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	Student Resource 13.3
	Reading: How Insurance Companies Protect Against Risk
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	Reading: Overview of Insurance Industry Regulations



Student Resource 13.1
Reference: Insurance Industry Business Model
[image: Slide1]
How does insurance work? The basic underlying structure of all insurance is the concept of shared risk. Through the intermediary of the insurance company, a great number of people pool together money, each paying a small amount. This payment is called a premium. 
If any in the pool suffer an event covered by their insurance policy, such as an accident, a fire, or an illness, the insurance company covers some or all of the cost, based on the terms of the insurance policy. Sometimes, in exchange for lower premiums, an insurer and customer agree that the customer will pay a certain amount of the cost of the insured event. This agreed-upon amount is called the deductible.
Insurance companies reserve money to pay claims but don’t just save the rest in the bank. They invest the pooled money in order to earn interest. They also carefully screen policyholders and charge higher premiums for customers who are more likely to file claims. 
There are four basic components of the insurance industry business model:
Collecting premiums
Investing pooled premiums
Paying administrative costs
Paying claims on insured perils
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How do insurers figure out how much to charge? They follow several basic steps in setting their premiums:
1. First, they carefully study the chances of insured events happening. For example, they can easily find out the number of homes that have burned down over the last 20 years in a particular city. 
Then they calculate the likely costs of such an event happening. With these two factors in hand, they can very accurately estimate the total dollar amount of payments they will have to make in a given year for a particular type of risk.
They estimate how much they will make in interest on their investment of the pooled money.
They add their overhead and administrative costs.
With these four factors in mind, insurance companies set premiums that will allow them not only to cover insurance claims but also to pay for their operating costs and make a profit.

Student Resource 13.2
Chart: Insurance Industry Business Model
Student Name:_______________________________________________________ Date:___________
Directions: Read Student Resource 13.1, Reference: Insurance Industry Business Model, and use the information found in the reading to fill out the table below.
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Student Resource 13.3
Reading: How Insurance Companies Protect Against Risk
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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?
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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.
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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.
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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.
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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.
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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.



Student Resource 13.4
Reading: Overview of Insurance Industry Regulations
The insurance industry is one of the most heavily regulated industries in America, with each state responsible for regulating the insurance companies, insurance agents, and insurance brokers that are headquartered or operate in their state. The primary purpose of this regulatory oversight is to protect the American consumer by ensuring that insurance companies follow through on their promises.
The first state insurance commissioner was appointed in 1851. In 1871, the National Association of Insurance Commissioners was formed to help coordinate insurance regulations between the states. In 1945, Congress passed legislation that confirmed that states had the primary role in regulating the insurance industry. Finally, in 1999, Congress passed the Financial Modernization Act, which permitted affiliations between banks, securities firms, and insurance companies, and created a newly integrated financial service marketplace. This act also reaffirmed the state’s role in regulating insurance. In each state, the state legislature is responsible for setting insurance policies and regulations. A state insurance department is responsible for making sure the policies and regulations are followed.
State insurance departments and insurance commissioners are responsible for several types of oversight:
Company LicensingLicenses and regularly reviews over 7,000 insurance companies in the United States. If insurers fail to follow regulations, they can have their licenses revoked. In 2000, nearly 300 companies had their licenses revoked.
Producer LicensingLicenses over 3.2 million producers (insurance agents and insurance brokers), regularly reviewing them to make sure they follow all regulations. In 2000, nearly 16,000 producers had their licenses revoked.
Product RegulationMany states review and approve insurance products, making sure that they are fair and reasonable and that they don’t contain hidden gaps in coverage.
Financial RegulationRegularly audits the financial health of insurance companies to make sure they have enough capital to follow through on their promises. If companies are found to be in poor financial health, the regulators can take over a company until it becomes more stable. If the company needs to be closed, the states provide guarantees to those insured by the company, funded by the state’s taxpayers.
Market RegulationEnsures that insurance prices, products, and trade practices are fair and ethical. In addition to regular reviews, regulators often launch examinations based on consumer complaints.
Insurance regulation provides important protection to consumers of personal and commercial insurance. Regulation, licensing, and taxation of insurance companies also provide a major source of income to states, which can be spent on government services to benefit the people of each state.
Regulation has a major impact on insurance companies. It creates strictly defined limits and guidelines to the types of insurance products they can create, and it often limits how much they can charge for that insurance. The regulations also set guidelines on how much capital insurance companies must keep on hand to pay claims. Finally, the taxes and licensing fees that insurance companies must pay each year must be included in their business planning.
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Insurance companies face risks like any other
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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 try to protect against risks

Insurance companies use several methods to try to
protect their financial stability:
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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
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It is important that insurance companies remain

capitalized
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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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Overview of the Insurance Model
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