
Risk Management for Small Business 
 
 
Inherent in the critically important role that small businesses play in the U.S. 
economy is the significant risk faced by small-business owners. The relationship 
between business owner and risk is reflected in the dictionary definition of 
entrepreneur as "one who organizes, manages, and assumes the risks of a 
business or enterprise"   
 
The presence of risk is not intrinsically harmful. Risk is simply, “a measurement 
of the potential for deviation from an expected outcome”. The consequences of 
this deviation may be either good (resulting in opportunity) or bad (resulting in 
loss). Thus, from the small business owner's perspective, risk is the owner's 
measurement (most of which will be based on instinct) of the relative probabilities 
that the business will fall short of, meet, or exceed its goals or objectives.   
 
The process of dealing with this uncertainty and trying to achieve the best 
outcome for the business in a changing environment is the essence of risk 
management. Thus, successful risk management is critically important to small 
business because it improves performance -- and, ultimately, bottom line results. 
For example; 
 

 Through effective contingency planning, a business can continue to serve its 
customers even after an adverse event affecting the business, its suppliers, 
its customers, or the entire community. 

 A strong quality-control program can improve a business' goods or services, 
reducing the potential for lawsuits and improving the business' competitive 
position in the marketplace. 

 An accident-prevention program can help ensure that a business' resources 
are put to their best possible use, instead of being diverted to make up for 
accident-related losses or future preventative costs. 

 By carefully monitoring the market, a business can prepare to respond rapidly 
and effectively to changing needs. 

 Advance agreements with lenders for access to financial resources can 
reduce the likelihood of a cash-flow crisis or the need to use more costly 
“emergency funding”. 

 Advice from professionals, such as accountants and attorneys, can improve a 
business' financial position and its compliance with legal and regulatory 
requirements. 

 By working with neighboring businesses, civic associations, chambers of 
commerce, and local governments to address community needs, a business 
can help to improve the overall business environment and its positive 
recognition and identity within the community. 

 
Keys to Success 
A business that undertakes a risk-management program is most likely to succeed if it 
has the following four characteristics: 



 The owner is strongly committed to risk management and demonstrates this 
commitment to employees. Employees will see risk management as a priority 
only if the owner demonstrates that it is a priority. 

 All levels of the organization are involved in risk management. Employees 
and their supervisors all have valuable perspectives on the business' sources 
of risk, and the full range of perspectives need to be taken into account. 

 The owner actively monitors changes in the business environment -- from the 
condition of adjacent building to shifts in the local economy, the emergence of 
new markets to proposed state/federal regulations. 

 A business owner cannot respond to changes of which he or she is unaware. 

 The business model is sufficiently flexible to respond quickly to change, 
whether it's the emergence of a new competitor, the loss of a key supplier, 
the development of a new production technology, or a communitywide 
disaster that prevents customers from reaching the business premises. A 
business that cannot adapt will eventually fail. 

 

General Sources of Risk for Small Businesses 

❑ Commercial and legal relationships: the business' relationships -- which are defined 

by being written or oral contracts, course of business dealings, or law -- with third 
parties, including customers, suppliers, lessors, lenders, insurers. 

❑ Economic circumstances: the characteristics and conditions of the general business 

environment within which commerce is conducted. 

❑ Human behavior: a broad range of positive and negative human activity. 

❑ Natural and human caused disasters: major events that cause significant damage, 

destruction, or human casualties. 

❑ Government activities: all of the functions undertaken to operate a political unit, 

including adopting and enforcing laws and regulations, supplying public goods and 
services, and contracting for goods and services from private businesses. 

❑ Technology: the reliance on computer, Internet, and telecommunications resources 

to conduct a business' operations. 

❑ Management: the exercise of control over business planning and operations in order 

to achieve business goals. 

 
Setting Priorities for Risk Management 
When setting priorities for risk management, the key is to focus on a business' primary 
activities and important aspects of its environment, and to determine how risk may affect 
them. 

❑ Are the business premises subject to flooding or hurricanes? 

❑ Do customers regularly visit the business premises which would expose the business 

to bodily- or personal-injury claims? 

❑ Does the business take possession of customer property which would expose the 

business to claims for damage to that property? 

❑ Does the business operate and depend upon a fleet of vehicles which would expose it 

to business-income interruption and to liability for motor vehicle accidents? 



❑ Does the business perform work on the premises or property of others which would 

expose it to claims for faulty work? 

❑ Does the business provide professional services which would expose it to professional 

liability claims? 

❑ Is the business highly dependent on a key employee or group of employees, or on key 

suppliers or customers? 

❑ Does the business sell food products, medicines, supplements, and anything that 

customers ingest or apply topically? This could be a significant source of liability claims. 

❑ What is the business' competitive environment? 

❑ How is the business' industry evolving? 

 
 

The Costs of Loss: More Than You Might Think 
Businesses must be careful to identify all potential costs related to a given type of loss, 
not just traditionally insurable costs such as judgments, workers' compensation benefits, 
and the direct cost of repairing damaged vehicles or buildings.  
For example: 

 Losses due to work-related injury are not limited to statutory workers' 
compensation benefits and related legal and case-management expenses. 
Other costs include loss of productivity, the use of sick time and other 
disability benefits, training for replacement workers, benefit payments to an 
employee who is unable to work, increased insurance premiums, and the 
diversion of staff from other activities in order to make up for the absence of 
the injured worker. 

 Losses due to property damage are not limited to the cost of repairing or 
replacing damaged property. Other costs arise from the inability to use the 
property (which may result in business-income loss), increased insurance 
premiums, and obtaining temporary replacements. 

 Third-party liability for bodily injury and property damage is not limited to the 
amount of a judgment or settlement. Other costs include attorneys' fees, 
court costs, lost productivity of employees involved in the litigation, increased 
insurance premiums, and damage to the business' reputation. 

 

Risk Response 
After you identify risks, assess their potential consequences, and set priorities for 
intervention, you must decide what action to take. What should be done to guard against 
potential losses and to take advantage of potential opportunities? Which courses of 
action will be most beneficial to your business? 
To answer these questions, you must first identify the options. Most techniques for 
responding to risk fit into one of three categories: 

 risk control, 

 risk sharing, or 

 risk communication. 

 
Using Insurance to Finance Risks of Loss 
Most small businesses do not have the internal financial resources to bear risks of loss 
without help. A small business may be forced to close if a fire destroys its operations, or 



a customer sues it for injuries that occur on its premises. Appropriate insurance 
coverage can help a small business survive the financial consequences of negative risk. 
Some examples of basic insurance coverage small businesses can use as risk-sharing 
tools are as follows: 

❑ Workers' Compensation and Employers' Liability Insurance – Workers' compensation 

coverage is mandatory in most states, and provides the benefits required by the 
applicable workers' compensation statute for employees who sustain a work-related 
injury or illness. Employers' Liability Insurance, which is usually included as part of a 
Workers' Compensation policy, covers the employer's liability for an employee work-
related injury or illness that is not covered by any workers' compensation statute. 

❑ Business Auto Insurance – Covers the business' liability for bodily injury and property 

damage to others arising from its operation of motor vehicles. Also covers the business 
for physical damage to its motor vehicles. Most states require some form of auto liability 
insurance for registered motor vehicles. 

❑ Commercial Property Insurance – Covers the business for certain types of damage to, 

or loss of, real and personal property. 

❑ Equipment Breakdown/Boiler and Machinery – Covers loss caused by the sudden and 

accidental breakdown of covered equipment. Most of the losses covered by equipment 
breakdown coverage are excluded by commercial property policies. 

❑ Commercial General Liability Insurance - Covers the insured's liability to others for 

property damage, bodily injury, personal injury or advertising injury arising from the 
insured's premises, operations, and products, subject to exclusions for a variety of 
causes of loss, which are often covered under more specialized policies. 

❑ Professional Liability Insurance – Covers liability arising from professional services 

provided to clients. 

❑ Crime Insurance – Covers money, securities, and other types of property against loss 

due to theft by employees or others, burglary, robbery, extortion, and computer fraud. 

❑ Business Interruption and Extra Expense Insurance – Covers the business for loss of 

income caused by interruption of its business activities due to physical damage to 
covered property, and for additional expenses the business incurs after such damage to 
avoid or reduce business interruption.  
 
 
Many small businesses obtain much of the insurance coverage they need through a 
Business owners' Package Policy (umbrella), which combines various general liability 
and property insurance coverage into one policy. However, commercial insurance is 
complex, and it is easy to unknowingly buy policies that do not adequately cover the 
business' exposures. A trusted insurance advisor that knows about the business can 
help the owner select policies that provide appropriate types and amounts of coverage 
for its needs and make recommendations for changes as the business changes. 
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