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Teacher Resource 13.1
Instructions: External Influences on Insurance Business Model
Directions: Cut out each of these lists of events and post them under their corresponding component sign in four corners of the room. At each round, ask students to read the round’s event for their component.
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Component 1: Collecting Premiums
Round 1: Competitor patents a brilliant new type of insurance policy.
Round 2: Company hits a home run with a catchy new advertising campaign.
Round 3: The economy tanks and many businesses are closing or cutting back.
Round 4: Changes in regulations require a lowering of some premiums.
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Component 2: Investing Pooled Premiums
Round 1: The economy tanks and most types of investment vehicles lose money.
Round 2: The economy soars, and most investments do very well.
Round 3: The company has invested heavily in traditional energy-related stocks, and a new company has discovered inexpensive, efficient solar power to replace fossil-based fuels.
Round 4: The industry invests in highly speculative new securities, like swaps, that turn out to be disastrous investments.
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Component 3: Paying Administrative Costs
Round 1: Inflation is rising, and workers are demanding more pay.
Round 2: A competitor is investing heavily in a very successful advertising campaign.
Round 3: The company is opening up a new field of insurance and must hire additional actuaries and underwriters.
Round 4: The cost for reinsurance has gone up.
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Component 4: Paying Claims on Insured Perils
Round 1: Global warming is causing an unexpected increase in natural disasters.
Round 2: The federal government has ordered health insurance companies to loosen their policies on accepting patients with pre-existing conditions.
Round 3: A pandemic virus called pig fever sweeps across America, sending hundreds of thousands of people to the hospital for extended stays.
[bookmark: _GoBack]Round 4: A new type of inexpensive sprinkler system is invented, dramatically reducing the damage caused by fires.
Teacher Resource 13.2
Presentation Notes: How Insurance Companies Protect Against Risk
Before you show this presentation, use the text accompanying each slide to develop presentation notes. Writing the notes yourself enables you to approach the subject matter in a way that is comfortable to you and engaging for your students. Make this presentation as interactive as possible by stopping frequently to ask questions and encourage class discussion.  
	[image: C:\Users\Mika\Documents\Pearson\2014\June\26\Insurance_Lesson13_Presentation_ROOT_062514\Slide1.JPG]
This presentation or reading will help you to answer the following questions:
· What financial risks do insurance companies face?
· How do insurance companies protect themselves against such risks?
· What is reinsurance, and how does it work?

	Presentation notes
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The more than 7,000 insurance companies in the United States today function in many ways similar to how most other businesses function. They have boards of directors, they have investors, and they strive to make a profit. Like all companies, in order to make a profit they try to maximize revenues while keeping expenses low. There are a few insurance companies that follow a model called mutual insurance, where they are owned by their policyholders, but this model is increasingly rare. With mutual insurance, all distributed surplus funds are paid to certain policyholders.
There are some ways that insurance companies are different from other businesses. Perhaps most importantly, because of insurance’s central role in the functioning of the economy and because of its importance to the financial well-being of most individuals and families, insurance is one of the world’s most regulated industries.

	Presentation notes
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While they have many similarities with other companies, insurance companies must remain sufficiently capitalized. Laws and regulations require insurance companies to have enough money in reserve to pay claims at any time, including in years with major disasters. While most insurance companies are able to do this, during difficult times, challenges might arise. 
Some of those challenges include:
· Extremely large disasters of an unanticipated size. Hurricane Katrina, for example, caused far more damage than any other hurricane, not only because it was such a powerful storm, but also because the Gulf Coast has become more populated and property values are rising.
· Economic downturns, such as the recession that began in 2008. When the economy slows, investments tend to lose money, companies shrink or go out of business, and fewer people and organizations buy insurance.
· New regulations can affect the business model, either helping boost profits or causing their decline. After new regulations are imposed, insurance companies must review their products and rates, and make sure they are in compliance.
A well-managed insurance company, like any other successful business, is continually scanning for risks and implementing strategies to avoid or protect against them. However, because insurance is seen by many as a service that most businesses and individuals can’t do without, if an insurance company makes too much of a profit, it invites scrutiny from regulators and legislators.

	Presentation notes
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Perhaps not surprisingly, one of the tools that insurance companies use to protect against risk is to purchase insurance from other insurers. One important type of insurance is reinsurance, which is when an insurance company pays a premium to another insurer to help bear the risk of a large policy. 
Insurance companies also protect against risk by careful underwriting, striving to accurately understand the level of risk they are insuring, and setting premiums at the right rate to cover costs. This is often very hard to do in areas where major disasters are common, such as regions prone to earthquakes, floods, or hurricanes. In order to correctly underwrite policies in these regions, insurance companies use a complex process called disaster modeling, which takes advantage of powerful computer software to estimate the likely costs of such disasters. These models have led many insurance companies to decline to write policies in these regions or to exclude damages caused by earthquake, flood, or wind damage.
Many insurance companies offer safety information and services to their policyholders to prevent losses. These activities reduce the likelihood that uncontrolled risks will result in claims. By providing policyholders with trusted service providers, insurance companies can negotiate better rates for services and other benefits. This is especially true for automotive repair and health care.
Finally, insurance companies must manage the risks caused by changes in the economy. Well-managed companies create diversified, or hedged, investment portfolios that are at least somewhat protected when the market drops.

	Presentation notes
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Reinsurance is a powerful tool that can allow smaller insurance companies to underwrite policies that would otherwise be too risky. 
For example, imagine that a large oil company on the Gulf Coast asks a regional insurance company to insure three major oil refineries. The insurance company would like this business, but its underwriters warn them that the risk of underwriting the policy is too great. If a major hurricane destroyed the refineries, the resulting claims could cause severe financial loss to the insurance company. However, there is a solution. A reinsurance company would be willing to pay any claims over an agreed-upon amount, in return for a premium. In short, the oil company would pay the regional insurer to assume the risk for damage or loss of the refineries, and the reinsurer would assume the risk to the insurance company if the loss were greater than a certain amount. In other words, the reinsurer provides insurance to the insurance company! The reinsurer allows the insurance company to provide coverage to the refinery, which in turn enables the refinery to stay in business.
Reinsurance helps insurers write larger policies, or a greater number of policies, than they would otherwise be able to handle. It also helps to make their claims more predictable each year, since very large claims would be handled by the reinsurer.
For this reinsurance system to work, it is important that the reinsurers also follow good business practices, underwriting carefully and investing wisely.

	Presentation notes
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Because so many organizations, individuals, and families depend upon insurance (and pay premiums!), it is important that insurance companies follow through on their end of the deal, remaining able to pay out claims when they are needed to help the insured rebuild after a disaster.
Because insurance companies are so important, government has taken an active role in overseeing the industry, creating rules and regulations to make sure that insurance companies stay healthy and operate in a legal and ethical fashion.

	Presentation notes


Teacher Resource 13.3
Quiz: Financial Issues in the Insurance Industry
Student Name:_______________________________________________________ Date:___________
Directions: Using complete sentences, answer the questions below. 
Describe the insurance industry business model, including its major sources of income and expenses.






Describe at least three of the risks to profitability insurance companies face.





How do insurance companies protect against risks to profitability?




How do insurance regulations affect the finances of the insurance industry?
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Teacher Resource 13.4
Answer Key: Financial Issues in the Insurance Industry Quiz

1. Describe the insurance industry business model, including its major sources of revenue and expenses.
Insurance companies assume risks for insured parties in exchange for regular premiums. They invest these premiums in hopes of gaining additional returns. These premiums and investment returns are their primary sources of revenue. Insurance companies then have expenses such as administrative and overhead costs, taxes and fees, and costs for reinsurance. Finally, insurance companies must cover claims. An insurance company’s profits equal revenue from premiums and investments minus expenses and claims paid out.
Describe at least three of the risks to profitability insurance companies face.
Unexpected major claims resulting from a larger than expected disaster or disasters
Poorly performing investments resulting in major losses
Unexpected drop in business, usually due to slowing economy
New regulations or taxation requiring changes in business model
How do insurance companies protect against risks to profitability?
They can purchase reinsurance, to protect against major losses.
They can maintain a low-risk, diversified investment portfolio.
They can avoid writing insurance policies in high-risk areas.
They can maintain pricing and underwriting standards to select and maintain business with lower chances of loss.
How do insurance regulations affect the finances of the insurance industry?
Insurance regulations provide limits and guidelines on nearly all areas of the insurance industry. Legislation and regulations may be passed that make certain insurance products or insurance rates illegal, forcing companies to change practices. Insurance companies that break regulations are liable to expensive fines or being shut down.





Teacher Resource 13.5
Key Vocabulary: Financial Issues in the Insurance Industry
	Term
	Definition

	disaster modeling 
	Also known as catastrophe modeling. A process for estimating the frequency and intensity of disasters such as hurricanes, using complex mathematical models.

	insurance commissioner
	Public official appointed or elected to oversee an individual state’s insurance policies and regulations and to provide consumer protection on insurance-related matters.

	insurance regulations
	Laws and policies that limit or provide guidance to insurance companies, agents, and brokers, usually set by individual states.

	mutual insurance company
	A form of insurance company that is owned by policyholders rather than shareholders. This type of ownership has become less common in recent years.

	producers
	Insurance agents and brokers.

	reinsurance
	An insurance type that protects insurance companies from large claims, offered by reinsurance companies.





Teacher Resource 13.6
Bibliography: Financial Issues in the Insurance Industry
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Insurance companies try to protect against risks

Insurance companies use several methods to try to
protect their financial stability:

1

2

3.

Purchase reinsurance.
Maintain a diversified investment portfolio.
Cut costs wherever possible.

Underwrite carefully, limiting exposure to high risk.

. Try to understand the financial impact of major

disasters through disaster modeling.

Provide policyholders with information and assistance
to prevent losses.
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Reinsurance is a type of protection for insurance
companies

The reinsurance model:
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It is important that insurance companies remain

capitalized

B
In the insurance industry, a good reputation is
important. Individuals and organizations that
purchase insurance policies want to be sure that the
insurer will have enough money to pay for any claim.

Because of the importance of
insurance to individuals and
organizations, insurance
companies are carefully
regulated and watched over by
the state and federal
government to ensure that they
can keep their contractual
promise to pay claims.
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Insurance companies face risks like any other

business
I

Like other businesses, insurance companies:

« Seek to make a profit
- Require investors and lenders

- Have employees, buildings, and vehicles

Do you think insurance
companies ever need to buy
insurance from other companies?
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Insurance companies share similar risks with other
businesses





