	RISK
Risk means different things to different people. Individuals intuitively know what risk is, although they may not be able to define it. Most persons, if asked, would be able to give examples of what risk is, such as loosing money in the stock market; walking across the street and being hit by a car; loosing your job in an economic downturn; or buying a house and having it destroyed by fire. All of these examples have two things in common. The first is the event has a possible negative financial consequence – the house burns, the stock goes down in value, and the person hit by the car needs medical care. All events have risk because one of the outcomes is always preferred over all others and has greater financial value. Second, the outcome must be indeterminate. If you know that the stock of a company is going to loose (gain) value with certainty, there is no risk involved in buying it, because the outcome known. Similarly, if you know that you will be involved in an automobile accident today there is no risk, the loss is certain to occur. Understanding the concept of risk is important because it is a basic problem in finance and practically, we deal with risk each day of our lives. 

Our Definition of Risk

We will take a straight forward approach to defining risk.  Our definition will contain the previously discussed elements and also be intuitively logical. For our purpose, risk faced by the individual is defined as the possibility of loss. 

A reasonable question, “is does the possibility of loss contain the two elements that all definitions of risk must have in common?” If so, then our definition of risk is not only easy to remember and intuitive, but it also is technically correct. Possibility of loss as a definition of risk is easy to dissect and test. Possibility is a range of probabilities
 from very close to zero and very close to one, but is not inclusive of either. Because possibility constrains the range of probabilities such that outcomes that are certain to occur or impossible to happen are not included, the outcome must be indeterminate. No one wants to lose! Loss, for most individuals, has a very strong negative connotation and in most instances, loss is associated with an undesirable financial consequence. Loss therefore satisfies the required condition that for an event to have risk; at least one outcome must have a negative financial consequence. We have therefore provided proof that possibility of loss is an acceptable definition of risk from an individual’s perspective. 
There are many other acceptable definitions of risk. Uncertainty is a term that appears frequently when discussing the concept of risk and it is a term that you should understand. Uncertainty means doubt about what is going to happen in the future. We will use uncertainty when our discussion is about the future. For example, you may be uncertain whether reading this book will improve your understanding of personal risk management and insurance. You will soon be able to determine the value adding effect of the time you spend reading this book and the risk is arguably quite low. 

Categories of Risk
There are several ways to categorize risk. Categories can be developed based on who is effected by the negative outcome, the types of outcomes that can occur in an event, and whether a financial loss actually occurs. We are going to focus on managing risks that affect individuals in situations where a financial loss could occur. 
The broadest classification of risk that we will discuss is personal risks. Personal risks are risks where the negative outcome is diminished value of your property and/or other financial assets, a reduction in your capacity to earn or an unanticipated increase in your expenses. 
Diminished value of your property could occur due to a fire or damage caused by wind. Property values increase or decrease with changes in your local and/or our national economy. Financial assets, such as your accumulations in a private pension plan or a mutual fund, fluctuate due to changes in our financial markets or for firm specific reasons. Your capacity to earn can fall for many reasons as well. You may die while still providing for your dependents. A work related injury may result in a disability that prevents you from working. The ravages of old-age may prevent you from being a productive contributor in the labor force. Our national economy may be in a recessionary cycle and you loose your job. Unanticipated increase in expenses can occur in conjunction with the occurrence of other personal risks or arise independently. Suppose you are involved in a severe automobile accident. The following negative financial consequences could occur: property damage will reduce the value of your car; you could be unable to work for several months and your income would be reduced; you will have an unanticipated increase in expenses due to the medical care that you consumed to help you get well; and you are sued based on your negligent driving, which may not result in an unanticipated expense, but also an unanticipated reduction in your income. 
Risks that affect select individuals are commonly referred to as particular risks. Particular risk examples are numerous – your house burns down, your automobile is stolen, you need an emergency appendectomy, among many others. Particular risk is usually contrasted with fundamental risk. Fundamental risks affect groups of individuals simultaneously and they usually result in catastrophic financial losses. Examples include, but are not limited to – flood damages all of the homes built on the Mississippi river flood plane between Davenport, Iowa and St. Louis, Missouri; an earthquake destroys 17 billion dollars of property in the state of California; a nuclear reactor leaks in Chernobyl, Russia and 20,000 people are exposed to radioactive gas. 
Risk can also be categorized as a pure risk or an investment risk. This category of risk is defined based on the possible outcomes of an event that could occur. For a pure risk event, possible outcomes include loss or no loss. An investment risk has a third and hoped for outcome – gain. 
It is very important to recognize that all types of financial risk must be strategically managed regardless of how they are categorized. The private insurance industry makes a market for most particular risks, while the federal government is much more likely to make a market for fundamental risks. The federal government has a deep financial pocket (your tax payments) to pay for catastrophic loss and has the ability to pass regulation to make participation in the insurance program compulsory. Many pure risks can be insured, while investment risk can be managed through diversification. 
Types of loss
A loss is a loss! After a loss takes place, your immediate concern is the loss impact, which is usually described financially. Technically, there are two types of loss – direct loss and indirect loss. 
A direct loss is a negative financial consequence resulting from damage to or theft of property.  An example of a direct property loss would be damage to your auto if you inadvertently come into contact with a tree. A direct individual loss is a negative financial consequence resulting from mental or physical injury to an individual. Medical expenses and lost wages are examples of a direct individual loss that could result from an auto accident. 

An indirect loss is usually preceded by a direct loss to property or person. However, the property that is damaged or stolen does not have to be owned by you nor do you have to be in injured person in order to suffer a negative financial consequence (loss). For example, your home burns and while it is being rebuilt you must live in a motel and eat at restaurants. The motel expense and the difference in meal costs would be an indirect loss. If you had a renter living in your home at the time of the fire, lost rent would be considered an indirect loss as well. An example that involves an indirect loss cause by mental or physical injury to an individual is the emotional loss that you suffer after a parent or child is wrongfully killed in an automobile accident. The financial consequence of the emotional suffering would be determined by our civil court system. 
Cause of loss
Risk has been defined as the possibility of loss and for a loss to occur, something or someone must have caused the loss! The cause of loss is commonly referred to as a peril. Perils can be broadly classified as perils of nature or perils of mankind
. Examples of perils of nature include loss caused by fire, lighting, wind and flood. Perils of mankind include theft, fraud, dishonesty, and carelessness, as examples. Most property insurance contracts list perils that are covered or provide coverage for all direct loss. When human error causes loss liability contracts may cover the financial costs of bodily injury or property damage that we are financially responsible for. Loss is more likely to occur if a hazard is present. Hazards are physical conditions that increase the chance of loss. If you smoke, you are more prone to lung disease and if you smoke in bed, your house is more likely to burn down. Persons that do not properly maintain their automobiles are more likely to be involved in an auto accident. The greater the hazard, the more likely loss will occur and the more expensive it is to manage the risk.
Decision Making

Decision making involves risk. Decisions by definition have multiple outcomes and one outcome is always preferable when compared to the other outcomes. Consequently, risk is ever present. Fortunately, most negative outcomes don’t occur and for the most part, the financial impact of loss is on average is quite low. Information and experience help most individuals improve their decision making skills. 

Gathering information is not costless. Consequently, you want to make sure that the time you spend becoming better informed is going to help you make a better (less risk) decision. Information technology lowers the cost of obtaining information, but the quantity of information available has increased exponentially so be careful of information overload. Additionally, make sure that you check the reputation of the information source that you are using to help make a decision. The adage “garbage in, garbage out” is relevant! 

As an example, suppose that you are trying to decide what type of new car to buy. You have several information gathering options
. You can go to car dealerships and gather information about model, safety, price, (etc) or you can go on the internet and spend a little time gathering the same information at a web site that is devoted to new car research. Regardless of the approach you use, gathering information should ensure that the auto you purchase will be a good fit for you and priced fairly. 
Experience positively influences decision making quality. Gaining experience is a good way to improve the quality of decisions that you make. Information gathering and decision making experience are not mutually exclusive concepts and neither activity is costless. 
As an example, experience (lack of experience) affects the risk of automobile ownership. Driving experience is negatively correlated to the likelihood of being involved in an automobile accident. The more driving experience that you have the less likely that you will be involved in an automobile accident and the lower the cost of your car insurance. Young male drivers as a group are inexperienced. They are prone to moving traffic violations, frequently involved in auto accidents and consequently pay more for auto insurance than older – more experienced male drivers
. Experiential learning through a driver education class and supervised driving is more preferable than gaining auto driving experience by being involved in numerous automobile accidents, regardless of age or gender. 
Because all decisions have multiple outcomes and one outcome is usually preferred over all others, it seems reasonable that developing a Personal Risk Management plan and then using it should help individuals make consistently better choices. The next chapter describes Personal Risk Management, the risk management process and the benefits gained from its application.

	An event is something that happens
An outcome is the final consequence of an event
Until an event is concluded, the outcome is indeterminate
Events have risk when:

There is  negative financial consequence

and
the final outcome is 
indeterminate

Risk is the possibility of loss
Possibility means the outcome is indeterminate
A loss is a negative financial consequence
Uncertainty is doubt about the future
Focus – manage financial risks  that could affect individuals
Personal risks may diminish property or asset value, capacity to earn or increase expenses
Diminished value of your property
Personal Risks may diminish the value of financial assets
Personal Risks may diminished your capacity to earn

Personal Risks may result in an unanticipated increase in your expenses
Particular risks affect select individuals

Fundamental risks affect groups of individuals simultaneously
A pure risk event has two outcomes – loss and no loss
An investment risk event has loss, no loss and gain outcomes
Many particular risks can be insured

Most fundamental risks require financial participation from the federal or state governments 

Many pure risks can be insured

Investment risk can be managed through diversification
Direct loss is a negative financial consequence resulting from property damage or theft, or from mental or physical injury to an individual
Indirect loss is a negative financial consequence that is usually preceded by a direct loss.
A Peril is a cause of loss
Perils of nature
Perils of mankind
Hazards increase the chance of loss

Hazards increase the cost of managing risk
Decision making involves risk
Information improves decision making quality
Experience improves decision making quality


� Probability will be discussed in Chapter 2 and 3. Probability is a concept of relative frequency associated with an outcome of an event. The sum of relative frequencies for an exhaustive set of outcomes always equals one. 


� Risk and insurance texts typically describe perils of mankind as moral(e) hazards.


� Remember, all options have a price.


� Older and more experienced male drivers are usually defined as age twenty-five and over.
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