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5 FAIRNESS IN
RISK CLASSIFICATION

Earlier chapters have discussed the economic rationale for risk classification,
focusing on how this process contributes to the solvency of the insurance
company and preserves the availability of insurance by reducing anti-
selection. This chapter considers the charge that some aspects of the risk
classification process are unfair. Since fairness is often in the eve of the
beholder. it is necessary to begin by considering some of the different ways
that fairness has been defined. These definitions then are analvzed from the
point of view of meaningfulness, desirability. and attainability within the
present organization of the insurance industry.

Advocates of the traditional risk classification system claim that expected-
value pricing is the on{y fair pricing system. This is because risks with similar
expecied losses are charged the same rate, and. more important, because
Hsks with different expected losses are charged precisely these losses
(ignoring loading). Although this argument has some merit. it overlooks two
fundamental points. First, traditional risk classification may be unsuccessful
in correctly determining the expected loss of a particular risk. Second, other
criteria of fairness. such as availability of coverage. are just as worthy of
consideration. These points are taken up in turn in the following sections.
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