PFM Tutorial 6 – 12/9 – Risk Management and Insurance

9.1 Sarah and James Johnson, both aged 40, have two children aged 12 and 14. James is a retail manager and Sarah has a flower-arranging business that she operates from home. Sarah’s business produces a limited income of $20 000 p.a. The Johnsons own their house, which has a value of $400 000 and a mortgage of $300 000. They have two cars, the latest model Falcon and a 10-year-old Toyota. From this brief description discuss the various risks the Johnsons are exposed to.

The risks Sarah and James face can be summarised as follows:

· The children are young. In the event of the death of their parents, they need to be provided for until they reach an age when they can fend for themselves. In deciding this period of time, consideration must be given to the plans Sarah and James have for their children.

· James is the principal income earner, and in the event of his disability he wold not be able to provide an income for the family. In the short term, his employer may provide some sick leave; beyond that a government disability pension is all that would be available.

· Loss or damage to the car house and its contents.

· Legal liability to anyone as a consequence of their actions.

· Medical expenses will always arise. With a young family, doctors are often called. The Johnsons’ need in this area might range from minor ailments to serious illness that requires medical attention.

9.3 Widgets Pty Ltd has three shareholders. They are skilled at designing and producing the product. They have a dynamic sales manager who is the principal reason for the company’s 25% p.a. increase in turnover. Discuss the needs this business has for life and disability insurance.

The business’s needs for life and disability insurance can arise in several areas.

· In the event of the death or disability of a partner, the firm needs to have decided how the decreased partner’s share of the business is to be handled. This is usually covered by a ‘buy-sell agreement. Under this agreement, the deceased partner’s share is sold to the remaining partner. These agreements are commonly financed by means of a life policy with a TPD extension.

· An expanding business may have outstanding loans. A firm’s ability to repay loans may be seriously affected by the death or permanent disability of a partner or key member of the firm. A life and disability policy can be used to meet this need

· The loss of a key employee could seriously affect a growing business. Where a business relies on a key employee, life and disability cover can be taken out to meet the costs that may arise. These could include loss of income to the business and costs associated with the hiring and training of a new employee.

9.4 Discuss the different roles and responsibilities of insurance agents and insurance brokers.

An agent represents the insurer. The insurer, under the Insurance Act, is responsible for all acts of an agent even if the agent acts outside the scope of his or her authority (s11).

A broker represents the client not the insurer. A broker is a specialist in the insurance market and seeks out the best arrangement for the insured. The broker is required by the Insurance Act to have professional insurance in place.

9.5 Trauma insurance is becoming a very popular product. Discuss the needs this product can fill, showing where it can provide advantages over a total disability cover.

· A trauma policy covers a range of conditions that have varying consequences – some will totally disable the insured, others wont

· All of the conditions are serious. The insured could be faced with large medical expenses, some of which may go beyond the cover provided by health insurance.

· The insured may be limited in a number of different ways as a result of the incapacity and may require special aids.

· These could rage from wheelchairs to house alterations – all come at a cost.

· The trauma policies provide a lump-sum amount that can be used to meet these needs. Some trauma policies include TPD cover.

· TPD (Total and Permanent Disability) cover provides a lump sum, as does trauma, but only in the event of total disablement, a condition that does not arise very often.

· The definitions vary but all require a very severe degree of incapacity.

· Trauma, on the other hand, provides cover in the event of a range of conditions.

· These conditions are quite serious but may not necessarily leave the client with a total disability. In my cases the client will recover.

· Where the client’s family has a history of any of the specified conditions, then the client should seriously consider the cover.

9.1 Bill and Mary Struthers are seeking guidance in the development of a financial plan. In the course of discussions with them, you mention the ‘risk management’ process. So far in your discussions you have ascertained that Bill (35) runs his own taxi-truck business which produces an income of $70 000 p.a. Mary (32) is a computer operator earning $35 000 p.a. They have two children aged 10 and 12, their own house which is subject to a mortgage, and each has a car. Explain the risk management process, giving examples of how it would apply to Bill and Mary.
- The risk management process is a systematic approach to the management of risk.

The steps in the process can be summarised as follows:

· identification and evaluation of risks

· Management of identified risks. This considers the different ways the risk can be handled: avoid, minimise, retain or transfer. A program is developed.

· Implement program

· Review the program at set intervals to ensure it is still meeting the needs.

To demonstrate the steps in the process, some of the exposures the Struthers may face are outlined below.

Step 1

· Personal: premature death or permanent disability of Bill would seriously reduce the family’s income.

· Property: loss or damage to house.

· Liability: legal liability arising from driving a motor vehicle.

Step 2

In all cases the exposure presented is large, so transfer of the economic consequences of the risk by insurance is the only appropriate way of handling the exposure.

· Personal: the exposure can be handled by a term life policy with a TPD extension

· Property: a house insurance policy that should be for replacement value.

· Liability: a third party liability motor policy – this would be included as a part of a comprehensive motor policy.

Step 3

The insurance cover describe above would be placed with the insurers.

Step 4

An annual review should be undertaken to ensure the type of cover effected is still appropriate and that the sum insured is adjusted to reflect the needs at the time of the review.

