators can force insurers to withdraw from 

markets or otherwise change their business practices so they maintain minimum solvency 

requirements.‖  They also note that policies surrounding pre-event (i.e., a natural disaster) 

accumulation and taxation of reserves represent another area in which governments can play an 

important role. 

Indemnification 

An indemnity contract arises when one individual takes on the obligation to pay for any loss or 

damage that has been or might be incurred by another individual. The right to indemnity and 

the duty to indemnify ordinarily stem from a contractual agreement, which generally protects 

against liability, loss, or damage. 

Indemnity is the legal philosophy upon which the concept of most insurance policies rests. 

Strictly speaking, indemnity is protection from loss and damage claims filed by another person. 

For example, the owner of an amusement park may have indemnity insurance to compensate 

visitors injured on his or her property. The eventual insurance payout would be enough to restore 

the injured person back to the financial state he or she was in before the accident, but nothing 

more. Only a legal lawsuit brought against the park owner could result in additional damages if 

legislation of a particular jurisdiction allowed such. Indemnity insurance protects the holder from 

suffering financial loss due to a lawsuit. 

The principle behind indemnity is a financial restoration to a level just before the accident or 

injury or illegal act. Most laws concerning civil court actions also use indemnity as a measuring 

stick for damages. If a plaintiff is entitled to compensation for the actions of the defendant, the 

amount awarded should only bring him or her back to a state of wholeness. Whatever actual 

losses were suffered would be repaid, but punitive damages would be a separate matter. 

Many people encounter indemnity situations and don't even realize it. Many rental agreements 

contain an indemnity clause which prevents the customer from suing the rental agency for 



damages caused by use of the equipment. Leases for apartments may also contain indemnity 

clauses which limit claims against the owners in case of accidents. Whenever a ticket is 

purchased for a sporting event or concert, part of the condition of admission is an indemnity 

agreement between the ticket-holder and the venue itself. If an errant football strikes a fan or a 

faulty pyrotechnic display burns concert-goers, the indemnity agreement protects the stadium or 

hall from a major lawsuit. 

Even if the word 'indemnity' is nowhere to be found on a document, there may be an agreement 

to 'indemnify' another party. This means that you agree not to hold someone else responsible for 

any accidents or injuries you may suffer while on his or her property. "Swim at your Own Risk" 

signs at an unguarded swimming pool are indicators of an implied indemnity. If you choose to 

swim and suffer a head injury from diving, you may not be able to sue the owner of the 

swimming pool for medical expenses. If you understood the sign's meaning at the time, you 

agreed to indemnify the owners. Sometimes an indemnity claim will hold up in court 

proceedings, but not always. Claiming indemnity from damages does not always mean protection 

from liability. A property owner may still be responsible for injuries on his property, even if the 

renter signed an indemnity clause as part of the lease. 

Indemnity insurance compensates the beneficiaries of the policies for their actual economic 

losses, up to the limiting amount of the insurance policy. It generally requires the insured to 

prove the amount of its loss before it can recover. Recovery is limited to the amount of the 

provable loss even if the face amount of the policy is higher. This is in contrast to, for example, 

life insurance, where the amount of the beneficiary's economic loss is irrelevant. The death of the 

person whose life is insured for reasons not excluded from the policy obligate the insurer to pay 

the entire policy amount to the beneficiary. 

Most business interruption insurance policies contain an Extended Period of Indemnity 

Endorsement, which extends coverage beyond the time that it takes to physically restore the 

property. This provision covers additional expenses that allow the business to return to prosperity 

and help the business restore revenues to pre-loss levels. 

Double indemnity is a clause or provision in a life insurance or accident policy whereby 

the company agrees to pay the stated multiple (i.e., double) of the face amount in the contract in 
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cases of death caused by accidental means. This includes murder by a person other than, and not 

in collusion with, the beneficiary of the insurance policy, and most accidental deaths. It 

excludes suicide, and deaths caused by the insured person's own gross negligence, as well as 

natural causes, such as cancer or heart disease. 

INDEMNIFICATION AND INSURANCE REQUIREMENTS  

1. Basic Requirements for all Contracts  

The following language shall be used for all contracts:  

Indemnification – The Contractor agrees to indemnify, defend (with counsel reasonably 

approved by County) and hold harmless the County and its authorized officers, employees, 

agents and volunteers from any and all claims, actions, losses, damages, and/or liability arising 

out of this contract from any cause whatsoever, including the acts, errors or omissions of any 

person and for any costs or expenses incurred by the County on account of any claim except 

where such indemnification is prohibited by law. This indemnification provision shall apply 

regardless of the existence or degree of fault of indemnities. The Contractor‘s indemnification 

obligation applies to the County‘s ―active‖ as well as ―passive‖ negligence but does not apply to 

the County‘s ―sole negligence‖ or ―willful misconduct‖ within the meaning of Civil Code 

Section 2782.  

Additional Insured – All policies, except for the Workers‘ Compensation, Errors and Omissions 

and Professional Liability policies, shall contain endorsements naming the County and its 

officers, employees, agents and volunteers as additional insured‘s with respect to liabilities 

arising out of the performance of services hereunder. The additional insured endorsements shall 

not limit the scope of coverage for the Country to vicarious liability but shall allow coverage for 

the County to the full extent provided by the policy. Such additional insured coverage shall be at 

least as broad as Additional Insured (Form B) endorsement form ISO, CG 2010.11 85. Waiver of 

Subrogation Rights – The Contractor shall require the carriers of required coverage‘s to waive all 

rights of subrogation against the County, its officers, employees, agents, volunteers, contractors 

and subcontractors. All general or auto liability insurance coverage provided shall not prohibit 

the Contractor and Contractor‘s employees or agents from waiving the right of subrogation prior 
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to a loss or claim. The Contractor hereby waives all rights of subrogation against the County. 

Policies Primary and Non-Contributory – All policies required herein are to be primary and non-

contributory with any insurance or self-insurance programs carried or administered by the 

County.  

Severability of Interests – The Contractor agrees to ensure that coverage provided to meet these 

requirements is applicable separately to each insured and there will be no cross liability 

exclusions that preclude coverage for suits between the Contractor and the County or between 

the County and any other insured or additional insured under the policy.  

Proof of Coverage – The Contractor shall furnish Certificates of Insurance to the County 

Department administering the contract evidencing the insurance coverage, including 

endorsements, as required, prior to the commencement of performance of services hereunder, 

which certificates shall provide that such insurance shall not be terminated or expire without 

thirty (30) days written notice to the Department, and  Contractor shall maintain such insurance 

from the time Contractor commences performance of services hereunder until the completion of 

such services. Within fifteen (15) days of the commencement of this contract, the Contractor 

shall furnish a copy of the Declaration page for all applicable policies and will provide complete 

certified copies of the policies and endorsements immediately upon request.  

Acceptability of Insurance Carrier – Unless otherwise approved by Risk Management, 

insurance shall be written by insurers authorized to do business in the State of California and 

with a minimum ―Best‖ Insurance Guide rating of ―A- VII‖.  

Deductibles and Self-Insured Retention - Any and all deductibles or self-insured retentions in 

excess of $10,000 shall be declared to and approved by Risk Management.  

Failure to Procure Coverage – In the event that any policy of insurance required under this 

contract does not comply with the requirements, is not procured, or is canceled and not replaced, 

the County has the right but not the obligation or duty to cancel the contract or obtain insurance 

if it deems necessary and any premiums paid by the County will be promptly reimbursed by the 

Contractor or County payments to the Contractor will be reduced to pay for County purchased 

insurance.  



Insurance Review – Insurance requirements are subject to periodic review by the County. The 

Director of Risk Management or designee is authorized, but not required, to reduce, waive or 

suspend any insurance requirements whenever Risk Management determines that any of the 

required insurance is not available, is unreasonably priced, or is not needed to protect the 

interests of the County. In addition, if the Department of Risk Management determines that 

heretofore unreasonably priced or unavailable types of insurance coverage or coverage limits 

become reasonably priced or available, the Director of Risk Management or designee is 

authorized, but not required, to change the above insurance requirements to  require additional 

types of insurance coverage or higher coverage limits, provided that any such change is 

reasonable in light of past claims against the County, inflation, or any other item reasonably 

related to the County‘s risk.  Any change requiring additional types of insurance coverage or 

higher coverage limits must be made by amendment to this contract. Contractor agrees to 

execute any such amendment within thirty (30) days of receipt. Any failure, actual or alleged, on 

the part of the County to monitor or enforce compliance with any of the insurance and 

indemnification requirements will not be deemed as a waiver of any rights on the part of the 

County.  

Insurance Specifications for all Contracts – The following language shall be used for all 

contracts: The Contractor agrees to provide insurance set forth in accordance with the 

requirements herein. If the Contractor uses existing coverage to comply with these requirements 

and that coverage does not meet the specified requirements, the Contractor agrees to amend, 

supplement or endorse the existing coverage to do so. The type(s) of insurance required is 

determined by the scope of the contract services.  Without in anyway affecting the indemnity 

herein provided and in addition thereto, the Contractor shall secure and maintain throughout the 

contract term the following types of insurance with limits as shown:  

Workers’ Compensation/Employers Liability – A program of Workers‘ Compensation 

insurance or a state-approved, self-insurance program in an amount and form to meet all 

applicable requirements of the Labor Code of the State of California, including Employer‘s 

Liability with $250,000 limits covering all persons including volunteers providing services on 

behalf of the Contractor and all risks to such persons under this contract. If Contractor has no 

employees, it may certify or warrant to the County that is does not currently have any employees 



or individuals who are defined as ―employees‖ under the Labor Code and the requirement for 

Workers‘ Compensation coverage will be waived by the County‘s Director of Risk Management. 

With respect to Contractors that are non-profit corporations organized under California or 

Federal law, volunteers for such entities are required to be covered by Workers‘ Compensation 

insurance.  

Commercial/General Liability Insurance – The Contractor shall carry General Liability 

Insurance covering all operations performed by or on behalf of the Contractor providing 

coverage for bodily injury and property damage with a combined single limit of not less than one 

million dollars ($1,000,000), per occurrence. The policy coverage shall include:  

(a) Premises operations and mobile equipment.  

(b) Products and completed operations.  

(c) Broad form property damage (including completed operations).  

(d) Explosion, collapse and underground hazards.  

(e) Personal injury  

(f) Contractual liability.  

(g) $2,000,000 general aggregate limit.  

Automobile Liability Insurance – Primary insurance coverage shall be written on ISO Business 

Auto coverage form for all owned, hired and non-owned automobiles or symbol 1 (any auto). 

The policy shall have a combined single limit of not less than one million dollars ($1,000,000) 

for bodily injury and property damage, per occurrence.  

If the Contractor is transporting one or more non-employee passengers in performance of 

contract services, the automobile liability policy shall have a combined single limit of two 

million dollars ($2,000,000) for bodily injury and property damage per occurrence.  



If the Contractor owns no autos, a non-owned auto endorsement to the General Liability policy 

described above is acceptable.  

Umbrella Liability Insurance – An umbrella (over primary) or excess policy may be used to 

comply with limits or other primary coverage requirements. When used, the umbrella policy 

shall apply to bodily injury/property damage, personal injury/advertising injury and shall include 

a ―dropdown‖ provision providing primary coverage for any liability not covered by the primary 

policy. The coverage shall also apply to automobile liability. 

Legal review includes the review of contractual arrangements such as Clinical Trial Agreement, 

Indemnity and Insurance arrangements. A Contract, Indemnity and Insurance Policy are required 

if any of the following apply to an application submitted to the Human Research Ethics 

Committee: 

 The research will involve a third party such as a pharmaceutical company or a research 

organization  

 The Principal Investigator is / is not a Queensland Health employee  

 The Principal Investigator is a University employee or the research is conducted by a 

student. 

Legal Agreements 

General Guidelines 

 All research involving Metro South Hospital and Health Services staff, premises, 

resources or patients must be the subject of a written research contract. Refer to the 

Queensland Health Research Management Policy.  

 A Principal Investigator must be nominated prior to commencement of a study. If the 

Principal Investigator is not a staff member, a staff member must be nominated as a 

"Contact person at this site" 



 The contract must be made between the "Metro South Hospital and Health Service via 

(name of the appropriate institution within the Metro South Hospital and Health Service)" 

(ABN: 86 834 068 616) 

 The Principal Investigator cannot be a party to the Agreement. They may sing to 

"Acknowledge" the agreement. 

 The Contract, Indemnity and the Insurance Policy should ideally be submitted at the same 

time as the Research Protocol, NEAF and signed original Site Specific Assessment form 

 All research contracts, indemnities (Standard and/or HREC only), or CTN should be 

submitted to the Centre‘s for Health Research for all Metro South facilities for execution. 

Three copies signed by the Sponsor and acknowledged by the Principal Investigator 

would be required prior to Metro South Chief Executive or Delegate sign off. 

Insurance product overview 

 Insurance Company offers a broad array of innovative products designed to help meet your 

unique needs. Whether you want to create financial stability for your loved ones or retirement 

planning for your future. 

Life Insurance 

 Quality of Life...Insurance 

 Universal Life 

 Whole Life 

 Term 

Accident & Health 

 AGLA CriticalCare Plus
®

 

 AGLA CriticalCare
®

 

 AGLA EmergencyCare 

 AGLA DisabilityCare
®

 

 Accident Protector 

 Cancer 
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Annuity 

 Deferred Annuities 

 Immediate Income Annuities 

Voluntary Benefit Plans 

 Employer Voluntary Benefit Plans 

 

Term insurance  

Term assurance provides life insurance coverage for a specified term. The policy does not 

accumulate cash value. Term is generally considered "pure" insurance, where the premium buys 

protection in the event of death and nothing else. 

There are three key factors to be considered in term insurance: 

1. Face amount (protection or death benefit), 

2. Premium to be paid (cost to the insured), and 

3. Length of coverage (term). 

Annual renewable term is a one-year policy, but the insurance company guarantees it will issue a 

policy of an equal or lesser amount regardless of the insurability of the applicant, and with a 

premium set for the applicant's age at that time. 

Another common type of term insurance is mortgage life insurance, which usually involves a 

level-premium, declining face value policy. The face amount is intended to equal the amount of 

the mortgage on the policy owner's property, such that any outstanding amount on the applicant's 

mortgage will be paid should the applicant die. 

Permanent life insurance  

Permanent life insurance is life insurance that remains active until the policy matures, unless the 

owner fails to pay the premium when due. The policy cannot be cancelled by the insurer for any 

reason except fraudulent application, and any such cancellation must occur within a period of 

time (usually two years) defined by law. A permanent insurance policy accumulates a cash value, 

reducing the risk to which the insurance company is exposed, and thus the insurance expense 
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over time. This means that a policy with a million dollar face value can be relatively expensive to 

a 70-year-old. The owner can access the money in the cash value by withdrawing money, 

borrowing the cash value, or surrendering the policy and receiving the surrender value. 

The four basic types of permanent insurance are whole life, universal life, limited 

pay and endowment. 

Whole life coverage  

Whole life insurance provides lifetime death benefit coverage for a level premium in most cases. 

Premiums are much higher than term insurance at younger ages, but as term insurance premiums 

rise with age at each renewal, the cumulative value of all premiums paid across a lifetime are 

roughly equal if policies are maintained until average life expectancy. Part of the insurance 

contract stipulates that the policyholder is entitled to a cash value reserve, which is part of the 

policy and guaranteed by the company. This cash value can be accessed at any time 

through policy loans and are received income tax free. Policy loans are available until the 

insured's death. If there are any unpaid loans upon death, the insurer subtracts the loan amount 

from the death benefit and pays the remainder to the beneficiary named in the policy. 

While the marketing divisions of some life insurance companies often explain whole life as a 

"death benefit with a savings component", this distinction is artificial according to life insurance 

actuaries Albert E. Easton and Timothy F. Harris. The net amount at risk is the amount the 

insurer must pay to the beneficiary should the insured die before the policy has accumulated an 

amount equal to the death benefit. It is the difference between the current cash value amount and 

the total death benefit amount. Because of this relationship between the cash value and death 

benefit, it may be more accurate to describe the policy as a single, indivisible product, as no 

actual separation of the cash value and death benefit is possible. 

The advantages of whole life insurance are guaranteed death benefits, guaranteed cash values, 

fixed, predictable annual premiums and mortality and expense charges that will not reduce the 

cash value of the policy. The disadvantages of whole life are inflexibility of premiums and the 

fact that the internal rate of return in the policy may not be competitive with other savings 

alternatives. The death benefit can also be increased through the use of policy dividends, though 

these dividends cannot be guaranteed and may be higher or lower than historical rates over time. 

According to internal documents from some life insurance companies, like Massachusetts 
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Mutual, the internal rate of return and dividend payment realized by the policyholder is often a 

function of when the policyholder buys the policy and how long that policy remains in force. 

Dividends paid on a whole life policy can be utilized in many ways. 

The life insurance manual defines policy dividends as a refund of overpayment of premiums. It is 

NOT the same as stock dividends. 

Universal life coverage  

Universal life insurance (UL) is a relatively new insurance product, intended to combine 

permanent insurance coverage with greater flexibility in premium payment, along with the 

potential for greater growth of cash values. There are several types of universal life insurance 

policies which include interest sensitive (also known as "traditional fixed universal life 

insurance"), variable universal life (VUL), guaranteed death benefit, and equity indexed 

universal life insurance. 

A universal life insurance policy includes a cash value. Premiums increase the cash values, but 

the cost of insurance (along with any other charges assessed by the insurance company) reduces 

cash values. 

Universal life insurance addresses the perceived disadvantages of whole life – namely that 

premiums and death benefit are fixed. With universal life, both the premiums and death benefit 

are flexible. Except with regards to guaranteed death benefit universal life, this flexibility comes 

with the disadvantage of reduced guarantees. 

Flexible death benefit means the policy owner can choose to decrease the death benefit. The 

death benefit could also be increased by the policy owner, but that would typically require the 

insured to go through a new underwriting. Another feature of flexible death benefit is the ability 

to choose from option A or option B death benefits, and to change those options during the life 

of the insured. Option A is often referred to as a level death benefit. Generally speaking, the 

death benefit will remain level for the life of the insured and premiums are expected to be lower 

than policies with an Option B death benefit. Option B pays the face amount plus the cash value. 

If cash values grow over time, so would the death benefit which is payable to the insured's 

beneficiaries. If cash values decline, the death benefit would also decline. Presumably, option B 

death benefit policies would require higher premiums than option A policies. 

http://en.wikipedia.org/wiki/Life_insurance_policy


Limited-pay  

Another type of permanent insurance is Limited-pay life insurance, in which all the premiums 

are paid over a specified period after which no additional premiums are due to the policy in 

force. Common limited pay periods include 10-year, 20-year, and are paid out at the age of 65. 

Endowments  

Endowments are policies in which the cumulative cash value of the policy equals the death 

benefit at a certain age. The age at which this condition is reached is known as the endowment 

age. Endowments are considerably more expensive (in terms of annual premiums) than either 

whole life or universal life because the premium paying period is shortened and the endowment 

date is earlier. 

In the United States, the Technical Corrections Act of 1988 tightened the rules on tax shelters 

(creating modified endowments). These follow tax rules in the same manner as annuities and 

IRAs. 

Endowment insurance is paid out whether the insured lives or dies, after a specific period (e.g. 

15 years) or a specific age (e.g. 65). 

Accidental death  

Accidental death is a limited life insurance designed to cover the insured should they die due to 

an accident. Accidents include anything from an injury and upwards, but do not typically cover 

deaths resulting from health problems or suicide. Because they only cover accidents, these 

policies are much less expensive than other life insurance policies. 

It is also very commonly offered as accidental death and dismemberment insurance (AD&D) 

policy. In an AD&D policy, benefits are available not only for accidental death, but also for the 

loss of limbs or bodily functions, such as sight and hearing. 

Accidental death and AD&D policies very rarely pay a benefit, either because the cause of death 

is not covered by the policy, or the coverage is not maintained after the accident until death 

occurs. To be aware of what coverage they have, an insured should always review their policy 

for what it covers and what it excludes. Often, it does not cover an insured who puts themselves 

at risk in activities such as parachuting, flying, professional sports or involvement in a war 

(military or not). 
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Accidental death benefits can also be added to a standard life insurance policy as a rider. If this 

rider is purchased, the policy will generally pay double the face amount if the insured dies due to 

an accident. This used to be commonly referred to as a double indemnity policy. In some cases, 

insurers may even offer triple indemnity cover. 

Related Product 

Riders are modifications to the insurance policy added at the same time the policy is issued. 

These riders change the basic policy to provide some feature desired by the policy owner. A 

common rider is accidental death (see above). Another common rider is a premium waiver, 

which waives future premiums if the insured becomes disabled. 

Joint life insurance is either a term or permanent policy insuring two or more persons with the 

proceeds payable on either the first or second death. 

Survivorship life is a whole life policy insuring two lives with the proceeds payable on the 

second (later) death. 

Single premium whole life is a policy with only one premium which is payable at the time the 

policy matures. 

Modified whole life is a whole life policy featuring smaller premiums for a specified period of 

time, after which the premiums increase for the remainder of the policy. 

Group life insurance  

Group life insurance (also known as wholesale life insurance or institutional life insurance) is 

term insurance covering a group of people, usually employees of a company, members of a 

union or association, or members of a pension or superannuation fund. Individual proof of 

insurability is not normally a consideration in the underwriting. Rather, the underwriter considers 

the size, turnover and financial strength of the group. Contract provisions will attempt to exclude 

the possibility of adverse selection. Group life insurance often includes a provision for a member 

exiting the group to buy individual coverage. 

Senior and preneed products  

Insurance companies have in recent years developed products to offer to niche markets, most 

notably targeting the senior market to address needs of an aging population. Many companies 
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offer policies tailored to the needs of senior applicants. These are often low to moderate face 

value whole life insurance policies, to allow a senior citizen purchasing insurance at an older 

issue age an opportunity to buy affordable insurance. This may also be marketed as final expense 

insurance, and an agent or company may suggest that the policy proceeds could be used for end-

of-life expenses. 

Preneed life insurance policies are limited premium payment whole life policies that, although 

available at almost any age, are usually purchased by older applicants. This type of insurance is 

designed to cover specific funeral expenses when the insured person dies, which the applicant 

has designated in a preneed funeral goods & services contract with a funeral. The policy's death 

benefit is initially based on the total funeral cost at the time of prearrangement, and it then 

typically grows as interest is credited. In exchange for the policy owner's designation of the 

funeral home as the primary beneficiary, the funeral home will typically guarantee that the death 

benefit proceeds will cover the future cost of the selected goods & services no matter when death 

occurs. Excess proceeds may go to either the insured's estate, a designated beneficiary, or to the 

funeral home, as set forth in the prearrangement funeral contract. Purchasers of these policies 

usually make a single premium payment equal to the funeral amount at the time of 

prearrangement, but companies offering these products also allow premiums to be paid over as 

much as ten years. 

 

Undercurrent in Pricing: 

This has been explained by example of undercurrent pricing through women insurance: 

Women of child-bearing age routinely pay more for health care because they‘re women. If 

they‘re pregnant, they can be legally denied coverage. 

Women face other problems in today‘s insurance market: They tend to need more preventive 

care and therefore are subject to more co-pays and deductibles, and single heads of households 

are often women, meaning they‘re responsible for the family‘s health care bills. 
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Legislation now being considered by Congress to overhaul America‘s health care system would 

dramatically change the rules, and there‘s general agreement that this is a problem that needs 

fixing. 

―This is very significant, particularly for women buying policies on their own,‖ said Linda 

Blumberg, senior fellow and economist at the Urban Institute, a policy research group. 

Bills moving through Congress would end the longstanding practice of basing rates on gender, 

which is allowed in most states. Legislation also would eliminate co-pays and deductibles for 

preventive care, require maternity coverage to be offered at reasonable rates and provide 

financial help for those who couldn‘t afford coverage. 

The changes have widespread support, not only from women‘s groups but notably from Karen 

Ignagni, president and chief executive officer of America‘s Health Insurance Plans, which 

represents insurers. But there is some disagreement. 

―The Democrats are choosing to ignore a basic fact: Their health care bill will raise taxes, 

increase costs and raise insurance premiums on men, women and families alike … a trillion-

dollar government takeover of health care will actually make things worse,‖ said Antonia Ferrier, 

spokeswoman for House Republican Leader John Boehner of Ohio. 

Nancy Pfotenhauer, spokeswoman for Patients First, a conservative group, argued that creating a 

government-run program to compete with the public sector, as legislation in the House of 

Representatives and one major Senate measure would do, ―will devastate American women and 

undermine our access to affordable quality health care.‖ 

In that argument, private insurers eventually would stop covering people, meaning Americans 

would have to resort to government for their care. 

―Women will have less autonomy and control,‖ Pfotenhauer said. 



Three House committees and the Senate Health Committee have written bills that include a 

public option, or a government-run alternative to private insurance, while the Senate Finance 

Committee rejected the idea. Instead, it would create co-ops, or nonprofit member-run plans. 

That committee is expected to take a final vote on its bill later this week. If approved, it will be 

combined with the Health Committee version and be debated by the full Senate, probably later 

this month. House leaders are also trying to combine their committees‘ three bills into one, and 

also hope for a full floor debate in late October. 

Women‘s issues are likely to be considered in three general categories — gender-based pricing, 

preventive care and helping lower-income parents. In each case, they tend to affect the uninsured 

that get no coverage through their employers. 

Younger women are usually charged more for coverage because they tend to use more health 

services than men. The National Women‘s Law Center found that women ages 15 to 44 spent 68 

percent more on health care than men during those years. In addition, the center found in a 

survey last year that in 47 states and the District of Columbia, insurers that used gender ratings 

charged 40-year-old women between 4 percent and 48 percent more than men of the same age. 

Often, said Blumberg, ―Premiums are based on expectation of pregnancy.‖ 

The health insurance industry supports legislation that would end such gender ratings, but Robert 

Zirkelbach, America‘s Health Insurance Plans spokesman, was asked why companies don‘t 

simply end the practice now. 

―Right now, premiums in the individual health insurance market are based on the expected cost 

of providing care just as it is with auto and life insurance,‖ he said. If virtually everyone is 

required to buy health insurance, the risk pool grows, and coverage becomes more affordable." 

Preventive care is particularly important to women because they tend to need it more, 

particularly at a younger age. It can involve mammograms, more regular checkups, Pap smears 

and other tests. 



More women are in lower income brackets, making it hard for them to get coverage. In 2007, 45 

percent of women ages 18 to 64 were uninsured or underinsured, compared with 39 percent of 

men, according to a study this year by the Commonwealth Fund, an independent New York City-

based health care research group. 

―Women are in double jeopardy,‖ said Rep. Jan Schakowsky, D-Ill. ―They earn less than men, so 

even if we were charged the same premiums they would pay a bigger percentage of their income, 

and women are usually charged more.‖ 

Markets in Risk Management: 

Insurance is a risk management technique used to hedge against the risk of a contingent and 

uncertain loss. 

Risk management effectiveness is improving, but still has some way to go to meet the 

expectations of CEO and CROs. Its often subjective nature means that it can be difficult to assess 

effectiveness and to measure progress, although some approaches are being developed to assist 

in this task. Solvency II requires that risk management is effective, so there is a regulatory driver 

for progress, as well as business desire. 

With insurance, the insured is paying for the right to transfer a specific risk to the insurance 

company. 

Key Points 

 When buying insurance, a person pays to transfer some amount or all risk to an insurance 

company. 

 One type of insurance, called an annuity, has a person pay now to receive an annual 

income in the future. 

 Adverse selection occurs when higher-risk people demand greater amounts of insurance 

than lower-risk people. Moral hazard occurs when people behave less carefully because 

they have insurance to cover their losses. 

Insurance is a risk management technique primarily used to hedge against the risk of a 

contingent and uncertain loss by transferring the possibility of this loss from one interested 

person, persons, or entity to another, usually an insurance company. When people purchase 
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insurance, they are entering into an agreement with the insurance company. The individual 

agrees to pay the insurance company an agreed upon amount or a series of amounts 

(premiums). In return, the insurance company assumes some or all of the liability in the event 

that the specified uncertain future loss is realized. In effect, the insured is paying for the right 

to transfer a specific risk to the insurance company.  

Risk Management and Insurance Industry 

Risk management insurance is a type of insurance policy purchased by companies and 

organizations in an effort to limit any potential damages to their activities. These damages can be 

infrastructure-based or economic, and are generally identified internally or externally by the 

enterprise. Steps are taken by firms to assess and mitigate certain risks associated with their 

continued functions. Companies attempt to lower these risks to near zero, however, any risks that 

are still present are then insured by another company to allow them to offset these threats. This 

means that if one of these events that has been identified by the company occurs, a financial 

recovery will be issued by the insurer. Organizations identify their assets and determine what is 

most critical to their continued operations. They then identify threats and assess the likelihood of 

these events occurring. After leveraging resources to mitigate the possibility of these threats, an 

exact percentage of likelihood is established. The less likely an event is, the less expensive a risk 

management insurance policy will be. 

The robust logic behind effective risk management means that it is desirable for all businesses. 

Ensuring that risk management frameworks are effective seems to be the next big risk 

management challenge for businesses because: 

• CEOs and CROs want their risk capability to be effective. 

• There are regulatory drivers requiring it. For example, Article 44 (1) of the Solvency II 

Directive contains statements such as, ―The risk management systems shall be effective and well 

integrated into the organizational structure and in the decision making process... proper 

consideration of the persons who effectively run the undertaking or have other key functions.‖ 

The directive uses the term, ―risk anagement systems‖ (RMS) to describe what some might 

understand to be ―enterprise risk management‖ (ERM). 
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Understanding the degree of effectiveness is important, but often hampered by the lack of a   

comprehensive structure for the assessment. As a result, assessments can sometimes be too 

general or overly subjective. We have seen two types of approaches being used internationally to 

measure risk management effectiveness. One approach tends to be subjective, principles-based 

and flexible and the other tend to be more process-driven and rules-based. How would these be 

used in practice? Under the first method, a ―maturity profile‖ approach might be used to arrive at 

a percent effectiveness score. At the other end of the spectrum is the absolute method, whereby a 

―yes/no‖ answer to a series of questions could be used often via a sign-off or attestation process. 

Both have their merits, and there are many hybrid approaches being used. There are also dangers 

with both approaches if there is an expectation of full effectiveness, which we have sometimes 

found to be unrealistic for large and complex international insurance businesses, as anything 

short of full effectiveness may be frowned upon (sometimes unreasonably) by management or 

supervisors. 

Whatever a firm‘s preferred approach there is the need to understand the level of effectiveness in 

proper context. We think it is important that the coverage is comprehensive and that the 

conclusions are constructed properly.  

Risk, in insurance terms, is the possibility of a loss or other adverse event that has the potential to 

interfere with an organization‘s ability to fulfill its mandate, and for which an insurance claim 

may be submitted. 

Risk management ensures that an organization identifies and understands the risks to which it is 

exposed. Risk management also guarantees that the organization creates and implements an 

effective plan to prevent losses or reduce the impact if a loss occurs. 

A risk management plan includes strategies and techniques for recognizing and confronting these 

threats. Good risk management doesn‘t have to be expensive or time consuming; it may be as 

uncomplicated as answering these three questions: 

1. What can go wrong? 

2. What will we do, both to prevent the harm from occurring and in response to the harm or 

loss? 



3. If something happens, how will we pay for it? 

Risk management provides a clear and structured approach to identifying risks. Having a clear 

understanding of all risks allows an organization to measure and prioritize them and take the 

appropriate actions to reduce losses. Risk management has other benefits for an organization, 

including: 

 Saving resources: Time, assets, income, property and people are all valuable resources 

that can be saved if fewer claims occur. 

 Protecting the reputation and public image of the organization. 

 Preventing or reducing legal liability and increasing the stability of operations. 

 Protecting people from harm. 

 Protecting the environment. 

 Enhancing the ability to prepare for various circumstances. 

 Reducing liabilities. 

 Assisting in clearly defining insurance needs. 

An effective risk management practice does not eliminate risks. However, having an effective 

and operational risk management practice shows an insurer that your organization is committed 

to loss reduction or prevention. It makes your organization a better risk to insure. 

Insurance is a valuable risk-financing tool. Few organizations have the reserves or funds 

necessary to take on the risk themselves and pay the total costs following a loss. Purchasing 

insurance, however, is not risk management. A thorough and thoughtful risk management plan is 

the commitment to prevent harm. Risk management also addresses many risks that are not 

insurable, including brand integrity, potential loss of tax-exempt status for volunteer groups, 

public goodwill and continuing donor support. 

An organization should have a risk management strategy because: 

 People are now more likely to sue. Taking the steps to reduce injuries could help in 

defending against a claim. 



 Courts are often sympathetic to injured claimants and give them the benefit of the doubt. 

 Organizations and individuals are held to very high standards of care. 

 People are more aware of the level of service to expect, and the recourse they can take if 

they have been wronged. 

 Organizations are being held liable for the actions of their employees/volunteers. 

 Organizations are perceived as having a lot of assets and/or high insurance policy limits. 

Risk management insurance is a type of insurance policy purchased by companies and 

organizations in an effort to limit any potential damages to their activities. These damages can be 

infrastructure-based or economic, and are generally identified internally or externally by the 

enterprise. Steps are taken by firms to assess and mitigate certain risks associated with their 

continued functions. Companies attempt to lower these risks to near zero, however, any risks that 

are still present are then insured by another company to allow them to offset these threats. This 

means that if one of these events that have been identified by the company occurs, a financial 

recovery will be issued by the insurer. Organizations identify their assets and determine what is 

most critical to their continued operations. They then identify threats and assess the likelihood of 

these events occurring. After leveraging resources to mitigate the possibility of these threats, an 

exact percentage of likelihood is established. The less likely an event is, the less expensive a risk 

management insurance policy will be. 

Retaining risk for Insurance 

Self-insurance is a risk management method in which a calculated amount of money is set aside 

to compensate for the potential future loss. 

Self insurance is the term used to describe a situation whereby a company opts to retain some of 

its potential financial risks, rather than to transfer those risks to a third party like an insurance 

company. In doing so the company chooses to pay its own losses arising from those risks. 

Generally speaking, the organization will fund any claims from either its working capital, its 

general savings or from a specifically established and managed funding reserve. 

As an individual, you probably already 'self insure' without actually realizing it. Did you turn 

down that extended warranty offered when you last bought an electrical product or did you 
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choose to pick a larger than standard excess on you motor policy this year? By choosing to run 

the risk that the electrical item would not break down just after the manufacturer's guarantee 

period or by extending your vehicle excess to reduce the premium because you believe you are a 

safe driver, you have consciously made the decision either not to take (or to take reduced) 

insurance cover and to carry some of the risk personally. The concept is very similar for 

businesses. 

If self-insurance is approached as a serious risk management technique, money is set aside 

using actuarial and insurance information and the law of large numbers so that the amount set 

aside (similar to an insurance premium) is enough to cover the future uncertain loss. 

Self-insurance is possible for any insurable risk, meaning a risk that is predictable and 

measurable enough in the aggregate to be able to estimate the amount that needs to be set aside 

to pay for future uncertain losses. For a risk to be insurable, it must represent a future, uncertain 

event over which the insured has no control. Other characteristics which assist in making a risk 

self-insurable include the ability to price or rate the risk. If the insurable event is one in a large 

number of similar risks, the aggregate risk can be estimated according to the law of large 

numbers and the probability of that event occurring in the future can be quantified. Normally, 

catastrophic risks are not self-insured as they are highly unpredictable and high in loss-value. 

Catastrophic risks are normally underwritten by the re-insurance or wholesale insurance market. 

Any risk where the potential loss is so large that no one could afford to pay the market premium 

required to provide cover would not be commercially insurable. An example is 

that earthquakes cannot be fully insured against because an earthquake can cause more damage 

than any insurer or the combined insurance market is willing to risk in total assets. However, 

captives and self-insurance programs are often designed to provide for a part of a risk that would 

be catastrophic to the business concerned, or catastrophic risks that are often commercially 

uninsurable, such astobacco litigation liability risks. 

Full or exclusive self-insurance is rare, as a combination of self-insurance and commercial 

insurance usually provides the best cover for the self-insured. Usually the predictable losses of 

the risk are retained and self-insured, forming a first or "working" layer of cover, and a stop-loss 

or stop-gap policy is purchased from the commercial insurance market. The commercial 

insurance market then pays for losses above the specified self-insurance limit per loss, thereby 
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stopping the cost of losses to the self-insured above the retained values. Effectively the losses 

paid for by the insured before the stop-loss policy pays becomes the deductible layer. Depending 

on the level at which risks are stopped, commercial insurance cover should become less and less 

expensive the further away the commercial insurer moves from the working layer of paying 

claims each year. 

A popular and cost-effective form of self-insurance can be found in various types 

of employee benefits insurance offered by corporations with many thousands of employees. 

Employee benefits self-insurance programs are often underwritten by captive insurance 

companies formed, owned and managed by corporations in both on-shore and off-shore captive 

domiciles. The reason for this is that hundreds of thousands of employees constitute a large 

enough risk pool for the corporation to be able to predict and price the risk of losses from 

benefits offered to employees. In this way, corporations are able to manage their financial 

exposure to the self-insurance program without buying commercial insurance. 

Employee benefits is a broad term that could include major medical coverage for employees, 

accident and health insurance, dental, employee health benefits plans, executive compensation, 

health insurance, life insurance, medical reinsurance, pension funding, prescription drug 

coverage, retiree benefits, self-funded policies, short-term and long-term disability, stop loss 

coverage, and vision. 

The idea of self-insurance is that by retaining, calculating risks, and paying the resulting claims 

or losses from captive or on-balance sheet financial provisions, the overall process is cheaper 

than buying commercial insurance from a commercial insurance company. Cost savings to the 

self-insured entity are usually realized through the elimination of the carrying-costs that 

commercial insurers are obliged to pass on to their insurance consumers. 

Another example of this is a self-funded health care plan under which a smaller employer helps 

finance the health care costs of its employees by contracting with a Third Party 

Administrator (TPA) to administer many aspects of the plan. The employer may also contract 

with a reinsurer to pay amounts in excess of a certain threshold, in order to share the risk for 

potential catastrophic claims experience. 

Self-insurance is less readily available for individuals because individuals rarely gain sufficient 

cost-savings on small premiums to justify specialized self-insurance captives, interventions and 

http://en.wikipedia.org/wiki/Employee
http://en.wikipedia.org/wiki/Corporations
http://en.wikipedia.org/wiki/Self-funded_health_care
http://en.wikipedia.org/wiki/Third_party_administrator
http://en.wikipedia.org/wiki/Third_party_administrator
http://en.wikipedia.org/wiki/Third_party_administrator
http://en.wikipedia.org/wiki/Reinsurer


negotiations with insurers. However, many small businesses are now using self-insurance 

mechanisms such as cell captives and rent-a-captives with considerable success. 

In the United States, Self Insurance for automobiles is permitted by law in several states. These 

states require the self-insured individual to show proof of financial responsibility by 

demonstrating that they have a certain amount of cash on hand to pay for expenses if they are at 

fault in an automobile accident. 

Key Points 

 Self insurance is a business strategy where an organization sets aside funds to manage a 

portion of its own risk, rather than relying on an insurer. 

 Self insurance can be applied to almost any class of risk, including liability, property, 

motor vehicle and workers‘ compensation. 

 Organizations wishing to self insure accept responsibility for claims management, which 

can be done internally or outsourced to a third party. 

 Retaining risk refers to the strategy of paying losses out of your own pocket. 

Retaining risk can be voluntary (such as carrying higher deductibles in order 

to lower your premiums). Retaining may mean choosing to take the entire 

risk on less valuable items; for example, you may forgo insurance on a $300 

canoe. Retaining may mean not carrying insurance to cover low-frequency 

catastrophic losses that have almost no chance of happening where you 

live; for example, you probably won‘t buy earthquake insurance if you live in 

Minnesota. 

 

Retaining risk can also be involuntary — bad news. In this category are the 

surprises you get at claim time, the risks you take every day without even knowing it, 

such as: having any coverage to protect against an injury lawsuit from the 

person who delivers a package to your home-based business and falls and is injured on 

your icy sidewalk. Not being protected against the lawsuit from your co-worker who was 

injured while riding with you in your company car 

 Receiving only $30,000 for your $50,000 kitchen fire because of depreciation deductions 
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under your homeowner‘s policy being sued by a car-rental company for $10,000 in 

damages to a rental car — damages caused by a friend or co-worker — for which you 

naively 

agreed to be responsible when you scribbled your signature on the rental agreement  

Much of the focus of this book is on uncovering these involuntary retentions — the many 

pitfalls of personal policies.  

 

 

 

 

 
 
 
 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

 



Introduction to Risk Mgmt 

Rising insurance premiums and the occasional inability to obtain coverage at any cost have 

changed the traditional role of insurance. Obtaining coverage for every insurable risk is being 

replaced by the risk management concept. Risk management, which includes insurance coverage, 

is intended to minimize the costs associated with assuming certain types of risk and providing 

prudent protection. It deals with pure risks that are characterized by chance occurrence and that 

may only result in a financial loss. Risk management does not address speculative risks that 

afford the opportunity for either financial gain or loss. 

Any introduction to insurance requires a clear understanding of the concept of risk. Many 

insurance professionals use the word risk to refer to an insured, a prospect for insurance or to the 

peril that is being insured. They will say that a particular person or property is a good risk or a 

bad risk, meaning that they have evaluated the underwriting characteristics of that person or 

property for a particular insurance policy. This usage differs from the strict insurance definition, 

which defines risk as the uncertainty regarding financial loss. 

The financial industry is undergoing phase of change. Risk management plays an important role. 

The concept of Economic Capital has become the risk management standard in banking 

Convergence in the financial industry is rapidly taking place. Such institutions will have an 

incentive to develop risk measurement systems that adequately and consistently take into account 

risk. The   convergence within the financial industry also has consequences in the area of 

Alternative Risk Transfer (ART). ART products have characteristics of banking and insurance. 

The proper management of risks in ART products requires measurement of the risks. With banks 

and insurers providing ART products, it is important that risk measurement techniques are 

consistent across banking and insurance. Given these two drivers for convergence within the 

financial industry (All-Financial institutions and ART products), discrepancies between banking 

and insurance are undesirable. Mercer Oliver and Wyman argue that currently there are 

discrepancies in capital productivity between banks and insurers that pose insurers at a 

competitive disadvantage. Therefore, we expect that insurance firms will adopt the concept of 



Economic Capital as the standard risk measurement system similar to banking. The insurance 

supervisory area is currently evolving. The European supervisory framework has remained 

unchanged since the 1970s and has consequently become outdated. The Solvency II project aims 

to review the E.U. insurance supervisory framework. In addition, insurance supervision is 

changing in various countries around the globe (like Australia, Canada, the Netherlands, and 

Switzerland). The new supervisory framework emphasizes proper risk management. Because 

changing regulation encouraged economic capital implementation within the banking industry, 

we expect a wave of economic capital implementation in the insurance industry as well. 

The importance of risk management in the management control systems of financial institutions 

is growing. Financial institutions increasingly become aware of the risk in their business and 

relate the risk to capital via the concept of Economic Capital as the overarching risk 

measurement technique .And through that, they include risk in capital allocation, performance 

management, and pricing. Economic capital has become the technique to allocate capital, as a 

buffer against risk, as a scarce resource within the financial institution. Financial conglomerates, 

combining banking and insurance activities, are currently unable to adequately allocate scarce 

resources across all of their business, because insurance risk models are only gradually being 

developed. Given the developments of supervision and convergence, we expect that this will be 

an incentive for insurance firms to develop and implement economic capital models. 

 

 Pure risks can be separated into three major categories: property, liability, and personnel. The 

most commonly known property risk relates to loss of real property from fire or other natural 

causes. This category also includes the loss of any bank asset, including currency, securities, or 

records. Property risk also includes indirect expenses that result from property loss, such as 

relocating to temporary facilities or loss of business while repairing facilities. These indirect 

costs often are as significant as the actual loss of property. Liability risk includes suits resulting 

from injury or death of employees and the public, suits alleging official misconduct, and 

individual or class action suits alleging mistreatment or violation of law or regulation. All phases 

of a bank‘s operation are susceptible to liability risks. The third category, personnel risk, 

concerns those risks associated with the loss of key personnel. This risk is often more 



pronounced in small and medium-sized banks that lack plans for management continuity. There 

are three stages in risk management: risk identification and analysis, risk control, and risk 

treatment. Although the degree of   sophistication in each of those stages will vary from bank to 

bank, the thought and decision making processes that characterize each stage should be present 

in every bank if costs, and losses are to be minimized. In establishing a sound risk management 

and insurance program, bank management first must recognize where it is exposed to loss. This 

is the most important of the three steps. It requires a review of all aspects of the bank‘s present 

and prospective operations. As new products are marketed or fixed assets acquired, they must be 

evaluated to determine what risks they present. Identified risks should then be analyzed to 

estimate their potential loss exposure. One method is to examine the bank‘s historical loss 

records. This information should be available from the bank‘s internal records. An analysis of 

industry loss experience can also be valuable. Statistical summaries of the industry‘s loss 

experience can be obtained from publications of the Insurance and Protection Division of the 

American Bankers Association and The Surety Association of America. 

Risk management can be defined as activities that are undertaken to reduce exposure to loss. For   

insurance companies, risk management is of the utmost importance because insurance is the 

business of risk assumption. There are a myriad of activities involved in insurance risk 

management, as we will explain which require both specialized skills and centralized oversight 

to perform successfully. Given the changes witnessed in the recent past by the insurance 

industry, as well as changes expected to occur in the future, these activities are beginning, 

appropriately, to fall under tighter executive management scrutiny and control. All enterprises 

today face dynamic changes that are beginning to transform the way business is conducted. The 

insurance industry, however, is likely facing the most substantial changes of all industries. For 

example, consider the following: 

• The tragic September 11th terrorist attacks and the way those attacks redefined the way insurers 

view, plan, and price for insurance coverage. 

• The probes of New York Attorney General Eliot Spitzer, which resulted in the removal of 

several very prominent insurance executives. 

• The dramatic effects of Hurricanes Katrina and Wilma in 2005 (as well as the general increase 

in hurricane occurrences over the past fifteen years). 



• The consequences of the Sarbanes-Oxley Act of 2002 on an industry whose largest liability 

(claims reserves) is based on estimates and forecasts. 

• Basel II and impending Solvency II regulation. 

• Ever increasing competition from the alternative investment community. 

• The seemingly growing likelihood of Federal regulation in an industry with a very long history 

of State regulation. 

 

IMPORTANCE OF RISK MANAGEMENT 

Risk management is a structured process for reducing uncertainty about risks of accidental loss. 

This process includes identifying and evaluating risks and developing methods to deal with 

identified risks. Done correctly, this process also includes implementing a system that measures 

performances and provides feedback. Ubiquitous exposure to catastrophes threatens the financial 

viability of an organization and its continued ability to perform its essential purpose. Under the 

shadow of these infrequent but life threatening accidents, an organization's risk management 

program must find ways to reduce and avoid losses and comfortably finance, through insurance 

or another method, those that do occur. The ideal risk management program produces the lowest 

risk cost and keeps these costs stable from year to year. 

The importance of risk control is readily apparent when an uninsurable risk is involved. But the 

significance of minimizing premium costs through risk control cannot be overlooked. A bank‘s 

primary defenses against loss are its policies, procedures, and internal controls. These systems 

and guidelines are integral parts of the risk and insurance management program. They must be 

communicated to, and understood by, all bank personnel. The bank must also provide audit 

coverage to insure that these controls are followed. Additionally, the controls required by the 

Bank Protection Act of 1968 (12 CFR 21) (see Cash Accounts examination procedures) directly 

relate to the risk management program. Emergency preparedness, contingency planning, and 

records management also play significant roles in the risk control function. Once risks have been 

identified and risk controls implemented, management must decide the most appropriate method 

for treating a particular risk. Management can treat risk in two ways, retaining or transferring it. 

Although many factors influence this decision, the purpose of risk management is to minimize 

the costs associated with pure risks. Cost is broadly defined to include: 



· The direct and consequential costs of loss prevention measures, plus 

· Insurance premiums, plus 

· Losses sustained, including consequential effects and expenses to reduce such losses, plus 

· Pertinent administrative expenses, minus 

· Recoveries from third parties and indemnities from insurers on account of losses sustained. 

PURPOSE OF RISK MANAGEMENT 

The purpose of risk management is to: 

Protect the organization from severe financial disruption due to accidental losses, and 

Do so at a cost that is affordable and does not fluctuate significantly from year to year. 

Underlying risk management objectives include protecting assets from loss or destruction, 

creating a safe work environment for employees, and reducing the likelihood of injuring or 

damaging a customer or other third party. 

 

 Risk management is the process of formally identifying and evaluating risk, and choosing the 

most efficient method of paying for and recovering from potential loss. One method often 

considered to handle potential losses is insurance, the organized sharing of losses across 

individuals and companies.  

Without risk management and insurance, businesses would more often be put out of business by 

unpredictable losses. Fewer individuals could own homes, drive cars, attain adequate medical 

attention, and provide financial security for their families.  

The business of assuming risk from others is becoming increasingly sophisticated and global in 

nature. This makes the insurance industry an exciting and challenging place to work.  

As value is typically estimated on an enterprise-wide basis, a logical argument can be made that 

the risks generated from the activities expected to create value should also be managed at the 

enterprise level. In this context, enterprise risk management could be defined as, ―the 

identification and assessment of the collective risks that affect firm value, and the 



implementation of a firm-wide strategy to manage those risks.‖  Applied to the insurance 

business, enterprise risk management is the overall policy of managing the risks generated by the 

value drivers utilized to execute an insurance strategy. Managing the risks of an enterprise as 

complex as an insurance company in a cohesive manner can be a daunting task for a variety of 

reasons, such as: 

• The time-lag (or tail) between when insurance coverage is sold and when claim services 

are provided can be extremely long. This tail makes insurance a particularly difficult business to 

manage. 

Dramatic examples of this can be seen in the handling of claims generated from lead poisoning 

and exposure to asbestos. 

• As indicated above, the insurance industry is regulated at the state level. Needless to 

say, complying with fifty different sets of state laws and regulations, and fifty different 

regulators can be complicated. 

• There are also a variety of cultural reasons that complicate insurance risk management. 

For example, there is occasionally a perception by some insurance professionals that the 

insurance business is strictly an underwriting game. This essentially means that if an insurance 

company underwrites ―the right risks at the right prices,‖ the other key insurance activities (i.e., 

investment, claims handling, reinsurance, etc.) ―can take care of themselves.‖ While 

underwriting, like all sales-related activities, is extremely important insurance value is created 

across a range of drivers, each of which must be 

Carefully managed if value is to be created and maximized. Risk management—like all 

business-related activities—begins with strategy. After formulating strategy, executives typically 

establish controls to enable them to execute their strategy by optimally leveraging value drivers 

and efficiently managing the risks generated by those drivers. Such management frequently, and 

most appropriately, revolves around organizational design, processes, and information. 

Regarding insurance organizational design, the insurance business is frequently conducted in a 

silo structure, which is an organizational configuration wherein each value driver is generally 

operated independently of the others and, frequently, from the risks generated by those drivers. 

For example, there can be little (to no) interaction between the underwriting and claims 

departments of an insurance company. 



Similarly, there can be very little (if any) interaction between insurance investment personnel 

and insurance corporate finance personnel. Nevertheless, in simpler and less volatile times the 

silo   organizational structure provided a workable framework in which to conduct the business 

of insurance. In such times the focus of insurance managers was directed on premium growth to 

take advantage of rising capital market returns and non-claim related cost containment to manage 

the expense ratio. 

 

Accident vs. Arson 

To understand this strict insurance definition of risk, consider what happens when an individual 

decides to burn down his or her own home. When gasoline is sprayed on the house and a torch is 

applied, the loss is certain. The event is purposeful in nature, and no uncertainty exists. 

Therefore, there is no risk (in insurance terms) of loss by fire. Conversely, when a house fire is 

started by faulty electrical circuitry or a lightning strike, the event is sudden and unexpected. 

Both the owner of the house and the financial institution that holds the mortgage on the house 

suffer a financial loss. The loss is uncertain and accidental; therefore, a risk exists and the loss is 

covered by insurance. 

Speculative vs. Pure Risk 

Risk, as defined by the insurance industry, can be of two kinds: speculative or pure. This 

distinction is important because, in general, only pure risks are insurable. Speculative risk 

involves three possible outcomes: loss, no loss or profit. Investing in the stock market is an 

example of speculative risk. One might profit when the value of the stock rises, lose when it 

declines or break even if no change occurs. 

Speculative risks are not insurable. Pure risk involves only two possible outcomes: loss or no 

loss, with no possibility of gain or profit. The risk associated with the chance of being robbed is 

an example of pure risk. No opportunity for gain exists if the robbery does not occur—only an 

opportunity for loss if it does. Only pure risks are insurable. A pure risk involves only the chance 

of loss, never the chance of a gain. Insurance protects against pure risk. 

Loss and Exposure 

Loss is defined for insurance purposes as unintended, unforeseen damage to property, or the 

amount the insurance company is obligated to pay because of personal injury. Everyday wear 

and tear on clothing represents destruction or decline in value; however, for insurance purposes, 

it is not a loss because it is the expected or intended consequence of wearing the clothes. Smoke 



damage to clothing caused by a fire in the house, in contrast, would be considered a loss that a 

person could obtain insurance to offset. 

Insurance 

Insurance is a financial device for transferring or shifting risk from an individual or entity to a 

large group with the same risk. This is accomplished through a contract, the insurance policy, 

with an insurance company. Under this arrangement, the individual, along with other insured‘s, 

pays a sum to the insurance company. In turn, the insurance company agrees to pay an amount of 

money (reimbursement) to the individual, or on behalf of the individual, if the events described 

in the policy occur. Insurance is used to indemnify, or restore, a policyholder to a pre-loss 

condition. The individual accepts a known cost, the premium, in exchange for payment of a 

large, uncertain financial loss. The insurance company combines, or pools, a large number of 

similar units (homes, autos, businesses, etc.) and thus can predict losses within these units. 

 

REQUIREMENTS OF AN INSURABLE RISK 

 Not all risks and loss exposures are insurable. Insurance companies generally are unwilling to 

insure unusual risks or those that represent a potential for catastrophic loss. Certain requirements 

must be met for a risk to be insurable from a company's point of view. To be insurable, a risk 

must meet the following general requirements: 

• Large enough to cause economic hardship yet feasible to insure; 

• Not excessively catastrophic; and 

• Unintentional and  accidental. 

Economic Hardship Losses 

When an individual purchases an insurance policy, he or she transfers the risk of economic loss 

to an insurance company. Although people might wish to transfer all of their chances of loss to 

the insurer, insurance companies are not interested in assuming every risk inherent in a person's 

everyday life. The potential losses insurance covers must be large enough to warrant the insurer's 

time, effort and expense 

to provide insurance against the occurrence. Thus, the potential loss must be large enough to 

cause an economic hardship for the insured, yet the cost of insuring the risk must be 

economically feasible. 

 

 



Enterprise Risk Management 

Through enterprise risk management (ERM) risks in a company are understood, managed, and 

used for decision making. In a robust implementation, a CRO becomes the focal point of the 

ERM universe.  In the ERM role, a CRO then becomes the owner of the risk management in the 

company. The following set of accountabilities should become a part of his/her KPIs. 

Ensure that company has the right risk framework 

There is sufficient management buy-in, and the company has provided resources with the right 

quality and in the quantity. 

There is a process and rigors to risk assessments. 

All key risks are understood and analyzed. 

All risk mitigation strategies and tactics are adequate. Wherever there are gaps, a CRO should 

ensure that there are action plans to fix them up. 

Risk factors become central to all key decisions. 

Ensure that the perceptions about risks in the organization are the same and that there is a 

common risk language in the organization. 

There are sufficient key risk indicators (KRI) to monitor risks regularly. 

Key Risk control Program 
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The key risks in an insurance company are underwriting risks, market risks, credit risks, 

operational risks, liquidity risks, and strategic risks (reputation, compliance/legal, agency, and so 

on). Each of the risks should be typically owned by a department, which will then set up 

procedures, put systems in place, and have the right people to manage them. But the 

effectiveness of such a set up has to be independently verified and monitored by the CRO. 

 

Risk Management Tools 
Risk Appetite 

Risk appetite is the amount of risk that an organization is prepared to accept, tolerate, or be 

exposed to at any point in time. Risk appetite can provide consistency in decision making.. It 

enables people to take well-calculated risks when opportunities arise that will improve delivery, 

and conversely, to also identify when a more cautious approach should be taken to mitigate a 

threat. The CRO should ensure that the risk owners articulate their risk appetite as an effect on 

capital, so that one can easily understand and monitor. 

Risk Self-Assessments 

Risk assessment is the basic unit of risk identification across the company and typically should 

be performed by the departments themselves though facilitated and challenged by the risk 

management people. A risk self-assessment is a very powerful tool and is based on the premise 

that those who perform or facilitate a process best know their risks. These exercises can uncover 

emerging risks. A risk assessment exercise done with top management for articulating the major 

risks to the company is the entity-level risk assessment. Such risk assessments should throw up 

the strategic risks for the company in the near and long term. Efficacy of entity-level risk 

assessment lies in seeing whether there was an emerging risk in the past that caught the 

management unaware. These could be vulnerable points that require a tightening of risk 

assessment. 

 

Risk Registers 

The risk registers are the central repository of risk information. They basically store the risk and 

control information for a process, department, or entity. Typically, the risk registers contain the 

risk description, risk category, risk owner, gross risk measure, [severity (impact) and likelihood 

before controls], control details, and strength of the controls (self assessed as well as assessed by 



risk management), net risk measure, [severity (impact) and likelihood after controls], action 

plans, and deadlines to project target risk as impact and likelihood. Control documentation, 

including end-to-end process maps, key control sheets, and procedures manuals can be attached 

to the risk register. Use of colors can provide the visual triggers regarding the statuses – which of 

the risks need attention. Output from the Register can be used in quantitative risk analysis for 

reserving purpose, management information in the form of Top risk report and an Internal Audit 

plan which can be partly driven by the identification of less strong controls within the business. 

 

Common Risk Language 

A common risk language forms an important part of the overall risk management framework. It 

enables meaningful comparisons to be drawn between risk information provided by the risk 

owners, which facilitates an understanding of the risks facing the company. With a common risk 

language, the management, the risk owners, and interested stakeholders would find it easier to 

fully understand or effectively communicate the risks that the group faces. The common risk 

language is expressed through the common risk framework consisting of standard risk 

categories, consistent risk identification, scoring and prioritization methodologies, and a 

common risk-recording mechanism. 

 

 

Category Risk  (sub-category)  Definition 

Credit Market Counterpart Risk The risk of guarantors, reinsurers, 
borrowers and general insurers 

failing to meet their financial 
obligations 

 Equity The risk of stock price fluctuations 

 Real Estate The risk of real estate value 

fluctuations 

 Foreign Exchange The risk of foreign exchange rate 

fluctuations 

 Interest Rate The risk of asset-liability mismatch 
resulting from interest rate 

volatility 

Operational Risk Financial Reporting The risk of allegedly inaccurate 
and/or misleading financial 

statements and/or related 
disclosures 

 People The risk arising from the actions or 

inaction of the Company’s 
employees 



 System/processes The risk of information, 

communications or computer 
systems failing and/or human or 

system error a within certain 

process or transaction 

 Legal & Regulatory The risk arising from inadequate or 

incorrect knowledge of, and/or 
noncompliance with, the laws and 

regulations governing the 

Company’s business operations 
and contractual agreements 

 Environmental  The risk of pollution events 

affecting Company property and/or 
the property of others 

 Strategic Risk The risk arising from choices of 
strategies, business models or 

implementation plans 

Insurance Mortality The risk of over-estimating how 
long policyholders will live 

resulting in higher-than-expected 

claims and benefit payments 

 Morbidity The risk of misestimating the 

number of times a policyholder will 
be sick or the length of the illness, 

resulting in higher-than-expected 

claims and benefit payments 

 Longevity The risk of under-estimating how 

long policyholders will live 

resulting in higher-than-expected 
claim and benefit payments 

 Product Design & Pricing The risk arising from inappropriate 
or inadequate product design and 

pricing, including the risk that the 

policy is not designed to take into 
account changes in policyholder 

behaviour and the external 
environment may also affect the 

risk exposure 

 Underwriting The risk arising from the 
underwriting process resulting in 

the acceptance of undesirable risks 

 Claims The risk arising from the claims 
administration process, including 

the inappropriate payment of 
claims, fraud and assertions of bad 

faith 

 Property/Causality The risk of providing 
property/casualty insurance 

coverage to third parties 

   

 

 



Risk Dashboard 

The next step in the risk management cycle is for the CRO to provide sufficient information to 

the stakeholders about the status of risk management in the company. The inputs for a risk 

dashboard should come from a variety of sources—qualitative as well as quantitative, internal as 

well as external. A good risk dashboard should provide the stakeholders with a view of the full 

risk measures and trends. 

GUIDELINES FOR APPLYING A RISK MANAGEMENT PROCESS TO ASSESSING 

INSURABLE RISK EXPOSURES 

 

Stage 1: Identify and assess the supplier’s insurable risk and review controls 

Determining the level of insurance cover that is adequate or reasonable for a specific contract is 

not an exact discipline, since it is difficult to foresee every risk or event that could potentially 

generate a claim. 

The theory 

Examine the risks 

The risks for each contract are different. Therefore, each contract will need to be assessed 

separately. 

To determine what these may be, it is necessary to: 

 identify the events or accidents that could happen arising from the supplier‘s activities; 

  And evaluate the overall level of risk. 

Step 1 – Identify the risks (what can go wrong?) 

 Some factors to consider: 

 type of activity; 

 duration of the contract or event; 

 degree of hazard involved in the contract; 

 likelihood of the supplier causing severe injury to participants, the public, the agencies‘ 

employees or other suppliers on site; 

 potential for a number of persons to be injured in the one accident or occurrence; 

 likelihood of the supplier damaging agency property or an agency‘s tenant‘s property and 

the value of the property at risk; 



 Risk of damage to third party property and quantum of losses that could arise; location of 

product or service delivery (does the location increase or reduce the risk of injury or 

damage?); 

 size/value of the contract;  

 likelihood of pollution or dust nuisance; and  

 Nature of any products supplied (uniqueness, complexity, reliance on new technologies 

or use of hazardous materials).  

 

Step 2 – Assess the risks (How likely? How serious?)  

Once identified, risks need to be analyzed to determine the likelihood and consequence of these 

occurring. The combination of likelihood and consequence is assessed to determine the level of 

risk.  

 

What is the overall level of risk?  

One way of prioritizing is to rate the specific risks as extreme, high, significant, and moderate or 

low depending on the combined ratings of likelihood and consequence. 

 

Step 3 – Examine controls (Will the controls reduce the likelihood of the risk occurring or 

reduce the consequence?)  

A lower level of insurance may be settled on if effective controls are in place that prevent, detect 

or lower the consequences and likelihood of potential or undesirable risks or events. 

 

Effective controls may include best practice initiatives adopted by the supplier. Some factors to 

consider are listed below:  

 The supplier‘s commitment to quality assurance. Is this at a level which reflects the 

nature of risks associated with the project;  

 the supplier‘s technical capability (e.g. references, accreditation, past performance on 

previous projects including time management, standard of work etc);  

 the supplier‘s history of relevant innovation, research and development;  



 whether the supplier is at financial risk (e.g. committed to multiple projects at the same 

time);  

 the supplier‘s commitment to human resource management (e.g. history of staff turnover 

and industrial relations performance, procedures for evaluating subcontractors‘ 

capabilities, strategies to effectively co-ordinate sub-contractors, training policy);  

 the supplier‘s commitment to occupational health and safety (e.g. systems which address 

management responsibility, sub-contracting, inspection and testing, corrective and 

preventative action, safety plans); and  

 The supplier‘s solvency (e.g. balance sheet, guarantees etc).  

 

 
Risk management is one of the most important components to protecting your financial future.  

Even when a risk seems like the unthinkable, precautions and preparations most is taken in order 

to avoid what can easily be severe financial devastation.  More than just purchasing insurance, 

there are many ways to protect from loss.  Understanding the methods of managing risk will 

benefit students for the rest of their lives.  Preparing for risk and protecting assets is a necessary 

part of life and business. The strategies to manage threats (uncertainties with negative 

consequences) typically include transferring the threat to another party, avoiding the threat, 

reducing the negative effect or probability of the threat, or even accepting some or all of the 

potential or actual consequences of a particular threat, and the opposites for opportunities 

(uncertain future states with benefits). Certain aspects of many of the risk management standards 

have come under criticism for having no measurable improvement on risk, whether the 

confidence in estimates and decisions seem to increase. 

In ideal risk management, a prioritization process is followed whereby the risks with the greatest 

loss (or impact) and the greatest probability of occurring are handled first, and risks with lower 

probability of occurrence and lower loss are handled in descending order. In practice the process 

of assessing overall risk can be difficult, and balancing resources used to mitigate between risks 

with a high probability of occurrence but lower loss versus a risk with high loss but lower 

probability of occurrence can often be mishandled 

 

http://en.wikipedia.org/wiki/Probability


Risk Management Process 
 

 
Fig.2 

 
Classic descriptions of management (of any type) refer to a five-step process. These five steps 

are identifying, defining, and measuring the problem, analyzing possible solutions, selecting and 

implementing the best solutions, and monitoring results and making alterations. The 

management process is continuous, never ceasing to improve the selected solutions. Risk 

management is founded on these same principles. It consists of five phases: risk identification, 

risk measurement and evaluation, analysis of risk treatment solutions, selection and 



implementation of the most effective treatment methods, and monitoring performance of the 

selected methods and making alterations as necessary. With each round of alterations, the risk 

management process is renewed, and effectiveness enhanced with modified risk treatment 

methods. Fig2. Is a graphical representation of the risk management process? To better 

understand these five phases, each is broken down into a main question, as follows: 

Risk identification--What types of accidental losses can the organization incur? 

Risk measurement and evaluation--How likely is a loss to occur and how much will the 

damage be? 

Analysis of risk treatment methods--How can the organization protect itself from these losses at 

an affordable and stable cost? 

Selection and implementation of treatment method(s)--What combination of risk avoidance, 

control, and financing will yield the best result? 

Monitoring performance of treatment methods--Are the methods performing properly, and if 

not, what alterations can be made to raise their performance? 

 
Risk Identification 

In a transit system, the influence and results of risk management are prominent. The most visible 

risks in transit systems originate from bus operations. That is to say that injuries and damages for 

which a transit system is responsible are most likely to occur from bus operations. Supporting 

bus operations are typically maintenance facilities and personnel, a few administrative staff, and 

some passenger shelters or other minor structures along the bus routes. Support facilities and 

personnel can generate accidental losses, but not with the frequency and severity of bus 

operations. Bus operations generate risks of accidental losses of the following types: 

Bodily injury to: 

- Employees (workers' compensation), 

- Passengers (liability), 

- Occupants of other involved vehicles (liability), 

- Pedestrians (liability). 

Property damage to: 

- The bus (vehicle physical damage), 

- Another vehicle (liability). 



- Other types of property belonging to others (liability). 

Consequential loss, such as: 

- Loss of income if service is interrupted (business interruption), 

- Expense of replacement vehicle (extra expense), 

- Expense of replacement driver for injured employee (overhead), 

- Administrative expenses and time related to filling out accident reports, handling 

media inquiries, and conducting investigations (overhead). 

 

This list of potential losses is developed during the first phase of the risk management cycle. The 

key risks for bus operations have been identified. It is imperative to identify as many risks as 

possible to reduce the likelihood that the system will receive a financial surprise. 

 

Risk Measurement and Evaluation 

Phase two, risk measurement and evaluation, is a significant factor in the success of the risk 

management program. This step provides the information necessary to determine the likelihood 

and amount of loss that could arise from the identified risk. In doing so, the organization learns 

whether the risk is financially significant, and if so, how much insurance or other financial 

resource is needed to respond to a loss. 

To measure risk, one attempts to estimate the probable maximum loss that would result from an 

accident of a particular type. Determining the value of the probable maximum loss can be a 

relatively simple and objective task, such as when estimating the replacement value of a bus that 

may be totally destroyed in a serious accident. It also includes more speculative tasks, like 

estimating the number of people who may be injured in a transit coach accident, the seriousness 

of their injuries and the expected settlement costs (which hinge primarily on the cost of required 

medical services, the income lost by the plaintiffs due to their injuries and the associated legal 

fees) should the system's operator be judged negligent. In its most sophisticated forms, risk 

measurement can include engineering science, probability, regression, and other formal 

mathematical techniques to project loss outcomes. 

Generally, such formal techniques are unavailable or impractical for small and medium transit 

systems. These systems, like other small enterprises, tend to develop loss scenarios and assign 

probable maximum loss values from published and unpublished anecdotes about the losses of 



others, rules of thumb, and simple common sense estimation techniques. For example, a transit 

manager is faced at least annually with deciding what limit of liability insurance to purchase. The 

system cannot afford to purchase all of the insurance available in the world market, currently 

about $300 million. Yet, the system must attempt to carry sufficient limits to discharge its 

liability obligations if it has a serious accident. The manager considers system ridership 

characteristics, including the maximum number of riders on a bus and the current and future 

income-earning characteristics of the riders. 

The manager also considers the traffic conditions during peak load, the likely speed at which the 

coach is operating, the possibility of adverse weather conditions, and other factors in the system's 

operating environment. From the manager's experience base, supplemented by the experiences of 

professional colleagues, the manager develops a range of accident scenarios, including the 

number of serious injuries or deaths that could result from an accident. The manager contacts 

legal counsel and the system's insurance agent to obtain input on the likely range of damages per 

injured person that might be learned from similar accidents in the system's legal jurisdiction. The 

manager then multiplies the expected number of injured persons (e.g., 20) by the estimated 

average amount of damages per person (e.g., $100,000) to yield a probable maximum liability 

loss (e.g., $2,000,000). The manager then tests this result with the system's management team, 

legal counsel, insurance agent, and others in his or her network. Finally, an insurance limit is 

selected after quotes are obtained with alternatives at, above, and below the maximum probable 

loss level. 

A key factor in measuring liability loss potential in some states is the existence of a statutory 

maximum tort liability limit for which a governmental entity can be held liable. Accordingly, if a 

public transit system is protected by such a limit, its probable maximum liability loss is capped at 

the statutory maximum, which is usually only several hundred thousand dollars instead of several 

million dollars. Other factors in the legal environment that affect liability estimates include the 

status of the doctrine of joint and several liability, comparative versus contributory negligence, 

the existence of no-fault liability laws, the record of the judiciary in interpreting law on liability 

cases, and the status of any tort reform initiatives that may be underway. The most informed 

estimates of maximum probable liability loss will be made only after advice on these areas is 

sought from qualified legal counsel. When all the analysis is completed, the transit manager must 



recognize that the resulting estimate is just that--an estimate. The selection of a limit of liability 

coverage has to consider the resulting uncertainty this creates. 

 

Analysis of Risk Treatment Options and Risk Solutions 

 

Phase three determines whether certain risks of loss can be avoided. Of the unavoidable risks, 

what techniques can be applied to prevent losses and what loss mitigation methods can be used 

after a loss? Finally, how can losses that do occur are most efficiently financed. 

Risk Avoidance 

After evaluating an operation or a facility, the transit system may decide that it presents risks not 

worth taking. The system would then avoid the risk completely by withdrawing from this aspect 

of its operations. For example, if running bus service after midnight produces a disproportionate 

number of accidents, the transit system can avoid the risk by ceasing the late-night service. Of 

course, it is not practical to stop all operations just to avoid risk. Transit operations have inherent 

risks that cannot be avoided. Therefore, the next available solution is to find ways of controlling 

or minimizing both the severity and frequency of accidental losses potentially arising from 

essential operations. 

Risk Control 

Risk control can be split into two categories: pre-loss and post-loss. Effective risk control 

involves everyone in the organization. Management cannot produce the best result without the 

involvement of all employees, and employee attempts at risk control will be ineffective without 

top management commitment to controlling risks. Pre-loss risk control tries to prevent the type 

of accidents from occurring in the first place.   

 

Examples of pre-loss risk control techniques currently used include: 

 

Hiring practices geared to employ only qualified personnel; 

Training to assure new employees understand how to perform their jobs, interact with the 

public, and react in emergencies; and 

Maintaining equipment to make sure that it operates with as few failures as possible. Specific 

pre-loss risk control activities for transit systems can also include: 



Pre-trip bus inspections, 

Employee disciplinary codes that consider accident records and safety violations, 

Provisions requiring labor's participation in risk control activities in system labor agreements, 

Service route visual inspections, 

Financial incentives to employees to reward safe work, 

Establishing a labor/management safety committee, 

Safety consideration in scheduling, routing, and bus stop design, 

Written minimum standards, such as drivers wearing seat belts, and 

Bus operator monitoring (ride checks, street supervision, complaint follow-up). Post-loss risk 

control is concerned with reducing the loss once it has occurred. For example, a simple option 

might be keeping a fire extinguisher readily available to the driver in case of a small fire. Instead 

of the entire bus burning and thereby incurring a large loss, the fire is quickly extinguished and 

only minimal damage occurs. Other post-loss risk control examples include: 

Prompt, efficient, and professional response to all incidents that may generate claims brought 

by employees or third parties; 

Cooperation between claims professionals and the involved management and operating 

personnel of the organization; 

Speedy resolution and payment of losses for which the organization is liable; 

Management of services provided by involved healthcare and legal professionals; 

Organized and firm defense against meritless allegations; 

Periodic independent management audits of the claim handling function; and 

An active accident review committee, composed of labor and management. 

 

For the small and medium transit systems that most often use insurance or pools, pre-loss 

activities are often integrated into management practices and are supplemented with advice from 

external consultants, often tied to the risk financing program on which the organization is most 

focused. Insurers that have chosen to specialize in transit often have loss control consultants on 

staffs who are experienced in helping systems address their unique needs in this area. 

Post-loss activities are even more linked to the risk financing mechanism in the form of claims 

adjusting services. These services require only limited interface from the transit system. They 

can be provided by: 



Insurance Company  

Self-insurance pool 

Independent adjuster 

In-house personnel 

Insurance agent. 

If the entity is insured (with or without a deductible), claim adjusting is either provided by the 

insurer's employees or a third party administrator (TPA), a contract claim adjusting firm engaged 

by the insurer. Seldom does an insured entity have significant voice in the insurer's decision 

about claim service quality and claim payment or denial. An agency participating in a pool 

typically has more participation in claim service quality and claim payment decisions. 

Nonetheless, the pool participant must accept the pool's decisions, which are usually based on a 

consensus of the participants. Pools provide the claim service through TPAs or their employed 

staff as decided by the pool's participants. Self-insured agencies typically have the most 

autonomy in this claims service area. Most often claims are handled by system employees or 

TPAs. The only major limitation arises when the agency buys excess or stop loss insurance over 

the self-insured retention. Insurers affording this type of coverage typically demand veto power 

over the decisions of claims personnel, whether TPA or system employees. Such insurers often 

exert influence over claim payment decisions on losses approaching, or larger than, the self 

insured retention. Insurance agents/brokers also become involved in providing claims services. 

Usually, their services are advisory or supplementary to claim services performed by others, or 

their services address a less complicated type of claim such as automobile physical damage. 

Risk Financing 

The risk treatment technique, risk financing, concerns itself with paying for the losses that are 

unperfected. The three primary methods of financing risks are: 

Insurance, 

Self-insurance, and 

Risk retention pools. 

Insurance is the most commonly used and widely known risk financing tool. Buying insurance 

transfers the financial responsibility for the adverse effects of a risk to another party. The 

insurance company accepts responsibility for paying any losses incurred by the organization in 

return for a premium. The insurance policy is the contract outlining the terms and conditions of 



the transfer. Today, commercial insurance is readily available for most risks of accidental loss 

faced by transit organizations, including the following major categories: 

General liability 

Automobile liability 

Public officials/directors and officers liability 

Automobile physical damage 

Building and contents 

Workers' compensation. 

 
Risk Assessment 

Risk assessment has several uses. It can be used at the policy level to enhance priority setting 

agendas, as part of the system for managing risks or part of government strategies aimed at 

informing the public. Risk assessment uses a variety of systematic processes based largely on the 

use of probability methodologies. Various techniques have been developed in several disciplines 

of which the most notable are medicine, engineering, toxicology, statistics and economics. 

Examples of types of risk assessment include: 

Actuarial analysis 

Dose-response analysis 

Infectious disease and epidemic modeling 

Failure analysis of physical structures 

 

 

 

 

 

 

 

 

 



Risk Management strategies 

Strategies used to manage risks can be grouped according to the level of knowledge and 

uncertainty associated with a specific risk. Renn uses three categories to define the types of 

strategic approaches: 

Risk-based management 

Precaution-based management 

Discourse-based management 

The first case is dependent on the scientific assessment of probabilities and is the classic example 

of risk management. The second case covers incidents where there is a high degree of 

uncertainty requiring methodologies such as more research, contained experimentation and 

ongoing monitoring to be employed (Renn, 2000). Many risk regulatory frameworks work on 

this premise under the ALARP (As Low as Reasonably Practicable) principle where risks are 

reduced to as low level as possible within the contexts of balancing costs and benefits. The 

ongoing debate about GM crops is an excellent example of this strategy being played out. In the 

third case, political consensus, public participation, risk communication, trust and transparency 

are the hallmarks. 

Analysis of Strategies for client v. insurer  

It is the goal of every enterprise to create value for its owners where value is defined as the 

present value of the expected cash flows to be generated by the enterprise into perpetuity. Absent 

a competitive advantage—which is something an enterprise does to better or more economically 

service its customers over time—an enterprise will not be able to continually generate cash in 

excess of the costs it incurs.3 

A business strategy is, essentially, a plan for leveraging a competitive advantage to create value 

over time. The two key aspects of a business strategy are: (1) the value an enterprise creates for 

its customers, and (2) the extent to which that value cannot be copied by competition. Despite the 

apparent simplicity of these criteria, strategic analysis, strategy formulation and strategic 

execution can be extremely difficult activities to perform. 

In order to create value there are generally a specific number of critical performance activities 

that must be executed. These activities are known as value drivers because they affect the 



amount of cash generated from the activities undertaken to execute strategy. There is a risk that 

the activities undertaken to execute a strategy will not be successful, and as a result value will be 

destroyed. Executive leadership is charged with the task of optimally executing its strategy to 

maximize value, and to manage the risks generated by that effort. Below we expand this 

discussion by identifying insurance company value drivers and the main risks associated with 

those drivers. Note that our analysis generally pertains to property and casualty insurance 

companies. This is for analytical purposes only as the approach we present is applicable to all 

insurance companies, i.e., P&C, life, health, disability, etc. 

 

Broadly understood, insurance companies create value by selling insurance policies for an 

amount that is more than the claims costs those policies generate, and thus insurance premium 

dollars can be considered the first insurance value driver. However, as the late Benjamin Graham 

observed in 1934, ―The underwriting business as such has rarely proved highly profitable. More 

frequently than not it shows a deficit, which is offset, however, by interest and dividend 

income.‖5 In other words, investment income is another—and highly important—insurance 

value driver, as is reinsurance, which is the amount of money insurance companies pay to 

reinsurance companies for the transfer (or cession) of some or all of the risk insurance companies 

assume. Another insurance value driver is the amount of money obtained through recovery and 

collection efforts such as arbitration, subrogation, etc. 

The above value drivers all pertain to cash inflows; premium, investment dollars, reinsurance 

contribution, and recovery dollars all bring cash into an insurance company. The flip-side of 

these inflows is cash outflows, which also must be optimally managed to create value. The 

largest insurance cash outflow pertains to claim payments. Another cash outflow is interest and 

dividend payments to the holders of insurance equity and debt. Next is reinsurance premium, 

which is paid to reinsurance companies for reinsurance protection. Advisor fees are another cash 

outflow, and consist of auditor fees, consultant fees, special project fees, etc. Lastly, of course, 

are tax dollars. 

To sum up, we identified value drivers pertaining to insurance cash inflows and outflows. The 

net effect of these drivers is the amount of cash generated by an insurance company, which is 

used to estimate the amount of discounted cash expected to be generated over time (i.e., value). 



Each value driver has risks associated with it, which we discuss below. But first, consider the 

below diagram that compares the insurance value drivers to the main risks those drivers generate: 

 

As strategy always drives the activities undertaken to create value we placed Insurance Strategy 

at the top of our diagram. Next, under the Value Drivers caption, we listed each of the insurance 

value drivers that were identified above. We now proceed with a discussion of the main risks 

generated by those drivers. 

Premium Risks 

There are three major risks associated with the collection of insurance premium: (1) pricing or   

underwriting risk, (2) solvency risk, and (3) customer relationship risk. Pricing or underwriting 

risk is the risk that the price charged for insurance is not adequate to cover the losses generated 

by that insurance. Historically, this has proven to be a highly volatile risk across the insurance 

industry. Insurance companies essentially price risk based upon statistical analyses of loss 

distributions per homogenous risk class. Such analyses frequently produce a pure premium loss 

cost, which is loaded for expenses and profit to derive the rate ultimately used to calculate 

insurance premium. Pricing or underwriting risk can therefore evolve from a number of areas. 

For example:  

• As past performance is not necessarily indicative of future performance rates calculated 

from historical data may underestimate the true price of insurance as it develops over time; 

• If underwriters are not presented with adequate information they may not be able to 

definitively determine if a given account falls within a certain class. For example, if an 

underwriter is presented with an insurance submission without a claims history it will not be 

possible to determine if that submission is representative of a given class or if it is more volatile 

than the class. If it is more volatile, then the rate (and hence premium) quoted should be 

increased accordingly; and 

• Accounts with multiple operations (such as many commercial accounts) require a 

different   insurance rate for each class of operation. This requirement presents a risk that 

underwriters could miscode an account and by so doing underestimate premium, etc 

 

Collecting premium from the sale of insurance can also generate solvency risk, or the risk that 

insurance companies will be unable to satisfy the obligations they have assumed. This risk is 



generally monitored very carefully by insurance regulatory authorities through measures such as 

Risk Based Capital formulas and the Kenney ratio. One area driving solvency risk that came to 

the forefront subsequent to the tragic September 11th terrorist attacks is the concept of 

aggregation of risk. If the accounts an insurance company underwrites are clustered in one area 

or location, for example, that entire book of business could potentially be affected by a single 

event. Such a situation is not consistent with the principle of diversification because it can put 

insurance company solvency at risk from a single event.8 Hurricanes Katrina and Wilma in 2005 

and the devastation they caused to the U.S. Gulf Coast can be considered a dramatic example of 

this. Another facet of solvency risk, and one generally unique to the insurance industry, is the 

risk associated with growth. During the recent ―new economy‖ boom we all witnessed a number 

of enterprises that were not profitable but grew rapidly in the hopes of making a great deal of 

money once market share was obtained. Perhaps the greatest example of this was Amazon.com. 

While this approach can work for some enterprises it simply cannot work for any insurance 

company, as history has shown.  

Growth at the expense of profits has spelled doom for many an insurance company. For example, 

PHICO Insurance Company was placed into receivership by the Pennsylvania Insurance 

Department on August 16, 2001. The third risk identified above is customer relationship risk. For 

example, commercial insurance is procured predominantly through the use of insurance agents or 

brokers. It is not yet known if technological   advances, the effects of probes such as the one 

conducted by New York Attorney General Eliot Spitzer, etc., will cause the commercial 

insurance market to evolve into a more direct sales market. If it does, then commercial insurance 

companies will find themselves competing in a totally new arena where old relationships may no 

longer be effective. 

 

Investment Risks 

Investment income risk generates classic systematic risks such as those emanating from interest 

rates and the capital markets. However, as many insurance companies have large fixed income 

holdings there is also an element of credit risk associated with an insurance company‘s 

investment portfolio. In this situation, credit risk is defined as the possibility of an enterprise 

defaulting on its debt payments. 

 

Reinsurance Contribution Risks 



Credit risk can also be a factor with respect to reinsurance contribution. If a reinsurance company 

is either slow to pay its claims contributions or unable to make such payments, the effects on 

insurance company performance (and hence value) could be significant. This risk received a 

great deal of public attention in 2003 due to comments made by Berkshire Hathaway Chairman 

Warren Buffett in one of his popular letters to shareholders.9 However, there is another facet to 

this risk that has not received publicity: errors made by insurance companies with respect to 

reinsurance record keeping, billing, and accounting. For example, we have observed instances 

where insurance companies have not pursued reinsurance contribution they were owed because 

of inadequate record keeping, processes and/or staffing. As the amount of contribution owed 

could be substantial, it is critical to the value of an insurance enterprise that this risk be carefully 

managed. 

Recovery Risks 

The next risk, which is the final one listed on the cash inflows diagram above, is recovery risk. 

Insurance companies are essentially in the business of assuming risk and paying out claims 

generated from that risk. Receiving money from other parties on claims is therefore not 

something that occurs regularly, but it does occur often enough to warrant that insurance 

companies should manage the risk of not optimizing such opportunities. The intent of managing 

each of the risks discussed above is to maximize the cash inflows of an insurance company. 

Below, we identify and discuss the risks an insurance company must manage to mitigate its cash 

outflows. 

Claim Risks 

The largest insurance cash outflow is claim payments, which generally produces three types of 

risks: (1) catastrophe risk, (2) reserve risk, and (3) inflation risk. A catastrophe in this context is 

an extreme event that is not expected or foreseen beforehand. Such events can cause a substantial 

amount of damage and because they are not foreseen there is a risk they are not adequately 

priced. There is also a risk that catastrophes will not be managed effectively by claims‘ 

departments once they occur, which can be significant as catastrophes occur more frequently 

than many may realize. The next risk associated with claim payments is reserve risk, which is the 

possibility that an insurance company‘s estimates of claim payments will be inadequate to cover 

claims when they are paid in the future. This risk can be substantial as it was, for instance, in 



2003 when it was estimated that the insurance industry was under-reserved by approximately 

$30 billion. 

The third and final risk associated with claims payments is inflation risk. There are two types of 

inflation that pose a risk to the adequacy of insurance reserves: price inflation and social 

inflation, which can be defined as an increase in insurance claim costs due to higher jury 

verdicts, increased arbitration awards, aggressive regulatory action, adverse case law 

development, etc. Each of these forms of inflation puts at risk the adequacy of the current dollars 

reserved to pay claims in the future, and thus each must be effectively managed. 

 

Interest and Dividend Risks 

The next risk identified in EXHIBIT ONE above was associated with interest and dividend 

payments. Because insurance underwriting can be considered a form of debt, insurance 

companies typically Utilize traditional forms of debt (e.g., banks loans, bond issuance, etc.) 

conservatively. The same holds true with respect to dividend payments; such payments are 

frequently conservative as they are monitored by insurance regulators and compared/contrasted 

with the dividend payments of similar enterprises. Note that if an insurer approaches debt or 

dividend payments aggressively it could generate solvency   concerns, which is what occurred 

for example at Reliance Insurance Company. Reliance used debt very aggressively, and had a 

very liberal dividend policy until May 29, 2001 when it was placed into rehabilitation by the 

Pennsylvania Insurance Department. It became the largest insurance company failure in United 

States history. Reliance had problems in addition to an aggressive capital structure and liberal 

dividend policy, of course, but these factors did increase that enterprise‘s solvency risk. 

While the risk of paying too much in dividends is fairly obvious, paying too little in dividends 

could also be considered risky. Enterprises compete every day on the market for both customers 

and investors. Investors will only allocate capital to an investment if the return they expect to 

receive compensates them for the investment‘s estimated risk. Dividends payments are a 

component of the investment return—At times a significant component—and as such a 

competitive risk could arise if an insurance company‘s dividend policy is more conservative than 

the investment community feels it should be. 

Reinsurance Cession Risks 



The next risk pertains to reinsurance selection. Choosing reinsurance poses many of the same 

issues that choosing insurance poses, e.g., what type of reinsurance—treaty or facultative—

should be purchased? From which reinsurance company should the reinsurance coverage be 

purchased? What level of risk should the insurance company retain? Properly addressing all such 

questions is crucial if an insurance company is to purchase the correct type of reinsurance. 

Selecting the right type of reinsurance is only the first step, however. Because reinsurance 

coverage can be considered a commodity product it is essential that it is priced reasonably. This 

is important, for if an insurance company pays too much for reinsurance it will transfer value to 

its reinsurer. Conversely, if it pays too little the insurance company could face substantially 

higher reinsurance prices in the future. Significantly, this risk also applies to reinsurance 

companies that retrocede some of their risk to retrocessionaires. 

 

Advisor Risks 

The next risk pertains to advisor fees involving auditor services, projects involving consultants, 

etc. Advisors are frequently hired to perform specialized functions outside of an insurance 

company‘s immediate skill set, and as such there is a risk those specialized functions will not be 

managed optimally from both a content and a cost perspective. 

Specifically, there is a risk an insurance company is incapable of optimally overseeing its 

advisors, which could generate either too much or too little in fees. The risk of not paying 

enough in fees arises when advisory services are scaled down to the point below the actual needs 

threshold. Advisor risks extend into specific projects; as insurance companies are not in the 

project management business there is a risk that the projects they undertake will not be optimally 

managed. 

 

Tax Risks 

In addition to taxes on property and income, insurance companies are frequently charged a 

premium tax. Because insurance is regulated at the state level, it is crucial that insurance 

companies comply with all tax regulations, for the repercussions of not doing so can be 

substantial. Similarly, because the insurance industry is so heavily taxed it is imperative that its 

tax planning is sufficiently comprehensive to ensure it is not paying more in taxes than it should 

be paying. 

Cross Discipline Risks 



There are also risks that extend across an insurance company into a variety of disciplines. We 

identified four such risks in EXHIBIT ONE above: (1) foreign exchange risk, (2) regulatory risk, 

(3) human resource risk, and (4) franchise risk. Beginning with foreign exchange risk, if an 

insurance company underwrites policies, adjusts claims, reinsures risk or invests in securities 

outside of its domiciled country it faces un certainty with respect to the value of the rate of 

foreign exchange. 

Regulatory risk is the risk insurance regulators will curtail or take control of insurance operations 

based on the regulators‘ perception an insurance company is not able to meet its obligations to its 

policyholders. Regulatory risk in this context frequently results from a confluence of factors such 

as the erosion of investment portfolio value, Un profitable underwriting, inefficient claims 

handling, etc. The cases of Reliance and PHICO cited earlier are extreme examples of what can 

happen when regulatory risk is not appropriately managed. However, it must be remembered that 

regulatory risk can also generate costs from regulatory audits, responding to regulatory inquires, 

etc., which like all costs must be managed efficiently if value is to be created. 

 

Human resource risk is a significant risk that every enterprise must optimally manage. It is 

critically   important that enterprises retain their top performing employees and discipline (or 

dismiss) their poorest performing employees. Enterprises that choose not to manage this risk, and 

by so doing choose to ―manage to the mean,‖ risk both losing their best people and retaining 

their worst, which is not in any way consistent with creating value. 

 

The final risk identified in EXHIBIT ONE above is the risk to the franchise itself. By franchise 

we mean any enterprise generating a return in excess of the opportunity cost of capital. This risk 

essentially brings us back to where our analysis began, i.e., creating value by increasing the 

amount of cash generated by an enterprise. In this context, a franchise is simply an enterprise 

generating cash the present value of which is greater than the reproduction costs of the 

enterprise‘s assets. Therefore, for purposes here franchise risk can be defined as any factor (or 

confluence of factors) that impedes an enterprise‘s cash generation (i.e., that destroys value). 

Much has been written about each of the above value drivers and risks in both the insurance and 

finance literature. However, such writings frequently focus on only one value driver or risk. This 

concentration makes sense in the context of a research project, but in the practice of insurance 



each of the value drivers and risks interact daily. This interaction frequently results in outcomes 

and dynamics that are generally neither captured nor considered in formal research projects. 

Consider, for example, the following scenario. 

The risks facing the insurance company in this example include the following: 

• The risk its pricing or underwriting does not adequately address the risk profile(s) of 

some of its accounts. 

• This example pertains to only one class action lawsuit, but there could be any number of 

such actions being managed by the insurance company. Obviously, such claims could pose a risk 

to solvency if they are not managed effectively. 

• The claims described above impose stress not only on the insurance client (Widget) and 

the insurance company‘s claims department, but also on the agent or broker who procured the 

insurance for the client. Such customer-related relationships could be at risk in volatile situations 

like this if they are not managed carefully. 

• From an asset liability management perspective, the huge cash outlays generated by the   

catastrophic claims could disrupt the insurer‘s investment policy if such outlays are not carefully 

managed. 

• This example could also present a reinsurance operational risk. The reinsurance dispute 

in question will be resolved (either in or out of litigation) based upon the strength of the 

documentation supporting the contestants‘ arguments. If the insurance company has not 

optimally collected, filed and tracked documentation to support its position, it will be at risk of 

losing the dispute. 

• Given the nature of the reinsurance dispute in this example, perhaps the insurance 

company is at risk of not optimally selecting the best reinsurance company to which to transfer 

or cede its risk? 

• From a claims perspective, this example poses both a catastrophic risk (compare for 

example the total premium of $277,555 to the Grand Total Reserves of $18,500,000), and a 

reserve risk. 

• In our opinion, one of the most significant risks illustrated in this example is the risk 

associated with not optimally overseeing the retained legal advisors. The amount of legal fees 

that can be generated by these advisors can be very high. Management of this risk requires 

careful planning, tight controls and disciplined oversight. 



• Finally, if the insurance company does not handle this entire matter efficiently there is a 

risk that insurance regulators could choose to investigate or audit the company‘s handling of it. 

 

We would likely identify many more risks if we were to drill down into the details of claims such 

as the ones presented above. For example, the human resource risk of alienating top performers 

during the stress of dealing with the catastrophes, the risk of poor data quality, etc. However, it 

was never our intent to catalogue all of the risks generated in an insurance transaction; rather, our 

intent is to identify some major risks. Furthermore, the risks we identified are not, of course, 

limited to the underwriting of a single account or the handling of a single claim. Insurance 

companies can perform thousands of activities on a daily basis, each of which is expected to 

create value, and each of which carries with it the risk of loss or failure. If all such risks are not 

carefully managed value can be destroyed. If allowed to continue, such value destruction could 

threaten the viability of the enterprise itself. It is, therefore, to the management of such risks that 

we now turn. 

 

Management of Physical Risk 

The purpose of the management model for physical risks carried out at the workplace is to 

reduce the physical risks of care work and to thus improve employees‘ health. The model helps 

to manage the physical risks at workplaces in the care as part of a comprehensive safety 

management system. The present guide focuses on the risks related to handling patients, as this is 

a serious physical risk for many people working in the care. Employees still manually lift 

patients that are too heavy, and their skill in guiding and helping with the handling of patients 

does not always correspond to patients‘ needs. 

The purpose of the management model for physical risks is to: 

❚ Help create a safe working environment 

❚ encourage safe working methods in wards 

❚ reduce employee strain in physically demanding work- related tasks 

❚ develop good working practices that support care work objectives 

 

The management model for physical risks describes the methods with which new procedures 

leading to more safety can be integrated into the daily work of the healthcare community. The 



idea behind the management model for physical risks is that the issues raised in the model should 

be individually considered at each workplace.  

The model is produced as the result of cooperation between various participants. A good group 

would for example consist of the supervisor of an organization‘s care work (senior nurse), the 

unit‘s immediate manager (charge nurse), and representatives from the occupational health 

services and safety unit and the staff. With a team make-up like this, specialists from different 

sections of the organization can work together naturally to discuss and fi nd solutions. Agreed 

matters can be written down on paper, and if possible the form ‗we‘ should be used in texts to 

emphasize commitment. It is especially important to assign all the agreed tasks to responsible 

persons. The management model for physical risks includes operational targets for safety 

management, the organization‘s objectives and the methods to achieve them. The model 

includes: 

❚ The safety responsibilities and authority of the employer and employees 

❚ working procedures and skills for physically arduous and risk prone work-related tasks 

❚ training to improve skills 

❚ Acquisition and maintenance of assistive products for handling patients 

❚ monitoring of the model‘s implementation 

 

Risk assessment refers to the identification of hazards at work, the determination of the extent of 

risks caused by these hazards, and the assessment of the consequence of the risks, with the aim 

of effectively improving safety at work. Hazards related to the physical workload may be 

recognized by examining the properties of the workplace and tools as well as the employees‘ 

activities, work posture, work motions and use of physical force. The Finnish Occupational 

Safety and Health Act functions as a guide for identifying the hazards that must be taken into 

account when planning the management of the physical risk of care work. The employer shall 

organize the risk assessment, with the participation of employer representatives, experts and 

employees. In care work it is expedient if as many employees as possible participate in the risk 

assessment, as along with the change in patients‘ health and general conditions also the risks 

change. 
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Fig3. 
 
 The process of the management model for physical Risk 
 

Planning a management model for physical risks 

For the management model for physical risks to function properly it is essential that matters be 

mutually agreed and planned. This means that all employees should have the possibility to take 

part in the development of the model so that commitment to common rules can be more readily 

achieved. Agreed matters are written down and responsible persons are appointed to oversee all 

activities which are to be carried out. At the beginning of the planning stage the working group 

agrees on working practices, the division of labor and timetables. When working on the 

management model a good start can be made if the rules and agreements existing in the 

organization are put on record. An examination of previous risk assessments will also reveal 

health hazards at the workplace on which the management model must concentrate. Integrating 

the management model for physical risks in the safety management policy is important so that 

the management of the organization commits to it and that the model gets a response from the 

staff. Only staff commitment can show whether safety management thinking and ensuing actions 

can establish a culture of safety at the workplace (Finnish Occupational Safety and Health 

3. Implement 

 Making work 

practice better 

 Ensuring competence 

 Assistive products 

 When Safety 

incidence happens 

4. Monitor 

Implementation 2. Plan 

 Risk mgmt policies 

 Objective and  coperation 



Administration 2008). A management model for physical risks must include the organization‘s 

reasons for the model‘s necessity and responsibilities and obligations resulting from legislation. 

In the planning stage establishing objectives at both organization and ward level will help to 

achieve them. In order to avoid overlapping, cooperation between the workplace and the 

occupational health services should be agreed on. 

 

Management of Contract Risk 

 

Insurance requirements are included in contracts to ensure that the supplier has the financial 

resources to respond to claims where it is found liable for negligent acts or omissions appropriate 

to the type of services provided and the associated risk exposures involved in performing the 

obligations under the contract. Insurance is only one element of a total risk management strategy. 

Insurance requirements in contracts are intended to protect the Crown from bearing the cost of 

claims arising from negligent acts or omissions of suppliers.  

 

Insurance levels in contracts 

 

An insurance contract is just one of many contracts that the firm can use in managing corporate 

risk. It is also possible to use forward and futures contracts. A positive theory of risk 

management must provide some rationale for the use of each type of instrument. To the extent 

that both insurance and futures contracts can be used to hedge risk, it is natural to assert that the 

two contracts are substitutes. If they are perfect substitutes then it is only necessary to use one. It 

is possible to frame an argument that says that the firm will be indifferent to the use of either 

contractual form. The analysis here shows that when insurance does not yield undiluted 

incentives, other mechanisms can complement the risk transfer capabilities of the insurance 

contract. The analysis shows that a corporate risk management scheme exists that provides the 

right incentives and increases value; it also shows the circumstances that motivate the combined 

use of insurance and futures to hedge risk. To motivate the joint use of insurance and futures, 

consider the form of the futures contract and the comparison of corporate values. 

 

Insurance is a cost to suppliers that is normally passed onto the contracting Government agency 

(the Crown). This cost can be significant. One of the first tasks prior to running a procurement 



process to engage a supplier is to identify the types and levels of risk that could potentially be 

involved in the contract and once these are known, assess the level of insurance required. The 

level of insurance should be appropriate to the identified risk exposure. The Crown Solicitor‘s 

pro forma standard tender and contract templates include default levels of insurance which are 

set at $20 million for public liability and $10 million for professional indemnity. However, both 

Treasury and Crown Law recognize that in some cases, and subject to a proper risk assessment 

being undertaken by an agency, variations to the recommended minimum insurance requirements 

may be appropriate. This view recognizes the need to take account of the difficulties and costs 

involved for suppliers in obtaining the necessary levels of insurance cover and the ranging levels 

of financial risk involved in different contracts. These Guidelines will assist in identifying the 

levels that are appropriate for each individual contract having regard to the type of contract and 

associated risk exposure. Insurance requirements for the tender/contract should only be set once 

a risk assessment has been undertaken. 

 

Insurance period 

Insurance is to be in place prior to the commencement of any contract and needs to run 

continuously for at least the life of the contract. Depending on the type of policy, it may be 

appropriate to request that the insurance cover run for a set period after the end of the contract. 

This can be the case with professional indemnity and medical indemnity insurance in particular. 

These types of insurances are generally offered on a ‗claims-made‘ basis. That is, the insurance 

only covers claims made (ie reported) within the period of the insurance cover regardless of 

when an incident occurred. ‗Claims-incurred‘ policies respond to any events that occur during 

the period of insurance cover, regardless of when the claim is reported.  

Cost of risk 

The sum of (1) outlays to reduce risks, (2) the opportunity cost of activities forgone due to risk 

considerations, (3) expenses of strategies to finance potential losses, and (4) the cost of 

reimbursed losses. 

 

Risk is a fact of life.  Every business needs to deal with risk and its cost.  The ―cost of risk‖ is all 

of the time, the trouble and the expense you go to in protecting your 

business/practice/organization from the risk of loss.  More specifically, it‘s… 



1.  The time, effort and hassle you spend on… 

 Identifying, assessing and reducing risk 

 Securing quotes, analyzing quotes and purchasing insurance 

 Attending to all of the insurance details 

2.  The dollars you spend on… 

 Insurance premiums 

 Deductible losses 

 Uninsured losses 

 

Picking the correct deductible doesn't have to be guesswork. A cost of risk analysis can help you 

zero in on the optimum coverage amount by looking at your historical losses, deductible levels 

and premiums and comparing them to current values. 

Factors to consider include: 

 Insurance premiums 

 Legal and claims expenses 

 Risk control 

 Administration 

 Uninsured or self-insured losses 

 Deductible credits 

Every business and/or industry has its own definitions of risk. We can collaborate with you to 

customize a "Cost of Risk Analysis" report specific to your company. 

Pricing risk relates directly to the long-term nature of a life insurance or annuity-type policy. By 

contrast, a candy bar manufacturer presumably knows or can ascertain all the costs associated 

with the development, manufacture, and distribution of the candy bar when setting its price. If 

any of the knowable costs change, that information can be used to adjust the price of the product. 

Unlike a candy bar manufacturer, "the cost of goods sold" inherent to a life insurance policy will 

probably not be known with certainty for many years and should be projected over a long period 



of time when setting the policy price. The failure to fully appreciate the risks being taken, not to 

mention their value, can lead to the under pricing of the policy itself and the company's 

ultimately incurring a loss on the sale. Given the sophistication of the insurance marketplace, the 

more underpriced a product is, the more policies a company may sell. While some elements of a 

life insurance policy may not be guaranteed and can be adjusted based upon events subsequent to 

the sale, the management of these nonguaranteed elements creates risk. A company's inability or 

unwillingness to manage such nonguaranteed elements can also lead to losses. 

Market-viability risk occurs when a company cannot find a market for and sell its policies to a 

given constituency on a profitable basis. An insurance company will fail if it cannot find a 

continuing market for the products it sells. It also faces strategic risk from choosing the wrong 

markets in which to participate. These risks are closely related to and arise from pricing risk. 

There may be a market for a particular product at a given price that is not profitable, based upon 

the efficiencies and risk management competencies that the issuing company brings to the table. 

Likewise, a market for that particular product may evaporate if a company, when charging a 

price it believes to be profitable, cannot communicate the product's value to potential clients. 

Consequently, there is a natural friction in the management of each of these risks. Obviously, the 

ability to sell products that are profitable is the key to the long-term sustainability of a company. 

Asset-related risks are associated with the products sold by a life insurance company. Given 

the long-term nature of a life insurance contract and the level premium charged for what is 

normally an increasing risk (i.e., mortality increasing with attained age), a life insurance 

company typically accumulates a substantial number of assets (premiums) to invest. The higher 

the rate it assumes it can earn on the assets, the lower the premium it may charge. The ability to 

meet the assumptions utilized with respect to investment return will determine whether the 

policy is as profitable as it was projected to be in the pricing process. 

Successful risk management requires that the assumed investment rate (for guaranteed premium 

products) and the investment spread (for nonguaranteed products) are set consistent with the 

company‘s realistic ability to achieve both objectives. Many of the historical failures of life 

insurance companies can be traced to the assumption of an unrealistically high investment 

rate/investment spread that resulted in investment in assets with excessive duration mismatch or 

dubious quality, or that became extremely illiquid. A "run on the bank" can jeopardize even the 

best-managed company. This risk can be reduced by avoiding excessive concentration in any one 



asset class and taking care to anticipate and plan for liquidity requirements under a range of 

different scenarios. 

"Reaching for yield" to meet assumptions that were set during the pricing process has been a 

primary cause of life insurance company impairments over the last 25 years. Examples of this 

include investing in real estate to support interest rates credited on guaranteed-investment 

contracts, in junk bonds to support interest rates credited on universal-life and deferred-annuity 

contracts, or, more recently, in long-term assets supported by short-term borrowing to extract the 

difference in yield. 

Those responsible for product development, pricing, and overseeing the overall risk-management 

function in a company generally recognize the impact of interest-rate movement and its potential 

negative effect on the projected profitability of certain types of products within certain markets. 

However, many of the assumptions with respect to policyholder behavior are still based on 

informed judgment rather than reliable experience. Consequently, the sensitivity of results under 

differing environments should be assessed and reflected in the product-development and pricing 

processes, because these form a key part of the risk-management process of the company. 

Risks associated with other pricing assumptions must also be addressed in the risk-

management process. 

Lapse rates - Many of the most popular products being sold today (e.g., long-term care, level-

premium term, no-lapse-guarantee universal life) are lapse supported (i.e., profits increase if the 

ultimate-duration lapse rate is increased). Lapse support has had a negative connotation among 

some, with an implication that the pricing of such products was somehow flawed. However, 

lapse support is a consequence of the product's design. Specifically, any coverage that charges 

level premiums for an increasing exposure (i.e., increasing probability of claim), without 

providing non forfeiture values commensurate to the "equity" the policyholder has generated in 

the policy, will be lapse supported. Profits increase as the ultimate-lapse rate increases, because 

fewer policyholders are in force in policy durations for which the revenue collected is less than 

the benefits and expenses paid. 

Conversely, if lapse rates in ultimate durations are less than were assumed in the pricing process, 

the profitability of the product will suffer. In some instances, the repercussions can be quite 

substantial, with reductions in the ultimate-lapse rates wiping out the projected profit of the 



product and creating a substantial loss. This has been particularly true with no-cash value life 

insurance (i.e., term to 100) sold in Canada several years ago and in the early-generation product 

offerings of long term-care policies in the United States. Consumers, or their agents or brokers, 

tend to recognize a good deal when they see it, and do not lapse these policies, with lapse rates 

for some of them falling below 1% annually. 

Assuming a low rate of ultimate lapse in the pricing process produces a higher premium, given a 

stated profit objective with all other assumptions remaining equal. Consequently, the natural 

friction between the salability and the profitability of the product emerges during the pricing 

process. The risk-management process should recognize this and avoid the utilization of 

unrealistically aggressive (i.e., high) ultimate-lapse rates in the pricing of these products. 

Mortality assumptions - Insured mortality has improved significantly over the last 25 years. 

The extrapolation of this improvement into the future during the pricing process creates risk for 

the insurance company. It follows that if any projected mortality improvement does not emerge, 

the negative impact can be significant if ultimate-lapse rates also fall below pricing assumptions. 

The splitting of cohorts into more underwriting classes, the uncertain impact of medical 

technology, and the lack of credible mortality experience for older ages have resulted in the 

development of assumptions based on informed judgment rather than historical experience. This 

makes the monitoring of experience as it emerges critical to the risk-management process. Risk 

management may require the hedging or balancing of this risk among different lines of business. 

Severe events - The effect of infrequent but severe events, such as epidemics or terrorist attacks, 

should be considered in both the risk-management process and the product-development/pricing 

process. The cost of stop-loss reinsurance can be incorporated into the pricing of life insurance 

products to reflect this risk. 

New business - The absolute level of new business produced can have a significant impact on 

surplus levels. Tactics such as the financing of new agents and the payment of annualized first 

year commissions can produce a substantial effect on the level and quality of new business 

produced. 

Counterparty risk - The potential negative consequences of counterparty risk have become 

clear over the past several months, as financial institutions with the highest ratings have failed or 

were acquired or bailed out in some form. Historically, the biggest counterparty risk within life 



insurance companies was associated with ceded reinsurance. The risk-management process 

should consider the reinsurer's ability to pay claims, even during times of economic or 

catastrophic distress. Risk management should also assure that pricing the guarantees embedded 

in variable annuity products with living-benefit guarantees recognizes the cost charged by well-

capitalized, reliable counter parties. 

Hedging cost volatility - Stock-market volatility directly affects the cost of hedging the risks 

embedded in variable-annuity products with living-benefit guarantees. As market volatility 

increases, the cost of hedges increases. Product pricing should reflect the long-term nature of 

these guarantees and the volatility of the cost of hedging them. 

Risk contagion - The correlation of various risks has historically been underappreciated. The 

implosion of the subprime mortgage market led to the bursting of the housing bubble, which 

resulted in the tightening of credit standards, reduced consumer spending, increased stock-

market volatility, decreased interest rates and increased interest spreads, asset devaluation and 

illiquidity, and recession. Causation can be debated, but the correlation of these events cannot. 

The magnitude of these developments occurring together is much more virulent than the effect of 

each occurring separately. The subtle interactions between risk factors often go unnoticed until 

emergence of a complex pattern that can be difficult to understand and anticipate. 

Acquisitions - In an acquisition exercise, the premiums are set and the amount to be paid for the 

business is determined. The primary objective during an acquisition process is not for the 

company to understand the risks of the entity being purchased, but rather to understand how the 

risk profile of the new combined post-acquisition entity is different when compared with the pre 

acquisition risk profile. The new entity will entail different risks and, presumably, different 

skills, so successful integration requires these to be optimally allocated and priced into the 

acquisition. 

 

 

Resources – drivers 

The key for an insurance company to be successful boils down to doing four things right: 

1. Risk Selection: Identifying the risk it is willing to take, which means being good at 

underwriting and pricing. 



2. Risk Management: Managing risk, reinsuring unwanted risk, and managing claims 

effectively. 

3. Risk Acquisition: Subscribing insurance, using sales channels, and effective marketing to 

attract clients and sell insurance policies. 

4. Investment Operations: Earning good returns on the reserves (or float). 

Reviewing the value chain Fig 4., as you compare the traditional insurance company value chain 

to TOMIC‘s simplified value chain, you see that their functions and their success factors are the 

same. The investment operations of TOMIC are very simple. TOMIC keeps the required reserves 

in money market funds or in cash. 

 

Figure 4. Comparison between value chains of a traditional insurance company and TOMIC. 

TOMIC‘s value chain has three primary functions: 

1. Trade Selection: Encompasses underwriting and pricing. Selects the market and strategies 

to trade. 

2. Risk Management: Encompasses money management, trade sizing, hedging 

(reinsurance), trade adjustment (claims), and trade decisions. 

3. Trade Execution: Is the equivalent of client acquisition in the traditional insurance 

company. In this case TOMIC goes to the option exchanges to sell its options (insurance 

policies). 



These success drivers need to be managed in any insurance company that wants profits. At The 

One Man Insurance Company you need to constantly watch and manage these drivers to avoid 

ugly results: 

1. Trade selection. This function encompasses selecting markets, pricing the risk, and 

selecting a strategy and a timeframe. Allstate and State Farm select geographic regions 

where they sell homeowners insurance. It is the same process in The One Man Insurance 

Company (TOMIC), but instead of homes in different geographies, TOMIC selects which 

underlying indexes or equities markets it will write options on. TOMIC could write 

options on the SPX, RUT, NDX, DIA, AAPL, IBM, PG, JNJ, or GOOG, to name a few. 

Pricing of the insurance is very important. In an insurance company like Allstate the 

underwriting department defines the expected losses for a specific group of insured. For 

example, for automobile insurance they would use variables to predict expected losses 

from a segment of drivers. They know to expect fewer crashes from married women age 

32, driving a minivan, than for single males age 18, driving a two-seat convertible. At 

TOMIC the pricing is very similar. The difference is that you are the underwriter and will 

need to know the volatility and price of the underlying equity or index you are going to 

insure (write options against). Once you know the market and the risk you want to take, 

you select a strategy. Your strategy selection could be a vertical spread, calendar spread, 

condor, and so on. Finally, you should decide on a timeframe for the trade—a week, 20 

days, 30 days, and so on. Homes are usually insured on an annual basis. 

2. Risk management. This function could be more accurately called active risk 

management. This function continuously monitors the risk portfolio and divests any risk 

that is not wanted. At Allstate if the loss ratio on married women driving minivans starts 

increasing year after year, they have to determine what has changed. Maybe it is that the 

women have more children who cause distractions when the women are driving. Given 

that they are constantly monitoring their insurance portfolio, Allstate adjusts (raises) the 

price of the insurance for this market, or they might not insure married women with kids 

driving minivans. The same should happen at TOMIC. For example, if TOMIC insures 

defense contractors and new legislation from Congress cuts defense spending by half, 

TOMIC might stop writing options on defense contractors or it might reinsure its position 



by buying puts. TOMIC has to constantly be aware of changes in volatilities and prices of 

the underlying market. Risk management at TOMIC involves position sizing, money 

management, trade adjustments, portfolio insurance, and portfolio diversification. 

3. Trade Execution. This function is equivalent to the sales of insurance policies by the 

traditional insurance sales force. Instead of having agents like Allstate, at TOMIC we 

have the option exchanges. TOMIC goes to an option exchange, using a broker, to buy or 

sell options. There is no need for a sales force to sell insurance, only a computer 

connected to an exchange. The efficiency and effectiveness in which TOMIC can execute 

a trade will have a direct impact on profitability. There are different ways to execute a 

complex trade, and there are many factors that impact the execution. The factors could be 

the size of the market, size of the trade, the time of day, the exchanges the market is 

traded on, and the market makers. This function is a crucial link to having a successful 

TOMIC or not, and you must know how to execute your trades well. 

All the key success factors of an insurance business need to be in place at TOMIC in order to 

have an ongoing successful business. TOMIC operating profitably and successfully is, in theory, 

achievable. Figure 5.shows what TOMIC looks like when you include all of its functions: 

primary and support. 

 

 

Figure 5. TOMIC value chain. 

Every business has some kind of ―infrastructure‖ before it begins to operate. For example, a fast-

food franchise needs real estate, stoves, refrigerators, and telephones. At TOMIC, you need 
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hardware (computers, Internet connections, and telephones), software (trading software and a 

plan), and working capital in order to operate. For TOMIC to execute its functions (trade 

selection, risk management, and trade execution), it needs to have a set of supporting functions in 

place. The supporting functions allow you to operate TOMIC successfully. These functions are 

divided into trading plan, trading infrastructures, and learning processes.  

Strategic decision making: 

Due to the fact, that there has been a distinctive transformation within the market segment of 

insurance and finance leading to a "financial services (r) evolution", it appears that strategic 

planning has become essential for insurance companies. Numerous concepts and instruments of 

strategic planning have been developed for the underlying interests of the industrial enterprises, 

but not for insurance companies. Therefore the authors elaborate some possibilities how to use 

"classic" instruments like the portfolio analysis or the scenario technique in insurance companies. 

Entering new markets and growing in existing ones is an area of major interest within the 

insurance industry across the globe. Insurance market growth rates in emerging markets are far 

in excess of those available in most developed countries. While these growth rates have attracted 

new and existing firms to these markets, corporate managers face a number of important 

strategic decisions as they consider establishing or expanding operations in emerging markets.  A 

strategic decision has been defined as one that is ―important, in terms of the actions taken, the 

resources committed, or the precedents set‖. Strategic decisions are ―infrequent decisions made 

by the top leaders of an organization that critically affect organizational health and survival‖. 

Furthermore, the process of creating, evaluating and implementing strategic decisions is typically 

characterized by the consideration of high levels of uncertainty, potential synergies between 

different options, long term consequences, and the need of key stakeholders to engage in 

significant psychological and social negotiation about the strategic decision under consideration. 

The popular view of strategic decisions is that they typically involve a high degree of 

uncertainty, high stakes, major resource implications, and long-term consequences. This view is 

associated with the traditional conceptualization of strategic decisions as the product of 

intentional attempts at rational choice, and context-setters for subsequent strategic action. One of 

the strengths of this traditional view is that it conceptualizes the strategic decision making 



process in a way that is consistent with the reality faced by practicing managers. This 

conceptualization, however, has been criticized for assuming a rational and linear relationship 

between decisions and actions that has not been empirically proven. 

Notwithstanding the above criticisms, we believe like others, that the view and quest of 

intentional decision making is an undeniable aspect of organizational life. In our experience, 

managers act in accordance to the belief that strategic decisions must be intentional acts and the 

result of a well-designed rational process. Indeed that is the main reason that they look for our 

help as decision analysts. There is, therefore, a clear role for Decision Analysis in these contexts, 

to support strategic decision making.  

 

The strategy process as foundation for successful strategy work  

But how do insurance companies manage to be strategically ―different‖ and ―better―? The 

strategy process is the foundation of success. It shows insurers the way from strategy 

development to implementation and enables a systematic strategy work from A to Z. 

Furthermore, it forgoes a dichotomous consideration of separate segments and makes sure that 

implementation activities are no ―appendices‖ but integrated into the process from an early stage 

on. 

 

 

Strategic management has been utilized by organizations for formulating strategies.  

In general, strategic management is a process of formulating, choosing, and implementing 

strategy to reach organizations‘ missions or objective accompanying with the analyses of internal 

and external factors. Since no business is operated under unlimited sources, quite often, a 

company is forced to adopt the most effective strategy in a certain functional level in order to 

maximize its efficiency. 

Strategic management 



Strategic management is an academic term for strategic planning which is preferred to be used in 

the business world; nevertheless, strategic planning is referred to strategy formulation only. 

Strategic management enables organizations to be proactive by implementing long-term 

planning. Fred R. David (2009) described strategic management as the ―…art and science of 

formulating, implementing, and evaluating cross-functional decisions that enable an organization 

to achieve its objectives.‖  

An important guideline for strategic management is to be open-mined. Managers should realize 

external and internal changes, and receive new technologies and new concepts in order to adapt 

to the surrounding changes. Strategic management relies on the communication and cooperation 

between manager and employees. Recognizing that low-level managers and employees are the 

people who are familiar with the organization‘s internal factors and operations, and who finally 

implement the formulated strategies, organizations begin to decentralize strategic management. 

In other words, low-level managers, and employees are involving more heavily in strategic 

management processes.  

Strategic thinking, the prime task of strategic management, was once described as the input of 

strategic planning. (Fred 2009; Briefing Notes: What is Strategic Thinking 2001.) Strategic 

thinking aims to help managers, who influence the company‘s direction, to be proactive and 

creative. Strategic thinking originates from military practices. The highest rated strategic book is 

The Art of War written by an ancient Chinese, Sun Tzu. In his book, he emphasizes the 

importance of positioning in military strategy, and advocates for placing an army according to 

both the objective conditions in the physical environment and the subjective beliefs of other 

competitive actors in that environment. (The Art of War 2010.) 

Thus, strategic thinking should consider a company‘s strengths and weakness, products and 

offerings, environment of the industry, market and customer, competitors and substitutes, 

suppliers and buyers. (Briefing Notes: What is Strategic Thinking 2001.) 

 Strategic management process 

Strategic management processes begin first with environment scanning where mangers scan the 

external and internal factors that affect the operation of the organization. Meanwhile, basing on 



the internal analysis of vision and mission for an organization, manager must set the long-term 

objective towards which the strategy needs to achieve. 

Afterwards, strategy management will be performed in three parts: strategic formulation, 

strategic implementation, and strategic evaluation. During strategic formulation, managers need 

to understand the vision and mission of the organization, set long-term objectives, identify 

external opportunities and threats, analyze internal strengths and weakness, and generate 

alternative strategies. Since all resources for the organization operations are limited, managers 

often unable to conduct all the strategies. Therefore, the strategy formulation requires managers 

to choose the best strategy for the organization to implement to narrow the strategy to a specific 

product or service, market, resources and technologies over an extended period. (Fred 2009.) 

After determining the strategy to adopt, managers come to the strategy implementation stage, 

where the chosen strategy should be actualized. In other words, a series of programs or activities 

should be defined into detailed actions and movements. 

Strategy evaluation, the final stage of the strategic management process, refers to collect 

information about the strategy, and to obtain feedback for later improving. Strategic evaluation 

activities include 1) reviewing external and internal factors, 2) measuring performance and 3) 

taking corrective actions. 

 

Ten theses for a successful strategy process  

Thesis 1: The process is a value in itself  

―The pace, in which we implement a strategy, is crucial‖, says a famous CEO. Formulating 

strategies is one thing, but implementing strategies successfully, is what really makes the 

difference. For example, you could have the best possible growth strategy, but if sales and 

distribution do not accept and implement the strategy, it remains an academic exercise. A good 

strategy process thus entails components of strategy development as well as implementation and 

it is an annually recurring value itself.  



Thesis 2: A good strategy process is not based on a slavishly regulated procedure but allows for 

strategic flexibility and repartee 

A regulated procedure of the strategy process is correct and important. However, the strategy 

must not subordinate to the process. Strategic decisions can and must be made throughout the 

whole year. The decision to buy a sales organization or the promotion of guarantee products, for 

instance, should not be made pursuant to the strategy progress, but whenever a chance is offered! 

A good strategy process allows for this strategic flexibility by focusing on the relevant strategic 

direction of impact and the resulting company direction, in line with the so-called 80:20 rule. 

Thesis 3: The formulation of a vision is not a ―nice to have―, but an important signal of a reliable 

direction for sales partners and employees 

The vision is the most fundamental message of a business and metaphorically speaking the tip of 

the ―strategic iceberg‖. It should, in some words, inspire all employees for the future and 

motivate them. Also regarding the sales organization, the power of a vision must not be 

underestimated. Especially, in tumultuous times like these, a vision represents an important sign 

for sales, in which the management fortifies its long-term and reliable direction.  

 

 

Thesis 4: Only a systematic strategic target system makes a strategy controllable 

Many strategies state what should be achieved, but not how it should be done. Whereas strategic 

policy decisions can be made in a small panel, the implementation affects the whole company. 

Therefore, a strategy should be responsive to what achieved (results) is and how it is achieved 

(measures). For this purpose, a systematic strategic target system is needed (e.g. ―CXO-

Agenda‖), which formulates clear goals, defines strategic measures for reaching the target and 

determines measurement parameters as well as concrete target values, which in the end make a 

strategy controllable by management.  



Thesis 5: A good strategy does not end on company level but needs to be ―rolled out‖ 

systematically 

Strategies only develop their full impact in the course of step by-step concretization and 

establishment in business- and functional segments. If on company level, for example, 

management has formulated the strategic goal of improving customer service significantly, the 

different business segments, such as Claims, or functional segments, such as IT, need to express 

in their own targets how they will support the goal set by the highest management level. It is 

only when strategies on all levels point in one direction that the whole organization strategically 

acts in concert. Therefore, top-down guidelines are less significant than a strategic alignment on 

all levels.  

Thesis 6: The majority of the employees do not understand the strategy, but a strategy being 

―secretly commanded‖ is seldom successful  

According to research, 95 percent of the employees do not know or understand the strategy of 

their company. A strategy thus quickly turns into a paper tiger and does not stand a chance to 

arrive, where it can develop its full impact: in daily customer contact and sales. Despite the fact 

that strategies and strategic goals can easily be presented in a chart such as a Strategy Map, their 

communication is often underestimated by the management.  

 

Thesis 7: An insurance company that does not link its strategy with operative planning will not 

succeed 

Many insurance managers know this situation: Decisions have been made and in the end relevant 

persons or the necessary budget are not available. Therefore, the strategy will not be 

implemented. Why? The answer is perfectly obvious: Strategic and operative planning are often 

completely isolated from each other. Research explains that about half of the companies, do not 

connect their strategy with short-term plans and budgets. Even the best strategy, understood by 

all employees, will not be of use to anybody, if management does not succeed in deducing and 



implementing concrete plans for the operative business. Interlocking strategic and operative 

planning is thus a crucial factor in the process of strategy implementation.  

Thesis 8: A strategy office can close the gap between strategy development and implementation  

Strategies become reality through the implementation of concrete measures, with many different 

company divisions being involved. Without the professional coordination of the interplay of all 

actors, strategies can seldom be implemented successfully. An effective and efficient 

coordination between different divisions and sales, for example, should not be understood as a 

―part-time job‖ of existing functions. One solution is offered by the establishment of a new 

centrally anchored function, the strategy office, which most often directly reports to the CEO. 

Thus, the role of a strategy office could be compared to that of a conductor, who does not 

compose the music himself but who is responsible for the interaction of all those involved 

(―Strategy Orchestration―).  

Thesis 9: Even well formulated strategies need to be constantly reassessed in a strategy review 

Even if insurance managers implement a well formulated strategy successfully, they cannot be 

sure that the strategy itself is not false in some parts or outdated. This is especially relevant for a 

time in which the half life periods of strategies become increasingly shorter. The continuous and 

systematic reassessment of the strategy, for example, regarding new trends such as the use of 

social networks or the employment of the iPod in sales, is not a voluntary exercise but a yearly 

must.  

Thesis 10: A good strategy process integrates strategy specific requirements of Solvency II  

Solvency II sets concrete requirements for the business strategies of insurance companies. The 

second pillar of Solvency II, for example, demands for the description of business policy 

reasons, target setting and planning of the company. Furthermore, the second pillar requires the 

annual examination and, if necessary, adjustment of the business strategy by management. A 

good strategy process integrates such regulatory requirements and thus contributes to their 

efficient implementation. 



Enterprise Risk Management  

Enterprise risk management (ERM) in business includes the methods and processes used by 

organizations to manage risks and seize opportunities related to the achievement of their 

objectives. ERM provides a framework for risk management, which typically involves 

identifying particular events or circumstances relevant to the organization's objectives (risks and 

opportunities), assessing them in terms of likelihood and magnitude of impact, determining a 

response strategy, and monitoring progress. By identifying and proactively addressing risks and 

opportunities, business enterprises protect and create value for their stakeholders, including 

owners, employees, customers, regulators, and society overall.  

Enterprise Risk Management (―ERM‖) is a strategic business discipline that supports the   

achievement of an organization‘s objectives by addressing the full spectrum of its risks and 

managing the combined impact of those risks as an interrelated risk portfolio. 

ERM represents a significant evolution beyond previous approaches to risk management in that 

it: 

1. Encompasses all areas of organizational exposure to risk (financial, operational, 

reporting, compliance, governance, strategic, reputational, etc.); 

2. Prioritizes and manages those exposures as an interrelated risk portfolio rather than as 

individual ―silos‖; 

3. Evaluates the risk portfolio in the context of all significant internal and external 

environments, systems, circumstances, and stakeholders; 

4. Recognizes that individual risks across the organization are interrelated and can create a 

combined exposure that differs from the sum of the individual risks; 

5. Provides a structured process for the management of all risks, whether those risks are 

primarily quantitative or qualitative in nature; 

6. Views the effective management of risk as a competitive advantage; and 

7. Seeks to embed risk management as a component in all critical decisions throughout the 

organization. 
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ERM can also be described as a risk-based approach to managing an enterprise, integrating 

concepts of internal control, the Sarbanes–Oxley Act, and strategic planning. ERM is evolving to 

address the needs of various stakeholders, who want to understand the broad spectrum of risks 

facing complex organizations to ensure they are appropriately managed. Regulators and debt 

rating agencies have increased their scrutiny on the risk management processes of companies. 

Enterprise risk management (ERM) is the process of coordinated risk management that places a 

greater emphasis on cooperation among departments to manage the organization‘s full range of 

risks as a whole. ERM offers a framework for effectively managing uncertainty, responding to 

risk and harnessing opportunities as they arise. Unlike previous risk management practices, the 

concept of ERM embodies the notion that risk analysis cuts across the entire organization. The 

goal of ERM is to better understand the shock resistance of the enterprise to its key risks and to 

better manage enterprise risk exposure to the level desired by senior management. 

 

ERM framework: 

The basic concept of enterprise risk management has been applied, more or less, in several 

industries for well over a decade. The changing regulatory environment, economic turmoil, and 

growing complexity of products, tools, and risks has, among other influences, helped to launch 

the practice of enterprise risk management into the financial services area. In this respect ERM—

in the banking world—is very much in its early development, though much progress has been 

made. 

By definition, the business of banking exposes the organization to a wide variety of risks. The 

ERM framework is designed to support the depth and breadth of activities by providing a 

structured approach for identifying, measuring, controlling, and reporting on the significant risks 

faced by an organization. Specific risk management (e.g., credit, operational, market), capital 

management, and liquidity management provide the essential underpinnings to an ERM 

framework. 
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The framework was designed to help management and boards of directors answer these relevant 

business questions: 

1. What are all the risks to our business strategy and operations (coverage)? 

2. How much risk are we willing to take (risk appetite)? 

3. How do we govern risk taking (culture, governance, and policies)? 

4. How do we capture the information we need to manage these risks (risk data and 

infrastructure)? 

5. How do we control the risks (control environment)? 

6. How do we know the size of the various risks (measurement and evaluation)? 

7. What are we doing about these risks (response)? 

8. What possible scenarios could hurt us (stress testing)? 

9. How are various risks interrelated (stress testing)? 

 

Managing risks is paramount for insurers who have implemented or are further enhancing or 

developing their ERM systems.  The accurate and deeper understanding of the extent and 



composition of risk-taking and the greater risk control gained by ERM can deliver significant 

strategic advantages. These advantages can be translated as increased efficiencies and ultimately 

as important tangibles as reduced earnings volatility, stronger capital position and higher 

profitability. The success of ERM depends on how well it integrates into its framework already 

proven and effective risk management tools, such as Asset Liability Management (ALM), which 

cuts across different risk categories (underwriting, asset and operational risks). All departments 

within an insurance company including finance, actuarial, strategy, etc., are critical in the 

implementation of ERM, first mainly within their departments by embedding ERM into their 

daily operations, and then by connecting across the organization risk management infrastructure 

to become part of the overall calculus of decision-making. 

Company size and complexity are among the key determinants for ERM adoption with larger 

companies facing multiple risks more likely to develop a holistic risk management framework. 

Insurers active in a number of markets offering complex products have a need for specialists to 

deal with different risks, and they predictably move toward developing strong ERM systems. 

External institutional pressures, particularly from the regulatory community, have also been 

driving ERM implementation. The regulators‘ intent is to foster an effective level of risk 

management at the enterprise (group) level for all insurers. Other external factors for ERM 

adoption originate from the market whose signals are expressed through the stock market and 

credit ratings agencies, which have added ERM as a criterion in their credit analysis and their 

overall assessment of insurance companies‘ financial strength. 

 

ERM framework Defined 

There are various important ERM frameworks, each of which describes an approach for 

identifying, analyzing, responding to, and monitoring risks and opportunities, within the internal 

and external environment facing the enterprise. Management selects a risk response strategy for 

specific risks identified and analyzed, which may include: 

1. Avoidance: exiting the activities giving rise to risk 

2. Reduction: taking action to reduce the likelihood or impact related to the risk 



3. Alternative Actions: deciding and considering other feasible steps to minimize risks. 

4. Share or Insure: transferring or sharing a portion of the risk, to finance it 

5. Accept: no action is taken, due to a cost/benefit decision 

Monitoring is typically performed by management as part of its internal control activities, such 

as review of analytical reports or management committee meetings with relevant experts, to 

understand how the risk response strategy is working and whether the objectives are being 

achieved. 

A foundation for enterprise risk management 

To be effective, risk assessment cannot be merely a checklist or a process that is disconnected 

from business decision making. Rather, it should be integrated into the business process in a way 

that provides timely and relevant risk information to management. For risk assessment to be a 

continuous process, it must be owned by the business and be embedded within the business 

cycle, starting with strategic planning, carrying through to business process and execution, and 

ending in evaluation. When the risk assessment process is incorporated into ongoing business 

practices, risk can be managed as part of day-to-day decision making, in a manner consistent 

with the organization‘s risk appetite and tolerance. Risk assessment should, for instance, be 

triggered within the business process when special circumstances arise outside of the ongoing 

business cycle—e.g., changes to the operating environment, evaluation of new projects, 

introduction of new products or investments, expansion into new markets, and corporate 

restructurings. 

The principles of enterprise risk management require not only that organizations perform a risk 

assessment but that they implement a process to address potential risks, putting in place the 

necessary internal environment, information, and communications; establishing objectives; 

adequately implementing risk responses through control activities; and monitoring how 

effectively objectives are achieved. COSO defines ERM5 as a process that is (a) affected by an 

entity‘s board of directors, management, and other personnel; (b) applied in strategy setting and 

across the organization; (c) designed to identify potential events that may affect the entity, then 

manage risk and keep it within the organization‘s risk appetite; and (d) provide reasonable 

assurance regarding the achievement of the entity‘s objectives. When ERM is embedded in the 



organization, it prompts periodic review of objectives and relevant events (e.g., changes in 

market conditions) that could impact the achievement of its objectives, as well as the 

(re)assessment of risks and development of new risk responses, as necessary. The pace of change 

in today‘s business environment calls for a risk assessment process that is dynamic and involves 

continuous monitoring of risk exposures. Many organizations have leveraged internal audit risk 

assessments as a foundation for developing enterprise wide risk assessments and pursuing a 

broader ERM program. 

Key principles for effective and efficient risk assessments 

For risk assessments to yield meaningful results with minimal burden to the organization, the 

following key principles should be considered. 

 Governance over the risk assessment process must be clearly established. Oversight and 

accountability for the risk assessment process is critical to ensure that the necessary commitment 

and resources are secured; the risk assessment occurs at the right level in the organization, the 

full range of relevant risks is considered, these risks are evaluated through a rigorous and 

ongoing process, and requisite actions are taken, as appropriate. 

Consider, for example, the role of the board and audit committee in ensuring that risks facing the 

organization are identified and adequately addressed. While line management is responsible for 

managing risks, it is important to establish facilitator roles and a process to help analyze and 

prompt discussion of new or emerging risks. As sponsors of the risk assessment, the board and 

audit committee need to designate an appropriate process owner, such as a chief risk officers or a 

risk facilitator. This process owner must in turn engage the relevant parties (e.g., division general 

managers, business and line managers, and functional process owners) who are closest to the 

business activities and best understand business processes. It‘s then up to these parties to analyze 

internal and external information, identify risks that impact business objectives, and determine 

the appropriate responses for dealing with these new or evolving risks.  

By establishing and reinforcing the importance of this process and validating results, those 

results can be used not only to enable risk-informed decision making but also to guide strategy 

and objective setting. Risk assessment begins and ends with specific objectives. Risks are 



identified and measured in relation to an organization‘s objectives or, more specifically, to the 

objectives in scope for the risk assessment (as further described on page. Defining objectives that 

are specific and measurable at various levels of the organization is crucial to a successful risk 

assessment. Evaluating the risks relative to such objectives facilitates the reallocation of 

resources as necessary to manage these risks and best achieve stated objectives. 

As an organization defines its objectives, it should also define its risk appetite, or the amount of 

risk it is willing to accept in pursuit of its mission. Failure to define risk appetite could result in 

taking on too much risk to achieve objectives or, conversely, not taking on enough risk to seize 

crucial opportunities. An organization‘s definition of its risk appetite serves as a basis for 

determining risk tolerance, or the acceptable levels of variation that management is willing to 

allow for any particular risk as it pursues objectives. For example, consider the objective of 

pursuing employee satisfaction and retention, with an appetite of up to 6% employee turnover 

and an acceptable variation (or tolerance) of 2%. This would indicate that the organization deems 

employee motivation programs and compensation structures to be appropriately tuned as long as 

turnover remains at or below 6%. If turnover were to exceed 8% (6% plus 2% acceptable 

variation), the organization would need to take further measures to counter the potential loss of 

institutional knowledge and the likely decline in employee morale and customer service, all of 

which would impact its business too significantly. Risk tolerance levels differ based on the 

relative importance of the related objectives to the overall mission and the relative cost/benefit of 

achieving such results. 

3. Risk rating scales are defined in relation to organizations’ objectives in scope. Risks are 

typically measured in terms of impact and likelihood of occurrence. Impact scales of risk should 

mirror the units of measure used for organizational objectives, which may reflect different types 

of impact such as financial, people, and/or reputation. Similarly, the time horizon used to assess 

the likelihood of risks should be consistent with the time horizons related to objectives. 

Risk rating scales may be defined in quantitative and/or qualitative terms. Quantitative rating 

scales bring a greater degree of precision and measurability to the risk assessment process. 

However, qualitative terms need to be used when risks do not lend themselves to quantification, 

when credible data is not available, or when obtaining and analyzing data is not cost-effective. 



Organizations typically use ordinal, internal, and/or ratio scales. Ordinal scales define a rank 

order of importance (e.g., low, medium, or high), interval scales have numerically equal distance 

(e.g., 1 equals lowest and 3 equals highest, but the highest is not 3 times greater than the lowest), 

and ratio scales have a ―true zero‖ allowing for greater measurability (e.g., a ranking of 10 is 5 

times greater than a ranking of 2). Risk rating scales are not one-size-fits-all and should be 

defined as appropriate to enable a meaningful evaluation and prioritization of the risks identified 

and facilitate dialog to determine how to allocate resources within the organization. 

4. Management forms a portfolio view of risks to support decision making. 

While risks are rated individually in relation to the objectives they impact, it is also important to 

bring risks together in a portfolio view that pinpoints interrelationships between risks across the 

organization. Correlations may exist, in which an increased exposure to one risk may cause a 

decrease or increase in another. Concentrations of risks may also be identified through this view. 

The portfolio view helps organizations understand the effect of a single event and determine 

where to deploy systematic responses to risks, such as the establishment of minimum standards. 

Consider a lending institution that has a number of business lines, each responsible for providing 

specific types of lending. Each of these business lines may be providing lending support to a 

large number of retail clients, each within its own risk tolerance level. A portfolio view of all 

business lines, however, might show that the organization as a whole may be facing risk 

exposure that may exceed what it deems acceptable. It is important for organizations to 

recognize such concentration and the associated level of exposure it presents. If an industry is 

suddenly affected by a downturn in a specific sector of the economy and the lending 

organization‘s clients suffer financial hardship, the consequences could be large enough to 

severely impact the organization‘s bottom line. A portfolio view of risks enables the organization 

to identify significant exposures across the enterprise, determine how to reduce these as 

necessary, and realize potential opportunities that may exist to diversify the client base across the 

organization and its lines of business. 

The portfolio view of risks can be presented in a variety of ways but requires a certain level of 

consistency to enable an organization to identify and monitor key issues, trends, and progress in 



relation to its strategic performance targets. A consistent portfolio view provides meaningful 

information that allows the owners and sponsors of risk assessments (senior management and the 

board) to make informed decisions regarding risk/reward trade-offs in operating the business. 

The portfolio view therefore enhances the ability to identify events and assess similar risks 

across the organization, to ensure that risks are managed consistent with risk tolerance levels   

reflecting growth and return objectives, and to develop adequate risk responses. 

5. Leading indicators are used to provide insight into potential risks. Risk reports are most 

meaningful and relevant when they draw out not only past events but also forward-looking 

analysis. Historically, management has tracked key performance indicators (KPIs) to help detect 

issues affecting the achievement of objectives. In recent years, organizations have also been 

developing key risk indicators (KRIs) to help signal an increased risk of future losses or an 

uptick in risk events. KPIs and KRIs are tactical in nature, can be collected at any time, reported 

on a regular basis or as requested by management (e.g., as part of a balanced scorecard), and 

typically include statistics and/or metrics (often financial) that provide insight into an 

organization‘s risk position. Capturing KPIs and KRIs on management dashboards remains 

necessary, but it is also important for organization leaders to prompt broader consideration of 

market issues that could potentially create risk to the organization. Leading indicators—those 

data points that signal a change in the environment—are central to anticipating these types of 

potential risks, but they are often difficult to capture since they tend to arise from a broad set of 

circumstances, often in the macro-environment, that may seem remote and initially disconnected 

from day-to-day operations. 

Goals of an ERM program 

Organizations by nature manage risks and have a variety of existing departments or functions 

("risk functions") that identify and manage particular risks. However, each risk function varies in 

capability and how it coordinates with other risk functions. A central goal and challenge of ERM 

is improving this capability and coordination, while integrating the output to provide a unified 

picture of risk for stakeholders and improving the organization's ability to manage the risks 

effectively. 



Typical risk functions  

The primary risk functions in large corporations that may participate in an ERM program 

typically include: 

 Strategic planning - identifies external threats and competitive opportunities, along with 

strategic initiatives to address them 

 Marketing - understands the target customer to ensure product/service alignment with 

customer requirements 

 Compliance & Ethics - monitors compliance with code of conduct and directs fraud 

investigations 

 Accounting / Financial compliance - directs the Sarbanes-Oxley Section 302 and 404 

assessment, which identifies financial reporting risks 

 Law Department - manages litigation and analyzes emerging legal trends that may impact 

the organization 

 Insurance - ensures the proper insurance coverage for the organization 

 Treasury - ensures cash is sufficient to meet business needs, while managing risk related 

to commodity pricing or foreign exchange 

 Operational Quality Assurance - verifies operational output is within tolerances 

 Operations management - ensures the business runs day-to-day and that related barriers 

are surfaced for resolution 

 Credit - ensures any credit provided to customers is appropriate to their ability to pay 

 Customer service - ensures customer complaints are handled promptly and root causes 

are reported to operations for resolution 

 Internal audit - evaluates the effectiveness of each of the above risk functions and 

recommends improvements 

Common challenges in ERM implementation 

Various consulting firms offer suggestions for how to implement an ERM program.
[5]

 Common 

topics and challenges include: 

 Identifying executive sponsors for ERM. 

 Establishing a common risk language or glossary. 
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 Describing the entity's risk appetite (i.e., risks it will and will not take) 

 Identifying and describing the risks in a "risk inventory". 

 Implementing a risk-ranking methodology to prioritize risks within and across functions. 

 Establishing a risk committee and or Chief Risk Officer (CRO) to coordinate certain 

activities of the risk functions. 

 Establishing ownership for particular risks and responses. 

 Demonstrating the cost-benefit of the risk management effort. 

 Developing action plans to ensure the risks are appropriately managed. 

 Developing consolidated reporting for various stakeholders. 

 Monitoring the results of actions taken to mitigate risk. 

 Ensuring efficient risk coverage by internal auditors, consulting teams, and other 

evaluating entities. 

 Developing a technical ERM framework that enables secure participation by 3rd parties 

and remote employees. 

Many insurance companies struggle to integrate ERM into decision making. As a result, they 

lack a robust and consistent approach for assessing the risk-reward tradeoffs of decisions, 

whether it is mitigation-related decisions or general business decisions. One symptom of this is 

the inability to make the business case for a given level of risk mitigation; for example, they 

simply set a risk exposure limit arbitrarily, without demonstrating the value of that level of 

mitigation. Another symptom is the presence of two separate approaches for decision making – 

one for general business decisions and a different one for mitigation decisions; yet, every 

business decision should add value, regardless of the type of decision it is. This difficulty is 

usually a result of a suboptimal approach to ERM. 

Taking risks is a necessary part of growing a business and adding stakeholder value. An 

organization that operates too cautiously and misses product or market opportunities can have 

difficulty attracting the best talent and investor capital. While the upside of risk is the ability to 

strategically seize business growth opportunities, today‘s complex world has also revealed the 

downside of risks. Fragile global supply chains, technology dependence, increased speed of 

product cycles, and complicated financial models and relationships continue to multiply the 
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breadth and depth of risks facing organizations. Failure to either anticipate growth opportunities 

or plan for negative events can have serious consequences on business operations, including loss 

of customers, inadequate asset protection, failure to meet regulatory requirements, lower 

profitability and share price. How can the senior management of an organization be more aware 

of their potential risks—both the upside and downside? Recently, there has been an intensifying 

interest in enterprise risk management, or ERM, as a tool to enable organizations to consider the 

potential impact of all types of risks on their processes, products, services, activities and 

stakeholders. In short, an effective ERM approach can help an organization make the most 

efficient use of its capital.  

By determining what growth opportunities to fund, and what potential risks need budget support, 

an organization can better ensure it will meet its business objectives today and into the future. 

There are three main questions that can be asked about any ERM program to determine whether 

or not it is capable of supporting decision making:  

1. Do the metrics support decision making?  

2. Do the models support decision making?  

3. Does ERM have buy-in from business units?  

 

Most insurance company ERM metrics do not fully support decision making. Most insurance 

company ERM programs directly quantify the impact of financial and insurance risks but not of 

strategic and operational risks. This prevents the ERM program from informing strategic 

decisions and operational decisions, which are the bulk of decisions facing management. Those 

insurance companies that do attempt to directly quantify strategic and operational risks often use 

short-term metrics such as the impact on one-year‘s earnings, the balance sheet, or required 

capital. Unfortunately, these metrics cannot fully capture the impact of strategic and operational 

risks, which typically impact future revenues and future expenses over multi-year periods. 

Further, these metrics typically only capture the risk side of the risk-return equation, which only 

provides half the picture needed for decision making.  

Typically, insurance company ERM models are leveraged from pre-existing capital management 

models, such as economic capital models. These models are not appropriate for supporting 



decision making. They can‘t match the pace required to keep up with the business. They require 

unusually long run times to complete a calculation and long lead times to modify the model; 

often, the business has moved on before these models can supply answers. In addition, the 

esoteric nature of the model logic is often only understood by a few technically-oriented 

individuals; this lack of transparency makes business leaders uncomfortable relying upon these 

models for decisions impacting their business. 

The value-based ERM approach resolves these three challenges. First, we will give a brief 

overview of the approach and its key features. Then, we will return to explain how the value-

based ERM approach overcomes these three challenges, facilitating the integration of ERM into 

decision making. Again, we present here only the most basic elements of this approach. 

Risk Identification  

The qualitative risk assessment typically involves direct, live interviews, with a broad group of 

individuals in the organization. Risks are identified, collectively scored on likelihood and 

severity, and an overall scoring methodology is chosen to rank the risks. This risk ranking is used 

to select the key risks, which advance to the risk quantification stage.  

Some key features:  

• Interviews are used rather than automated surveys, which builds buy-in for the ERM program, 

because it is collaborative, it spreads ERM awareness, and it allows for input from a broad group  

• Severity metric is defined as the impact on company value, which connects risk to value, fully 

captures the risk impacts, and allows direct comparison across all sources and types of risks; risk 

is defined here as a deviation from ―expected,‖ where expected is the baseline strategic plan  

Risk Quantification  

A range of individual deterministic risk scenarios are developed for each key risk, using the 

Failure Modes and Effects Analysis (FMEA) technique. The FMEA technique involves 

interviewing internal subject matter expert(s) for each key risk. Each risk scenario explores the 

risk event, by its originating source, and all of its downstream realistic consequences, including 

the financial impacts to future distributable cash flow components, including those related to 

revenues, expenses, and cost of capital.  

An ERM model is built to calculate the baseline company value for the enterprise (whether or 

not it is a public company), which is an internal valuation based on discounted distributable cash 



flows consistent with the strategic plan projection. The baseline company value is what the 

enterprise would be worth if it was to perfectly execute its strategic plan and everything was to 

unfold precisely as expected. The model is built dynamically to calculate the shock impact of 

individual risk scenarios as well as of combinations of simultaneous risk scenarios, which 

facilitates the calculation of enterprise risk exposure – the overall volatility, from all sources of 

risk, of key metrics. The key metrics include company value and other important metrics, such as 

revenue growth, earnings growth, and required capital.  

Some key features:  

• Producing a baseline company value calculation using a practical, nimble, dynamic model, 

enhances the strategic planning process itself  

 

All types of risk are quantified with this approach: strategic, operational, financial, and 

insurance; this is critical to capturing all volatility and also to informing all types of decisions  

• Risk scenarios are quantified in terms of their impact on company value, which is the lynchpin 

to connecting ERM to decision making, because value is the language of business decision 

makers  

• The impact of each risk scenario is accompanied by an attribution by component driver (i.e., 

what portion of the impact is due to which aspects of the risk scenario) which focuses mitigation 

opportunities  

• Both upside and downside risk scenarios are developed in the FMEA process, allowing the 

direct quantification of offsetting events (i.e., diversification benefits), multiple simultaneous 

events (which research shows are routinely the ones that can devastate an organization), and the 

proper weighing of both risk and return information in decision making  

Risk Decision Making  

The ERM committee reviews the exposure information produced in the risk quantification ERM 

process step, including individual risk scenario impacts (along with attributions by component 

drivers) and the enterprise risk exposure calculation as expressed by its multiple pain points. The 

first decision in ERM is the definition of risk appetite. Risk appetite is defined as management‘s 

answer to the question, ―What do we want these exposures to be, at the limit?‖  



Once risk appetite is defined, clearly and quantitatively, a downward-cascading allocation or 

budgeting approach is used to define risk limits, which are a kind of ―inside limit,‖ such as risk 

attributable to (a) a risk source; (b) a business unit; or (c) a geographic region.  

All decisions – whether risk-priority decisions (those originating from a desire to change the 

level of risk exposures) or return-priority (those originating from a desire to execute the strategic 

plan, i.e., routine business decision making) are all made using the same process6:  

1. Quantify the impact on risk  

2. Quantify the impact on return  

 

Risk Appetite 

RMA‘s Risk Appetite Workbook2 provides a very detailed roadmap for explaining what a risk 

appetite is and how an institution can develop one. In this workbook, RMA has defi ned risk 

appetite as ―the amount of risk (volatility of expected results) an organization is willing to 

accept in pursuit of a desired financial performance (returns).‖ Th e concepts of risk appetite 

and risk tolerance are often used interchangeably, but they have distinct diff erences in meaning. 

Risk appetite represents the acceptance of volatility an institution is willing to assume in 

executing its business strategy. Risk tolerance refers to day-to-day operational limits developed 

within the context of an organization‘s stated risk appetite (for example, concentration limits). It 

is important for management and the board of directors to understand the critical links among 

strategy, business plans, and risk. A risk appetite statement is one tool that facilitates this 

linkage. In this context, the risk management function is an integral part of the institution‘s 

overall strategies and specific business objectives—an essential part of the institution‘s success, 

returns, and value creation. 

 

Regulatory and Legal Drivers of ERM  

Enhancing an organization‘s growth opportunities, improving financial and operational 

performance, and reducing losses are some of the internal drivers that spark the development of 

an ERM framework within organization‘s today. However, there are significant external 

drivers—primarily regulatory and legal—that are challenging organizations to formalize their 

risk management processes. In short, it‘s just good business practice.  



In July 2009, the SEC proposed rules that would require management to increase its disclosures 

of information that describe the overall impact of compensation policies on risk-taking. The 

proposed rules would also require disclosure in a proxy statement about the board‘s role in the 

company‘s risk management process, and the effect that this has on the way the company has 

organized its leadership structure. The SEC believes that disclosure should provide information 

about how a company perceives the role of its board and the relationship between the board and 

senior management in managing the risks facing the company. 

At the same time, a bill was introduced in the U.S. House of Representatives that would require 

corporations to establish a risk management committee comprised of independent directors. 

Additionally, the U.S. Treasury Department is considering requiring compensation committees 

of public financial institutions to disclose strategies for aligning compensation with sound risk 

management. Ratings agencies and analysts have also taken a keener interest in governance 

efforts. In 2008, Standard and Poor‘s (S&P) began assessing ERM processes as part of its 

corporate credit ratings analysis. Clearly, the need to create a robust ERM framework is 

something no corporate board or senior executive team can ignore today. Risk management has 

moved beyond just the purview of the CFO and accounting department to become an enterprise-

wide responsibility. In addition, the International Organization for Standardization (ISO) 

published the ISO 31000:2009, Risk Management – Principles and Guidelines on November 15, 

2009. ISO 31000 provides generic guidelines intended to promote the adoption of consistent 

processes so as to ensure the risk is managed effectively, efficiently and coherently across 

organizations. 

 

360-Degree ERM Process Supports Strategic Objectives 

Effective risk management today requires an enterprise approach that views risk from all angles 

– a strategic, 360-degree view supported by tactical, holistic solutions. Achieving this broad view 

ensures business resilience, reduces total cost of risk, and protects profitability by improving a 

corporation‘s ERM framework. An organization with a broader view of risk can better uncover 

and manage its business challenges, including operations and procedures, management styles and 

strategies, industry issues, emerging risks and more. A 360-degree ERM process can help 

organizations meet these strategic objectives: 

• Protect the capital base an ERM review can potentially drive meaningful financial benefits 

including  reduced cost of servicing debt, improved access to capital and cost of capital.  



• Enhance value creation and contribute to optimal risk-return profile ERM can increase 

probability of the upside and decrease the probability of a downside. 

• Support corporate decision-making process for senior management, ERM can demonstrate its 

incorporation of risk information as a decision-making process, especially for rated companies 

that need to score well on the S&P ERM assessment. 

• Protect reputation and brand by promoting a sound culture of risk awareness ERM can increase 

investor confidence through proven management accountability for risk. 

 

The Strategic Benefits of ERM 

The benefits of developing a new ERM framework or improving upon an existing, more basic 

one include: 

•Minimizing barriers to achieving objectives and maximizing strategic growth opportunities 

• Reducing variability in expected business outcomes to enhance value creation advantage 

• Generating superior business intelligence to enable improved strategic decision making 

• Decreasing total cost of capital through optimizing the balance of risk and opportunity 

• Identifying key exposures, quantifying critical activity, and solidifying value chains 

• Demonstrating the benefit of increased risk transparency across your organization 

• Using additional risk information to improve risk transfer and decrease negative events 

• Protecting tangible and intangible assets to minimize impact on bottom line profitability 

 

Clearly, managing risk can no longer be left to one person such as a Chief Risk Officer or soloed 

into one department, but demands a transparent approach to strategic decisions and daily 

operations. ERM can encourage resilience and help protect profitability in an ever-changing 

business climate. Applied robustly across all areas of an organization, a strategic ERM process 

will efficiently manage available capital---budgeting for potential risks while funding the 

appropriate growth opportunities. 

Basics of financial side for insurers 

There are few financial topics more important (and, sadly, more mundane) than insurance. No 

matter how diligently you build your financial empire, failure to purchase adequate insurance can 

put you in a desperate hole in a heartbeat. On the other side of the coin, few things will attack 



your investment returns more insidiously than paying too much for insurance or, worse, paying 

for insurance you don't need. 

So, you may be thinking now, "I don't need insurance." To that we say: Most likely you do. If 

you own things that will be very hard to replace without facing severe financial hardship, these 

things ought to be insured. In general, think of insurance as "hardship avoidance," not 

"convenience" or "hitting the jackpot." 

On the one hand, insurance has all the lure of a state lottery. Individual tickets don't cost much 

(relatively speaking), and if your number comes up, hey, you get the big check! Trust us, though. 

You don't want this check. 

Before you actually get the check, you'll have to complete your end of the bargain. No biggie. 

You just have to get some stuff stolen from your home, or damage your car, or become disabled, 

or die. 

Given this backdrop, it's no wonder that few people list insurance among their hobbies, even in a 

country that lays down more than $640 billion in legal wagers each year. 

Fun or no fun, however, insurance is one finance topic that you don't want to overlook. Contrary 

to some common perceptions, insurance is not a rip-off. For most people, it is a necessary and 

valuable financial service. 

Whatever you do, don't lose your insurance bets by skipping premium payments. Since insurance 

has little impact on daily life, it's easy to overlook these payments. If you really need the 

insurance, these premiums should fall behind only food and shelter in your list of priorities, and 

certainly ahead of investing. 

IN the ANNUAL REPORTS to Congress, the Social Security Board recommended the 

expansion of  present social security program to include insurance against the costs of medical 

care as part of a comprehensive national social insurance system. It also recommended that the 

social insurance system include protection against  wage or income loss during sickness and 

prolonged disability. These two measures together, it believed, would close the most serious gaps 

in our present social security program.  The underlying facts and considerations which persuaded 
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the Board of the need for medical care insurance have been summarized elsewhere. Before the 

Board recommended an insurance program to meet this need, it considered in some detail the 

scope, specifications, administrative framework, and costs of such a program. The results of 

some of those studies, carried on over a number of years, are summarized here—especially as 

they focus on the financial aspects of the program. The costs of a national program of medical 

care insurance would depend mainly on three groups of factors: the size and composition of the 

popular. 

 It is desirable to set eligibility conditions for medical care insurance so as to include as much of 

the population of the United States as possible. Comprehensive coverage would operate in the 

direction of maximum protection at minimum per capita cost. Most of the population could be 

brought into the insurance system by the two methods proposed by President Truman in his 

Message4to Congress on a national health program: direct compulsory coverage for workers and 

their dependents, as in the case of other social insurance systems; and supplementary coverage 

for other groups through contracts between the insurance system and other public agencies. 

If no occupation group were excluded from coverage, some 80 to 90 percent of the population, 

depending on the precise nature of the eligibility conditions, could acquire protection as gainfully 

occupied persons or as their dependents. Any definition of a gainfully occupied person would be 

somewhat arbitrary, but a minimum qualifying income of, say, $150 or $200 per annum would 

include all but those who are only occasionally occupied in gainful employment. An alternative 

eligibility test of, say, $50 in each of 6 calendar quarters in the previous 3 years would serve the 

same purpose, and would also tend to give additional stability to the size of the eligible 

population. If the self-employed who See "A National Health Program: Message from the 

President," Social Security Bulletin, December 1945, pp. 7-12. Have gross or net earnings of, 

say, $500 and who report net income of at least some minimum amount were also eligible, 

approximately all gainfully occupied persons would be covered. To achieve broad coverage, a 

"dependent" might be defined as any individual who relies substantially on the gainfully 

occupied person for support. But such a definition of dependents would involve some difficult 

administrative decisions. It is possible that, at the outset, dependents should be defined as those 

classes of persons whose actual dependence for support on the worker may be generally 

presumed. Such concepts applied to all gainfully occupied persons, regardless of their 



occupation, and to their dependents, would result in including nearly 90 percent of the population 

if employment continued at high levels, and somewhat less than 85 percent under less favorable 

conditions. If employment coverage were limited by excluding certain occupation groups, these 

percentages would be lowered.  

The scope and content of medical related benefits will determine to a large extent the per capita 

costs of medical care insurance. The objectives of such an insurance system are to provide, on a 

social insurance basis, ready access to essential preventive and curative medical services for 

insured persons and their families and to protect the insured population against the uneven and 

unpredictable costs of such services. Medical services should be as inclusive as possible, and, 

although as a practical matter it might be necessary to limit some services at the outset, 

eventually medical care insurance may be expected to provide as benefits:  

1. Physicians' services in the office, home, and hospital:  

a. General practitioner or family physician services;  

b. Specialist and consultant services;  

2. Essential laboratory and related services or non hospitalized persons;  

3. Hospital and related services;  

4. Dental care;  

5. Home nursing; and  

6. Prescribed medicines, appliances, and so on, for non hospitalized patients, or at least 

those items among these commodities which are relatively expensive to the  individual patient. 

Underwriting Cycle: 

The underwriting cycle is the tendency of property and casualty insurance premiums, profits, and 

availability of coverage to rise and fall with some regularity over time. A cycle begins when 

insurers tighten their underwriting standards and sharply raise premiums after a period of severe 
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underwriting losses or negative stocks to capital (e.g., investment losses). Stricter standards and 

higher premium rates lead to an increase in profits and accumulation of capital. The increase in 

underwriting capacity increases competition, which in turn drives premium rates down and 

relaxes underwriting standards, thereby causing underwriting losses and setting the stage for the 

cycle to begin again. For example, Lloyd's Franchise Performance Director Rolf Tolle stated in 

2007 that ―mitigating the insurance cycle was the ―biggest challenge‖ facing managing agents in 

the next few years‖. 

All industries experience cycles of growth and decline, 'boom and bust'. These cycles are 

particularly important in the insurance and re-insurance industry as they are especially 

unpredictable. Lloyd's of London research in 2006 revealed, for the second year running, that 

Lloyd‘s underwriters see managing the insurance cycle as the top challenge for the insurance 

industry, and nearly two-thirds believe that the industry at large is not doing enough to respond 

to the challenge. The Insurance Cycle affects all areas of insurance except life insurance, where 

there is enough data and a large base of similar risks (i.e. people) to accurately predict claims, 

and therefore minimize the risk that the cycle poses to business. 

 

Description of Insurance Cycle: 

For the sake of argument let's start from a 'soft' period in the cycle that is a period in which 

premiums are low, capital base is high and competition is high. Premiums continue to fall as 

naive insurers offer cover at unrealistic rates, and established businesses are forced to compete or 

risk losing business in the long term. 

The next stage is precipitated by a catastrophe or similar significant loss, for example Hurricane 

Andrew or the attacks on the World Trade Center. The graph below shows the effect that these 

two events had on insurance premiums. 
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After a major claims burst, less stable companies are driven out of the market which decreases 

competition. In addition to this, large claims have left even larger companies with less capital. 

Therefore, premiums rise rapidly. The market hardens, and underwriters are less likely to take on 

risks. 

In turn, this lack of competition and high rates looks suddenly very profitable, and more 

companies join the market whilst existing business begin to lower rates to compete. This causes 

a market saturation and Insurance Cycle begins again. 

Dealing with Insurance Cycle: 

While many underwriters believe that the cycle is out of their hands, Lloyd‘s is trying to push for 

more proactive management of the ups and downs of the industry. In 2006 they published their 

‗Seven Steps‘ to managing the insurance cycle: 
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1. Don’t follow the herd. Insurers need to be prepared to walk away from markets when prices 

fall below a prudent, risk-based premium. 

2. Invest in the latest risk management tools. Insurers must push for continuous improvement 

of these tools based on the latest science around issues such as climate change, and make full use 

of them to communicate their pricing and coverage decisions. 

3. Don’t let surplus capital dictate your underwriting. An excess of capital available for 

underwriting can easily push an insurer to deploy the capital in unsustainable ways, rather than 

having that capital migrate to other uses such as hedge funds and equities, or returning it to 

shareholders. 

4. Don’t be dazzled by higher investment returns. Don‘t let higher investment returns replace 

disciplined underwriting as base rates creep up on both sides of the Atlantic. Notionally, splitting 

the business into insurance and asset management operations, and monitoring each separately, is 

one way to achieve this. 

5. Don’t rely on ―the big one‖ to push prices upwards. The spectacular insured loss should not 

be used as an excuse to raise prices in unrelated lines of business. Regulators, rating agencies, 

and analysts – not to mention insurance buyers – are increasingly resisting such behaviour. 

6. Redeploy capital from lines where margins are unsustainable. There is little that individual 

insurers can do to alter overall supply-and-demand conditions. But insurers can set up internal 

monitoring systems to ensure that they scale back in lines in which margins have become 

unsustainable and migrate to other lines. 

7. Get smarter with underwriter and manager incentives. Incentives for key staff should be 

structured to reward efficient deployment of capital, linking such rewards to target shareholder 

returns rather than volume growth. 

The Lloyd‘s Managing Cycle report has several problems. It focuses on the industry as a whole 

being able to work together to reduce the effect of market fluctuations. However, this is 

somewhat unrealistic, as if underwriters do not write business in a soft market (i.e. at cheap 

prices for the customer), it will be hard to win this business back in a hard market due to loyalty 

issues. 
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Rolf Tolle asserts that ―There is nothing complex about the cycle. It is about having the courage 

of your convictions to act with strength.‖ Swiss Reargue that instead of ‗beating‘ the cycle, 

insurers should learn to anticipate its fluctuations. ―Cycle management is essentially proper 

timing. Monitoring the market, predicting market trends and accurately assessing prices play an 

important role‖. 

Swiss Regive several examples of potential business strategies. One is to write risks at a roughly 

fixed rate. This is clearly not practicable as it does not allow for the cyclical nature of the market. 

Another is to fail to react fast enough to changes in the market, which leaves a company even 

more exposed. The recommended strategy is one that relies on prediction of the business cycle 

and setting premiums based on models and experience. 

Solvency II: 

The Solvency II Directive 2009/138/EC is an EU Directive that codifies and harmonises the EU 

insurance regulation. Primarily this concerns the amount of capital that EUinsurance companies 

must hold to reduce the risk of insolvency. Once the Omnibus II directive is approved by the 

European Parliament, Solvency II will be scheduled to come into effect on 1 January 2014.  

Since the initial Solvency I Directive 73/239/EEC was introduced in 1973, more elaborate risk 

management systems developed. Solvency II reflects new risk management practices to define 

required capital and manage risk. While the "Solvency I" Directive was aimed at revising and 

updating the current EU Solvency regime, Solvency II has a much wider scope. A solvency 

capital requirement may have the following purposes: 

 To reduce the risk that an insurer would be unable to meet claims; 

 To reduce the losses suffered by policyholders in the event that a firm is unable to meet 

all claims fully; 

 To provide early warning to supervisors so that they can intervene promptly if capital 

falls below the required level; and 

 To promote confidence in the financial stability of the insurance sector often called 

"Basel for insurers," Solvency II is somewhat similar to the banking regulations of Basel 

II. For example, the proposed Solvency II framework has three main areas (pillars): 
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 Pillar 1 consists of the quantitative requirements (for example, the amount of 

capital an insurer should hold). 

 Pillar 2 sets out requirements for the governance and risk management of 

insurers, as well as for the effective supervision of insurers. 

 Pillar 3 focuses on disclosure and transparency requirements. 

 

Solvency II negotiations are underway again in response to the release of technical guidance 

from EIOPA, and following the assessment of various calibrations for the treatment of long term 

guarantee products under Solvency II. There appears to be strong political will to achieve a 

conclusion to the deliberations and to do so before the European Parliamentary elections in June 

2014. 

Despite the uncertainty with certain aspects of the capital requirements, EIOPA have released 

guidelines for Supervisors to follow from January 2014 which are based on Solvency II 

principles. Many supervisors can be expected to start enforcing Solvency II governance and risk 

management procedures (including ORSA), as well as disclosure requirements in place from 

2014, in line with these EIOPA guidelines. 

Drawing on our work with insurers and supervisors on the practical application of the directive, 

PwC helps business to simplify and accelerate implementation, and tackles the strategic as well 

as the technical challenges of Solvency II. 

Solvency II – Three-pillar approach 

Pillar 1: Quantitative Requirements 

 Measurement of assets & liabilities Required capital (via formula or internal 

model.) (Focus of QIS4b) 

 Eligibility of Capital  

 Total Euros required to have reserves and capital in order 

  

 

      Pillar 2: Qualitative Requirements and Supervisory Review  

 Process. Internal control and risk management 



 System of Governance 

 Own Risk and Solvency Assessment (ORSA). 

 Supervisory Review Process 

 Sarbanes Oxley on steroids 

 

Pillar 3: Disclosure requirements;  

 Transparency US companies already have good reporting and relationships 

with their regulators 

  

Securitization Insurance regulators 

Securitization is one of the most important innovations of modern finance. The securitization 

process involves the isolation of a pool of assets or rights to a set of cash flows and the 

repackaging of the asset or cash flows into securities that are traded in capital markets. The 

trading of cash flow streams enables the parties to the contract to manage and diversify risk, to 

take advantage of arbitrage opportunities, or to invest in new classes of risk that enhance market 

efficiency. The cash flow streams to be traded often involve contingent payments as well as more 

predictable components which may be subject to credit and other types of counterparty risk. 

Securitization provides a mechanism whereby contingent and predictable cash flow streams 

arising out of a transaction can be unbundled and traded as separate financial instruments that 

appeal to different classes of investors. In addition to facilitating risk management, securitization 

transactions also add to the liquidity of financial markets, replacing previously untraded on 

balance-sheet assets and liabilities with trade able financial instruments. 

The securitization era began in the 1970s with the securitization of mortgage loans by the 

government sponsored enterprises (GSEs) Fannie Mae, Ginnie Mae, and Freddie Mac, which 

were created by the Federal government with the objective of facilitating home ownership by 

providing a reliable supply of home mortgage financing. The securitization process enabled 

mortgage originators such as banks, thrift institutions, and insurers to move mortgage loans off 

their balance sheets, freeing up funds for additional lending. In the process, a new class of highly 

rated, liquid securities was created, enhancing portfolio opportunities for investors. 



Securitization has the potential to improve market efficiency and capital utilization in the 

insurance industry, enabling insurers to compete more effectively with other financial 

institutions. Through securitization insurers can reduce their cost of capital, increase return on 

equity, and improve other measures of operating performance. Securitization offers insurers the 

opportunity to unlock the embedded profits in blocks of insurance presently carried on balance 

sheet and to provide an alternative source of financing in an industry where traditional financing 

mechanisms are often restricted due to regulation. Securitized transactions also permit insurers to 

achieve liquidity goals and can add transparency to many on-balance sheet assets and liabilities 

traditionally characterized by illiquidity, complexity, and informational opacity. 

Economic Rationale for Securitization 

 Like financial intermediation and hedging transactions undertaken by widely held corporations, 

the existence of securitization is difficult to explain in terms of the pure theory of finance. In the 

pure theory of finance, assets are traded in frictionless and complete capital markets. In such a 

world, the value of a stream of cash flows is determined by the amount, timing, and risk 

characteristics of the cash flows; and, in fact, each cash flow has a unique value  regardless of its 

ownership. In the context of a corporation, the Modigliani-Miller capital irrelevancy theorem, 

which posits the existence of frictionless and complete capital markets, implies that the way the 

firm‘s cash flows are apportioned among various classes of claimants is irrelevant to the value of 

the firm. Hence, in a purely theoretical world, transferring cash flows to a SPV and apportioning 

them in various ways among tranches of security holders would have no impact on the overall 

economic value of the flows. Therefore, because securitization is costly, ABS transactions would 

not be difficult to justify in frictionless and complete markets.  

The existence of widespread securitization in real world capital markets suggests that violations 

of the assumptions of perfect market finance theory are responsible for the existence of gains 

from trade in securitization transactions. Among the important underlying assumptions is that 

markets are frictionless and complete, with no transactions costs or other market imperfections, 

and that bankruptcy costs do not exist. Perfect markets theory also assumes that markets are free 

of agency costs, i.e., managers and employees of firms are assumed to pursue the objectives of 

the firm‘s owners and other claimants. Markets are also assumed to be informational transparent 



such that there are no informational asymmetries between the buyers and sellers of financial 

products. Finally, the perfect markets model does not allow for the existence of taxation and 

regulation, both of which can provide motives for securitization. 

A variety of market frictions relating to transactions costs, agency costs, informational 

asymmetries, taxation, and regulation provide opportunities for value-creation using assetbacked 

securities. Specific discussion in the context of life insurance transactions is presented below. 

However, it is useful to provide some general discussion of the value creation attainable through 

securitization. The existence of bankruptcy costs provides one important rationale for 

securitization. As a firm‘s financial condition deteriorates, it is likely to suffer financial rating 

downgrades which increase its cost of capital and increase the difficulty of raising new funds.  

Regulated financial institutions are especially susceptible to financial distress costs because they 

incur increased regulatory scrutiny, operating restrictions, and possible seizure by regulatory 

authorities. The sensitivity of capital and regulatory costs to financial distress provides an 

important motivation for securitization. In many instances, the firm can reduce its leverage, 

manage risk, and otherwise enhance its financial through securitization.  Securitization also 

provides an alternative mechanism to help firms manage interest rate risk. For example, banks 

tend to have mostly short-term liabilities such as demand deposits, creating a source of interest 

rate risk if they hold long-term assets such as mortgages.  

Securitization enables banks to utilize their expertise in originating mortgages without having to 

deal with the interest rate risk problems creating by holding the mortgages until maturity. 

Securitization can help to resolve investor concerns about agency costs by isolating a block of 

assets or rights to cash flows in a special purpose vehicle. Because the SPV exists only to hold 

the assets and is a passive entity which is not ―managed‖ for any other purpose, the investors in 

the SPV‘s securities can focus on the assets that are included in the SPV and generally can be 

assured that the assets are insulated from the originator‘s other business activities. 

 

Insurance Regulators 



Insurance Regulatory and Development Authority (IRDA) is an autonomous apex statutory 

body which regulates and develops the insurance industry in India. It was constituted by 

a Parliament of India act called Insurance Regulatory and Development Authority Act, 1999 and 

duly passed by the Government of India.  

The agency operates its headquarters at Hyderabad, Andhra Pradesh where it shifted 

from Delhi in 2001. The Insurance regulatory and Development Authority (IRDA), batted for a 

hike in the foreign direct investment (FDI) limit to 49 per cent in the sector from the present 26 

per cent. 

―I am in favors of hike in the FDI limit for the insurance sector. Unless we go for 49 per cent, we 

will not have the kind of capital required to underpin the growth of the industry. This sector 

requires a lot of money,‘‘ IRDA Chairman J. Hari Narayan (till Feb., 2013) said on the sidelines 

of a summit here. 

The Insurance Laws (Amendment) Bill has been pending before Parliament for about four years 

as there has been no consensus among political parties on the issue of raising the FDI limit to 49 

per cent. Coming under pressure from its allies, the UPA II government, in May this year, had 

postponed a decision on raising the FDI limit in the sector to 49 per cent. 

Earlier, Mr. Hari Narayan said the IRDA would develop ten standard products in consultation 

with industry bodies which could be launched by insurance companies without seeking the 

regulatory nod. ―We will have to work closely with the Life Insurance Council and the General 

Insurance Council to see if we can develop such products,‘‘ he added. 

The insurance regulator said the persistence level was very low in the industry and there was a 

need to bring in complete understanding of the market and insurance companies. The persistence 

level refers to client retention by insurance companies. He said `Use and File‘ would not be in 

the general interest of the policy-holders since the persistence ratio was high. Recently the 

Finance Minister of India announced the setting of insurance repository system. An Insurance 

Repository is a facility to help policy holders buy and keep insurance policies in electronic form, 

rather than as a paper document. Insurance Repositories, like Share Depositories or Mutual Fund 

Transfer Agencies, will hold electronic records of insurance policies issued to individuals and 

such policies are called ―electronic policies‖ or ―e Policies‖. 
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In an insurance company, the cash flows are organized along two streams: a) Inflows— 

premiums, investment income, refunds, and so on and b) Outflows—claim payments, 

reinsurance premium, agent remuneration, salaries, interest and dividends to investors, and so 

forth. Thus, risks could be considered along these two flows. In addition, insurance products rely 

on models dealing with longevity/mortality, morbidity, economic conditions, or market 

conditions. There is a large risk that any of these assumptions or models could be incorrect, 

leading to first the pricing risk (that price charged was incorrect) and then the solvency risk—

risk that arises from inadequate reserves, and company runs out of capital. As many insurance 

companies have large fixed income holdings or equity position, there is also credit risk and 

market risk associated with their investment portfolio. Moreover, the processes, people, and 

systems of an insurance company are also exposed to risks. These are operational risks and are 

present throughout the company. Additionally, like other corporations, an insurance company is 

exposed to other strategic risks, such as liquidity, reputation, legal, business planning, and so on. 

The time lag between the selling of an insurance coverage and the claim payments can be 

extremely long. This lag makes insurance a particularly difficult business to manage. There are 

also a variety of cultural reasons that complicate insurance risk management. For example, there 

is a perception by some insurance managers that the insurance business is strictly an 

underwriting game. This essentially means that if an insurance company underwrites ―the right 

risks at the right prices,‖ the other key insurance activities (i.e. investment, claims handling, 

reinsurance, and so on) ―can take care of themselves.‖ In this situation risk management 

obviously takes a back seat. 

Pricing Insurance Risk: 

For the directors and senior management of an insurance operation, the greatest fears are having 

insufficient funds to pay claims and failing to earn an adequate return on capital. There are many 

ways these fears may be realised,including poor sales, failure to control operating expenses, bad 

investment outcomes or operational problems. One of the most likely causes however is higher 

than forecast claims costs. It is a truism that ―insurers exist to pay claims‖. The problems start 

when the actual cost of claims exceeds claims targets by an uncomfortable margin. In mild cases 

this impairs profitability; in extreme cases it chews into capital and undermines solvency. The 

list of possible causes of higher than anticipated claims costs is long and sobering. We thought it 



would be worthwhile to compile a list of the usual suspects and consider how they can work 

alone or conspire together to frustrate management‘s plans to meet their financial objectives.  

Predicting claims  

Generally, insurer‘s pool risks by collecting, in advance, contributions from insured‘s into a fund 

from which claims are paid. When an insurance proposal is received, the underwriter cannot 

know whether or not the underwritten risk will result in a claim. The aim is to collect sufficient 

contributions in total from all insured‘s to be able to meet the unknown future costs of claims 

and expenses and to grow the insurer‘s capital base. So how much should each insure contribute 

to the pool? It seems reasonable that those with a greater exposure to loss (i.e. a greater risk) 

should pay a higher contribution. Other factors to consider include uncertainty about the level of 

risk, market pricing and regulation. In any case, the way the total contributions pie is divided 

between the insured‘s is secondary to the need to make sure that the pie is big enough to meet all 

costs. Influencing the predictability of claims costs Each of the influencing factors described 

below is considered in isolation. In practice, the factors will interact in ways that might produce 

unexpected results – to that end, the qualification ―all else being equal‖ applies to each item. The 

number of claims when predicting claims costs, more claims lead to better predictions. 

Statisticians call this effect ―the law of large numbers‖. For some large commercial or group 

risks the claims experience is sufficient to allow that business to be rated partially or fully on its 

own experience.  

Length of claims history  

A longer claims history means more claims (see point above) and a clearer picture of the possible 

claims experience, including seasonality effects, trends and large events. The limiting factor is 

that ―old‖ claims experience may no longer be relevant and so may not be a good guide as to 

what could be expected in the future. Claims size Less variation in claim size is better. If a single 

loss could ultimately cost anywhere between a few dozen and a few million dollars, as is the case 

with ACC bodily injury claims for example, predicting claims costs is tricky. This is where 

excesses, policy limits and reinsurance make life easier by limiting the potential range of claims 

costs borne by the direct insurer.  A related pricing problem for portfolios that experience 

infrequent large loss events is that the past claims experience may not reflect the incidence and 

cost of such losses. This could be because there was no large event during the period of 



investigation, or because the exposure and therefore potential severity has changed over time. 

The pricing basis must somehow anticipate and incorporate these large events. Again, 

reinsurance can assist from a risk reduction and pricing perspective.  

Short tail versus long tail if claims are identified, notified and settled quickly, it‘s much easier to 

get a handle on how much they will ultimately cost. The nightmare scenario is where large 

claims remain ―hidden‖ for many years – asbestos or environmental pollution claims being a 

case in point. As well, longer settlement delays allow claim cost inflation to do its work.  

Stability of exposure if the mix of risks covered or the type of cover provided change 

significantly over the period of exposure being considered for rating, then past experience is a 

less reliable guide to the future. This is where the underwriter‘s judgment becomes vital. Of 

course, even the best judgment can fall short where the claims environment changes radically 

without warning – such as the impact of different judicial interpretations or legislation.  Period of 

cover longer periods of cover mean that any rating errors cannot be corrected quickly. For 

example, the claims impact of an economic downturn on a single premium loan protection or 

extended warranty insurance portfolio can‘t be incorporated at all for the existing book of 

business, some of which may have an outstanding term of up to five years. Short term travel 

insurance cover on the other hand can be quickly re-rated if systems allow. The common one 

year renewable business sits somewhere between Number of risk factors Where there are many 

rating factors and many levels within each rating factor, complexity rises sharply and interaction 

effects can bite. Think of the complexities of rating private motor insurance compared to, say, 

group personal accident risk. Even with modern rating systems, complexity increases the chances 

of rating errors. Also, comparing your rates with competitors‘ becomes a challenging exercise. 

Independence Aggregations or accumulations of risk keep underwriters and actuaries awake at 

night. Where losses are ―independent‖, that is caused by separate events so that the occurrence of 

one loss is unrelated to another, the cost of claims is easier to predict.  

However, when losses behave badly and occur all at once, perhaps caused by a large event such 

as an earthquake or storm, or perhaps because of physical proximity or a change in general 

conditions such as an economic slowdown, pricing assumptions based on claim independence 

break down. For large events, catastrophe reinsurance can provide considerable relief. For 



longer-term secular changes, like recessions, an appropriate response by the underwriter to the 

changing conditions is required.  

The greatest threat may be entirely new and unexpected causes of aggregations of risk. The LMX 

spiral in the London Market in the late 80‘s is a good example. Diversity and homogeneity In a 

homogeneous portfolio the risks covered are broadly similar. The opposite is the case for a 

diversified portfolio. In practice, nearly all portfolios are diversified to some extent. Factors that 

could influence a portfolio‘s diversity include geographical spread, the possible perils giving rise 

to claims, scale of risks, social classes, and industries and how policies are sold. Diversity is a 

factor that cuts both ways. Greater diversity means a reduced possibility of aggregations, 

whereas greater homogeneity makes prediction, risk assessment and rating easier because it is 

easier to understand which factors most affect the risk. Balancing these sorts of considerations is 

a good reason why underwriters won‘t find themselves being replaced by computers in the near 

future.  

Moral hazard and adverse selection 

 In an insurance context, moral hazard describes situations where the existence of insurance 

causes a change in the behavior of the insured in a way that leads to greater losses than 

otherwise. This could range from a more relaxed attitude towards security and risk management 

through to outright fraud. This problem may not be too serious if the exposure and cover has 

been relatively stable. Adverse selection occurs when an insured takes advantage of knowing 

more about the risk involved than the insurer does. Some risks are better understood than others, 

some markets more competitive, and some insured‘s better informed. Bumbling into a 

competitive and well informed (read broker-serviced) market without understanding the expected 

claims cost of individual underwritten risks will almost certainly lead to ―information 

asymmetry‖ between the insurer and the insured. This is a recipe for adverse selection and 

greater than expected claims costs, best summarized by the insurance aphorism ―bunnies get 

skinned‖. Two scenarios - Pricing Heaven and Hell Heaven You must have done something 

right. The CEO has appointed you as the underwriter to head a project team to revamp the 

company‘s rather tired and uncompetitive personal lines product offering. 



You get a pay rise and an office overlooking the harbor. The product is annually renewable and 

the IT teams have extracted five years of complete, accurate, stable and statistically credible 

claims and policy data that leaves the actuaries blinking in stunned disbelief at their good 

fortune. Claims are reported and settled promptly and the market customarily uses only a small 

number of rating factors when setting rates. The portfolio‘s client base and cover has been stable 

but has a good geographical spread and there are no apparent aggregation or accumulation risks.  

The claims experience on those incidentals you wrote in your account was starting to turn ugly, 

with consequent risks for your reputation. The local job market had dried up so rather than take a 

punt on surviving the shakeout, you decided to apply for that product manager position in a 

small, mountainous, equatorial country recently emerged from decades of repressive rule. You 

got the job. Your objective in this new market is to capture a minimum 15% market share within 

three years. As a startup company you have no clients or distribution base, no claims history and 

no systems. However, full systems development and actuarial support will be provided from the 

Head Office. 

Insurance is designed to reimburse your financial costs if you are affected by an unexpected 

event such as damage to or loss to your property. 

Examples of events that can be insured against include: 

 your home being flooded  

 your car being stolen  

 you being unable to work due to ill health 

When you buy a policy to cover you against a risk, insurers use risk pricing to work out how 

likely it is that you will make a claim and the likely size of that claim to calculate your premiums 

(payments).  

When insurers use risk pricing to set your premium, they consider the different risk 

characteristics that might affect your policy. These characteristics help insurers charge a fair 

price that reflects the risk of each customer making a claim, to make sure you pay a premium 

that is in the interests of the fair treatment of all customers. 

https://www.abi.org.uk/Insurance-and-savings/Topics-and-issues/How-insurance-is-priced


Insurers can use risk pricing characteristics including: 

 your age 

 your health 

 whether you smoke 

 how safely you drive 

 the likelihood of property flooding 

 where you live  

Insurers cannot use risk pricing characteristics on:  

 gender 

 race 

 religion or belief 

 sexual orientation 

Risk Management Process and Analysis: 

Risk management is the identification, assessment, and prioritization of risks (defined in ISO 

31000 as the effect of uncertainty on objectives, whether positive or negative) followed by 

coordinated and economical application of resources to minimize, monitor, and control the 

probability and/or impact of unfortunate events or to maximize the realization of opportunities. 

Risks can come from uncertainty in financial markets, threats from project failures (at any phase 

in design, development, production, or sustainment life-cycles), legal liabilities, credit risk, 

accidents, natural causes and disasters as well as deliberate attack from an adversary, or events of 

uncertain or unpredictable root-cause. Several risk management standards have been developed 

including the Project Management Institute, the National Institute of Standards and Technology, 

actuarial societies, and ISO standards. Methods, definitions and goals vary widely according to 

whether the risk management method is in the context of project management, 

security, engineering, industrial processes, financial portfolios, actuarial assessments, or public 

health and safety. 

https://www.abi.org.uk/Insurance-and-savings/Topics-and-issues/How-insurance-is-priced/Risk-pricing-characteristics/Risk-pricing-and-age
https://www.abi.org.uk/Insurance-and-savings/Topics-and-issues/How-insurance-is-priced/Risk-pricing-characteristics/Risk-pricing-and-gender
http://en.wikipedia.org/wiki/Risk
http://en.wikipedia.org/wiki/ISO_31000
http://en.wikipedia.org/wiki/ISO_31000
http://en.wikipedia.org/wiki/ISO_31000
http://en.wikipedia.org/wiki/Act_of_God
http://en.wikipedia.org/wiki/Root_cause
http://en.wikipedia.org/wiki/Technical_standard
http://en.wikipedia.org/wiki/Project_Management_Institute
http://en.wikipedia.org/wiki/National_Institute_of_Standards_and_Technology
http://en.wikipedia.org/wiki/Risk_analysis_(engineering)


The strategies to manage threats (uncertainties with negative consequences) typically include 

transferring the threat to another party, avoiding the threat, reducing the negative effect or 

probability of the threat, or even accepting some or all of the potential or actual consequences of 

a particular threat, and the opposites for opportunities (uncertain future states with benefits). 

Certain aspects of many of the risk management standards have come under criticism for having 

no measurable improvement on risk, whether the confidence in estimates and decisions seem to 

increase. 

Risk management is not new tool and a lot of standards and guidance documents are available   

(ACT 2004, AZ/NZS 2004, Committee 2004, DGQ 2007, FAA 2007, HB 2004, IEC 2008, ON 

2008, Rio Tinto 2007, Treasury Board of Canada 2001). It is an integral component of good 

management and decision-making at all levels of an organization. All departments in an 

organization manage risk continuously whether they realize it or not, sometimes more rigorously 

and systematically, sometimes less. More rigorous risk management occurs most visibly in those 

departments whose core mandate is to protect the environment and public health and safety. At 

present, a further generic standard on risk management is in preparation as a common ISO/IEC 

standard (IEC 2007) describing a systemic top down as well as a functional bottom up approach. 

This standard is intended to support existing industry or sector specific standards. 

The establishment of the context and culture is undertaken through a number of environmental 

analyses that include, e.g., a review of the regulatory requirements, codes and standards, industry 

guidelines as well as the relevant corporate documents and the previous year‘s risk management 

and business plans. Part of this step is also to develop risk criteria. The criteria should reflect the 

context defined, often depending on an internal policies, goals and objectives of the organization 

and the interests of stakeholders. Criteria may be affected by the perceptions of stakeholders and 

by legal or regulatory requirements. It is important that appropriate criteria be determined at the 

outset.  

 

Risk Management Process: 
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Although the broad criteria for making decisions are initially developed as part of establishing 

the risk management context, they may be further developed and refined subsequently as 

particular risks are identified and risk analysis techniques are chosen. The risk criteria must 

correspond to the type of risks and the way in which risk levels are expressed. Methods to assess 

the environmental analysis are SWOT (Strength, Weaknesses, Opportunities and Threats) and 

PEST (Political, Economic, Societal and Technological) frameworks, typically shown as tables.  

 

 Identify the risks  

Using the information gained from the context, particularly as categorized by the SWOT and 

PEST frameworks, the next step is to identify the risks that are likely to affect the achievement of  

The goals of the organization, activity or initiative. It should be underlined that a risk can be an 

opportunity or strength that has not been realized. Key questions that may assist your 

identification of risks include:  

− For us to achieve our goals, when, where, why, and how are risks likely to occur?  

− What are the risks associated with achieving each of our priorities?  



− What are the risks of not achieving these priorities?  

− Who might be involved (for example, suppliers, contractors, stakeholders)? 

 

Analyze the risk  

Risk analysis involves the consideration of the source of risk, the consequence and likelihood to 

estimate the inherent or unprotected risk without controls in place. It also involves identification 

of the controls, an estimation of their effectiveness and the resultant level of risk with controls in  

Place (the protected, residual or controlled risk). Qualitative, semi-quantitative and quantitative 

techniques are all acceptable analysis techniques depending on the risk, the purpose of the 

analysis and the information and data available.  

Often qualitative or semi-quantitative techniques can be used for screening risks whereas higher 

risks are being subjected to more expensive quantitative techniques as required. Risks can be 

estimated qualitatively and semi-quantitatively using tools such as hazard matrices, risk graphs, 

risk matrices or monographs but noting that the risk matrix is the most common. Applying the 

risk matrix, it is required to define for each risk its profile using likelihood and consequences 

criteria. Typical definitions of the likelihood and consequence are contained in the risk matrix. 

Using the consequence criteria provided in the risk matrix, one has to determine the 

consequences of the event occurring (with current controls in place). To determine the likelihood 

of the risk occurring, one can apply the likelihood criteria (again contained in the risk matrix). As 

before, the assessment is undertaken with reference to the effectiveness of the current control 

activities. To determine the level of each risk, one can again refer to the risk matrix. The risk 

level is identified by intersecting the likelihood and consequence levels on the risk matrix. 

Complex risks may involve a more sophisticated methodology. For example, a different 

approach may be required for assessing the risks associated with a significantly large 

procurement. 

 

Evaluate the risk  

Once the risks have been analyzed they can be compared against the previously documented and 

approved tolerable risk criteria. When using risk matrices this tolerable risk is generally 

documented with the risk matrix. Should the protected risk be greater than the tolerable risk then 



the specific risk needs additional control measures or improvements in the effectiveness of the 

existing controls.  

The decision of whether a risk is acceptable or not acceptable is taken by the relevant manager. 

A risk may be considered acceptable if for example:  

− The risk is sufficiently low that treatment is not considered cost effective, or  

− A treatment is not available, e.g. a project terminated by a change of government, or  

− A sufficient opportunity exists that outweighs the perceived level of threat.  

If the manager determines the level of risk to be acceptable, the risk may be accepted with no 

further treatment beyond the current controls. Acceptable risks should be monitored and 

periodically reviewed to ensure they remain acceptable. The level of acceptability can be 

organizational criteria or safety goals set by the authorities. 

 

Treat the risk  

An unacceptable risk requires treatment. The objective of this stage of the risk assessment   

process is to develop cost effective options for treating the risks. Treatment options, which are 

not necessarily mutually exclusive or appropriate in all circumstances, are driven by outcomes 

that include:  

− Avoiding the risk,  

− Reducing (mitigating) the risk,  

− Transferring (sharing) the risk, and  

− Retaining (accepting) the risk.  

Avoiding the risk - not undertaking the activity that is likely to trigger the risk. Reducing the risk 

- controlling the likelihood of the risk occurring, or controlling the impact of the consequences if 

the risk occurs. 

 
 

 

Monitoring the risk  

It is important to understand that the concept of risk is dynamic and needs periodic and formal 

review. The currency of identified risks needs to be regularly monitored. New risks and their 

impact on the organization may to be taken into account.  



This step requires the description of how the outcomes of the treatment will be measured.  

Milestones or benchmarks for success and warning signs for failure need to be identified. The 

review period is determined by the operating environment (including legislation), but as a 

general rule a comprehensive review every five years is an accepted industry norm. This is on 

the basis that all plant changes are subject to an appropriate change process including risk 

assessment. The review needs to validate that the risk management process and the 

documentation is still valid. The review also needs to consider the current regulatory 

environment and industry practices which may have changed significantly in the intervening 

period. The organization, competencies and effectiveness of the safety management system 

should also be covered. The plant management systems should have captured these changes and 

the review should be seen as a ‗back stop‘.  

The assumptions made in the previous risk assessment (hazards, likelihood and consequence), 

the effectiveness of controls and the associated management system as well as people need to be 

monitored on an on-going basis to ensure risk are in fact controlled to the underlying criteria. For 

an efficient risk control the analysis of risk interactions is necessary. 

 

Insurance companies are in the business of taking risks. Worldwide these companies write 

policies that deal with specific risks, and in many cases, even underwrite exotic risks. As a direct 

corollary, therefore, insurance companies should be good at managing their own risks. However 

the truth is a little far from that! Most insurance companies are very good at assessing insurance 

risks but are not very good at setting up structures in their own home to manage their own 

operating and business risks. Today it is well recognized that sound management of an insurer, 

as for other financial sector entities, is dependent on how well the various risks are managed 

across the organization. 

 
 
 
 
 
Insurance Industry Continues to Respond to Risk Dynamics 
 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 
 

Insurance companies can improve their risk management by implementing framework based 

approach and governance structure in the company so that all risks are assessed, understood and 

controlled. A Chief Risk Officer should have a view of all key risks in the company and should 

ensure that management is aware of state of risks in the company and that all key risks are 

controlled or priced appropriately. 

Risk analysis is best done in a group with each member of the group having a good 

understanding of the tasks and objectives of the area being analyzed. 

1. Identify the Risks: as a group, list the things that might inhibit your ability to meet your 

objectives. You can even look at the things that would actually enhance your ability to meet 

those objectives e.g. a fund-raising commercial opportunity. These are the risks that you face e.g. 

loss of a key team member; prolonged IT network outage; delayed provision of important 

information by another work unit/individual; failure to seize a commercial opportunity etc. 

2. Identify the Causes: try to identify what might cause these things to occur e.g. the key team 

member might be disillusioned with his/her position, might be head hunted to go elsewhere; the 

person upon whom you are relying for information might be very busy, going on leave or 
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notoriously slow in supplying such data; the supervisor required to approve the commercial 

undertaking might be risk averse and need extra convincing before taking the risk etc. 

3. Identify the Controls: identify all the things (Controls) that you have in place that are aimed at 

reducing the Likelihood of your risks from happening in the first place and, if they do happen, 

what you have in place to reduce their impact (Consequence) e.g. providing a friendly work 

environment for your team; multi-skill across the team to reduce the reliance on one person; 

stress the need for the required information to be supplied in a timely manner; send a reminder 

before the deadline; provide additional information to the supervisor before he/she asks for it etc. 

4. Establish your Likelihood and Consequence Descriptors, remembering that these depend upon 

the context of your analysis ie. if your analysis relates to your work unit, any financial loss or 

loss of a key staff member, for example, will have a greater impact on that work unit than it will 

have on the University as a whole so those descriptors used for the whole-of-University 

(strategic) context will generally not be appropriate for the Faculty, other work unit or the 

individual eg. a loss of $300000 might be considered Insignificant to the University, but it could 

very well be Catastrophic to your work unit. 

You will need to establish these parameters in consultation with the Head of the work unit. 

5. Establish your Risk Rating Descriptors: i.e. what is meant by a Low, Moderate, High or 

Extreme Risk needs to be decided upon ahead of time. Because these are more generic in 

terminology though, you might find that the University's Strategic Risk Rating Descriptors are 

applicable. 

6. Add other Controls: generally speaking, any risk that is rated as High or Extreme should have 

additional controls applied to it in order to reduce it to an acceptable level. What the appropriate 

additional controls might be, whether they can be afforded, what priority might be placed on 

them etc is something for the group to determine in consultation with the Head of the work unit 

who, ideally, should be a member of the group doing the analysis in the first place. 

7. Make a Decision: once the above process is complete, if there are still some risks that are rated 

as High or Extreme, a decision has to be made as to whether the activity will go ahead. There 



will be occasions when the risks are higher than preferred but there may be nothing more that 

can be done to mitigate that risk i.e. they are out of the control of the work unit but the activity 

must still be carried out. In such situations, monitoring the circumstances and regular review is 

essential. 

8. Monitor and Review: the monitoring of all risks and regular review of the unit's risk profile is 

an essential element for a successful risk management program. 

Risk Management and Insurance Planning 

Every   organization is exposed to various risks. While many of them are pure risks like fire, 

explosion, chemical release etc., some of them are speculative.  Pure risks are handled   as   

operational and safety issues by professionals   and finance personnel have to address the risks 

arising out of failure of above operational and safety measures. Together they need to ensure that 

the organization is able to withstand any risks or failure of systems and can continue its 

operations without much struggle. The Risk Management and Insurance Planning  is required for 

any organization to review their risk management strategies and to opt for   risk transfer 

measures like availing insurance cover etc. Many a times the coordination between the technical 

or operational departments and finance department is difficult and an unbiased study on technical 

risk management measures adopted and insurance practices followed will help the management 

of the organization to manage the risk effectively and profitably.  

Risk Assessment: 

Risk assessment can therefore be conducted at various levels of the organization. The objectives 

and events under consideration determine the scope of the risk assessment to be undertaken. 

Examples of frequently performed risk assessments include: 

 

• Strategic risk assessment. Evaluation of risks relating to the organization‘s mission and 

strategic objectives, typically performed by senior management teams in strategic planning 

meetings, with varying degrees of formality. 

 

• Operational risk assessment. Evaluation of the risk of loss (including risks to fi nancial 

performance and condition) resulting from inadequate or failed internal processes, people, and 



systems, or from external events. In certain industries, regulators have imposed the requirement 

that companies regularly identify and quantify their exposure to such risks. While responsibility 

for managing the risk lies with the business, an independent function often acts in an advisory 

capacity to help assess these risks. 

 

• Compliance risk assessment. Evaluation of risk factors relative to the organization‘s 

compliance obligations, considering laws and regulations, policies and procedures, ethics and 

business conduct standards, and contracts, as well as strategic voluntary standards and best 

practices to which the organization has committed. This type of assessment is typically 

performed by the compliance function with input from business areas. 

 

• Internal audit risk assessment. Evaluation of risks related to the value drivers of the 

organization, covering strategic, financial, operational, and compliance objectives. The 

assessment considers the impact of risks to shareholder value as a basis to define the audit plan 

and monitor key risks. This top-down approach enables the coverage of internal audit activities 

to be driven by issues that directly impact shareholder and customer value, with clear and 

explicit linkage to strategic drivers for the organization. 

 

• Financial statement risk assessment. Evaluation of risks related to a material misstatement of 

the organization‘s financial statements through input from various parties such as the controller, 

internal audit, and operations. This evaluation, typically performed by the finance function, 

considers the characteristics of the financial reporting elements (e.g., materiality and 

susceptibility of the underlying accounts, transactions, or related support to material 

misstatement) and the effectiveness of the key controls (e.g., likelihood that a control might fail 

to operate as intended, and the resultant impact). 

 

• Fraud risk assessment. Evaluation of potential instances of fraud that could  impact the 

organization‘s ethics and compliance standards, business practice requirements, financial 

reporting integrity, and other objectives. This is typically performed as part of Sarbanes-Oxley 

compliance or during a broader organization-wide risk assessment, and involves subject matter 



experts from key business functions where fraud could occur (e.g., procurement, accounting, and 

sales) as well as forensic specialists. 

• Market risk assessment. Evaluation of market movements that could affect the organization‘s 

performance or risk exposure, considering interest rate risk, currency risk, option risk, and 

commodity risk. This is typically performed by market risk specialists. 

 

• Credit risk assessment. Evaluation of the potential that a borrower or counterparty will fail to 

meet its obligations in accordance with agreed terms. This considers credit risk inherent to the 

entire portfolio as well as the risk in individual credits or transactions, and is typically performed 

by credit risk specialists. 

 

• Customer risk assessment. Evaluation of the risk profile of customers that could potentially 

impact the organization‘s reputation and financial position. This assessment weighs the 

customer‘s intent, creditworthiness, affiliations, and other relevant factors. This is typically 

performed by account managers, using a common set of criteria and a central repository for the 

assessment data. 

 

• Supply chain risk assessment. Evaluation of the risks associated with identifying the inputs 

and logistics needed to support the creation of products and services, including selection and 

management of suppliers (e.g., up-front due diligence to qualify the supplier, and ongoing 

quality assurance reviews to assess any changes that could impact the achievement of the 

organization‘s business objectives). 

 

The insurance market and forecasting: 

The insurance industry has undertaken extensive research to understand the risk from extreme 

loss-making events – perhaps more than any other industry. Analysis of the observed past, 

sometimes with statistical adjustment for trends, has been used to assess future risk of perils. 

However, operational decisions in the industry are focused on the next contractual period; 

predominantly the next 12 months. As such, while strategically relevant, climate change research 

remains largely focused beyond contractual timescales. Lloyd‘s convened an expert working 

group of underwriters, catastrophe modelers and research scientists to explore the potential of 



using long-range weather and climate forecasts in insurance to predict events for the coming 

months to five years ahead. The group met at two workshops and the key themes of the 

discussion are presented below. This is followed by an examination of insurance industry 

requirements of long-range forecasts. The second section of the report provides an overview of 

the current state of forecasting science, focusing on dynamical climate models being used to 

forecast one month to several years ahead (long-range forecasting). This section explains why 

dynamical forecasts are possible and the components of the technology used for long-range 

forecasting. Dynamical forecasts of loss-making events offer the possibility of going beyond the 

statistical use of historical data as the sole method for loss estimation: indeed, in a changing 

climate, past data may no longer be a useful guide to the future. 

 

The use of unadjusted long-term observed climate as a baseline for pricing risk is already viewed 

as the lowest common denominator by many underwriters. Such an approach will inevitably fail 

to allow for multi-year trends or cycles. For instance, a five year expectation of Atlantic tropical 

storm activity derived from expert views and statistics has been available for some time and is 

widely used in the market. Financial risk management professionals, including actuaries and 

underwriters, are in principle able to adjust hazard activity rates within the catastrophe modeling 

approach currently used in the insurance market. There is a perceived lack of comparison 

between forecast models and observations for verification. For long-range forecasts however, a  

single high-profile seasonal forecast that gives bad advice can significantly impact people‘s 

views on the overall value of forecasting. This is despite widespread understanding that an 

individual poor forecast is not a good indicator of the overall value of long-range forecasting. 

Forecasts of probabilities and likelihood or risk-based forecasts need to be evaluated over many 

decisions. This presents a significant challenge in communicating the value of risk-based long-

range hazard forecasts. Forecasts can also be challenged by current perceived wisdom when they 

give signals at odds with past experience or standard methodologies i.e. a forecast that differs 

significantly from climatology or a near-term view of climate may have significant implications 

for current business, for example requiring increased capital allocations, and is therefore more 

likely to be challenged.  

That said, the Lloyd‘s Working Group believed that a number of the leading underwriters and 

risk managers already have a good understanding of how forecast information could be 



incorporated into their decision making, but are limited due to inconsistencies in how the 

information is communicated. There are cost implications in the use of new methods that also 

need to be considered, both in their implementation and in the communication to stakeholders 

regarding changes in risk management practices.  

Across the market and in the wider forecasting science community differing terms and concepts 

are used and common standards and terminology would help people use forecasts already 

available. 

As forecasts are enhanced and the understanding of forecasts improves, and if they are  

recognised as useful in the marketplace, it is likely wider market pressure would be placed on 

companies to use them in risk management. The timing of such a significant change to the 

market could be critical. A low investment-return environment, such as we have at present, may 

be an ideal time to focus on the quality of underwriting risk information and establish new levels 

of confidence in market innovation and practices. Previous experience has shown that there are 

tipping points in market behaviors, where new ideas move from being idiosyncratic to normal 

market practice – for example, the adoption of catastrophe models in the 1990s following the 

rapid post-event loss estimation for Hurricane Andrew in 1992.  

 

In the future, Solvency II and other market regulatory reforms may require forecasts to be judged 

within overall enterprise risk management practices. There would be risks to the market, 

however, if too few forecast sources feed into a small number of risk modeling frameworks.  

Overall, members of the two workshops felt that current long-range weather and climate 

forecasts should be of value to the market. However, they also felt that it would be hard to 

demonstrate how the benefits of the forecasts can be fully realized under current market 

conditions (i.e. a generally soft market) and practices. Even if they are used conservatively, 

forecasts are likely to perform better than the long-term baseline risk / climatologically approach, 

but significant innovation will be needed to demonstrate the benefit and foster adoption. As such, 

there was agreement that it would be a good idea to establish a virtual re/insurance business for 

research on risk management and pricing to establish the value of innovations, such as longer-

range forecasts. 

 



Active research at global forecast centers around the world to develop improved near-term 

climate predictions and the next Intergovernmental Panel on Climate Change assessment means 

that there will be rapid developments in the science of inter-annual and decadal prediction in the 

coming years and increased forecast data availability. Supercomputing is a significant limiting 

factor due to the competing needs for granularity, quantified uncertainty, physical process 

complexity and observation data assimilation. Due to the vast scope of science needed, it is 

unlikely that any one commercial company or governmental organization will be able to 

implement such a system without significant collaboration.  

One relevant question is: how good will forecasts be in five or ten years‘ time? This is not easy 

to answer and is dependent on increased scientific understanding of fundamental processes in the 

climate system, supercomputing resource and the development of user-relevant impact models 

and tools to aid decision making. The science objectives needed to fulfill the aim of forecasting  

catastrophic hazards at long range include:  

> Understanding of the key physical process and modes of natural variability leading to 

more skilful predictions on 1-to-10 year timescales.  

> Use of the latest high resolution (~50km to ~1km) coupled climate models that will 

resolve more physical processes directly - for example air-sea interaction, hail generated by 

thunderstorms and the physical processes related to tropical storm intensity.  

> Increased understanding of connections between different perils and hazards, from 

large-scale phenomena, such as El Niño, down to small-scale hazards, such as tornadoes.  

> Exploration of more relevant forecast parameters, such as land falling of tropical storms 

rather than activity rates.  

> Inclusion of impact models that link flood and crop models to underpinning 

meteorology.  

> Exploration of the performance skill of hazard predictions using measures more 

relevant to the end users, including the insurance industry.  

> Exploration of the impact of major volcanic eruptions and changes in the solar cycle on 

meteorological hazards.  

> Clearer understanding of the impact and interaction of both natural and man-made 

climate change on damaging hazards and extreme climatic events.  

 



With these developments in mind, the operational capability to forecast changes in financial loss-

rates of major peril classes (including hurricanes, winter storms, floods and fire) is likely to 

increase and will lead to changes in pricing methods and market strategies in terms of volume 

and territories covered. Links between different peril classes will also become more apparent as 

different hazards in different locations are linked by large-scale climatic drivers and may allow 

reinsurances to manage risk across peril classes and within wider portfolios of risk (enterprise 

risk management). 

 

Forecasts of loss-making hazards in the near term climate are relevant to the insurance industry. 

To a large degree the industry does not currently integrate long-range forecasts from statistical or 

dynamical forecast models into core risk pricing decisions. It does appear Atlantic tropical storm 

forecasts are at least monitored for general market context. Should they now be proven to be 

skilful and provide more relevant information (for example, the likelihood of land falling tropical 

storms), in a way that better meets end-users‘ needs, long range forecasts should be useful to the 

insurance industry for managing risk exposure and ensuring profitable business. New 

opportunities await those that exploit this developing science. The science itself is predicated on 

the ability of dynamical climate models to represent near-term climate and especially modes of 

natural variation, such as El Niño. The studies now appearing suggest that there is an increasing 

ability to capture these natural shifts and provide insurance-relevant forecasts of some extreme 

phenomena. Further development in the models, their initialization and the exploration of 

uncertainty will likely demand significantly larger computing resources. The relative benefit of 

this investment to the insurance industry, as well as disaster risk reduction and other markets, 

could also be significant if the forecasts are proven to be reliable.  

Development in long-range forecasting technology is probably twenty years behind weather 

forecasting. However, it offers unique potential in catastrophic risk management. This 

uniqueness could be keenly felt in at least two scenarios where the past does not represent the 

future; should we experience significant cooling for a few years as a result of a massive volcanic 

eruption, or significant warming due to man-made climate change. Under such scenarios, it may 

be the only technology available to understand future risk. 

 
Valuing losses to Property: 



Soft insurance markets may allow a risk management professional to obtain coverage tools that 

can "overlook" possible deficiencies in property values by providing blanket limits to make up 

for inadequate limits at any one location, removal of a coinsurance requirement, and providing 

replacement cost valuation. Hard markets and restrictive coverage renewal terms can occur 

suddenly after catastrophic events, such as what happened to many U.S. insured‘s after both 

September 11, 2001, and Hurricane Katrina. 

Can an insured suddenly create appropriate building and contents values when faced with 

stringent renewal terms such as limits specific per location, coinsurance, and actual cash value 

loss settlement? For most insured‘s, the answer is probably not. Establishing proper property 

insurance values is an ongoing risk management activity that must be viewed independently of 

current market conditions. 

Risk management professionals should structure property insurance programs whenever possible 

and, when cost effective, obtain blanket limits, removal of coinsurance and proper loss 

settlement valuation—replacement cost or actual cash value (replacement cost less physical 

depreciation). At the same time, insured‘s need to construct the internal tools to ensure that 

values for buildings and contents at any location are appropriate, reasonable, and in synch with 

post-loss settlement expectations and the insurer's policy mandated loss settlement obligations. 

Such tools will become essential at time of loss to create timely proof of loss, serve as means to 

document items lost or damaged, and to obtain timely and proper loss settlement from the 

insurer. 

Risk management professionals need to continually ask themselves if the pre-loss values are 

appropriate to not only obtain broad coverage terms at policy inception but also if the values and 

thereby limits post-loss will provide the insured with timely and correct settlement from the 

insurer. Any hesitation in answering this question will suggest that values may be flawed and 

thus need to be reviewed more often than just during the renewal process. Property risk 

management is an ongoing process, not one that needs attention just 60 days prior to policy 

expiration. 

The complexity of determining appropriate property values will increase with each new location 

when viewed as a possible unique exposure unit (building and/or contents), the geographic 



location of the unit (Southern Florida—demand surge such as that following catastrophic 

windstorm), occupancy functions within the building (many manufacturing processes under "one 

roof"), and changing technology (buildings—increased functionality in new/smaller physical 

plants in relation to old mill construction, and contents—computers and computer-aided 

equipment—getting more productivity for less cost). Simply applying a 2-3 percent inflation 

factor to an existing statement of values may not be enough, especially for dynamic 

organizations that frequently reinvent themselves through organic growth, acquisition, and 

merger. 

Consideration must be given to the possibility that total loss may require permanent resumption 

of operations at a new site (building) and permanent movement of critical machinery and 

equipment (contents) to new or existing location(s), thus changing values at many locations, not 

just one. Imagine a major loss occurrence will happen during the next year. Then ask during the 

annual valuation process: Can we continue to operate at this location? Will building ordinances 

require us to move? Should operations and certain equipment be redeployed at other locations on 

a permanent basis? How many of these "alternate" premises costs will be subject to coverage? 

 

Valuation Methodology 

A decision to change the valuation of buildings or contents from replacement cost to actual cash 

value must be reviewed carefully. The change in value will obviously decrease the insurance 

limit for total loss and reduce the potential for adequate loss settlement for other coverage 

provisions. Debris removal coverage is predicated on 25 percent of the sum of the deductible 

plus the amount paid by the insurer for the direct physical loss or damage to covered property, 

not to exceed the limit of insurance applicable to the covered property. A change from 

replacement cost to actual cash value will cause a significant reduction in debris removal 

coverage. While additional debris removal coverage may be provided by the insurer upon 

specific request using "Debris Removal Additional Insurance," CP 04 15 10 00, the insured must 

consider the exposure and request for the increased limit prior to loss event. 

Increased costs of construction (a minor coverage in ISO property policies) may not be enough if 

local ordinances have stringent requirements regarding rebuilding damaged property. Exposure 



identification by way of inadequate loss settlement post-loss event is not an efficient use of a 

property risk management process. 

Loss Scenario—A Hypothetical Look at Valuation Issues 

Jones & Company manufactures electric motors that range in use from residential swimming 

pool filters to running commercial heating and ventilating systems. It has been in business for 50 

years and operates out of three facilities. Building 3, fully sprinklered, was constructed 10 years 

ago specifically for Jones' manufacturing processes, utilizes state-of-the-art machinery, and is 

approximately 20,000 square feet of fire-resistive construction. Building 2, which is 10,000 

square feet and masonry construction, was acquired 15 years ago and was renovated several 

times to accommodate expansion of Jones & Company electric motor products and to extend the 

sprinkler system to all of the building. 

Buildings 2 and 3 are located adjacent to one another in the same industrial park. Building 1, 

located in an older and crowded area 2 miles from the other buildings, is of old-mill construction 

(joisted masonry), dates in part to the 1890s, is only 20 percent sprinklered, and is nearly 40,000 

square feet. Jones & Company uses only half of that space, with the remainder constituting a 

graveyard of old machinery and odds and ends. 

Jones & Company is located in the U.S. Gulf of Mexico area. It did not incur any damage from 

Hurricane Katrina, although many homes and businesses in its geographic area are still feeling 

the effects of severe destruction that took place only a few miles from the Jones & Company 

buildings. 

Jones & Company's controller has insurance procurement responsibility, a task he inherited by 

promotion several years ago when the chief financial officer retired. Real and personal property 

values are increased an average of 3 percent a year, although no one knows if the original 

baseline was correct at that time or if it is current for purposes of the property policy that 

renewed 2 months ago. 

A few years ago, it was decided to change the valuation for Building 1 from replacement cost to 

actual cash value since senior management thought it would never replace Building 1 if it was 

substantially damaged. A smaller and more functional building would be built. The controller 



estimated Building 1's actual cash value and believed the limit to be sufficient to provide 

adequate funds to construct a much smaller replacement building that would be perfect for 

current needs. The insurer responds to the change in actual cash value by stating a lower specific 

limit for Building 1 and changes the blanket limit to apply only to Buildings 2 and 3. 

The change in valuation allowed the controller to decrease the replacement cost building limit 

and reduce annual premium for Building 1 by nearly 40 percent. The controller estimated 

replacement cost for a total loss of Building 1 by averaging trended values for Buildings 2 and 3 

since a new Building 1 would likely be constructed in the same industrial park and construction 

would likely be a combination of fire-resistive and masonry non-combustible construction. It 

seemed like a logical and cost-effective decision to change the valuation of loss. 

Building 1 suffers a total loss from fire. Debris removal expense is significant due to being in an 

older commercial neighborhood where buildings essentially abut one another, making demolition 

and debris removal for Jones both difficult and dangerous. Jones finds that its debris removal 

coverage is part of the overall actual cash value limit and that the coverage is not sufficient as 

provided in its standard ISO policy. Debris removal uses up a significant portion of the building 

limit. While replacement cost and actual cash value yield different building limits, the actual 

cost of debris removal is not unaffected; it remains a cost independent of whatever insurance 

limit or valuation applies to the building loss. 

The remaining building limit is less than 75 percent of what Jones expected to receive as "actual 

cash value." The uninsured portion of debris removal requires a six-figure payment out of Jones 

& Company's current earnings, and means the company may run in the red for the remainder of 

its fiscal year. There are no buildable sites that remain in the industrial park. Two buildings are 

for sale, but upon close inspection, each will require extensive renovations and cost to meet 

current building codes and substantial renovations to meet Jones current manufacturing needs. 

While the Jones & Company's property insurance policy includes "Increased Costs of 

Construction Insurance" which would cover increased costs due to building code changes, it 

applies only when the damaged building is subject to replacement cost coverage. The need to 

meet current building codes will increase the amount of uninsured loss borne by Jones and lead it 

further into the red for the current fiscal year. Demand surge from post-Katrina rebuilding has 



increased the cost of labor and materials in the local area, which has increased overall 

construction costs and reduces the purchasing power of the actual cash value settlement. Jones is 

forced to use its credit lines to obtain financing for the uninsured portions of replacing Building. 

Lessons Learned 

A post-loss insurance review was conducted by senior management to understand how an 

insurance program described as broad and competitive could be so inefficient when needed at 

time of loss. The board level report included the following observations. 

 Major changes in insurance such as change from replacement cost coverage to actual 

cash value should involve facilities and manufacturing personnel. Input from these areas 

would have surfaced issues related to available space in the industrial park as well as cost 

of ordinance and renovation costs. 

 A tabletop discussion of a possible Building 1 total loss may have resulted in concern for 

debris removal costs and the effect on the remaining actual cash value limit. 

 A formal building appraisal every 5 years would have allowed Jones & Company to 

better estimate values to set limits. The significant increase in local construction costs 

may have been identified as well and suggested use of trend factors for Buildings 1, 2, 

and 3 more than the national trend factors of 2-3 percent. 

 There should be an annual review of property insurance coverage in terms of current 

exposure, not just a summary discussion of renewal terms, conditions, and premium. This 

type of review may have uncovered the issues of increased costs of construction due to 

building codes and effect of debris removal on policy limit. 

Conclusion 

Understanding the current value of a critical asset is of utmost importance whether it is a 

building or a particular segment of contents. Determining the correct value of an insured asset 

pre-loss will greatly improve coverage and increase the potential for an insurance settlement that 

truly puts the insured in the same position post-loss event that existed pre-loss event. 

Coinsurance: Definitions 



Coinsurance is insurance provided jointly with another or others. i. In primary property 

insurance,  coinsurance is an arrangement by which the insurer and the insured share, in a 

specific ratio, payment for losses covered by the policy, after the deductible is met .ii Under a 

coinsurance arrangement, the person insured by the primary policy is regarded as a joint insurer 

and becomes jointly and proportionately responsible for losses. A more specific definition of 

property coinsurance will be given once a few preliminary concepts are described. Formulas and 

numerical examples follow the definitions. While the concept of coinsurance is simple to grasp, 

the actual term ―coinsurance‖ may be confusing because of the wide range of forms the 

coinsurance arrangement assumes. The function of coinsurance may differ substantially between 

primary insurance and reinsurance, and also among various lines of business. Although the term 

typically applies to an insured, when multiple insurance policies cover a single loss, the 

insurance companies who share in the liability may also be referred to as ―coinsurers.‖ In the 

study of primary property insurance, it is important that the type of coinsurance arrangement 

specific to this line and layer not be confused with other forms in existence. 

 

Property valuation basics 

Property is considered to be anything that has value and includes: 

 Real property, which is land and the permanent things on it, like buildings, outdoor 

fixtures, permanent machinery and equipment 

 Business personal property, which is all other property that‘s not classified as real 

property and can be easily moved, such as computers, telephones and office furniture  

Most business properties insurance companies use two different methods for determining the 

value of property: 

 Replacement cost, which refers to the amount it takes to replace damaged or destroyed 

property with new buildings, equipment and furnishings 

 Actual cash value (ACV), which is the replacement cost of property, less the 

accumulated depreciation for age and wear  

When establishing the value of your company's real property, you might be inclined to insure it 

for the tax or market value. However, you might want to consider insuring it for the replacement 



value, because replacement costs have risen across most of the country even though market 

values have dropped.  

Also, many business experts agree that insuring for replacement cost is better than insuring for 

actual cash value, even though it could be a bit more expensive. The initial savings you might 

realize from a lower premium – even over a 10-year period – could be a drop in the bucket in the 

event of a major loss and a costly rebuild to the original state. You need to decide if you can 

afford that risk.  

Other valuation considerations 

While some insurers might allow you to insure for less than 100% of the replacement cost, that 

might not be the best idea. Depending on your business owner‘s policy and insurance company, 

you might have a co-insurance penalty clause. If so, you‘ll have to pay a penalty if you under-

report your insurance valuation or insure for less than 100% of replacement value.  

For example, if your building is valued at $300,000 and you have a co-insurance value of 90%, 

you're insured for 90% of the building's replacement value ($270,000). If your building is 

insured for half the co-insurance amount ($135,000), you'd be reimbursed for only half of the 

loss. So if you sustained a $50,000 loss, you‘d receive only $25,000.  

Review your coverage on your policy's anniversary date and make appropriate changes to ensure 

that you have adequate and appropriate levels of coverage.  

In addition to basic business property insurance, you might want to consider adding a building 

ordinance or law endorsement. In the event of a major loss, you'd be paid for the cost of 

repairing or replacing damaged or destroyed property to meet the current levels of local building 

codes and ordinances, which may have changed since your building was built.  

Finally, if you make most of your profits during a specific season, such as a florist might during 

Valentine‘s Day or a frozen yogurt stand in summer, you might want to add a peak season 

endorsement. This will provide extra protection if your business suffers a major loss during your 

specified season. 



Legal Risk: 

Substantial cultural, operational and financial changes are taking place among the insurance and 

reinsurance risk-carriers of the EU. These changes result from preparations for the 

implementation of the Solvency II Directive (the Directive), currently due to take effect in 2012. 

The Directive requires the establishment and operation of risk management processes to make 

risk-carriers more robust or resilient in the face of adverse developments. These processes, which 

are commonly described on a collective basis as ‗Solvency II‘, comprise the Directive and a 

range of national and industry or market-specific legislation, regulations and guidance.   

Solvency II affects all aspects of risk-carriers‘ operations, but has particular importance for the 

compliance and legal functions. Changes in the roles and significance for these functions could 

become important for the management of risk in the wider economy.  

Where economic entities – commercial or governmental – are significant buyers of insurance as 

a risk management resource, they may find that their insurers expect them to adopt some or all of 

the risk management techniques and attributes that the insurers have acquired. Insurance 

purchasers may also find that their insurance intermediaries or brokers are able to offer them risk 

management services to align the purchasers‘ risk management cultures or methodologies with 

those of their insurers.   

When a company insures an individual entity, there are basic legal requirements. Several 

commonly cited legal principles of insurance include:  

1. Indemnity – the insurance company indemnifies, or compensates, the insured in the case 

of certain losses only up to the insured's interest. 

2. Insurable interest – the insured typically must directly suffer from the loss. Insurable 

interest must exist whether property insurance or insurance on a person is involved. The 

concept requires that the insured have a "stake" in the loss or damage to the life or 

property insured. What that "stake" is will be determined by the kind of insurance 

involved and the nature of the property ownership or relationship between the persons. 

The requirement of an insurable interest is what distinguishes insurance from gambling. 

http://en.wikipedia.org/wiki/Indemnity
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3. Utmost good faith – (Uberrima fides) the insured and the insurer are bound by a good 

faith bond of honesty and fairness. Material facts must be disclosed. 

4. Contribution – insurers which have similar obligations to the insured contribute in the 

indemnification, according to some method. 

5. Subrogation – the insurance company acquires legal rights to pursue recoveries on behalf 

of the insured; for example, the insurer may sue those liable for the insured's loss. 

6. Cause proximal, or proximate cause – the cause of loss (the peril) must be covered under 

the insuring agreement of the policy, and the dominant cause must not be excluded 

7. Mitigation – In case of any loss or casualty, the asset owner must attempt to keep loss to 

a minimum, as if the asset was not insured. 

 

SOLVENCY II AND UNDERSTANDING RISK   

One of the aims of Solvency II is to make risk management – in particular through the allocation 

of capital resources against risk – less reactive and more pre-emptive. Emphasis is placed on 

understanding the nature and effects of the full range of risks facing an insurer or reinsurer. This 

is, in part, a question of categorizing each such risk. For example, Article 101 of the Directive 

refers expressly to various categories of risk, which are defined in Article 13:  

 Underwriting risk: the risk of loss or of adverse change in the value of insurance 

liabilities, due to inadequate pricing and provisioning assumptions.  

 Credit risk: adverse change in the financial situation, resulting from fluctuations in the 

credit standing of issuers of securities, counterparties, and any debtors to which insurance 

and reinsurance undertakings are exposed, in the form of counterparty default risk, or 

spread risk, or market risk concentrations.  

 Market risk: adverse change in the financial situation resulting, directly or indirectly, 

from fluctuations in the level and in the volatility of market prices of assets, liabilities and 

financial instruments.  

 Operational risk: inadequate or failed internal processes, personnel or systems, or from 

external events.  

http://en.wikipedia.org/wiki/Good_faith_(law)
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Operational risk is arguably the widest, yet most essential, category of risk that requires 

management. Any economic entity will inevitably have operational functions, and, one way or 

another; interact with external entities and events. In an ideal world, where an entity has fully 

understood all means by which it so functions and interacts, then its internally and externally 

oriented processes, systems and controls will be adequate. Of course, the reality can be 

materially different from this ideal, and the interaction of an entity with ‗the outside world‘ 

involves a huge and complex matrix of causes and effects.  

Nevertheless, it is possible to analyze and evaluate such interaction in some detail, and the 

Directive seeks to make this possible. Article 101 gives some explanation of what is meant by 

‗operational risks‘, which the article states: includes ‗legal risks‘ – this term is not defined, but is 

broadly understood (see, for example, the ‗Solvency II Glossary‘, produced by the Committee 

European des Assurances and the Group Consultative Actuarial European, pan-European trade 

bodies for risk-carriers and actuaries) to mean the risk that legal proceedings do not have the 

outcome expected or hoped for; but excludes (i) ‗strategic decisions‘ – which result in ‗strategic 

risk‘, being in broad terms where business plans are out of step with the realities of the business 

environment; and (ii) ‗reputation risk‘ – being in broad terms a loss of confidence in a business 

as a result of adverse publicity (see the Solvency II Glossary).  

No less important is the appreciation that risks, and the factors giving rise to risk, are not fixed 

and immutable in their types, number and nature, but can change. Especially important is the 

ability to identify and manage ‗emerging risk‘. This category of risk is mentioned in Article 41 in 

relation to the effectiveness of governance and management systems within risk-carriers, and in 

broad terms means matters that can threaten the quality or viability of operations, even if those 

matters are not fully formed or understood.  

SIGNIFICANCE OF SOLVENCY II FOR THE LEGAL FUNCTION   

Because of the requirement to calculate and report on particular amounts of capital for allocation 

against certain risks, much of the Directive relates to the architecture of actuarial and insurance 

supervisory functions. However, Article 46 of the Directive includes the following requirement 

in relation to the management of legal risk:  



‗Insurance and reinsurance undertakings shall have in place an effective internal control system. 

That system shall at least include administrative and accounting procedures, an internal control 

framework, appropriate reporting arrangements at all levels of the undertaking, and a compliance 

function.  

The compliance function shall include advising the administrative, management or supervisory 

body on compliance with the laws, regulations and administrative provisions adopted pursuant to 

this Directive. It shall also include an assessment of the possible impact of any changes in the 

legal environment on the operations of the undertaking concerned and the identification and 

assessment of compliance risk.‘  

In relation to Solvency II, ‗compliance risk‘ has been defined by one of the key bodies charged 

with giving effect to the Directive, the Committee of European Insurance and Occupational 

Pensions Supervisors (CEIOPS) as: ‗The risk of legal or regulatory sanctions, material financial 

loss, or loss of reputation an undertaking may suffer as a result of its failure to comply with laws, 

regulations and administrative provisions.‘  

Of course, the ‗legal environment‘ comprises various types and a huge number of sources of 

legal obligation and risk, including primary and secondary legislation, and case law on 

contractual, equitable and tortuous issues. However, given this briefing‘s general theme of 

explaining how the insurance market could come to take the lead in risk management 

methodologies, it will focus on contractually based relationships, as these are the essential means 

of interaction within the insurance market.  

IMPLICATIONS OF COMPLIANCE RISK   

CEIOPS‘ definition of compliance risk appears to make it a type of operational risk, since a 

failure of compliance will often equate to a failure of an operational process to observe legal or 

regulatory requirements. Moreover, the practical reality is that operational failings, especially 

where such failings can be traced to a failure of management or governance, can give rise to a 

matrix of financial loss, litigation liabilities (or at least legal costs) and regulatory sanctions. In 

other words, a failure to manage any risk can equate to a failure to manage compliance risk.  



Even if the technical terminology of the Directive were ignored, the fact remains that risk 

management should be addressed holistically, in that risk management failure can result in 

adverse consequences for the entirety of a business and its brand. On a broad basis, this can be 

seen in the position of various actors and forces at play with regard to ‗payment protection 

insurance‘ (PPI).  

The Financial Services Authority (FSA) has been active (some might even say aggressive) in 

applying regulatory techniques – such as supervisory reviews, industry-wide announcements and 

enforcement notices – to address the failings it has perceived in relation to product design, 

marketing, sales, claims handling and complaint handling by intermediaries and insurers in 

relation to PPI.  

In some instances these failings have involved a failure to comply with technical rules on the 

conduct of business, such as the provision of information to consumers (see, for instance, the 

final notice dated 20 December 2006 against Redcats (Brands) Ltd). In other cases, there have 

been broader failures to manage appropriately the activities of employees (see the final notice 

dated 6 October 2008 against Alliance & Leicester plc).  

In the case of Swinton Group Ltd, its failings in relation to PPI sales were such that the FSA 

fined it £770,000, required it to pay compensation or refunds to customers, and obtained 

Swinton‘s agreement to cease trading in the PPI market (see the final notice dated 28 October 

2009).  

This regulatory strategy has coincided with (some might say resulted in) a huge increase in 

disputes relating to the duties of PPI intermediaries and insurers. Mostly these disputes have 

resulted in referrals to the Financial Ombudsman Service (FOS), but several court actions have 

also arisen (see for example Yates v Nemo Personal Finance Ltd (2010)).   

The fact that there is a causal relationship between regulatory sanction and litigation is often 

recognized in liability (such as professional indemnity) insurance policies. These policies often 

seek to exclude liability on the insurer‘s part for costs or loss in respect of public (criminal or 

regulatory) proceedings and/or fines, unless those proceedings and/or fines give rise to private 

litigation.  



For many industries the general trend is towards increased frequency and severity of regulatory 

sanction – as the FSA puts it, ‗credible deterrence‘. In terms of litigation trends, it is notable that 

many disputes relating to PPI have been handled or encouraged on a ‗bulk‘ or ‗mass‘ basis by 

claims management companies and ‗no win, no fee‘ law firms. At present, the frequency and 

severity of legal awards in the UK in favors of consumers and small businesses against ‗big 

business‘ is substantially lower than is famously the case in the US, but there are signs that a 

more aggressive ‗compensation culture‘ could arise, involving more aggressive practices and 

drawing on a stringent regulatory culture.   

Use of Contract: 

This is an area which hesitation is found. Some feel using a contract will be an intrusion, 

inconvenience or cause them not obtain the account. A contract is simple; ―an agreement or 

understanding between two or more entities to perform services.‖ It is also required in most 

insurance policies and not being in place could decreased limits of coverage or has a high 

premium penalty in place. 

A contract may not hold up in court or stop a law suit, but the steps were taken to be pro-active. 

In working with other professionals (Attorney‘s, Insurance Company‘s etc), you will find a 

contract is always involved. Your business should have the same standards. 

It is always recommended an attorney should review a contract given to you before signing. 

1. Scope of work to be performed. 

2. Payment for the work to be performed. 

3. Don‘t guarantee what you cannot uphold. Unable to obtain surveillance footage for what 

the client is paying for, unable to perform work on a time or at a scheduled time. Nothing 

is black and white as options vary between people. 

4. Hold harmless in your favor for the issues outside your control. If you did your work 

properly, why are you left holding the bag for someone else‘s problems? 

5. Avoid the he said she said. Document, document and document. 

6. State additional personnel may be hired to ensure the work can be performed. 



Other items to keep in mind 

1. Have a disclosure on your reports. It might be a hold harmless for the evidence found or 

not found. 

2. Ensure the person signing the report has legal and company authorization to sign the 

report. 

3. Ensure items which may be held are secured as most policy will exclude Care, Custody 

and Control. 

Types of Insurance: 

Any risk that can be quantified can potentially be insured. Specific kinds of risk that may give 

rise to claims are known as perils. An insurance policy will set out in details which perils are 

covered by the policy and which are not. Below are non-exhaustive lists of the many different 

types of insurance that exist. A single policy may cover risks in one or more of the categories set 

out below. For example, vehicle insurance would typically cover both the property risk (theft or 

damage to the vehicle) and the liability risk (legal claims arising from an accident). A home 

insurance policy in the US typically includes coverage for damage to the home and the owner's 

belongings, certain legal claims against the owner, and even a small amount of coverage for 

medical expenses of guests who are injured on the owner's property. 

Business insurance can take a number of different forms, such as the various kinds of 

professional liability insurance, also called professional indemnity (PI), which are discussed 

below under that name; and the business owner's policy (BOP), which packages into one policy 

many of the kinds of coverage that a business owner needs, in a way analogous to how 

homeowners' insurance packages the coverage‘s that a homeowner needs 

Auto insurance 

Auto insurance protects the policyholder against financial loss in the event of an incident 

involving a vehicle they own, such as in a traffic collision. 

Coverage typically includes: 

 Property coverage, for damage to or theft of the car 
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 Liability coverage, for the legal responsibility to others for bodily injury or property 

damage 

 Medical coverage, for the cost of treating injuries, rehabilitation and sometimes lost 

wages and funeral expenses 

Most countries, such as the United Kingdom, require drivers to buy some, but not all, of these 

coverage‘s. When a car is used as collateral for a loan the lender usually requires specific 

coverage. 

Gap insurance 

Gap insurance covers the excess amount on your auto loan in an instance where your insurance 

company does not cover the entire loan. Depending on the companies specific policies it might 

or might not cover the deductible as well. This coverage is marketed for those who put low down 

payments, have high interest rates on their loans, and those with 60 month or longer terms. Gap 

insurance is typically offered by your finance company when you first purchase your vehicle. 

Most auto insurance companies offer this coverage to consumers as well. If you are unsure if 

GAP coverage had been purchased, you should check your vehicle lease or purchase 

documentation. 

Health insurance 

Health insurance policies cover the cost of medical treatments. Dental insurance, like medical 

insurance protects policyholders for dental costs. In the US and Canada, dental insurance is often 

part of an employer's benefits package, along with health insurance. 

Accident, sickness, and unemployment insurance 

 Disability insurance policies provide financial support in the event of the policyholder 

becoming unable to work because of disabling illness or injury. It provides monthly support 

to help pay such obligations as mortgage loans and credit cards. Short-term and long-term 

disability policies are available to individuals, but considering the expense, long-term 

policies are generally obtained only by those with at least six-figure incomes, such as 

doctors, lawyers, etc. Short-term disability insurance covers a person for a period typically 

up to six months, paying a stipend each month to cover medical bills and other necessities. 
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 Long-term disability insurance covers an individual's expenses for the long term, up until 

such time as they are considered permanently disabled and thereafter. Insurance companies 

will often try to encourage the person back into employment in preference to and before 

declaring those unable to work at all and therefore totally disabled. 

 Disability overhead insurance allows business owners to cover the overhead expenses of 

their business while they are unable to work. 

 Total permanent disability insurance provides benefits when a person is permanently 

disabled and can no longer work in their profession, often taken as an adjunct to life 

insurance. 

 Workers' compensation insurance replaces all or part of a worker's wages lost and 

accompanying medical expenses incurred because of a job-related injury. 

Casualty 

Casualty insurance insures against accidents, not necessarily tied to any specific property. It is a 

broad spectrum of insurance that a number of other types of insurance could be classified, such 

as auto, workers compensation, and some liability insurances. 

 Crime insurance is a form of casualty insurance that covers the policyholder against 

losses arising from the criminal acts of third parties. For example, a company can obtain 

crime insurance to cover losses arising from theft or embezzlement. 

 Political risk insurance is a form of casualty insurance that can be taken out by businesses 

with operations in countries in which there is a risk that revolution or other political 

conditions could result in a loss. 

Life 

Life insurance provides a monetary benefit to a decedent's family or other designated 

beneficiary, and may specifically provide for income to an insured person's family, burial, 

funeral and other final expenses. Life insurance policies often allow the option of having the 

proceeds paid to the beneficiary either in a lump sum cash payment or an annuity. In most states, 

a person cannot purchase a policy on another person without their knowledge. 

Annuities provide a stream of payments and are generally classified as insurance because they 

are issued by insurance companies, are regulated as insurance, and require the same kinds of 
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actuarial and investment management expertise that life insurance requires. Annuities 

and pensions that pay a benefit for life are sometimes regarded as insurance against the 

possibility that a retiree will outlive his or her financial resources. In that sense, they are the 

complement of life insurance and, from an underwriting perspective, are the mirror image of life 

insurance. 

Certain life insurance contracts accumulate cash values, which may be taken by the insured if the 

policy is surrendered or which may be borrowed against. Some policies, such as annuities 

and endowment policies, are financial instruments to accumulate or liquidate wealth when it is 

needed. 

In many countries, such as the United States and the UK, the tax law provides that the interest on 

this cash value is not taxable under certain circumstances. This leads to widespread use of life 

insurance as a tax-efficient method of saving as well as protection in the event of early death. 

In the United States, the tax on interest income on life insurance policies and annuities is 

generally deferred. However, in some cases the benefit derived from tax deferral may be offset 

by a low return. This depends upon the insuring company, the type of policy and other variables 

(mortality, market return, etc.). Moreover, other income tax saving vehicles (e.g., IRAs, 401(k) 

plans, Roth IRAs) may be better alternatives for value accumulation. 

Burial insurance 

Burial insurance is a very old type of life insurance which is paid out upon death to cover final 

expenses, such as the cost of a funeral. The Greeks and Romans introduced burial insurance 

c. 600 CE when they organized guilds called "benevolent societies" which cared for the 

surviving families and paid funeral expenses of members upon death. Guilds in the middle 

Ages served a similar purpose, as did friendly societies during Victorian times. 

Property 

Property insurance provides protection against risks to property, such 

as fire, theft or weather damage. This may include specialized forms of insurance such as fire 

insurance, flood insurance, earthquake insurance, home insurance, inland marine insurance 

or boiler insurance. The term property insurance may, like casualty insurance, be used as a broad 

category of various subtypes of insurance, some of which are listed below: 
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 Aviation insurance protects aircraft hulls and spares, and associated liability risks, such as 

passenger and third-party liability. Airports may also appear under this subcategory, 

including air traffic control and re fuelling operations for international airports through to 

smaller domestic exposures. 

 Boiler insurance (also known as boiler and machinery insurance, or equipment 

breakdown insurance) insures against accidental physical damage to boilers, equipment 

or machinery. 

 Builder's risk insurance insures against the risk of physical loss or damage to property 

during construction. Builder's risk insurance is typically written on an "all risk" basis 

covering damage arising from any cause (including the negligence of the insured) not 

otherwise expressly excluded. Builder's risk insurance is coverage that protects a person's 

or organization's insurable interest in materials, fixtures and/or equipment being used in 

the construction or renovation of a building or structure should those items sustain 

physical loss or damage from an insured peril.  

 Crop insurance may be purchased by farmers to reduce or manage various risks 

associated with growing crops. Such risks include crop loss or damage caused by 

weather, hail, drought, frost damage, insects, or disease.  

 Earthquake insurance is a form of property insurance that pays the policyholder in the 

event of an earthquake that causes damage to the property. Most ordinary home insurance 

policies do not cover earthquake damage. Earthquake insurance policies generally feature 

a high deductible. Rates depend on location and hence the likelihood of an earthquake, as 

well as the construction of the home. 

 Fidelity bond is a form of casualty insurance that covers policyholders for losses incurred 

as a result of fraudulent acts by specified individuals. It usually insures a business for 

losses caused by the dishonest acts of its employees. 

 Flood insurance protects against property loss due to flooding. Many insurers in the US 

do not provide flood insurance in some parts of the country. In response to this, the 

federal government created the National Flood Insurance Program which serves as the 

insurer of last resort. 
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 Home insurance, also commonly called hazard insurance or homeowners insurance (often 

abbreviated in the real estate industry as HOI), and provides coverage for damage or 

destruction of the policyholder's home. In some geographical areas, the policy may 

exclude certain types of risks, such as flood or earthquake that require additional 

coverage. Maintenance-related issues are typically the homeowner's responsibility. The 

policy may include inventory, or this can be bought as a separate policy, especially for 

people who rent housing. In some countries, insurers offer a package which may include 

liability and legal responsibility for injuries and property damage caused by members of 

the household, including pets.  

 Landlord insurance covers residential and commercial properties which are rented to 

others. Most homeowners' insurance covers only owner-occupied homes. 

 Marine insurance and marine cargo insurance cover the loss or damage of vessels at sea 

or on inland waterways, and of cargo in transit, regardless of the method of transit. When 

the owner of the cargo and the carrier are separate corporations, marine cargo insurance 

typically compensates the owner of cargo for losses sustained from fire, shipwreck, etc., 

but excludes losses that can be recovered from the carrier or the carrier's insurance. Many 

marine insurance underwriters will include "time element" coverage in such policies, 

which extends the indemnity to cover loss of profit and other business expenses 

attributable to the delay caused by a covered loss. 

 Supplemental natural disaster insurance covers specified expenses after a natural disaster 

renders the policyholder's home uninhabitable. Periodic payments are made directly to 

the insured until the home is rebuilt or a specified time period has elapsed. 

 Surety bond insurance is a three-party insurance guaranteeing the performance of the 

principal. 

 Terrorism insurance provides protection against any loss or damage caused 

by terrorist activities. In the United States in the wake of9/11, the Terrorism Risk 

Insurance Act 2002 (TRIA) set up a federal Program providing a transparent system of 

shared public and private compensation for insured losses resulting from acts of 

terrorism. The program was extended until the end of 2014 by the Terrorism Risk 

Insurance Program Reauthorization Act 2007 (TRIPRA). 
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 Volcano insurance is a specialized insurance protecting against damage arising 

specifically from volcanic eruptions. 

 Windstorm insurance is an insurance covering the damage that can be caused by wind 

events such as hurricanes. 

Liability 

 Liability insurance is a very broad superset that covers legal claims against the insured. 

Many types of insurance include an aspect of liability coverage. For example, a 

homeowner's insurance policy will normally include liability coverage which protects the 

insured in the event of a claim brought by someone who slips and falls on the property; 

automobile insurance also includes an aspect of liability insurance that indemnifies 

against the harm that a crashing car can cause to others' lives, health, or property. The 

protection offered by a liability insurance policy is twofold: a legal defense in the event 

of a lawsuit commenced against the policyholder and indemnification (payment on behalf 

of the insured) with respect to a settlement or court verdict. Liability policies typically 

cover only the negligence of the insured, and will not apply to results of wilful or 

intentional acts by the insured. 

 Public liability insurance covers a business or organization against claims should its 

operations injure a member of the public or damage their property in some way. 

 Directors and officers liability insurance (D&O) protects an organization (usually a 

corporation) from costs associated with litigation resulting from errors made by directors 

and officers for which they are liable. 

 Environmental liability insurance protects the insured from bodily injury, property 

damage and cleanup costs as a result of the dispersal, release or escape of pollutants. 

 Errors and omissions insurance (E&O) is business liability insurance for professionals 

such as insurance agents, real estate agents and brokers, architects, third-party 

administrators (TPAs) and other business professionals. 

 Prize indemnity insurance protects the insured from giving away a large prize at a 

specific event. Examples would include offering prizes to contestants who can make a 

half-court shot at a basketball game, or a hole-in-one at a golf tournament. 
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 Professional liability insurance, also called professional indemnity insurance (PI), 

protects insured professionals such as architectural corporations and medical practitioners 

against potential negligence claims made by their patients/clients. Professional liability 

insurance may take on different names depending on the profession. For example, 

professional liability insurance in reference to the medical profession may be 

called medical malpractice insurance. 

Credit 

Credit insurance repays some or all of a loan when certain circumstances arise to the borrower 

such as unemployment, disability, or death. 

 Mortgage insurance insures the lender against default by the borrower. Mortgage 

insurance is a form of credit insurance, although the name "credit insurance" more often is 

used to refer to policies that cover other kinds of debt. 

 Many credit cards offer payment protection plans which are a form of credit insurance. 

 Trade credit insurance is business insurance over the accounts receivable of the insured. 

The policy pays the policy holder for covered accounts receivable if the debtor defaults on 

payment. 

Other types 

 All-risk insurance is an insurance that covers a wide range of incidents and perils, except 

those noted in the policy. All-risk insurance is different from peril-specific insurance that 

cover losses from only those perils listed in the policy. In car insurance, all-risk policy 

includes also the damages caused by the own driver. 

 Bloodstock insurance covers individual horses or a number of horses under common 

ownership. Coverage is typically for mortality as a result of accident, illness or disease 

but may extend to include infertility, in-transit loss, veterinary fees, and prospective foal. 

 Business interruption insurance covers the loss of income, and the expenses incurred, 

after a covered peril interrupts normal business operations. 

 Collateral protection insurance (CPI) insures property (primarily vehicles) held as 

collateral for loans made by lending institutions. 
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 Defense Base Act (DBA) insurance provides coverage for civilian workers hired by the 

government to perform contracts outside the US and Canada. DBA is required for all US 

citizens, US residents, US Green Card holders, and all employees or subcontractors hired 

on overseas government contracts. Depending on the country, foreign nationals must also 

be covered under DBA. This coverage typically includes expenses related to medical 

treatment and loss of wages, as well as disability and death benefits. 

 Expatriate insurance provides individuals and organizations operating outside of their 

home country with protection for automobiles, property, health, liability and business 

pursuits. 

 Kidnap and ransom insurance is designed to protect individuals and corporations 

operating in high-risk areas around the world against the perils of kidnap, extortion, 

wrongful detention and hijacking. 

 Legal expenses insurance covers policyholders for the potential costs of legal action 

against an institution or an individual. When something happens which triggers the need 

for legal action, it is known as "the event". There are two main types of legal expenses 

insurance: before the event insurance and after the event insurance. 

 Livestock insurance is a specialist policy provided to, for example, commercial or hobby 

farms, aquariums, fish farms or any other animal holding. Cover is available for mortality 

or economic slaughter as a result of accident, illness or disease but can extend to include 

destruction by government order. 

 Media liability insurance is designed to cover professionals that engage in film and 

television production and print, against risks such as defamation. 

 Nuclear incident insurance covers damages resulting from an incident involving 

radioactive materials and is generally arranged at the national level. (See the nuclear 

exclusion clause and for the US the Price-Anderson Nuclear Industries Indemnity Act.) 

 Pet insurance insures pets against accidents and illnesses; some companies cover 

routine/wellness care and burial, as well. 

 Pollution insurance usually takes the form of first-party coverage for contamination of 

insured property either by external or on-site sources. Coverage is also afforded for 

liability to third parties arising from contamination of air, water, or land due to the 

sudden and accidental release of hazardous materials from the insured site. The policy 

http://en.wikipedia.org/wiki/Defense_Base_Act
http://en.wikipedia.org/wiki/Expatriate_insurance
http://en.wikipedia.org/wiki/Kidnap_and_ransom_insurance
http://en.wikipedia.org/wiki/Legal_expenses_insurance
http://en.wikipedia.org/wiki/Legal_expenses_insurance#Before_the_event_insurance
http://en.wikipedia.org/wiki/Legal_expenses_insurance#After_the_event_insurance
http://en.wikipedia.org/wiki/Livestock
http://en.wikipedia.org/wiki/Defamation
http://en.wikipedia.org/wiki/Nuclear_and_radiation_accidents
http://en.wikipedia.org/wiki/Nuclear_and_radiation_accidents
http://en.wikipedia.org/wiki/Nuclear_exclusion_clause
http://en.wikipedia.org/wiki/Nuclear_exclusion_clause
http://en.wikipedia.org/wiki/Nuclear_exclusion_clause
http://en.wikipedia.org/wiki/Price-Anderson_Nuclear_Industries_Indemnity_Act
http://en.wikipedia.org/wiki/Pet_insurance


usually covers the costs of cleanup and may include coverage for releases from 

underground storage tanks. Intentional acts are specifically excluded. 

 Purchase insurance is aimed at providing protection on the products people purchase. 

Purchase insurance can cover individual purchase protection, warranties, guarantees, care 

plans and even mobile phone insurance. Such insurance is normally very limited in the 

scope of problems that are covered by the policy. 

 Title insurance provides a guarantee that title to real property is vested in the purchaser 

and/or mortgagee, free and clear of liens or encumbrances. It is usually issued in 

conjunction with a search of the public records performed at the time of a real 

estate transaction. 

 Travel insurance is an insurance cover taken by those who travel abroad, which covers 

certain losses such as medical expenses, loss of personal belongings, travel delay, and 

personal liabilities. 

 Tuition insurance insures students against involuntary withdrawal from cost-intensive 

educational institutions 

 Interest rate insurance protects the holder from adverse changes in interest rates, for 

instance for those with a variable rate loan or mortgage 

 Divorce insurance is a form of contractual liability insurance that pays the insured a cash 

benefit if their marriage ends in divorce. 

Insurance financing vehicles 

 Fraternal insurance is provided on a cooperative basis by fraternal benefit societies or 

other social organizations.  

 No-fault insurance is a type of insurance policy (typically automobile insurance) where 

insured‘s are indemnified by their own insurer regardless of fault in the incident. 

 Protected self-insurance is an alternative risk financing mechanism in which an 

organization retains the mathematically calculated cost of risk within the organization 

and transfers the catastrophic risk with specific and aggregate limits to an insurer so the 

maximum total cost of the program is known. A properly designed and underwritten 

Protected Self-Insurance Program reduces and stabilizes the cost of insurance and 

provides valuable risk management information. 
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 Retrospectively rated insurance is a method of establishing a premium on large 

commercial accounts. The final premium is based on the insured's actual loss experience 

during the policy term, sometimes subject to a minimum and maximum premium, with 

the final premium determined by a formula. Under this plan, the current year's premium 

is based partially (or wholly) on the current year's losses, although the premium 

adjustments may take months or years beyond the current year's expiration date. The 

rating formula is guaranteed in the insurance contract. Formula: retrospective premium = 

converted loss + basic premium × tax multiplier. Numerous variations of this formula 

have been developed and are in use. 

 Formal self-insurance is the deliberate decision to pay for otherwise insurable losses out 

of one's own money. This can be done on a formal basis by establishing a separate fund 

into which funds are deposited on a periodic basis, or by simply forgoing the purchase of 

available insurance and paying out-of-pocket. Self-insurance is usually used to pay for 

high-frequency, low-severity losses. Such losses, if covered by conventional insurance, 

mean having to pay a premium that includes loadings for the company's general 

expenses, cost of putting the policy on the books, acquisition expenses, premium taxes, 

and contingencies. While this is true for all insurance, for small, frequent losses the 

transaction costs may exceed the benefit of volatility reduction that insurance otherwise 

affords. 

 Reinsurance is a type of insurance purchased by insurance companies or self-insured 

employers to protect against unexpected losses. Financial reinsurance is a form of 

reinsurance that is primarily used for capital management rather than to transfer insurance 

risk. 

 Social insurance can be many things to many people in many countries. But a summary 

of its essence is that it is a collection of insurance coverage‘s (including components of 

life insurance, disability income insurance, unemployment insurance, health insurance, 

and others), plus retirement savings, that requires participation by all citizens. By forcing 

everyone in society to be a policyholder and pay premiums, it ensures that everyone can 

become a claimant when or if he/she needs to. Along the way this inevitably becomes 

related to other concepts such as the justice system and the welfare state. This is a large, 
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complicated topic that engenders tremendous debate, which can be further studied in the 

following articles (and others): 

 National Insurance 

 Social safety net 

 Social security 

 Social Security debate (United States) 

 Social Security (United States) 

 Social welfare provision 

 Stop-loss insurance provides protection against catastrophic or unpredictable losses. It is 

purchased by organizations who do not want to assume 100% of the liability for losses 

arising from the plans. Under a stop-loss policy, the insurance company becomes liable 

for losses that exceed certain limits called deductibles. 

Closed community self-insurance 

 Some communities prefer to create virtual insurance amongst themselves by other means 

than contractual risk transfer, which assigns explicit numerical values to risk. A number 

of religious groups, including the Amish and some Muslim groups, depend on support 

provided by their communities when disasters strike. The risk presented by any given 

person is assumed collectively by the community who all bear the cost of rebuilding lost 

property and supporting people whose needs are suddenly greater after a loss of some 

kind. In supportive communities where others can be trusted to follow community 

leaders, this tacit form of insurance can work. In this manner the community can even out 

the extreme differences in insurability that exist among its members. Some further 

justification is also provided by invoking the moral hazard of explicit insurance contracts. 

 In the United Kingdom, The Crown (which, for practical purposes, meant the civil 

service) did not insure property such as government buildings. If a government building 

was damaged, the cost of repair would be met from public funds because, in the long run, 

this was cheaper than paying insurance premiums. Since many UK government buildings 

have been sold to property companies, and rented back, this arrangement is now less 

common and may have disappeared altogether. 
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Probable Minimum Loss: 

Probable Maximum Loss (PML) is a term used in the insurance industry as well as Commercial 

Real Estate. Although the definition is not consistent in the insurance industry,
[1]

it is generally 

defined as the value of the largest loss that could result from a disaster, assuming the normal 

functioning of passive protective features (i.e. firewalls, nonflammable materials, etc.) and 

proper functioning of most (perhaps not all) active suppression systems (i.e. sprinklers). This loss 

estimate is usually smaller than  the Maximum Foreseeable Loss, which assumes the failure of all 

active protective  features. Underwriting decisions can be influenced by PML evaluations, and 

the amount of reinsurance ceded on a risk can be predicated on the PML valuation. 

The term ―PML‖ or ―probable maximum loss‖ is one of the most widely used terms #in property 

insurance underwriting. But it represents one of the least clear concepts in all insurance. This fact 

is reflected by the results of a four-year study that involved collecting the personal and company 

definitions of PML from over one hundred under- writers and underwriting executives. No two 

of their definitions fully agree. In the absence of a clear and specific meaning, the term can be a 

true invitation to disaster, because it thus provides a foundation of sand for the quantitative part 

of risk selection. The Lake Charles, Louisiana, oil refinery and McCormick Place, Chicago, fires 

of the 1960‘s dramatically demon- started this fact to several insurers. On the other hand, if 

buttressed by a clear and specific definition and if based on properly collected and analyzed 

facts, the term can be an extremely useful and valuable tool. The purpose of this paper is to show 

how it can be made such a tool by suggesting (1) a precise definition, (2) how accuracy of PML 

estimates is related to the stability of a portfolio of risks, and (3) methods of measurable 

accuracy for determining the PML of a risk. 

The following definitions are suggested:  

The probable maximum loss for a property is that proportion of the total value of the property 

which will equal or exceed, in a stated proportion of all cases, the amount of loss from a 

specified peril or group of perils.  
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The probable maximum loss under a given insurance construct is that proportion of the limit of 

liability which will equal or exceed, in a stated proportion of all cases, the amount of any loss 

covered by the contract. 

The first of these two definitions is pertinent to the insured and his risk manager, while the 

second definition is of course more directly pertinent to the underwriter, since i,t is tied directly 

to his underwriting results. The first definition requires four pieces of information and the second 

calls for three pieces. These merit a closer look. The first datum required for the property 

definition is the value of the property. The second required datum is a proportion of that value. 

These are definite, measurable quantities. The first can be expressed as a monetary amount, and 

the second either as a monetary amount or as a percent- age of value. The fourth required datum 

is the peril or group of perils that is being considered. Since there are apt to be considerably 

different PML‘s for the different major perils, it is usually wise to determine these PML‘s 

separately and then to select the largest for use. For the insurance definition, the amount of 

insurance is needed instead of the value of the property, and the second needed datum differs 

correspondingly. The fourth datum is not needed explicitly for insurance. The third datum is the 

major essential which is missing from existing definitions of PML. Unless we state in specific 

numerical terms the degree of probability which we desire, PML cannot have a clear or precise 

meaning. This probability must be factually based and should be measured as accurately as 

possible, not just pulled from the air or based on unaided judgment. The probability should also 

be selected on the basis of factual criteria that suitably link it to the objective underlying its 

selection: a definite degree of stability in underwriting results. 

PML is used in at least two types of situations. Its primary uses are in the quantitative part of 

underwriting or risk selection. Here it is used as the basis for attempting to secure an adequate 

spread of risk, by limiting the amount of an insurer‘s liability to loss from a single occurrence. It 

is used primarily in connection with the fire peril, and to a lesser extent in connection with other 

perils giving rise to localized losses, for example sprinkler leakage, water damage, and 

explosion. It is still less used in connection with windstorm, earthquake, and similar loss to 

individual properties. It is used very little and with extreme imprecision in connection with 

catastrophic exposures that give rise to losses to several‘ insured properties at the same time. 

With respect to the financial soundness of insurers, however, a precise use in connection with the 



catastrophic exposure is its potentially most important type of employment. The term is also used 

in connection with engineering inspection of existing properties, and engineering analysis for 

safety and loss prevention of proposed building designs. Its present use in these connections, 

however, is just as imprecise as in connection with underwriting. 

Retaining Risk: 

Markets harden for a number of reasons but it‘s fair to say that there are specific triggers for 

change. You need look no further than the Japan and New Zealand earthquakes, the Australian 

floods, United States hurricane and United Kingdom riots. 

Coupled with uncertainties with the global economy, there will likely be substantial fluctuations 

in capacity and premium rates over the next three to five years. As the diagram below reflects, 

the previous insurance cycle went through a period of hardening from 2001, peaking in 2003. If 

recent events are indicative of future trends, it is expected that there will be substantial hardening 

of insurance premiums in coming years. 

 

For very large enterprises, such premium volatility can be more challenging. Some manage this 

by setting up a captive insurance company – a company which provides insurance solely for their 



organization. This enables them to retain risk at a comfortable level and also to smooth out the 

way risk premium is distributed, making costs more predictable. 

A changing market = new efficiencies 

Captives are designed to be an integral part of an organization‘s insurance placement as well as 

risk management program. Fundamentally, captives are licensed and regulated insurance 

companies owned by the insured, providing the most transparent governance mechanism and 

greatest access to the reinsurance market. 

The average age of Australasian-owned captives are over ten years and have provided their 

owners stability through previous cycles. Over this time, many captives would have accumulated 

considerable underwriting capital and their owners would have grown in risk tolerance and/or 

evolving business needs since implementation of the vehicle.  Such uncertainties present an 

opportunity to re-evaluate the captives‘ effectiveness. 

For captives to maintain their effectiveness and strategic values however, their owners would be 

best served to review their capital and underwriting structures as well as operating processes. 

The aim should be to provide a transparent process for the captives‘ owners and stakeholders and 

would typically include: 

 Revisiting the mission of the captive 

 Updating insurance market conditions 

 Reviewing appropriateness of risk retention level 

 Considering additional risk classes 

 Reviewing premium setting and reserving methodologies 

 Benchmarking underwriting performance and profitability 

 Stress testing for solvency position 

 Reviewing use of accumulated capital 

 Reviewing operations in terms of efficiency and compliance 

Partnership between parties in commerce in insurance 



Insurance against perils is an important aspect of international commercial transactions. In the 

event of loss or damage to cargo due to hazards during voyage, an insured party will be able to 

recover losses from the insurer. The type of insurance required depends on the mode of transport 

agreed between parties to transport the cargo. Such insurance forms include marine, aviation and 

land. 

The type of insurance contract depends on the Inco term adopted by the parties in a sale contract. 

A CIF sale contract requires the seller to obtain insurance cover for the voyage. An FOB contract 

however places no obligation on the buyer or seller to obtain insurance, although it is prudent for 

the buyer to protect against potential losses. It is not uncommon for the buyer in a FOB contract 

to request the seller to arrange insurance on an understanding that they will reimburse the 

insurance costs incurred. 

Insurance obtained must cover only those goods that are being sold and stipulated in shipping 

documents. The insurance must also cover the entire voyage of the sale contract. Where it covers 

only party of the transit, the buyer will be able to reject the documents upon tender. 

Marine insurance contracts may be divided into hull insurance or cargo insurance. There is no 

uniform law or convention for international marine insurance. However commercial customs, 

usage and practices in international marine insurance have played a significant role in regulating 

marine insurance internationally. Thus the marine insurance contract is subject to both general 

principles of contract law and relevant domestic marine insurance law. 

Aviation Insurance contracts may be divided into hull insurance; cargo insurance; airport owners 

and operators liability; hovercraft insurance; spacecraft insurance; and commercial aircraft 

insurance. International Conventions applying to the carriage of goods by air include the Warsaw 

Convention, Rome Convention, Hague Protocol and Montreal Protocol. These conventions 

together provide guidance to domestic air insurance law. 

Reserving for losses, loss adjustment expenses (LAE) and unearned premium 

Loss Adjustment Expense (LAE) 

The expenses associated with settling claims. LAE is divided into two components: allocated 

loss adjustment expenses (ALAE), and unallocated loss adjustment expenses (ULAE). 

  

http://en.wikipedia.org/wiki/Marine_insurance


         Allocated Loss Adjustment Expense (ALAE) 

ALAE, also known as Defense and Cost Containment Expense, is the specific cost of 

adjusting a specific claim or loss. Therefore it is allocated to a specific claim or loss. It is 

expressed as both actual (paid) and reserve (estimated) amounts. The components of 

ALAE include legal fees, court costs, expert witnesses, investigation costs, costs of 

records duplications, expert witnesses, trial preparations, etc. 

  

  

         Unallocated Loss Adjustment Expense (ULAE) 

ULAE, also known as Adjusting and Other Expense, is the cost to the insurance company 

of managing its claims department to adjust and resolve claims, including such expenses 

as overhead and staff, all external, internal, and administrative claims handling expenses, 

including determination of coverage. These costs are not allocated to any individual 

claim, but are a general expense to the insurance company as part of their operations, 

usually for a line of insurance like workers compensation. For the most part ULAE is 

combined in financial reporting as part of "underwriting" expenses. 

A loss adjustment expense is nothing more than a specific cost associated with investigating, 

administering, defending or paying an insurance claim. The loss adjustment expense can vary 

greatly depending on the complexity of a claim. It can also depend upon the capacity of the 

insurance company‘s staff to perform all the necessary tasks related to a claim. 

In many cases, insurance companies must hire and pay for outside help. Even with a fully staffed 

company, an allocated loss adjustment expense cannot be avoided. One example is the cost of a 

police report. The police department charges anyone not directly involved in an incident to pay 

for a copy of the accident, injury or theft report. 

Claims can involve unallocated loss adjustment expenses or allocated loss adjustment expenses. 

An unallocated loss adjustment expense pays for the company‘s claim operations in general. 

These costs can include salaries, supplies, rent and utilities for the claims department as a whole. 

An allocated loss adjustment expense is any cost that is particular to an individual claim. Such 

expenses are often recoverable from the at-fault party when an accident occurs. 

http://www.wisegeek.com/what-is-an-insurance-claim.htm


Insurance companies do not wish to pay claims that have not been substantiated and verified. 

They prefer to pay a loss adjustment expense for services that confirm a claim is valid, rather 

than blindly paying a claim. Depending on local law, such scrutiny may be a legal requirement. 

Insurance companies will order different services, depending on the type of claim. 

Unearned Premium: 

Unearned premium is the portion for an insurance written premium which is considered 

"unearned" by the insurer. It is the written premium less the earned premium. The unearned 

premium would be returned to the insured if the policy is canceled using pro rata cancellation 

method, when the policy is cancelled with no penalty. 

A liability account that reports an insurance company's premiums received from its insured that 

have not yet been earned. For example, if the insurance company receives $600 on January 27 

for an insured's insurance coverage for the period of February 1 through July 31, the $600 has 

not been earned as of January 31. The insurance company will report the $600 in its Cash 

account and should report $600 as a current liability in the account Unearned Premium Revenue. 

As the premium is earned, the insurance company will move the amount earned from the liability 

account to a revenue account on its income statement. 

Review Questions: 

1. What is Risk management in insurance? 

2. Explain the Process of Risk management. 

3. Describe the different types/Line of coverage. 

4. Discuss Peril and Hazard. 

5. Write short notes on Retaining Risk 

 

http://en.wikipedia.org/wiki/Written_premium
http://en.wikipedia.org/wiki/Written_premium
http://en.wikipedia.org/wiki/Earned_premium
http://en.wikipedia.org/wiki/Pro_rata
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