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J The New World Service Economy and the
} Key Role of Risk Management :

By Orno Graring

1. From the Value of Material Products in the
Industrial Economy to the Vajue of Performance
of Systems in the Service Economy

The tragimonal ingdustnal sociely car 02 gescribed
as a situation v which the privileged andg oy far the
moshimporanrtway 1o oroduce weallh ang welilareg
1sthrouahthe manufaciunng process whereby raw
maternials are transformed inio fing! uszanie prod-
ucis soid oo the mar<et

Intmis situat.on where the main preccoucalon s io
produte goods. services, aithough sometimes rec-
ogmized asmpcortant are nonetheless secondary
In other words ihey are not as imponant as. and
generally not essental 1o, preduction

John Stuart Milf stated explicitly that the econamic
processwasaimedexclusively at preducing ‘utliies
fixed and embodied in cutward obyects ™ in other
worgs, even i matenal objecis nhad hnally a
gdestinatian and a pracucal use value. there was no
need to consider that the process of utthzauon of
these matenal objects needed any disembodied or
oulside economic activity itis theretore with goed
conscience and efficiency thai the industrial
revolution concentrated onthe proguchon of maternal
goods as the essental process 1o further the wealth
at natons

But if we now ook at ali sectors of contemporary
economic activity, we can easily bing out that ser-
vices of any sortrepresent the essenual part of the
proguction and utfizahon systems of goods and
services. A firsl tundamentat fact to be taken into
consideration s that for each product we buy. be it
anautomobile of a carpet. the pure cost of proguc-

Orio Gianm s Assocrate Professor at the Uriversity of Geneva,
ana Drrector ang Secretary General ol the International ASsocta-
ventorthe Study of Insurance Economics {The Geneva Associa-
hon), Geneva Swilzerlandg

on or of manufacturing i1s very seidom nigrar =2t
201030 percentotihe hnal price ot these oroo s
Mcre than 70 or 8C percent 1s represe~tas 2, 'rs
cost of making the complex senyigs 2-= =z’ .20,
system work Which means ‘hat sewv oz Lot oo
have become the greaest part of Zorcz- 20
INvesiment even within the maost a2 orz ~ 2
tnal companes

Wmusttherefore be clear that tha serw.ce st oy
15 NOLIN 0pPOosILON 1o the indusinial econc™y U
represenisamaore advanced stage ot deve o2
N econormic Mistory

Service functions have become the
greatest part of concern and invest-
ment even within the most tradi-
tional industrial companies.

Inthe sameway, romthe beginning of the Indusiral
Revoluuon, agricultural production was not elimi-
nated and onthe conlrary remamned a fundamenial
egconomic activity Butetis through ingusinaazaton,
arrectly or ndirectly, thal agnculture has beccme
more efficient And now botn agnculture and manu-
facturing industry have more and mare 1o rely onthe
developmentof services in order to amehoraiz ther
economic performance in proguction distrisahon,
and utthzaton.

The service tunctions intervene at several levels in
the production and use of wealth. We can broadly
classity them in five calegories

o Services perlormed long belore any produc-
tion starts, such as research and development It
shouid be noted that it is only since 1830 that (his
function has become a specilic, professional one
deserving a separate budget accounting In sorme
hgh technology sectors, this pre-production ser-
vice function can go as far as representing more




than 50 percent of the total cost of a full production
sertes Service funclions such as investment
programmes and marketng research studies also
often intervene before any production process of
any sort has started.

e Concentration and speciakization of production
have required a greater and greater emphasis on
service funclions like planming, mantenance, stor-
age guahly control and safety measures.

o Disinbution s already per se essentally a ser-
wige functuon of greal complexity and 15 obviQusly
essential for the efficient organization of sysiems
making producis and services avalable

® A very specific charactensic of the service
economy 15 the growth of service funchons related
to the uliization of any son of products dunng their
period of vseful Iife. Users are more and mere
called upon to invest in their educabion in order o
rranstorm the potential value of any product or
service Into something of pracucal use. Users very
ofien become parn of the production system
{ srosumers™). n order {0 rmake things wotk and
yeld their potentiat value

® Services now come inlo action more ang more
to manage both the waste and the polluton pro-
duced at alllevels of the manufacturing process. as
well as at the end of the useful lifespan of produsts.
when they become waste themseives

Figure 1wvisualizes the complexidficauon of the eco-
nomic system

During the Industnial Revolution. the trarstormangn
process fromraw materials to the inal preouct vas
the key feature ol the economuic system Today re
larger part of eConomic resources 1S anseries Ty
functions parailel tothig process onthernghiaro oo
the tefi of the graph

Sorme critcs of the service economy mamtain rat
afier ali, products are sttt the essenual part. ana
that without products there weuld not even g3
services Inthe sameway, twohundred years ago
the critics of the Industrial Revolution maintainess
the 1dea that agricullural production was the real
priority inthe economic system, and thatwithout the
proguce of fand, industrialization could only be
considered secondary. This gebates clearly trivial
and wrelevant.

Figure 1
(_ Visualization of the Complexity of the Economic System
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It is obwious that agriculture and manufacturing
industry are essential and that one cannot simply
forgetthem buttoday itis also true that any sort of
product that does not rely on the funcuoning of
servICes 15 SImply nolwy a condiion 10 be used or
evenproguced Products of any sortcan anly ex:st
through the service system

People are buving more and more
performing “systems,” not just
products.

WWecaningrefore say thala key Giflerence between
Mg nCusiial eCONCMy ang e $arvice economy 1§
‘hatthe irstong gves value @ssentally 1o products
wiioh exst maienialy and wnich are exchanged
whETEES vaIUE, N IDE SBrVICE 2CONDMY. 15 MOre
cicsely arnbuted o the performance and reaf utli-
zation {in a gwven ume penod) of products (matenat
or nzilhniegrated in a systerm Whereas during the
Crassical economic revoiution the value of grogducts
could be dentified essentially with the ¢osts in-
volved in producing them, the notion of value in the
servige aconomy 1$ shiting towards the evaluation

of cestsincurred with reference 1o obtaining results -

N utilization

The first approach considers, for instance. the
value of a wasming machine per se: Ihe second one
evaluates the aciual performance of the washing
machine iaking into consideration pol only its cost
of procuction, but alsg all agther sorts of ¢osis
{learning ume of people using the machine, mainte-
nance ana repafs costs, disposal etc ) The appl-
cabintly ol the two approaches depends in most
cases on the technelogical complexity of the progd-
ucts Inthe case of simple products and tools, the
assessrment of the value can be imited 1o the toot or
the product per se. Nobody buying a hammer
would think it necessary o take courses o learn
how o use it. inthe case of a computer, however,
the cost of learning how to use il tends to surpass
the purchase cost of the machine, especially if the
costs of all the necessary software are added.

Simifarly, people buying simple too!ls such asdishes
or even a bicycle will not consider signing a main-
lenance contract When the purchase concerns
slectronic typewnlers, pholocopying machines or
eavenlelevision sets, maintenance contracls — even
for inanaidugl consumers — are more and more
commen I the servicg economy the functoning
of a toct 15 being purchased (therefore, nciucing
costs of maintenance and repar) gesols ase
buying more and more performing “sysiems ~oe
jwst productis

The real change towards the servce s27-Imy
stems precisely from the fact that ssrvcss afe
becoming essential in the marking of procucis ang
services used 10 fullilf our basic needs Szriizs
are no onger simply a secondary seclor  (ney ars
mowing Into the focus of economic acncr anere
they have become mndispensable proguc: o~ 120l

tosauslythebasicneeds ana o ncrease ine ws3iy!
of nations

7

2. The Service Economy as a Base for a Strategy
to Reduce Quantitative and Qualitative Rigidi-
ties of the Supply Side

The change from an industnal economy 10 a cre-
dominantly service economy s at the core of the
lurbulences in economic development since the
seventies. -

Mogerate miflation already made its first appear-
ance in several industniatized countries cduring the
'50s and '80s  But atthe moment of the oil shock of
1973, inflation made a quantum jumpn all»ngdustri-
alized and industnalizing countries. Even in Swat-
zerfand, where the coins in circulation at that me
still dated from the last century, the rate of infiaton
rose for a couple of years to about 10 percent At
the same time, from 1973 cnwards, unemployment
rates started to accelerate in most industahized
countries, from "acceptable” levels 10 over 10 per-
cent, where they have persisted i most countries

A state of infiation is ciearly indicative of a siuaton
where supply is inagdequate (rigig) with regard to
the levels of demand. The crisis of 1873 inaugu-
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rated in tact a new era of supply nigidity, which has
been targely overlooked by tradibonal economic
theory. essentially turned as 1t was, and still is, t0
scrutinizing demand. The main problem since then
consists in understanding the orgin and specific
charactenstcs of this new supply rigidity, which is
closety inked to the transiron trom the industnal (o
the senaice gconomy

Severalphenomenaconvergediocreate the condi-
tons of ngidity of supply  They are of quanutative,
qualtalive, and socigl naturs

Firsily, quantiaive condiions are inked 1o a situa-
non of dimimishing returns of technology in vanous
seciors 2 The new lechnologes in the fieid of
telecommumicantons and electrontcs, which are sull
N a phase ¢fngreasing ceturns, do often deveiop
nigner levels of groductivily and new jobs. manly in
the services area But f we look in prionty at the
marufacturing sector, we are far from the classical
siwwaton of the tndustnal Revolution when technol-
ogy was notonly operming new possibihities of devel-
opments 1N completety new areas (such as the
chemical industry), but was also ghving great im-
pulses through the whole spectrum of industrial
production The iron and steel industry. the texile
industry. and the mumng indusiry which have been,
in the past. the engines of important phases of the
Industrial Revolution, are facing today a stower rate
of technoipgical development at the production
level They find the way for success in most cases
only when they are capable like Benetton (formerty
anindustaal texule company) of Decoming essan-
tally a service-hased enterpnse

Secondly he transiuon from the Industnal Revolu-
tion 1o the senace economy is at the ongia of
anciher type of ngidity in supply which, however,
als¢ opens the door for new challenges and possi-
bilites Whnen seventy 1o eighty percent of the costs
of making any product avalable 1o the buyer de-
penrd on the functioning ol services and systems,
as 11 s the case n most manufaciunng mndustrnes,
the old schemes of stimutating simply the industrial
production n order to develop the economy are
overwhelmed by the preponderant part taken Dy
the functioning of services which governthe chances
of any product of reaching the market and being

used [f services are percewed as barrers 1o the
continuous diffusion of industrializauon during this
phase of the naw economic development, then we
are in a difhicult situation. for psychological rather
than real reasons. our main problem today 15 10
concentrate and develop the service functions
through which 80 percent of the wealth produchion
and utlization really 1akes shape, albell without
forgeiting the 20 percent of the costs inked to the
manufactunng process Certainly, costs amount-
ing o 2C nercentofsales prices for the storaje a-c
transgonatonci e 3. agriculturalor manufaciuisa
Drogucts can be a barrier 10 ther development
However, considening that tomatoes as weil as
computérs are only of value whan they reach the
final customer who neads them and knows how 1o
use them, the challenge must be 1o stimutale pre-
ductivity angimprove alithe service funchons & hich
are the dominani parts — 'n guanttative terms — of
our present economic really.

The reduction of scarcity and the
increase of wealth depend much
more on the proper functioning
and constant improvement of ser-
vice functions than on a simple
increase of production.

Therefore, whereas the transition fram -he indusnal
society 10 the service economy cerlanly creaies
many new harners and imparts rigidities 1o supply.
when considered in the traditional sense. it also
clearly defines the space and the battletield where
efforts can be deployed for creanng weatih

Tnudily. general politcal and socal conditions 10-
cluding hscal regulations and the degree of inter-
venuon of the state in local communities at the
various leveis of productive activities are an addi-
tionat elerment of rigicity in supply This last argu-
ment is the favorite of the American school of
“supply-siders © Of course, thefe are many social
and political conditions which increase the ngidi-
ties thal block various possibilties 1o develop pro-
ductive actvities




However, dunng the penods of the great techno-
logical advancements in the Industnal Revolution,
these innovations always had the powsar 10 over-
come social or poltical kmitatons  The growth of
social secunty sysiems for old age, accidents. and
- -ih forinstance, has had the effectof increas-
ing semand in a situation of high elasticity of supply.
If therefore, such sociat achievemenis are Consig-
ered today as not being economically sustanatle
this s crecisely because supply nas nojonger the
expected flexibiity or etashicity. thanks grmaniy 10
the hrst two sources ol ngidity {duminianing returns
of technology in a large part of the manufacturing
seclor, andinadeguate aitention gven 1o the Jevel-
opment of service funcuons)

Inthe coming decades. the key 1ssue 165 economig
actvity will be 1o improve the use of avadable
resources of any kind {(frommatenals o xnowleage.
from monetanzed 1o nonmonetanzes acivites), in
order to controt and reduce scarciy, and 10 ap-
proach this with a “service economy’ mentality
Today. the world over . the reguction of scarciy and
the increase of wealth depend much more on the
proper functiomng and constant improvemendt of
service functions than on a simple ncrease ¢f
producton, Producing meat or potaioes is not
sutficient f there are nc adequalte slorage. conser-
vahion, and distnbution systerns, 1t ¢crops are not
adequately protected against pests and animals- it
delivery 18 not guaranteed while they can suit be
sold and used The paradex of a warld producing
N $0mMe areas a large surplus of agncultural pro-
duce and food. while other parts of the same warld
are experiencing real famine. s a formdacle chai-
lenge o the service economy  the eliminauon of
such disequilibria s clearly inked to the batile (1©
inCrease the productivity and efficiency of service
aclvities (transportation costs and crganizaion,
among olhers)

The persistence of inflation in the monelanzed
world shows a lack of adequate percepuon of the
fact that in the new service economy. the key
attention has to be focused on the systems of
production and of access o economic goods,
where the consumer is part ol the game and be-
comes a “prosumer.”

The experiences it managing dermnand cver the iast
fitty years have been a tremendous siep ahead in
ourcapabilityiocontrolthe economy whangvs! we
next are in a siteation of reat geflation. we shouia
have no hesination inreusing the Keynesian 1cois in
order 1o pul things straight and to avoig the wasie
inmanagementthatwe expenenced nthe firai 255

years of the Indusinal Revolution By win 1-eie
weapons of economic management a: haro e
kay prioaly 1o the ime being woulo sesm iz c= o
concentrate our efforts on stirmulating ang oo — 2-

g service UNClIoNS and activilies o 2728 T E-
auce ngidites of supply

3. The Management of Aisk and the Change in
the Mature of Demand

Ve nave siressed the pointthat the neticn of sysier
has become essental in the service eCanimy
Systems produce positive resulis or econamic va'ue
fwhich are equal to the rea? "quailty  increase of
weaalth) when they function property

Tre nouon of systems operation (or fungicning)
reguires the ceonsideration of real ume ang the
dynarmics of real life  And wnenever real tme 15
taken 1nto consideration. the degree ot unceriainty
and of probability which conditions any human
acton becomes a central 1ssue.

Risk and uncertainty are not a matter
of choice: they are simply part of the
human condition and actvity.

The importance of the noton of utlization in the
service economy has a far-reaching conseguence
interms of appreciation of economic vaiue Uthza-
tion is a process which takes place during a penod
of brne. The durauon of the utiization pencds of
products and services becomes therefore an -
portant element 10 assess n order 1o opumize
economic activity Cost/penelit analysis has to be
elaborated more and more with reference 1o aiffer-
ent possible penods of utihization, and the cost of
wasle after use needs to be integrated in the fea-

-




tures of products at their planning or even design-
ing stage The aptimization of duraton and alsg of
durabilily 1s de facto taken more and more nio
consigeration when products are marketed and
sold. for nstance. through leasing systems. in
these cases, what s sold and bought:s the utiliza-
tion of @ product. ncluding all the costs that are
hnked o make + funcuon through s hiespan

Ay $ySiem working :n order 1o odlam some tulura
results 1 by defimition in a situalidon of unceriamnty,
gven I difterent situations are characienzed By
affgrent gegrees of sk uncertainfy or even inge-
terrminanor 3 Bul risk and uncertainty are <2t 8
maiizr of chowce  they are simply part of the human
cordingn and actvily

The higher level of performance of
most technological advances relies
upon a reduction of the margins
of ecror that a system can tolerate
without breakdown.

Ratcnaity 1s therefore not so much a problem of
avoiding ngk and eliminating uncertainty as of con-
trofling them and reducing them 1o acceptatie or
rmanageable levels o given siiualions

Furthermore, the vety systemic nalure of the
modarn economy and the increasing degree of
compiexity of technological developments require
a qeeper and geeper economic understanding
ang contrel of he increasing vulnerabity cf these
systems

Unforunately. the notion of vulnerabiity 1s generaily
misunderstood To say that vulnerabulity increases
oarallel 10 the increase of the qualty and perfor-
mance of modern technology might seem para-
doxical. in fact, the higher level of performance of
most technologicat advances relies upon a reduc-
non of the margins of error that a sysiemcantolerate
wilhout breakgdown  Accidents and management
mistakes stll happen. even if less frequently. but
their effects now have now more costly systermic
consegquences,

Opening the door of a car n moton does rot neces.
sanly lead 10 a catastropne  In the case of a mooe
arplane twill This shows that systems funciors
and vulnerabiity control become 2 key econom™iz
lunclicn wherg the contniputions of economisis a2ng
enqinesrs must be mntegrated 0 & gmilar way
preblems of social secunty and savwings for tre ~2-
vidual have 10 take o account wulneras =y —a~-
agemeni al a gpersonal level

wr

Tre noton of wvuinerapaly 15 aisc rge.s-t -
regard 1o tha nolich of producin:gy 17 z2; 72

noticnangmeasurementcfcroductiyt, s270I0Es
an 'mporiant issue for the service soz-c~y 0 s
clear thatf economic valug deperfsorm2 i’
tunctamng of a system the na"cacf oozl
cannol simply De hnked (© K& Quatily & "o
compared o the quanuty of measoracie coizus
tut rather (0 the qually of perfcrmance Ha-iz
vuinerabrity 1s a factor congunoning r2ai srosLl
iy 1N the ingdustaal economy a gually wre s sog-
cific mdicators of “results” have 'o 2 niggrael
wilh pace ngicators.

Inanycase. misclearthatthe queshoncimeasuncg
quality m econgmic terms 1s becoming a mawo!
issue Intself. whichis an obvious agd.lonal nsca-
ton of the emergence of the service econcmy @

Risk has become motre and mMore conceniralsg al
tevels where the vulnerabdity 1s such that the guer il
uncertainty of the ecenomic process increases

How many boards of managemeni today cream i
the decision possihihilies expenences ity yaars
age? Consumers are also reluciant ¢ gatoms
increasingly consumers of “nisk © The un.a.
aucon in e fielg of product liability and meior
i the United States. although ampliieo oy a spe-
cific legal emvironment, staris o Nave s 2l on
other parts of the world  This s a lygicai ireng of
demand n the service economy  the consumer :$
more and more Conscious thai 100ls and products
that exist for given purposes, and evenexperis are
onily of value whenthe resuits of their “utiization” are
positive  The fact that thew ubhzaton may give
negative results, is regarded as unaccepiable.
gving nse lo requests for compensation 5 Prodict
liability s a great issue in the United States where

48]

DI

W

-
e

L)




fos
[

higauon bas led in some cases to exiremely high
and even excesswve compensations Chemical
and pharmaceulical companies have a special
problem in thus area s

Doctors lawyers, and other experts are sued n
cour} for ‘malpractice” and have to compensate
therr clients if lound guilty 7 At the European level,
ine Directve on Preduct Lrability® was the result of
len years 2f iscussions and prenaralions o man-
age the expanding phenomenen of Ing InCreasing
percepton By the public that preducers of ece-
nomic wealth have 10 be habig when delverning a
“product yelding negativeresulls Once agan in
the contemporary economy, 11 g ‘performance’
which has econornic valug which counts, rather
than the simple ‘existence” of a oroductorservice

The preclem of envitonmeniai nazards. which very
cften 1s linked with the guesuon of ransporiaion
ano storage of gangerous maienals, 1s part of the
same type of risk and vulnerability that Qur modern
sociely has o face 3

4. The Naotion of Risk in the industrial Revolution
and in the Service Economy

The nsk-taking atitude was not studied in detad by
the first greal economists It was rather taken for
granted »» a given cultural environment even if
Schumpeter made some more exphen references
10 the nsk-taking entrepreneur Only in 1921 did
Frank Kright wnte a coemprehensive Dook on the
subjecl.’0 Bui then the risks Mg discussed were
hrmited 1o the ‘enirepreneunal’ type Thefieldotthe
pure risks inked 1o the vetnerabihty of systems was
sull considered too marginal to be treated as a
prionty among the managerial otjectves of a firm

Later. economists such as Kenneth Arrow'! have
begun to take a closer look al the reakty of the
uncertainties that may ungdermine any economic
pohcy or managerial decision Ricardo and Smith
drew prachcal examples of their thecnes from ag-
neulture and from small-scale manufacturing, while
the later generation of economists up 1o Samuetson
ook their examples from large-scale industry  To-
day, the mast advanced economisis tend to refer

more and more 1o the management af nsk ard
uncertainty by ingurance nshtulions a2s a ~a'.ral
reterence point They also study maore o'osen
management of the sctialwetfare ornea’ s

=aetelis:t

This has led o awidesoread reconsiceraicn ¢f soma
basic conceplsINeconomic acivity Thafungarsmial
point 15 the need for a befler unde-sarzrg oF 'he
conditons and reascns for mogern exomoes -
and uncertaintes so as 0 enaoe Sorens”
1alent and creauwr\; IQMEe! Dresant-5=
amore successtulway Tneworos cg o=.2 707 s
of ngk management'2 g 2 51gn ol s
cally, « represents a rgaction 1o e fes T2
dirmensicn of the rnisks thai cononon oo &7070 %
and social ervironment

The development of vulnerabibly ans o
1$ & typical characiensuc of the service 2o 27y
Otvicusty, the more tradiicnai nsks SCosiasrs]
N 8CoNnoMics, 1 &. the enlreprengunal nsks rave
also peensubjectic consideraple cnarge. oanr.cu-
tarty with reference 10 the occurrence of sugden
fluctuations of increasing ampltuce This pne-sm-
enon 1S visible n the hnancial field where s
defined as volaulity iti1saconseguence oicenien-
traton and of larger and larger markeis wne'g
smaller ang smaller marginaé vanatars end ©
have proporuionally greater and greater ggs'atiz-
ing eltects Hence, a general increase in uncer-
tainty  But overall growth of uncenamty in the
economy and of the need tomanage nsksina more
professional way, 15 essentally lnked ¢ "g -
creasing relevance of pure sk Fisk managemen:
1s a basic element of econormic 513125y anc M
anses from the need 10 manage ne funclizr =g o
systems, typrcal of the service econcmy

Madern technology is al the scurca of the noress-
ing management problems of pure ¢sxs n TETY
Wways:

a) increasesinthe economies of scale nave ceen
mainly due to progress mnlechnology The gansin
proguctivity throughout the period of the Incusing!
Revolution were enormous, but theincreased con-
centranon of produciion also increased 11 vuiner-
ability to small disturbances
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This 1s the area where nsks and vulnerabiity are
increasingly of the "pure.” insurable type They
need a statstical universe of occurrences in order
to assess probabiities in a given ime and space
dimension  Lower frequency and higher size of
nsks make themmore and more difficult lomanage.

b) Specialization has been a key factor in indus-
trial progress Bul an excess of specighzaton has
resulted n systems thal are increasingly nierde-
pendent ang vulnerable These resull in a high
growth of consequential losses — losses denving
frorm the nonfunctoming or malfunctioning of a sys-
tem. Furthermore, specializanon can reguce the
adaptabiity of amachine orinstallation ta changing
rmarket conditions It can also impase more severe
mamntenance and repar requirements which may
be dithcult to implement under specihc operatng
requiremantscondmions Gamns from special:zation
may be partly offset or even outweighed by the
resultantiack of Hexability Specializabon alsomight
goasfarasreducing risk classeslounmanageable
gmensions  hence, the efforts of actuares 10
develop thew “credibility” theory.

¢} Ooperating reliability has made great progress
thanks 1o advances in technclogy However mingr
vanations and smali accidents in one componeni
canlead 10 disastefs in a complex system, even f
these acoidents occur less frequently because of
higher operating rebabihity

d) The quahty of many products has been graatiy
improved by modefrn technology  However ths
same ymproved qualty for a specific tas< may
15 obsolete  The human and economic z~wior-
ment, as Alfred Marshall puls . s more wbe 2
biolagical process than a mechanical one 40
iMmErovementinone area may iniroduce disesuihcra
inanother this)s the lesson brought home by 're
problems of poilution and hazardous wasie man-
agement control

These examples have in common a shiftof empria-
sis fromthe tradwional entreprenaunial nisks 10 puie
risks of the “insurable” {and uninsuratle) type 2
We can thus expect to find a reflecuon of these

: Figure 2 B
Supply and Demand for Risk Cover (Risks of “Insurable,” Pure Type) .%
|
to [ RISK COVERED ?
&
; |
o 1
Risk of o The system is destroyed |
catastrophic and cannol be replaced :
level |
— ] A
——————— A = - = - ——--—-cr-----——v---- P el ettt e T R e e [
imponant i The system 18 destroyed I
risk b and can be replaced |
i |
" |
|
------- L———-,-i-—‘—-—‘—"q--—--—-—-L--——-—-—-————-————-————--—- |
Average 1 . The system is darmaged f
nsks et % and can be repaired {
------- *—*--7'-;,';"_%3"--- - L'*---"-"-"“--'—"-"'“--"
Minor { ’ T, - The system is slightly damaged
nsks — and normal maintenance
N Supply measuras are adequale
A .B c D X

Various types of risks by origin
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developments 17 the practice of msurance busi-
ness which 1s now passng through a pencd of
guanitative and qualtatve change and develop-
ment unequalied in s iong hislory

Cre of ine great differences belween neociasswcal
aconomics and the new senace ECoNomy s that not
cnby g the T2ntrepreneurnal nsk laken into account
al (relevel of tne gelichion of econormes value and
orce Lol ine ncton of the econorically reevant
rsx s exierded iconglude the conceci of pure sk
Tne ncuongfosk. glocaliy has iheretore twe funda-
menizlly aflereni outcomplementary CocnnNotlalons

Insurabihty should become one
of the main factors to be consid-
ered in defining the effective effi-
ciency levels of productivity and
of economies of scale.

For any impotiant modern economic endeavor, the
consideration of both notions of agk s on an equal
strategic level {again inked ta the nouon of systemns
and of vulneratulity} An appropriate sk manage-
rment achion needs 10 1dently each category of nisk
:n s own nght 1o evaluate how they interactand 10
design an appropriaie global rnisk management
slrategy

The demarcation ling between pure and entrepre-
neunal rsks s the nolion of "moral hazard. 4 Thus
ngton has fong been understocd by insurers when
ey have 1o face payrent for fraucuient claims
The case of somebody burning s awn home 10
collect (ne insutance 1s an example: more than
twenty percent of fires are fraudutent 'S Economists
aiso look at thus nouon as a spn-off of therr studies
on economic mcentives "maralhazard” 1s equiva-
lent to studying the negatrve resulls of incentives.
One important example concerns the fevel of social
ngurance for unemployed people who might stop
looking for a job if the level of social compensation
1S too high '6 Many economists who have dealt with
public pohcy are entenng into the field of moral

hazard (negative effects of incentves) arg 222 3

proht from the iong expenence of Insurars v 'm s
tield ¥

5. The Key Economic 1ssues for Risk Manage-
ment in the Service Economy: The Determina-
tion of the Level of Insurabiiity and the Matching
of Supply and Oemand for Risk Control.

If sk management '3 '0 Ce ..
2CoONOMIC INECHy 1a5 18 ArE2y 3°
gconormic practice) he noher i
become akey loglforegenermcara
iy Emeans essentaly thaingk 2

be rauonaily managed IngCiver nzrzs tslcEnovy
isconcernedwih thelaciihatingmanrgk Zn=ras.
tenstics. 1 e size and freguergy comoire rs I
~ay 1hat the nsk 15 prediclag!e and 227nom Jawy
manageable within g rgasenac.d 1en2 T L0
ity tnsurability should cecome ore 3 re a0
factors to be considered in Cehining ire 2922 se

efficiencylevelsof productivity anz o
scale This s so for two reasons

i
[y}
(]
0
£

3
10
o
L8]

e The protection and secunly CoSIS 3ss0s.2'80
with the vulnerability of a given 3,siem

® The pessibility of ranonally and ecorc~ catly
conwoliing the level of nisk in the case o any
adverse occurrence

The supply-demand gystemin risk manage™en’ s
described in Figure 2 Hergiheeconomic gemars
fo cover a nskis given nlerms of lavels of v umer-
apility  whalever the sourge or ire ong'™ 21 78«
or damage the demand-sidg 1§ MIEESIED T
adequalely managing or covenng (s lesas of
vulnerabihty

From the supply side, nsks are Zovered oy "o
geneous classes, defined by homogerec.siigns
of the nisks

it 15 very important 1oday 10 regxaming in Sesin
what the notion of homogeneity or gk Classes may
mean when
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® Anndustnal nsk might ioday simultaneously
refer 1o an insurance or insuraple cover'?, which is
offered from different risk ctasses. Productionina
chermcal plant might s1op. leading to conseguen-
nallosses, thistoss might be linked 1o the identfica-
tion of a product which is Iikely to produce damage
when used Inthis case. o falis under the heading
of procduct fiabuty  Further, an ndusiry might be
obhgedtospend moneylorecall these products it
1$ covipus that in a sitwaton 1N which ong single
accigent groduces opportunines fof 10ss N many
chfferent pirecuions, the irsurarce managament of
such a propiern showld stive (o integrate as far as
possitle vanous nsk classes such as consequen-
ual losses. recall practices, and product habimity
logether

® Technoiogy very olien means specializanon.
anc (sday. when ong wants o cover, for insance
rgks assocrated with space activiues. the problem
15 thal each and every space programme has a
aifferent vulnerability configuraton

® Athirrdvery imporant aspect s the queston of
the tme of reference related to various classes of
risk. 10 particular those with catastropte connota-
nons In order 1o reconstruct a usable universe of
Nsks, 1118 increasingly necessary o consider time
unils on the basis of pencds of five, ten, wenty
years or more, not just on the basis of one year of
actvity. 8% 15 normal practice i the economic
system tocay This aiso is very often the effect of
specalzation ang the increase of technological
vulngrabiity  This very mpeoriant issue has a tot to
dc with fiscal policies. The key economic guestion
1510 aehng wmich s the correct period of timea (how
many years) dunng which an gconomic achvity
should betaken into considerahon Thisrequires a
massive and fundamental dialogus between nsk
managers and fiscal economusts. It also entails &
considerable revision of the notion of the time span
on which 1© consider and to manage economic
raucnahity

Up ta now, wheninsurable risks were not an essen-
tial ool in managing the overall risks of an anter-
prise, or of an individual or sven of society, a chent
could consent (o adapt to the classification pro-

RISK MANAGEMENT REFPORTS May

posed by the supply side  Once the pure rsks
became higher or more important for an Industral
company, the profession of risk manager became
necessary Essentally this represents an effart 10
define the demand side. notjustintermsof onetyoe
of nsk butin terms of one level of vulnerabibity

This 15 paraiiel to a movement where moce ngks
the industrial sector enter ihe upper calegcries
(imponant and calastrophic risks) and where 1
becomes even more of a problem o undersiang o
estimate and to underwhie the nsksrelamea 1o now
technologies Moreover, once anindusinalisiara’y-
ses his nisk controt demands, he pecomes mora
and more conscious of the problem of how 0
integrate afire policy with aconsegquental [oss win
a product hathlity. with a recall protaceen, ec As
thrs stage. the insurance supplier needs greaiar
guahficatons to understand the system that is at
nsk and which needs o be insured at its vanous
vulnerability points

It should be clear that it will always be necessary (©
deline homogeneous rnisk ¢lasses, al leasi un 10 a
reasonable ievel, in order o cover and protect pure
fisks rahonally.

Thetask of the "pure risk” manager involves maten-
ing two different logics. the one referring 1 the
ndispensable techrique of diluting and controling
risk occurrences and the other referrning 10 the
definiion of the vulnerability tevel of a specific
economic system The latter is a ciear charactens-
e of the service economy.

6. Risk as a Positive Factor and ths Challenge
of Uncenrtainty: An Atthude and a Philosophy
for Stimulating Progress 20

Probably themostrelevant feature ol these changes
nthe $ocia-econamic environmenttending towards
2 Service sconomy is their relation to the advance of
scientific thinking and discoveries in this century

Generally, this has to do with the relationship be-
tween the social and the natural sciences (soft and
hard) which embody the cultural background of our
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knowledge, views, attitudes, and behavior with
regard 10 our ndividual and commumty We

When economics became a specific and recog-
nized social science. s kay inspiratian andg refer-
ences were the cullural and scienbific assumptions
ol the gighteenth century Economics proved an
usefub 100l for aralyzing. understanding. and sys-
lemanang ihe cngoing process of the Indusinal
Revgiuion

Let us recal s a few of these pas.c assumpons
Newaten concesved & noton of eculibnurm as a basic
refg-ence {or ungerstancing the universe This equi-
hofium was 3 stalc one, which survived untl Einstan
started ine medern scientficrevaliuion by adding rma
as tne fourth dirmension of space

Hamsenne gandihz guantum thaory inrcduced the
rolion Of indeterminale systems These cvercame
the objections of Enstein whowas still strnving for an
uriversalmodel of scientihic knowledge which would
glminate sncertainty In 1983, (lya Prigogine wrote

We are more and more frequently encouraged
to think that the fungarnental laws of nalure are
wreversible and stochashc: thatl delermimshc
anc reversible laws are apphcable only 1in imit-
ng situalons.

He further wrote that

Over the last decade we have learned that :n
ror-egquilibrium conditions, simple matenals can
acquire complex behavicr . Today, our intgrest
s srifling o non-equiliDnu™ systems ieracting
wiIn ine surroundings througnthe entropy How 29

There canno longer be any “scientifie” justficanan
for considernng a state of equihbriumiin ecanomics
{as referred o Ihe Newtonan model) as the sole
premise of economic analysis. In some cases.
eguilibrium mught be desrable, but economic
progress could well depend muchmore an specific
and desrrable states of nonequilibrium in cases
where the isplated industnal system opens up lo a
muitipiicity of new functions and interactions typical
of the service economy. The key economic ques-

.. RISK MANA

ton of the future might well become "How shall we
Create or stimulate productive nonegulibrnium sity-
anons?” ratperthan ‘Howshallwe achieve 3 perfect
{centam}equilibnum?” Stuancns wnien corran o
Newtonian philosophy. have a real ime dirension
are increasingly typical of the service economy
However. the model stll pursued by the mam-
stream of current economic thinking nas as s
fundamental paradigm the hypothesis of cerfeat
equiibnum and of certainty belonging i e stane
[delermumisiic) Newtonian scientfic moge Uniar-
wnatery. iNs means Mhat the currang zzorzT o
model refers to scientfic premises 4miznh sz erze
Hsel! has long ago atandoned

We rather think that today econcmic savances
depenc on deveiopng crealive aclvilles in g wor'g
where uncenainty, probability. anansks are z given
condition, providing circumsiances of -eai copoariu-
nmies and choice

Absolute poverty is a situation in
which no risk can be faced, no
choice taken. It is the opposite of

progress,

Accephng the basic uncertanty of the world we Ive
in should not be a slep backwards towards irrano-
nality Quite the contrary, more inteligence, more
rationality, more iniiative are required 10 cope with
situations of uncertainty, which after all are the daily
expenence of everyoody. The simglistic visien of
mechanized preprogrammed robots belongsmuch
more o a deterministic world.  The atempl ©
achigve abstract "certainty” and “parfect” wnicrma-
hon can only lead 10 dogmanc, pseudcreigious
systems on the one hand or 10 the annilaton of al
intelligence, the destruction of all hope for develop-
ment and creativity on the other, [t s on Ims very
point that the communist mode! failed  The mar-
nage of contemporary scientific thinking with the
soclal sciences, and in particular with economics.
N an increasingly compiex and interactive world
might provide anch source of moratand inteilectual
stimutus for reconstructing an image of the future,
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Learning toface uncertamues and to manage nsks
undgar these new hon2ons could in tufn [ead 1o an
advance n the human cond:non,

Even in terms of equiy or of sccal jushce. the
groblem s not lo produce or 1o Aistnbute secunly,
which 1s 1n any case a self-decewing noton in
polivcal as well as i econarmic lerms  Siate or
commumily prolecucn poucies shoold avod pro-
ecling Nthvicuals N such a way as o make (nem
mcreasngly vuingragle methcient, and Jlvmatsly
prone 10 greater psychological and ghysical ~32-
cunty £g.idyhas more 1o do with increasing the
chyvsical ang cullural capacity of indwiduals and
cermmeninesic face Lncertainty Thevery nsks tnal
conlront all iving Species renger Mem creshve
Absclute poveriy1s a siluation in which no sk can
be laced ro chowce laken 1.5 the ocppssis of
orocress

And hnally, i culturaiterms noenterpnse s cuilt Dy
dreams alone Bulequaily none gets oft the groundg
withput some dreams  Successfiul achon 15 by
necessdy guided Dy pracucal crcumsiances Bl
the goalclany action s dehned wmiphoutly or exphic-
iy, Dy the deep naturg of the human speces.
nciucing dreams wisions of Wfe, and culture

The dynamics of ile and the chatlenge of nigk and
uncertanly require from us a new creative etfort
leacing o the renewal of gur philasephic ap-
oroaches Today we need o reconsidar the nohion
of progress which the priicsophies and thadeclo-
ges of certamty have snuttered so much ana al-
most desvoved  There 13 no real human cgliure
other than tihat o be found mthe real-ie process of
creanon. This nvolves the groducing and continu-
ous testng m each of cur many endeavors of an
image ot the future which we coulg fashon for
autsgives  1tas the fundamental intellectual chal-
lenge facing a modern saciety. Let us face nsks
Let us become conscious Risk Managers
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