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BACKGROUND

The vast majority of business students do not plan to enter the insurance field. They are be-
ing trained to be general managers or specialists in other fields. Business students therefore
need a general framework for thinking about the effects of risk and a broad knowledge of
risk management and insurance. In addition, they need to be aware of the many important
public policy issues related to risk, including legal liability and economic security issues.
Students who seek careers in risk management and insurance also need a strong conceptual
foundation for understanding institutional details. Because institutional details are con-
stantly changing, it is very important for students to learn general concepts that can be ap-
plied to new sets of problems, new types of risk, and new institutional structures. In
addition, introductory courses in risk management and insurance should stimulate critical
thinking and promote the development of problem-solving skills to better prepare students
for meaningful careers in an information-intensive global economy.

PHILOSOPHY AND OBJECTIVES

As was true for the first edition of this book, we have sought to achieve four major objectives:

1. Provide students with a broad perspective of risk management that, while emphasizing
traditional risk management and insurance, introduces other types of risk management
and stresses that the same general framework can be used to manage all types of risk.

2. Provide students with a conceptual framework for (¢) making risk management and in-
surance decisions to increase business value and individual welfare; (») understanding
insurance contracts and institutional features of the insurance industry, including their
relationship to contracts used to manage other types of risks; and (c¢) understanding the
effects of and the rationale for public policies that affect risk and the allocation of risk
among businesses and individuals.

3. Acquaint students with the essential details of insurance contracts and insurance mar-
kets without providing extensive descriptions of numerous types of insurance contracts,
emphasizing how and why insurance contracts are designed as they are and how insur-
ance markets function.

4. Enhance the ability of students to think critically and analytically and solve problems in
order to better prepare them to confront the myriad opportunities and problems that con-
front business managers and individuals.

Examples of questions and issues that are examined in this book and receive much less
coverage or no coverage in other texts include: (1) What are the economic functions of par-
ticular features of insurance contracts and insurer operations? (2) How does risk management
affect the value of businesses with diversified shareholders, and why do these firms buy sub-
stantial amounts of insurance and use hedging instruments to reduce risk? (3) What decision
rules are appropriate for loss control and the choice among loss financing methods, and how
can these methods be applied? (4) Why are some types of risk insured, while other types of
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risk are hedged with financial contracts, such as futures and options contracts? (5) What are
the causes and consequences of government policies to protect citizens from risk?

The objective of providing a broader perspective than other risk management and insur-
ance texts reflects several influences. Because most contracts allocate risk among the con-
tracting parties, many of the concepts and tools that we discuss are drawn from and apply
to a wide variety of contracts, not just insurance contracts. In addition, there obviously are
many important types of risk besides the risks covered in traditional risk management and
insurance courses. These risks often can be successfully hedged using tools that are in many
respects similar to insurance. We introduce these risks and associated hedging methods,
again emphasizing that the same general framework is applicable to all types of risk. Given
the increased importance of overall risk management in business management in recent
years, this broader perspective is important for students who are being trained as general
managers or specialists in other fields. It also has become increasingly important for spe-
cialists in traditional risk management and insurance to be familiar with other types of busi-
ness risk and the tools used to manage these risks.

Finally, we believe that the issues associated with the allocation of risk in society are of
fundamental importance and are inherently interesting. Without losing sight of our main
task of studying risk management and insurance, we have tried to convey our enthusiasm
for the topics and the wide applicability of the concepts and tools.

INTENDED AUDIENCE

This book is designed for use in introductory risk management and insurance courses at the
undergraduate and MBA levels and in second level risk management courses. We have de-
signed the book to be as flexible as possible. In particular, the structure and content allow
instructors who do not wish to emphasize corporate risk management and financial issues
in an introductory class to omit selected chapters or parts of chapters without loss of conti-
nuity. The main sections of each chapter are numbered to facilitate selective coverage.
Moreover, while we frequently relate the material to concepts to which most business stu-
dents will be exposed in basic economics, finance, and statistics classes, we have developed
all of the key ideas assuming little or no student background in these subjects. Appendices
to several chapters provide more in-depth treatment of selected subjects. Instructors who
feel that their students could profit from more discussion can assign these appendices.

CHANGES FROM THE FIRST EDITION

Although the basic philosophy and objectives of the book are unchanged from the first edi-
tion, we have made numerous improvements. Most important,

* We broadened the introductory chapters to include more discussion of personal risk
management and placed the material on personal insurance (auto, homeowners, and life)
earlier in the book to enhance the book’s usefulness in classes that emphasize personal
risk management.

*  We incorporated new chapters on loss control (Chapter 11), business risk retention de-
cisions (Chapter 22), commercial insurance contracts (Chapter 23), and enterprise risk
management (Chapter 27) to enhance the book’s usefulness in courses with a strong em-
phasis on corporate risk management.

*  We placed some of the more difficult material in appendices.

» Examples, exhibits, and current events boxes have all been updated as needed.
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The second edition is more flexible than the first edition. Thus, it is likely to fit the needs
of more instructors teaching introductory courses with a personal insurance emphasis,
while also expanding the treatment of corporate risk management for instructors that seek
additional depth on those issues.

PEDAGOGY

To further support the objectives of this text—that is, to present a broad perspective of
risk management, provide a conceptual framework, and enhance critical and analytical
thinking—the following features are included:

Chapter Objectives. Each chapter begins with a list of key objectives, which provide
students with an overview of the material they will learn in reading the chapter.

Concept Checks.  Strategically placed throughout most chapters, these self-test questions
enable students to determine whether they have understood the preceding material

and enhance critical thinking skills. Answers to these questions are found at the end of
chapters.

Key Terms. Key terms are found in bold throughout the text and are listed at the end of
chapters with page references for easy review.

Examples. The examples in the narrative of the text emphasize real-world applications of
the material being covered. Students will recognize the context of the examples and there-
fore will be able to more easily apply concepts learned from this text to future

situations.

Current Events and Concepts Boxes. Boxes containing business press and journal arti-
cles are included in various chapters to provide an additional view of current risk man-
agement issues. Also, concepts and issues that are more specialized or advanced are set
off in a separate boxed feature. This enables the discussion to be easily skipped if it is not
integral to the course, but it also provides a good summary if the instructor chooses to
cover it.

Exhibits. Tables, figures, and diagrams are included to help illustrate the topics in each
chapter.

Summaries. This bulleted feature expands on the learning objectives by revisiting the
important points in the chapter, providing an extra study aid for students at the end of the
chapter.

Questions and Problems. This section includes both numerical problems and conceptual
questions that build on the material learned in the chapter. Solutions are included in the
Instructor’s Manual.

References. Key articles are included at the end of chapters, along with one-sentence
descriptions.

SUPPLEMENTS

Instructor Resource CD. This CD contains the following assets:

Instructor’s Manual.  Prepared by the authors, this teaching tool includes lecture out-
lines for each chapter, transparency masters, and solutions to the end-of-chapter questions
and problems.

PowerPoint Presentation Software. Also prepared by the authors, the PowerPoint
slides include the transparency masters in an electronic format. Instructors with
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PowerPoint have the ability to edit, print, or rearrange the complete presentation to
meet their needs.

Test Bank. Prepared by Joe Haley, Herberger College of Business, St. Cloud State Uni-
versity, the Test Bank includes multiple-choice questions, fill-ins, problems, and short an-
swers. Each question is coded as a knowledge-based or an application-based question.
There are 15-20 questions per chapter.

ACKNOWLEDGMENTS

We wish to thank the reviewers and class testers for their valuable comments, many of
whom had a material impact on the finished product. They include:

Tom Aiuppa, University of Wisconsin—La Crosse
Vickie Bajtelsmit, Colorado State University

Norm Baglini, Temple University

Mark Browne, University of Wisconsin—Madison

Ann Butler, University of lllinois at Urbana-Champaign
James Carson, /llinois State University

David Cather, University of Pennsylvania, The Wharton School of Business
Lisa Gardner, Bradley University

Jim Garven, Baylor University

Martin F. Grace, Georgia State University

Joe Haley, St. Cloud State University

Dan Jones, University of Houston

Anne Kleftner, University of Calgary

Robert Klein, Georgia State University

Joan Lamm-Tennant, Villanova University, and vice president, General Reinsurance
Corporation

Pierre Lemaire, University of Pennsylvania
Weili Lu, California State University—Fullerton
Fred McKenna, University of South Alabama
Joseph Meador, Northeastern University

Craig Merrill, Brigham Young University

Tom Morehart, New Mexico State University
Laureen Regan, Temple University

Allen Seward, Baylor University

David Shaheen, Michigan State University
David Sommer, University of Georgia

Sharon Tennyson, Cornell University
Hedi Zereri, Northeastern University

Special thanks are due to David Cather and Sharon Tennyson for taking the time and
trouble to survey their Wharton students concerning the effectiveness of the first edition of



Preface xiii

the book. Additional thanks are due to Sharon for her suggestions throughout our develop-
ment process. Two of our doctoral students, Karen Epermanis and Tong Yu, also provided
useful input on the first edition.

The editorial and production staff at McGraw-Hill were a delight to work with. Special
thanks are due to Lori Koetters, project manager; Rhonda Seelinger, marketing manager;
and especially Michele Janicek, sponsoring editor, and Barbara Hari, editorial coordinator.

The concepts and ideas developed in this book reflect our years of reading, thinking, and
teaching about these subjects. Because this is a textbook and not a treatise, we did not at-
tempt to cite a material fraction of the dozens of articles that have influenced us, apart from
including a small number of end-of-chapter references that are likely to be appropriate for
our target audience. Our intellectual debt is nonetheless very large.

Scott Harrington and Greg Niehaus
Columbia, South Carolina

June 2003






