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Sharing Large and Small Risks

Catastrophes

Imagine a modest-sized community located on and around the summit gieahithr
Lightning is a serious hazardOccasionally someone is killed or serely injured,
occasionally a house is set afire, incurring wee damage.It doesnt happen often,
however, and people are otherwise pretty hgpping on the hill. But a death or a loss of
home through lightning is ammily catastropheSuch a catastrophe has mdacets, bt
one aspect is the economic lo&mething can be done about the economic aspect.

Sharing economic risk

The economic impact of grsuch catastrophe can be greatly reduced if itvgldd into

mary small parts and borne colleedly by the community The whole community can

chip in to relild a house or to pay for the needs of children or other dependents formerly
supported by a person whasvkilled.

This can happen,ub will it? Perhaps: ifprobably depends on the culture, the social
structure and the s of the community Such sharing can be made more predictable by
advance commitment on the part of nggreople to pay a portion of the costs.is yet
more predictable when there is a fund of mpoeother goods established in @ahce to
pay for these economic costs; ankre more predictable if there is an enforceable
contract specifying in adnce hwa much will be paid, to whom, and under what
circumstances.

Insuring against catastrophic risk

The essential point of insurance is to establish such a fund, along with contractual
arrangements for payments from the furithe arrangements need to be understood by
all parties. To "purchase insurance" is to enter into such contractual arrangements, and
thereby @in a measure of protection from the economic part of catastrophe.

Without such arrangements, avfgeople, the victims of lightning or other similar
catastrophes, bear all the economic cod®&sk sharing does not aliate all the
inequality: deathand emotional and phkical pain are diicult or impossible to share.
Nonetheless, sharing the economic risk can be a reliefeyome irvolved, actual or
potential victims.

The simplest arrangement, well-suited to an isolated hilltop commusityrutual
insurance. Thiss direct sharing of risk by those who peveeihemseles to be at risk.
They al contribute to the insurance fund, proportional to the amounistiaeeat risk,
and thg share in the management of the insurance fumtus, for fire insurance,
someone whose homeowld cost $100,000 to replace contitidss about twice as much as
someone whose home could beuittdor $50,000. These graded contutions are called
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the premiums. Sometimes premiums also &kccount of likelihood of catastrophe.
Someone \iing right at the summit might kia o pay a higher premium than someone
living in a safer part of the hill, since it is moreelk that the house on the summit will
be hit.

Other insurers

There are a&rious alternaties to mutual insurance.Private-sector companies can be
organized to preide insurance, and gernments often prade some insuranceFor
example, the United States \gwnment preides surwors and disability insurance
through Social SecurityThe fund for this is bilt up through tax neenues, especially the
social security tax.The U.S. ggernment also prades some health insurance for the
retired, funded by the Medicare tax.

THIS IS THE END OF MAERIAL FOR GROUP 1 (CONTROL INSTRUCTIONS)
GROUPS 2 AND 3 CONTINUE.

Why small risks usually are not insured

Suppose that our modest-sized hilltop communitypugh not semd by ay large
insurance companies, has managed to set uprkatble system for sharing the economic
risks of fire and sudden death caused by lightniNgw someone points out that
purchasing milk in glass bottles is also a riskcasionallya lottle will fall and break as

it is carried home, and the milk will go taagte. Wiy should the community not set up a
similar system to share that economic rigk&ryone vould chip in a ery small amount
to create a fund thatauld be used to replace milk lost in personal accidents.

Of course, such a proposalowd not be ta&n seriously Spilled milk, though
temporarily quite unpleasant, is not an economic catastropheple aregected to
bear such small economic losses without much fuisdeed, geryone is &posed to
mary small risks. Breaking a milk bottle on the ay home is unligly, for ary one
person; ht practically @eryone sufers some small losses from minor accidents or
misfortunes, from time to timeSetting up a special fund foryparticular type of small
loss, such as brek milk bottles, wuld be silly

"Small" is relative

Of course, "small" is relate o wealth or cash fle. An individual who purchases awe
automobile for $18,000 usually purchases collision insurance, because the loss of this
amount, in an accident,ould be an economic catastroph&.lage automobile rental
compaty, on the other hand, auld self-insure.For example, if a rental compgrhas a

fleet of 100,000 automobiles, losses due to collisions might require aroungtri/éne
purchase of ne cars. Thiswould be a small increase in costs, not a catastrofthe.
would not male £nse to pay premiums to an insurance comparcover these &irly
predictable gtra costs—after all, the insurance compareds to ceer its emplyees’
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salaries and to maka pofit as well, and that part of the premiunowid represent an
extra cost to the car rental compartelf-insuring saes nonegy, on the arerage, when the
loss irvolved is not catastrophic.

But for this same compgna ries of multi-million dollar lavsuits for injuries and
deaths, tied to seral of its rental cars, could be catastrophic; and so the confipeals it
worthwhile to pay somethingx&a to an insurance comparno purchase liability
insurance, accepting a relaly small etra cost to woid the risk of a catastrophic loss.
The insurance compgnin turn, has to be lge enough that aviemulti-million dollar
losses are not catastrophit.is helping maw different companies share the risk for what
would be catastrophic for grof them alone.

The general principle that engeis from thesexamples is that it mas sense (and it is
necessary) to self-insure for losses that are small for oneselfa@ydikely to occuy
such as spilt milk (or other small accident§ince insurance costxtea—even in a
mutual arrangement, therevieato be salaried emplgees who handle the day-to-day
operations of the fund—it does not meakense to pay for it unless you are getting
protection from the possibility of catastrophic economic loss.

Other goals for insurance

Nonetheless, people do sometimes insur@nsg losses that are not catastroprfor
example, someone sending a $50 gift through the U.S. Postal Service may choose to
spend $1.30 to insure the packagd@r someone who can fafrd to gve a $0 gift, the

loss of $50 may be quite unpleasantt im most cases auld not be a catastroph&he

USPS is surely making a lot of mgnen such insurance Suppose 1000 people do the
same; USPS collects a total of $1300probably loses only one or w50 packages out

of 1000. Even if it loses 4 in 1000, that is still only $200 returned to customers, and so
$1100 is lept to pay salaries and defray other costs.

Even though the 1000 customers are losing perhaps $1100 or $1200 as a gyaupythe
still feel justified in lying the postal insurancéor them, the @erage cost is only $1.10
or $1.20 eachAnd each may feel that losing the packagrild feel very bad; knaving
that it will be reimhbirsed would feel much better It is worth $1.30 to olate the
possibility of such a bad feeling.

This illustrates an emotion-related goal farylmg insurance:\aiding the possibility of
feeling \ery bad, or een the anxiety that one might end up feeling bad.

Also, unlike milk carried home, a mailed packageveae’s wntrol at the post @ite,
and there is nothing more one can do laywf etra care. Thus, another possible goal
for getting postal insurance is to feel that one has deargtking possible to be careful.

Considering self-insurance as an option

The point is that people do sometimes insuraregj risks that are non-catastrophic, to
reduce the possibility of getive anotions, or just as aay of taking &tra care. Since
almost ag insurance purchase loses mpoa the aerage (otherwise, the insureiould
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have to chaige more in order to pay itsMa costs and possibly mala pofit), one should

at least consider the option of self-insuringiagt a noncatastrophic risire the goals

of avoiding a bad feeling or takingxga care wrth the mong spent on them?f one
feels that one wuld rather hee the mong and can deal emotionally with non-
catastrophic risks and losses, then sm&in goal in purchasing insurance should be
protection aginst economic catastrophe.

THIS IS THE END OF MAERIAL FOR GROUP 2 (SMALL-RISK INSTRICTIONS)
GROUP 3 (DEDUCTIBLE INSTRICTIONS) CONTINUES.

Deductibles as small risks

Many insurance contracts V& a aductible: only losses thakeeed the deductible are
reimursed. Br example, in our hilltop communifyproperty insurance contracts might
have a 3000 deductible.If a home is struck by lightning,ub there is only modest
damage, say $600 to repdhien the homesner must pay for the repabecause this is
less than the deductibléf there is huge damage (say $60,000), then the hamaxgays
$1000 and the insurance fund pays the remaining $59,000.

The deductible mads sense, in this comteif we assume that a loss of $1000, although
very unpleasant, is not an economic catastrophe for the vamee® in this community
Having such a deductible me& the protection agnst catastrophe morefiefent. The
insurance fund is not drained by paying for numerous small losses, and the people who
do the day-to-day wrk of managing the insurance fund do notéhd gend their time

on such mattersThe insurance fund can be run withvée emplyees, and so premiums

for insurance agnst the catastrophic losses can lveeio

From the point of vie@ of the homewner, such a deductible is desirable if itvea
enough on the premium for the insuranteone pays $100 less per year for insurance,
then in 10 years, one haved $1000, minus anlosses thatall under the deductible; in
30 years, one has\a $3000, minus ay losses thatall under the deductiblelf one
feels that the chances are good that one will né¢isafore than one or mMosses in 30
years, then one will probably \sa $3000, $2000, or at least $1000 (if there are tw
losses). Otourse, one just might gaf a big loss, and ka © pay $1000, the ery first
year so one would be $900 behindStill, that is unlilely, and if it occurs, it is stillnot
catastrophic.

In the case of postal insurance for a packagehn$50, one can think of the choice as
purchasing insurance for $1.30, with no deductible, or purchasing $50-deductible
insurance for 0 premium (self-insuring is free of gedr Ifone sends 100 such packages
over a rumber of years, and self-insures, oneesabl30 in premimums, and perhaps
suffers no losses, or only one $50 logsen a $50 loss right mois not catastrophic.
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Undesirable versus desirable deductibles

For health insurance e®ring routine plysician care and referrals to specialists, a $200
deductible might be ery undesirable, because oneould end up weighing the
advisability of the trip to the doctor aigst the cost, which one mightveato pay fully

each time. It might be better to pay up front for O deductible, in ordervdathis
conflict and get all the advice that one needs from doctoteed, may health policies

do offer such full coerage, often with a small co-payment each time, to discourage truly
excessve Msits to doctors.

On the other hand, for insuranceaargt catastrophic medicalxgenses, a $1000
deductible might maka god deal of senseln the case of serious illness or accident,
one does not va a onflict about going to the doctane wants the medical care that is
needed, and $1000, thougtery kurdensome for some, will probably not change
arything. Thusjf one can get much cheaper protectioniagt catastrophicxpenses by
self-insuring for the first $1000 of mmajor iliness, this could well be a good option.



