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techniques, the second step in the risk management decision process, brings into play clus-
ters of concepts relating to criteria for evaluating risk management techniques. 

These criteria can then be applied to a set of risk control techniques to stop losses from hap-
pening and risk financing techniques to finance recovery from losses which cannot be pre-
vented. These risk financing techniques encompass both retention and transfer of risk. Once
the most appropriate risk management techniques for a given exposure have been deter-
mined, they must be brought together to establish a risk management program. Creating
such a program involves both technical decisions about what needs to be done when, and
managerial decisions about who will do what under whose direction. 

These three steps—evaluating loss exposures, appraising the feasibility of alternative risk
management techniques, and molding these techniques into a coherent program—establish-
es risk management as an ongoing function within any organization. 

Once a risk management program has been established, however, it must adapt to change.
This ongoing adaptive process requires performance standards that define risk management
“success” within a particular organization and a clear understanding of the types of changes
to which a successful risk management program must be prepared to adjust. 

With these concepts clustered and arranged before us, we are now ready to explore each as
it relates to the fire and ultimate implosion of the Arapaho garage and apartment complex.
Our examples will be drawn from the Arapaho loss, but it is important to remember that each
concept is, in principle, applicable to any accidental loss. 

1 Evaluate Loss Exposures

The first of the four essential steps in risk management is to evaluate loss exposures. In
many ways, this first step is the most important of the four because a loss exposure which
has not been identified and analyzed cannot be managed. The three clusters of concepts un-
derlying proper evaluation of many loss exposures include:

1. The categories of values exposed to loss
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Humanitarian Concerns. The senior management
of some organizations view risk management primar-
ily as a tool for serving others. Their goal is to prevent
harm to those the organization serves, rather than
generating profits or larger incomes for owners or
employees. Any financial advantages that risk man-
agement may bring to this organization are second-
ary to the organization’s perceived mission of benefit-
ing others. Thus, if the owners of the Arapaho viewed
their risk management activities from this humanitari-
an perspective, they would want the Arapaho com-
plex to remain standing, free of hazards, so that its
residents would have an enjoyable, secure place to
live and the Arapaho’s operations would continue
generating tax revenues to benefit the community.
For other organizations, such as hospitals or schools,
risk management activities emphasizing humanitari-
an goals would target improved healthcare or educa-
tion for those who relied on these facilities for their
well-being as patients or students. 

2 Appraise Feasible Risk Management Techniques

After evaluating loss exposures, we now turn to the second step in the risk management pro-
cess: appraising feasible risk management techniques for dealing with any particular loss ex-
posures, any possibility of a given accidental loss. The risk management techniques we will
be appraising fall into two broad categories: risk control techniques to stop accidental losses
from happening (more precisely to reduce the probability, size, and unpredictability of acci-
dental losses), and risk financing techniques to pay for those accidental losses that do inevi-
tably occur. 

Risk financing techniques, in turn, fall into two major categories: retention, which draws on
funds that originate within the organization, and transfer, which draws on funds that originate
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all-risk or open perils policy, on the other hand, cov-
ers loss from any peril other than those that are spe-
cifically excluded. 

Though all-risk policies have many exclusions, they
usually provide broader coverage than named perils
policy and have an additional advantage. All-risk
policies place the burden of proof that coverage
does not apply to a questionable loss on the insurer,
which must show how an exclusion would preclude
coverage. On the other hand, with a named-perils
policy, it is the insured who has the burden of proof
with a requirement to demonstrate that the loss was
caused by one of the named perils. Fortunately for
the owners of the Arapaho, fire would be clearly
covered under either type of policy. 

Whether all risk or named perils coverage is pur-
chased, many policies exclude two important perils:
flood and earthquake. Coverage is usually available
for these perils, however, and should be carefully
considered. For example, if the Arapaho was con-
sidered to be at all vulnerable to storm surge from
hurricanes, the owners would likely have purchased
flood insurance. 

Another important property insurance consideration
is the valuation basis where, once again, there are
two choices: actual cash value and replacement
cost. The choice will affect the limit of insurance pur-
chased and therefore the cost of the insurance. Re-
placement cost will pay the cost to repair or replace
the property while actual cash value will make a de-
duction for physical depreciation. While it costs
more, replacement cost coverage is generally pre-
ferred. 
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Associated with the amount of insurance to be purchased (i.e., the insurance limit) is the in-
surer’s requirement that the limit represent a certain minimum percentage (usually at least 80
or 90 percent) of the property’s value. Property insurance policies typically include a coinsur-
ance provision that will penalize the insured by deducting an amount proportionate to the
amount of underinsurance from loss recoveries.
However, insurers will often agree to delete this re-
quirement from the policy if the underwriter is con-
vinced the limit of insurance being sought is appropri-
ate. 

As the case of the Arapaho clearly shows, time ele-
ment losses can be significant. In fact, it is not un-
common for the loss of business income to equal or
exceed the value of the damaged or destroyed prop-
erty. Therefore, business income insurance is very
important element of any property insurance pro-
gram. This insurance is usually provided as an en-
dorsement to the property insurance policy rather
than as a separate policy, and the premium for this
coverage will often approach and sometimes exceed
the premium associated with the direct damage cov-
erage. For this reason, owners of small businesses
sometimes choose to forego the coverage. Studies
have shown, however, that few small businesses that
fail to purchase this insurance reopen their doors af-
ter a major property loss. By the time the premises or
plant is rebuilt, their employees have found other jobs
and the owners have run out of money. Think twice
about going without time element coverage if your
business has the exposure. 

There are numerous other property insurance issues and coverage options as well as ancil-
lary insurance policies that cover direct loss to property that must be considered when de-
signing a business insurance program. These include such things as the law and building or-
dinance coverage that would be so important to the owners of the Arapaho, equipment
breakdown insurance that would, for example cover loss arising from an explosion of the
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Arapaho’s boiler, and commercial crime insurance to pay for robbery of the garage attendant
or embezzlement losses caused by the Arapaho’s bookkeeper. Additional explanation of all
these details is beyond Risk Management: Why and How, but covered thoroughly in other IR-
MI publications. 

Where property insurance covers “first-party” losses, most lines of casualty insurance cover
third party losses, such as when the named insured (the first party) is sued by someone (the
third party) who is injured by the named insured’s product, premises, or service. You might
think of casualty insurance as “lawsuit insurance.” The most commonly purchased casualty
policies of businesses such as the Arapaho (as well as not for profit and public entities) are
general and umbrella liability insurance, auto liability (and physical damage) insurance, and
workers compensation insurance. 

Commercial general and umbrella liability insurance policies cover claims by non-em-
ployees for bodily injury and property damage caused by the named insured’s negligence
with respect to practically all its operations except automobiles. These policies will pay both
the cost to defend claims against the insured as well as any judgments or settlements of
those claims. The commercial general liability (CGL) policy is the primary policy, meaning that
coverage under it applies first—until its limit of liability is exhausted. The umbrella policy sits
on top of the CGL policy (and the auto liability policy) to provide additional limits. 

For example, the Arapaho might have purchased a CGL policy with a $2 million each-occur-
rence limit and $5 or $10 million of umbrella liability insurance on top of the CGL policy.
These policies would cover claims brought by apartment and garage tenants for damage to
their autos and other property, as well as claims for injuries from the fire sustained by anyone
other than an employee, perhaps a tenant or firefighter, for instance.

Commercial general liability and umbrella policies also fill an important role in assuring that
contractual risk transfers have the financial backing necessary to be effective. Subject to their
exclusions and other limitations, these policies cover contractually assumed liability of others. 

For example, think back to the agreement the Arapaho had with Spotless-R-We, Inc., where
Spotless agreed to hold harmless and indemnify the Arapaho for liability arising from its
stored cleaning agents and chemicals in the garage. If the fire had arisen from these agents,
the Arapaho would invoke the hold harmless provision to force Spotless to pay the cost to de-
fend the Arapaho from claims brought by tenants or others as a result of the fire and pay any
judgments or settlements of those claims. Knowing that Spotless probably wouldn’t have the
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assets to pay for such claims, the Arapaho’s owners
probably included a requirement in the contract to
purchase CGL and umbrella liability insurance sub-
ject to some minimum limit and to provide the Arap-
aho with evidence of compliance in the form of a
certificate of insurance that is issued by Spotless’s
insurance agent or company. This would give the
Arapaho’s owners even more protection than they
would have by relying solely on their own insurance. 

The business auto policy is somewhat unique in
that it covers both first-party losses (physical dam-
age to insured vehicles) and third-party (liability)
losses arising from the operation of those vehicles.
It will generally have a limit of liability that applies to
each accident, and the umbrella policy is purchased
to provide limits beyond those in the auto policy. Op-
tionally, the policy can be arranged to cover liability
arising from the use or operation of only owned ve-
hicles, only hired vehicles (e.g., leased), only non-
owned vehicles (e.g., those of employees), or any or
all of these types of vehicles. 

There are two forms of physical damage coverage:
collision and comprehensive. Collision coverage cov-
ers damages to the vehicle sustained in an accident,
whereas comprehensive coverage covers other
forms of damage, such as by fire, hail, theft, or van-
dalism. When purchased, physical damage coverage
generally applies only to owned and hired vehicles.

Many large organizations choose to retain the collision damage exposure because it is easily
measurable and budgeted. Some also retain the comprehensive exposure if the fleet is not
stored in one place. If the Arapaho had owned autos that were damaged in the fire, its compre-
hensive coverage would cover the loss. 
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The CGL, umbrella, and business auto policies con-
tain exclusions to keep them from applying, in most
cases, to injuries to the insured’s employees. Work-
ers compensation insurance is purchased to cover
this exposure. This insurance operates hand in hand
with state workers compensation statutes. While they
vary from state to state, these statutes provide a ben-
efit for any worker injured on the job from virtually any
cause, regardless of whether the employer was negli-
gent in causing the injury. The benefit includes medi-
cal care to treat the injury, rehabilitation, and salary
continuation (usually at two-thirds the employee’s
normal rate of pay) while the employee is unable to
work as a result of the injury. 

Some types of businesses or professionals also need
errors and omissions (E&O) or professional liabil-
ity insurance. The primary distinction between these
two forms of insurance is whether the type of activity
the insured performs is considered “professional”
with an attendant higher standard of care. 

For example, the Arapaho’s real estate agent, com-
puter consultant, and insurance agent would have
E&O loss exposures that they would cover with an
E&O policy. Its accountant, lawyer, and the physi-
cians who treat anyone injured in the fire all would
need to purchase professional liability (insurance al-
so known as “malpractice insurance”). The Arapaho
itself probably does not face an E&O or professional
liability exposure for which it buys specific insurance.
However, the architect who designed the garage and
building would have bought a professional liability
policy and would be looking for protection from it in
the event the implosion was made necessary due to
design flaws in the garage. Similarly, the agent who
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arranged the Arapaho’s insurance program would have E&O insurance to defend against
claims for any alleged errors in arranging the Arapaho’s insurance program.

Many organizations elect to purchase directors and officers (D&O) liability insurance, employ-
ment practices liability insurance (EPLI), and fiduciary liability insurance—a category of errors
and omissions insurance often called “management liability.” These policies protect manage-
ment employees, directors, and trustees of employee benefit plans (and, in some cases, the
entity itself) against liability suits. 

D&O liability insurance covers liability arising from negligent management of the business.
Virtually all publicly held companies buy D&O insurance to enable them to attract and keep
quality directors, but privately held companies also face D&O exposures that should not be
overlooked. Suits by employees alleging discrimination, harassment, wrongful termination,
and similar torts are insured under EPLI polices. Fiduciary liability insurance covers claims al-
leging violations of the Employee Retirement Income Security Act (ERISA) or errors and
omissions in administering employee benefits plans. 

Of these, the Arapaho probably purchased fiduciary and EPLI insurance, and perhaps even
D&O insurance. However, it is unlikely any of these policies would have been called on for
claims arising from the fire and implosion. 

These are the most commonly purchased forms of liability insurance protection, but there are
many others available for which a thorough exposure identification process may reveal a
need. For example, many businesses need to purchase environmental liability, aircraft liabili-
ty, Internet liability, media liability, or watercraft liability insurance since CGL and umbrella lia-
bility policies provide little or no coverage for these exposures. 

3 Establish a Risk Management Program

After first evaluating the exposures of an organization like the Arapaho to accidental property,
key person, liability, and net income losses, and then appraising the feasibility of the various
risk control and risk financing techniques for each of these exposures, we are ready for the
third of the four essential steps in risk management: establishing a risk management pro-
gram. This third step entails only two, almost self-evident actions: making technical decisions
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about precisely what should be done to implement a chosen general risk management tech-
nique and making managerial decisions about how and when that technique should be imple-
mented, and who should have authority and responsibility for making sure the technique op-
erates as intended.

To illustrate the importance of this seemingly obvious step in managing risk, let us turn again
to the Arapaho garage fire and implosion. Suppose that, well before Wanda Middleton inad-
vertently started a chain of events that destroyed the Arapaho, someone—perhaps one of its
owners, its insurance agent or broker, or a risk management consultant prospecting to make
the Arapaho a new client—undertook to evaluate the Arapaho’s loss exposures arising from
accidental fires. Suppose further that weighing these fire exposures and evaluating the cost
and likely effectiveness of the risk control and risk financing measures available for coping
with these exposures (in light of both legal requirements and cash flow considerations) led to
three recommendations with respect to potential fires in the garage:

Install a new, much more effective fire-protection system to detect and extinguish any
fires in the Arapaho’s garage.

Redesign the garage space to improve traffic flow into and out of it, especially by
eliminating a few, largely unused parking spaces, and by widening the garage entry/exit
door from two to three lanes (especially since the partially subterranean architecture
would not allow for separate entry and exit doors at opposite ends of the garage).

Purchase “business income”
insurance to protect the Arapaho’s
owners from potential loss of rental
income if a fire makes any part of the
Arapaho complex uninhabitable—an
insurance coverage which these
owners had never before even
considered.

Deciding that a new fire protection system, a
better garage design, and adequate busi-
ness interruption insurance would signifi-
cantly strengthen the Arapaho’s fire risk
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management are important decisions. But deciding on them does not make them so. Building
these into a risk management program requires both technical and management decisions
within the Arapaho organization. For discussion purposes, we will look at these technical and
managerial decisions as they would have been made while they were still relevant—before
Wanda Middleton started her car in the Arapaho garage.

Technical Decisions

The technical decisions that must be made to build any risk management measure into an ex-
isting risk management program (or to create a meaningful program from scratch) focus on
precisely what needs to be done to implement that measure. Here are some examples:

Once the decision is made to install a new fire-protection system, technical decisions
would have to be made about the system’s size, brand, extinguishing agent(s), smoke
or heat sensor and extinguisher head locations, and type of maintenance/service.

Once the Arapaho’s top management decided to redesign the garage area, technical
decisions had to be made regarding how the new parking spaces would be configured,
where the extra lane for entry/exit travel would be placed, and how the one entry/exit
for the garage could best be widened.

Once these same senior executives opted to buy business income insurance to
protect the Arapaho’s rental income, further technical decisions were required
regarding such matters as the precise wording of the most appropriate insurance
policy language, the amount of insurance needed, and the best insurer from which to
buy this coverage.

These and many other technical decisions are beyond the normal expertise of the people
who generally work for organizations like the Arapaho, requiring specialized knowledge and
skills of outside professionals, such as fire engineers, architects, and insurance agents or
brokers. Therefore, for these and similar technical decisions, the person most directly respon-
sible for the Arapaho’s overall risk managements efforts would have to consult with the appro-
priate experts. 
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Managerial Decisions

After all the necessary technical decisions have de-
fined precisely what must be accomplished to
achieve a better fire-suppression system, garage re-
design, and insurance coverage, the stage is set for
making the appropriate managerial decisions. The
Arapaho’s managerial staff will need to define who
will have the responsibility and authority for the sup-
pression system, how the new layout will work, and
what insurance will be purchased—and when these
will occur. For other decisions, the same outside ex-
perts who gave advice on the earlier technical deci-
sions may need to be consulted, such as where to in-
stall the fire suppression system or how best to widen
the exit/entry door. 

In the process of making and carrying out these tech-
nical and managerial decisions to establish any given
component of a risk management program, an orga-
nization like the Arapaho will have built a part of a risk
management program. Eventually, an organization’s
staff will have built an entire risk management pro-
gram, complete with seemingly appropriate risk con-
trol and risk financing measures. If a program has
been well designed, and if nothing changes, then a
stable risk management program is likely to remain
effective in a stable world for years to come.
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4 Adapt to Change

Risk management exists precisely because the world is not stable—surprising things, both
good and bad, happen. Even the once most nearly perfect risk management program needs
to evolve in response to changes in any of the factors that shaped the original program.
These changing factors can be categorized as changes in:

Loss exposures

Organizational goals

The cost and benefits of these techniques

The attitudes management holds toward risk

Adapting to the changes in these clusters of factors—changing the program in response to, or
in anticipation of, these changing factors—is the last of the four essential steps in risk man-
agement. Because change never stops, the process of managing risk never ends. Consider
some examples of how change might have affected the Arapaho before that Saturday when
Wanda Middleton started her car.

Loss Exposures

Any change to loss exposures the Arapaho faces because it operates a garage for its apart-
ment tenants could influence its risk management program. For example, suppose the Sa-
vannah town council passes an ordinance requiring that all indoor garage facilities of more
than 20 parking spaces be equipped with fire suppression systems that exceed the standards
of the Arapaho’s then current system. The ordinance specifies that those in noncompliance
will be liable for any fire damage to vehicles they garage. 

To avoid the cost of a new system, the Arapaho owners may decide to close their garage and
offer only outside parking on the property of another organization with which the Arapaho has
contracted. However, since the new parking is a block away from the Arapaho complex, the
Arapaho may lose tenants or be forced to lower rents. Furthermore, some tenants may be in-
jured or attacked while walking to and from their cars, creating a liability exposure for the
Arapaho owners. 
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In short, in trying to reduce its new statutory liability for
fire damage to vehicles garaged on its premises, the
Arapaho may be increasing its potential common law
negligence liability for injury to its tenants. Reducing
one exposure often increases another.

Most types of loss exposures change to some degree
over time, and new ones continually arise. For example,
terrorism has always been a loss exposure, but most
would agree that it is a more significant exposure today
than it was before the tragic events of September 11,
2001. The risk of hurricanes is considered higher today
than it was years ago due to certain climatic conditions
and, possibly, global warming. New technologies, such
as bioengineering and nanotechnology, bring with them
new loss exposures that must be considered by those
organizations that develop or deploy them. Those re-
sponsible for managing risk must keep up with and
make certain their programs contemplate these types of
changes and developments.

Organizational Goals

Most organizations are continuously seeking to devel-
op new products and services, acquire other organiza-

tions, divest certain operations, and improve the ways they do business. All of these activities
will affect an organization’s unique risk profile and require changes in the risk management
program. 

To illustrate how a change in organizational objectives may alter an organization’s risk man-
agement program, suppose the owners of the Arapaho decide to open a daycare center for
young children. These owners use several vacant apartment units within the Arapaho as a
nursery, classrooms, and a cafeteria for the children and staff. Before jumping into this en-
deavor, the Arapaho’s owners should be aware of the increased loss exposures and height-
ened hazards—especially to property loss and bodily injury liability—that the daycare activity
brings to their enterprise. 
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Cost and Benefits

Consider a change in the costs and/or benefits that a given risk management technique gen-
erates. Perhaps a significant advance in fire-suppression technology will make a new garage
sprinkler system even more cost effective for the Arapaho. Or a general increase in premium
rates for business income insurance to protect the Arapaho against loss of rental income may
lead the owners to set aside funds as reserves against these losses or to increase the de-
ductible on this coverage so that the Arapaho absorbs all rental income losses from any one
event that damages five or fewer apartments. (As things turned out, the mandatory implosion
of all 80 apartments in the Arapaho in the wake of the garage fire would still have resulted in
an insurance recovery for the Arapaho’s owners for their loss of rents on 75 of those units—at
least until this insurance had paid its overall limit or until the Arapaho was rebuilt and its busi-
ness has returned to normal.) 

Management Attitudes

Lastly, a change in the attitude with which an organization’s management regards risk, its tol-
erance for uncertainty, can alter many aspects of the risk management program. If this toler-
ance diminishes, and management becomes more conservative, the organization will tend to
withdraw from hazardous activities, institute more safety measures, and purchase more in-
surance with higher overall limits and lower deductibles. On the other hand, increased toler-
ance of risk is often reflected in more risk retention than would otherwise occur.

As one might imagine, business conditions and the financial performance of the organization
often affect management attitudes toward risk. When an organization is highly profitable and
generating substantial positive cash flow, for example, management is often more risk toler-
ant. On the other hand, management usually becomes more risk averse in times of financial
hardship since the organization is more vulnerable. 

Another problem often faced by risk professionals is when senior management becomes over
time less sensitive to—even less aware of—risk. For example, if the present owners of the
Arapaho were to be succeeded by their children, and if the Arapaho complex had never been
demolished, it is entirely possible that this next generation of owners, having never experi-
enced a catastrophic fire, would have become quite complacent about fire loss exposures. 
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This often occurs with exposures that gain a high profile, such as when a terrible disaster oc-
curs or through heavy media attention for a period of time, and that profile later subsides. Ter-
rorism exposures and the need for business continuity planning received substantial attention
following the 9/11 attacks, but this seems to be of less concern today. This also may occur
with the risk of severe acute respiratory syndrome (SARS), mad cow disease, avian flu, or
other pandemic. But the probability of these exposures resulting in actual losses is probably
not much different today than it was when they were receiving all the attention.

Managerial alertness to risk and its potential consequences usually leads to a safer, more
productive organization—and ultimately a safer, more productive, community and world—
than managerial complacency toward risk. It takes ongoing analysis and communication to
maintain a balanced and constant level of alertness to risk.
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Where To Start—How To Continue

In the context of what happened to Wanda Middleton and the Arapaho, we have now com-
pleted our overview the four essential steps in the risk management process:

1. Evaluate loss exposures

2. Appraise feasible risk management techniques

3. Establish a risk management program

4. Adapt the program to change

As we have learned, risk management is a process of thought and of action that applies to
any potential accidental loss that any person, organization, or other entity may experience. It
is a process that enables any entity to meet its goals as fully as possible despite any potential
or actual accidental losses. We have been viewing this process somewhat in hindsight, look-
ing backward after the fire and implosion at the Arapaho. 

In this section of Risk Management—Why and How, we will be looking forward, dealing with
how to start a new risk management program and how to keep that program going and im-
proving. Let us conclude by pulling out of the ruins of the Arapaho some guidelines for start-
ing and strengthening any sound risk management program so that other organizations do
not have to suffer, or can at least survive, accidents that befell the Arapaho. 

Anticipate Change

The most essential place to start is to recognize risk—the possibility of surprising change.
Change is going to happen; for better or worse, it is not going to stop, ever. Risk management
should work with change, in principle seizing unexpected opportunities for gain where possi-
ble—but more importantly, thwarting threats of accidental loss wherever they emerge. A good
risk management program begins with an appreciation, almost a welcoming, of change. 
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Link Risk Management to Your Mission

Those who work effectively in a thriving organization subscribe personally to its mission. Two
practical steps for integrating risk management into an organization’s mission are to:

Use words and phrases like “safely,” “without harming others,” or “with due regard for
the rights of others” in the actual mission statement.

Review every significant accidental loss (or major “near miss”) the organization suffers
with its key personnel, pointing out specifically how the accident was (or would have
been) inconsistent with the organization’s mission. 

For an organization to thrive in a hazard-filled world,
that mission must encompass effective control of, and
recovery from, the threats that are inherent in carrying
out that mission. Success in not merely achieving X, it
is achieving X with as little loss of life, property, in-
come, and other things of value—ours and others—as
possible. To achieve X while causing or allowing great
“collateral damage” is not success. And it certainly is
not good risk management.

Follow a Definite Risk 
Management Process

Any organization’s, department’s, or person’s commit-
ment to preventing or paying for accidental losses is
greatly strengthened when risk management ceases
to be a vague concept and becomes a concrete, al-
most automatic, process of thought and action to fol-
low. The exact number of steps in the process does
not matter—we have been discussing 4 steps, but oth-
ers describe 5 or 6, some as many as 12. What does
matter is that the steps encompass the whole risk
management process, from the recognition of a threat
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to reliable, complete, cost-effective, and equitable financing of recovery from loss. In this
sense, managing risk is like eating an orange: the number of sections into which you slice it
does not matter, as long as you get it all.

It also matters that everyone, all an organization’s personnel, “gets it.” Each employee must
understand the essence—not necessarily the more complex details—of risk management.
Therefore, the fundamental steps in risk management should be explained to all of an organi-
zation’s personnel and should be given in writing to each key employee, with illustrations
linked to each employee’s job situation. 

Assign Every Employee Some Risk Management 
Responsibility

To underscore that everyone is on the “risk management team,” it is good to assign general risk
management duties to each employee. These duties may be as basic as, “Report to our risk
manager any significant hazards you see in your daily work here,” or “If you come across a saf-
er way you or your department can work more safely, let Risk Management know about it.”

Besides alerting all personnel to risk manage-
ment concerns, this kind of encouragement
can stimulate positive communication between
everyone who works for an organization and
those who specialize in just risk management.
Note that these quoted suggestions do not
say, “Tell your supervisor,” or “Let your depart-
ment head know.” This behavior only builds
risk management communication barriers and
keeps secrets about unsafe conduct that mid-
dle managers are reluctant to admit and,
therefore, cannot openly correct.

Effective risk management cannot flourish in organizations where hazards are secret sins,
and accidents are unspeakable crimes. Removing hazards and preventing accidents requires
an open, constructively cooperative “team” setting in which everyone contributes to a shared
mission. 
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Pair Risk Control and Risk Financing

Grouping all risk management techniques into the two large families we discussed earlier—
risk control and risk financing—is more than a learning device. This grouping also is very
meaningful in designing a risk management program for every significant loss exposure that
any person or organization faces. Properly managing any loss exposure requires combining,
pairing, and devoting equal attention (although not necessarily equal resources) to risk con-
trol and risk financing for that exposure. 

Risk control to reduce the probability, size, or unpredictability of losses from a given exposure
is never enough. Ultimately, risk control fails. Accidents and resulting losses, given enough
time, always occur. Planned risk financing to generate enough funds to finance recovery from
these losses will someday be needed.

Similarly, risk financing alone cannot be sound, cost-effective risk management. Simply pay-
ing for losses without trying to prevent them, make them smaller, or make them more predict-
able wastes money that even the most elementary risk control could have saved. In a world of
good risk management, risk control and risk financing are an inseparable pair.

Manage Risk Ethically

Managing risks well requires the cooperation of many others. It requires the cooperation of
many who are directly linked to an organization because they work for it (as employees, vol-
unteers, or directors), because they buy from it or sell to it (as customers, clients, or providers
of goods or services), or because they are neighbors (geographically or brought together in a
shared cause). 

Good risk management also requires the co-
operation of others quite remote from an or-
ganization. Risks, hazards, perils, and losses
bring us together—either to combat or fall
victim to. In managing risk, none of us, as an
individual or as an organization, is an island.



72 Risk Management—Why and How

Because risk closely or remotely links us all, we should act ethically toward one another in
managing risk for our shared well-being. More specifically, in managing risk, we at least ought
to provide and expect total honesty our dealings, consider the risk-related rights and duties of
all those in our local and global communities, and apply the Golden Rule of Risk.

As a closing example to illustrate this point, let us return to Wanda Middleton, the widow who
died on the bottom floor of the Arapaho’s garage when the hazardous (but when made, state-
of-the-art) ignition system of her 1978 Mercury Cougar ignited the gasoline that had leaked
from her car. Suppose Mercury’s competitor discovered how to make a safer ignition system,
one much less likely to cause explosions. This discovery actually lowers the true cost of its
product because it does not have to defend or pay as many product liability claims caused by
ignition systems that cause more explosions. The competitor’s cars would kill fewer people in
explosions; therefore, lead to fewer building implosions; force fewer apartment dwellers to
find homes; and deprive fewer landlords of rental income and fewer municipalities of antici-
pated property and sales tax revenues. 

Here’s the conundrum: If it were possible to keep secret the new, safer ignition system so that
other automobile manufacturers could not use it, should the manufacturer do it? Should it
force other manufacturers to produce cars less safe than to maintain a competitive advan-
tage? 

The only ethically defensible answer clearly is “No.” Exposures to accidental losses affect us
all. Hazards our neighbors across the street fail to control can endanger us as much as the
hazards set free from our neighbors who live several time zones away. If we want our imme-
diate or global neighbors to be mindful of our safety, then we must be just as mindful of theirs.
Safety—and risk management generally—is not a proper arena of competition.

So, how should we ask others to manage their risks? As well as we would manage our own.
This is the Golden Rule of Risk: Manage your own risks as well as you would others to man-
age theirs. Doing so would make the world, including our corner of it, a far better place. 


