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PREFACE

he first edition of this text appeared 37 years

ago in 1982. The basic objective was to write
an intellectually stimulating and visually attractive
text from which students can learn and professors
can teach. The fundamental objective for this edi-
tion remains the same. This edition provides students
with an in-depth treatment of major risk manage-
ment and insurance topics in a visually attractive and
user-friendly product with no prerequisites. The 14t
edition is unique in this respect. Students can imme-
diately apply the basic principles in this text to their
own personal risk management and insurance pro-
grams to deal with major risks that create great eco-
nomic insecurity.

CONTENT CHANGES IN THE
14TH EDITION

Thoroughly revised and updated, the 14 edition pro-
vides a comprehensive analysis of major life and
health insurance contracts and property and liability
insurance coverages, which readers have come to
expect from Principles of Risk Management and
Insurance. Key content changes in this edition include
the following:

o Enterprise risk management. Chapter 4 provides
a revised and expanded treatment of enterprise
risk management.

o Changes in marketing practices. Chapter 5 cov-
ers significant changes in marketing practices. In
particular, the fields of wholesale insurance and
surplus lines insurance have been evolving rap-
idly, which has led to a new classification sys-
tem for intermediaries in those areas. Wholesale
insurance refers to property/casualty interme-
diaries who obtain business only from “retail”
agents and brokers and do not deal with the
public. The Wholesale and Specialty Insurance
Association has been formed to provide a single

voice for intermediaries in the field. In addition,
Chapter 5 deals with shifts in consumer prefer-
ences that have produced changes in life insur-
ance marketing and financial planning.
Government regulation. Chapter 8 adds new mate-
rial to enhance the understanding of state insurance
regulation. Additional insights have been added
dealing with insurance regulation following the se-
vere 2008 debacle and economic downswing.
Estate tax law. Policyholders with large taxable
estates often purchase life insurance for federal
estate tax purposes. Chapter 13 deals with impor-
tant considerations in purchasing life insurance
for federal estate tax purposes. Updates have been
added to reflect recent changes in the federal es-
tate tax law.

Poor performance of health care delivery system.
When compared to advanced foreign nations, the
United States scores last or low on most measure-
ments of health care delivery systems and health
insurance. Chapter 15 provides an updated anal-
ysis of the broken and flawed health care delivery
system in the United States.

Evaluation of the Affordable Care Act. Chapters
15 and 16 provide a current analysis of the Af-
fordable Care Act (ACA) and an evaluation of
its effectiveness in reducing the number of unin-
sured individuals and family members. The 14th
edition analyzes the most egregious defects now
found in the current ACA program.

Update on developments in employer-sponsored
group health insurance plans. Employers con-
tinue to struggle with the rapid increase in group
health insurance premiums and continue to seek
new solutions for holding down costs. Chapter 16
is an update on current trends in group health
insurance and proposals to slow health care cost
increases.

Changes in group life and health insurance.
Chapter 16 also deals with changes in group life

XV
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XVI PREFACE

and health insurance and the market for group
health insurance. For example, high-deductible
health insurance plans combined with health sav-
ings accounts are making substantial gains in the
preferred provider organization (PPO) market.

o Obsolescence in certain retirement plans. Chapter
16 recognizes that certain older retirement plans
such as money purchase retirement plans and
Keogh plans for the self-employed have become
obsolete and are being replaced by other options.

e Coverage of new Personal Auto Policy (PAP).
The Insurance Services Office (ISO) has released
a new version of the Personal Auto Policy. The
2018 PAP is discussed in Chapter 20. The pol-
icy was revised to address car sharing and ride
sharing (for example, Uber and Lyft) problems.
Additional changes in the 2018 PAP are also dis-
cussed.

e Cyber insurance. Computer hackers have been
successful in accessing the credit card records
and other personal information of millions of
individuals. Cyber security remains an impor-
tant financial concern for business firms and
public entities because of data breaches and
malware. Chapter 25 provides an updated treat-
ment of cyber property insurance. Chapter 26
provides an updated treatment of cyber liability
insurance.

IDENTIFICATION AND
TREATMENT OF MAJOR RISKS

A primary objective of the text is to identify major
risks in our economy and the various techniques for
treating risk. Since the last edition of the text appeared,
several tragedies have occurred that vividly show the
deadly presence of risk in our society. In August 2017,
Hurricane Harvey caused $125 billion in damage,
record rainfall and catastrophic flooding in Texas and
Louisiana, and 107 confirmed deaths. Harvey was the
second most-costly hurricane in the United States since
1900. Shortly thereafter, in October 2017, a deranged
gunman rained gunfire on people attending an out-
door concert across the street from the Mandalay Bay
Resort and Casino in Las Vegas, Nevada, killing 58
people (including the gunman) and wounding and
injuring more than 800 people from gunfire and panic.

AO01_REJD0860_14_SE_FM.indd 16

In addition to catastrophic tragedies at the
national level, the media routinely report events that
clearly show the destructive presence of risk at the
local level. Examples abound. An employee in a liquor
store is shot and killed by a customer seeking cash and
alcohol; a house fire leaves a family homeless; a tor-
nado destroys a large part of a small town; a drunk
driver fails to stop at a red light and smashes into
another motorist; a plant explosion kills two people
and injures several employees; and a blinding snow-
storm and ice-packed interstate highway cause a chain-
like accident and collision damage to 10 cars. As a
result, victims and families experience catastrophic
financial losses, intense emotional pain and suffering,
serious physical and mental injuries, and often death.
To say that we live in a risky and very dangerous envi-
ronment is an enormous understatement.

OVERVIEW OF THE 14TH EDITION

The 14 edition of this text discusses the aforemen-
tioned risks and other insurance issues, as well. The
text is designed for a beginning undergraduate course
in risk management and insurance with no prerequi-
sites. Topics discussed include basic principles in risk
management and insurance, introductory and
advanced topics in traditional risk management,
newer enterprise risk management concepts, func-
tional and financial operations of insurers, legal prin-
ciples, life and health insurance, property and liability
insurance, employee benefits, Social Security, and
social insurance programs. In addition, the 14t edi-
tion is a user-friendly text for students who can apply
basic concepts immediately to their own personal risk
management and insurance programs.

SOLVING TEACHING AND
LEARNING CHALLENGES

By its very nature, the introductory course in risk
management and insurance involves the teaching of
highly complex technical concepts that can present
certain teaching and learning challenges to both pro-
fessors and students. To deal with technical problems
and complexity, the authors have designed the text to
reflect a basic principle in education—repetition is the
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mother of learning. The 14™h edition reflects this
important principle in the following ways:

After studying this chapter, you should be able to

1.1 Explain the historical definition of risk.
1.2 Explain the meaning of loss exposure.
1.3 Understand the following types of risk:

- Pure risk

- Speculative risk

- Diversifiable risk

- Nondiversifiable risk

- Enterprise risk

- Systemic risk
1.4 Identify the major pure risks that are associated with great economic insecurity.
1.5 Show how risk is a burden to society.

1.6 Explain the major techniques for managing risk.

o Learning objectives. Each chapter has specific
learning objectives, which give students an over-
view of the subject matter and list the important
concepts students are expected to know.
Chapter discussion. Each chapter presents text
material designed to give students the knowledge
needed to attain the learning objectives specified
at the beginning of the chapter. Important mate-
rial is often presented in italics for emphasis.

aterina, age 24, is a finance major at a large university. The placement director

for the university has an annual job fair where recruiters from different business
firms interview students for possible employment. Katerina signed up for an interview
with a large multi-line insurance company to learn about job opportunities. The
recruiter explained that job openings exist in several areas, and that the company hires
new employees with a wide variety of educational backgrounds. Katerina is surprised to
learn of the wide range of jobs in the insurance industry. The company has career
openings in underwriting, sales, claims, actuarial, finance, information systems,

accounting, legal, engineering, medicine, and in other areas as well.

Chapter summary. Each chapter ends with a
summary of the major concepts students should
know so that the learning objectives listed at the
beginning of the chapter can be attained.

SUMMARY

m There are several basic types of insurers:
- Stock insurers
- Mutual insurers
- Lloyd’s
- Reciprocal exchange
- Blue Cross and Blue Shield Plans
- Health maintenance organizations (HMOs)
- Captive insurers
- Savings bank life insurance

m  An agent is someone who legally represents the insurer
and has the authority to act on the insurer’s behalf. In
contrast, a broker is someone who legally represents the
insured.

PREFACE XVII

® Key concepts and terms. Risk management and

insurance has its own unique vocabulary and set
of key concepts and terms. Instructors should
inform students that these terms are clearly de-
fined and easily accessible in the Glossary at the
end of the text. If students do not understand the
basic vocabulary, they will perform poorly.

KEY CONCEPTS AND TERMS

Advance premium mutual (97)
Agent (102)

Assessment mutual (97)

Broker (102)

Captive agent (105)

Captive insurer (101)

Career agents (105)
Demutualization (98)

Direct response system (108)
Direct writer (107)

Exclusive agency system (107)
Fraternal insurers (97)

Holding company (99)
Independent agency system (107)
Interinsurance exchange (100)
Lloyd’s (99)

Managed care plans (101)
Managing general agent (MGA) (104)
Mass merchandising (108)
Multiple distribution systems (108)

Review questions. The answers to review ques-
tions at the end of each chapter enable students
to answer the learning objectives listed at the
beginning of each chapter.

REVIEW QUESTIONS

1. Explain each of the following characteristics of a typi-

cal insurance plan.

a. Pooling of losses

b. Payment of fortuitous losses
c. Risk transfer

d. Indemnification

2. Explain the law of large numbers.

3. Pure risks ideally should have certain characteristics to
be insurable by private insurers. List the six character-
istics of an ideally insurable risk.

4. Identify the approaches that insurers can use to deal
with the problem of catastrophic loss exposures.

5. Why are most market risks, financial risks, production
risks, and political risks considered difficult to insure
by private insurers?

o Application questions. These questions are a con-

tinuation of the review questions but at a higher
level. The application questions enable students
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to develop their analytical skills by having them
apply the principles and concepts discussed in the
chapter to specific risk management and insur-
ance problems.

APPLICATION QUESTIONS

1. A group of investors are discussing the formation of a
new property and liability insurer. The proposed com-
pany would market a new homeowners policy that
combines traditional homeowner coverages with unem-
ployment benefits if the policyholder becomes involun-
tarily unemployed. Each investor would contribute at
least $100,000 and would receive a proportionate inter-
est in the company. In addition, the company would
raise additional capital by selling ownership rights to
other investors. Management wants to avoid the expense
of hiring and training agents to sell the new policy and
wants to sell the insurance directly to the public by selec-
tive advertising in personal finance magazines.

a. Identify the type of insurance company that best fits
the preceding description.

e [nsights. Each chapter has one or more Insights,
which are short articles designed to give a practi-
cal application of the principle or concept dis-
cussed in the chapter.

INSIGHT 6.1

Home Owner’s Failure to Cooperate Yields Denied Claim

Afederal court in Ohio ruled that a home owner's laim stemming
from a house fire could be denied after the insured failed to coop
erate vith his insurer’s investigation. The court also ruled that mis-
representations on the home owner's insurance application voided
the policy. The case is Joseph v. State Far Fire & Cas. Co, 2013
US. Dist. LEXIS 24511 (Feb. 22, 2013).

In March 2009, Namon Joseph applie for and was issued a
Homeowners policy with State Farm covering a residence in Sunbury,
Ohio. In August 2010, a fire destroyed the residence, after which
Joseph submitted a claim. Suspecting arson based on evidence that
an accelerant was used to start the fire, State Farm investigated. It
began inuiring into Joseph'sfinancial condition and requested him
1o provide a number of financial records including tax returs
Joseph failed to provide the requested financial documentation.
State Farm eventually discovered that, at the time of the fire, Joseph
owed the IRS $391,000 in back taxes. The insurer ultimately con-

State Farm also took a further look at Joseph's insurance policy
application and discovered numerous misrepresentations including
false statements that Joseph had no prior claim history and that
Joseph failed to disclose that a previous insurer had cancelled his
policy. Based on these and other misrepresentations, State Farm can-
celled the policy.

Joseph sued State Farm, alleging breach of contract and bad
faith. The court, however, ruled in favor of State Farm, explaining
that State Farm was justified in denying the claim based on Joseph's
lack of cooperation. An insured is required to cooperate with an
insurer in its investigation of a loss as a condition precedent to
coverage. Joseph's failue to cooperate was a breach of the policy
on his part, thereby precluding coverage for the loss. Likewise, the
court agreed that State Farm was justified in voiding the policy
based on Joseph's material misrepresentations on his insurance
application

technology, enterprise risk management that treats
both pure risk and speculative risk, loss prevention,
investments, law and legal contracts, and numerous
other functional areas. Most insurers today encourage
or require new employees to participate in specialized
education programs that increase their employability
skills or take courses that lead to professional designa-
tions such as Chartered Life Underwriter (CLU),
Chartered Property Casualty Underwriter (CPCU), or
Certified Financial Planner (CFP). The 14t edition of
the text provides the basic educational foundation for
many of these professional designations.

In addition, the principles discussed in the 14t
edition are essential for success and promotion in the
insurance industry and provide tremendous advan-
tages to employees who understand them. As such,
students taking the introductory course in risk man-
agement and insurance will have a major advantage
over others who are applying for similar jobs in the
insurance industry. Likewise, if students need to take
a state licensing exam to sell insurance and other
financial products, information in the 14 edition will
give them a major educational advantage over others
who do not have a similar background.

INSTRUCTOR RESOURCES

Several supplements are available to help busy instruc-
tors with a limited amount of time to prepare for class
more efficiently and to have access to high-quality
multiple choice questions for examinations. The avail-
able supplements are listed in the following table.

cluded that the house fire was the result of arson and that Joseph
had a financial motive to start the fire. State Farm denied the claim
due to Josephs lack of cooperation in the investigation

Supplements
Available to
Instructors at

Features of the Supplement

DEVELOPING EMPLOYABILITY

www.

SKILLS pearsonhighered.

A new objective for the 14™ edition is to design a text com/author

that will increase the employability skills of students Instructor’s B Teaching tips
who are taking a course in risk management and Manual B Lecture outlines

insurance. Projections indicate that some 400,000
positions in the insurance industry will become avail-
able in the next four years. These positions include
underwriting, claims, actuarial science, information

B Answer to Case application
M Solutions to all questions and
problems in the book
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Supplements
Available to
Instructors at
www.
pearsonhighered.
com/author

Features of the Supplement

Test Bank

Computerized
TestGen

PowerPoints

1350 multiple choice questions
with these annotations:

M Difficulty level (1 for straight
recall, 2 for some analysis, 3
for complex analysis)

M Learning Objective

B AACSB learning standard
(Written and Oral Commu-
nication; Ethical Understand-
ing and Reasoning; Analytical
Thinking; Information Tech-
nology; Interpersonal Rela-
tions and Teamwork; Diverse
and Multicultural Work;
Reflective Thinking; Applica-
tion of Knowledge)

TestGen allows instructors to:

B Customize, save, and generate
classroom tests

M Edit, add, or delete questions
from the Test Item Files

MW Analyze test results

B Organize a database of tests
and student results

Slides include all the tables and
equations in the textbook.

PowerPoints meet accessibility
standards for students with
disabilities. Features include,
but are not limited to:

B Keyboard and screen reader
access

M Alternative text for images

B High color contrast between
background and foreground
colors

PREFACE XIX

STUDENT SUPPLEMENTS

AVAILABLE

To enhance student performance and higher class
achievement levels, the text also makes available sev-
eral supplements that can upgrade the overall learning
experience of students. The following supplements
enable students to understand more easily some dif-
ficult technical concepts in risk management and

insurance.

Supplements Available
to Students at wwuw.
pearsonhighered.com/
author

Features of the
Supplement

Multiple-Choice Practice
Quizzes

Internet Exercises

XXX Questions for
students to practice

Available for all chapters
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EMPLOYABILITY

INSIGHT 1.2

Careers in Risk Management and Insurance

Positions in Risk Management and Insurance. Rarely has there
been a time when it was so advantageous to consider a career
in risk management and insurance. Projections indicate that some
400,000 positions will be open in the next four years.' The breadth
of knowledge and skills required for these positions has never been
greater or the opportunities more lucrative. Try to think of an indus-
try with a wider range of employment opportunities. You are prob-
ably familiar with sales and claims. These areas interact with the
public, such as sales to place the coverage with insurance purchas-
ers, and payment of claims when a loss occurs. However, insurance
offers many other careers as well. Underwiters review the applica
tions solicited by agents to determine whether the insurer should
accept the applicant. Actuaries price the coverages that agents are
selling. Loss control specialists focus on reducing losses and poten-
tial claims, Lawyers review policy forms. Accountants prepare finan-
cial statements using one or more accounting systems. Financial
specialists determine the appropriate mix of financial assets that
back an insurance company’s liabilities. Information technology

is also crucial for insurers, considering the large volume of data
that insurers must manage. All of these functional areas must work
together for an insurer to be successful. These areas are discussed in
greater detail in Chapter 6.

Importance of Risk Management and Insurance. Whatever your
specialty is and wherever you plan to work, experts agree that under-
standing the principles of isk management and insurance is important
Insurance i a challenging field, and considerable technical knowledge
is required for employees who want to ise to top levels. To be effective
in risk management and insurance means you must be able to think
logically and apply important principles from law, finance, econorcs,
mathematics, and decision making to problems you will encounter on
a daily basis. As a result, insurance companies today require ongoing
professional development for their employees as they enter the corn-
pany and move up through the ranks. Most insurers today encourage
their employees to participate in industryspecific education programs
such as Chartered Life Underwriter (CLU), Chartered Property Casualty
Underwriter (CPCU), Fellow, Life Management Institute (FLMI),

(Continued)
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Finally, the fundamental objective underlying the
14t edition remains the same as in the first edition:
We have attempted to write an intellectually stimulat-
ing and visually attractive textbook from which stu-
dents can learn and professors can teach.

George E. Rejda, Ph.D., CLU
Michael ]. McNamara, Ph.D., CPCU, CLU, ARM
William H. Rabel, Ph.D., FMLI, CLU
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