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LEARNING OBJECTIVES

After reading and stidying this
chapter, you should be able to:

W Distinguish between the three
types of business organizations and
explain why insurance companies
must be organized as corporations.

M Distinguish between stock insurers
and mutual insurers.

W Describe the financial services
industry and how insurance
companies function in that
indusiry.

M Identify the major providers of life
and health insurance.
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n this chapter, we look at insurance companies as business organi-

zations—how they are organized, how they fit within the larger

context of the economy, and the types of products that life and

health insurance companies sell. We also describe some other life
and health insurance providers that operate in the United States and
Canada.

Insurance Companies as Business Organizations

A business can be defined as an organization established for the purpose
of producing goods or services that consumers want or need and then sell-
ing those goods or services, typically for a profit. Profit is the money, or
revenue, that a business receives for its products or services minus the costs
it incurred to produce the goods or deliver the services. It is important to
remember that, as a business, an insurance company typically has a re-
sponsibility to its owners to operate profitably.

Each business organization is structured in one of three ways: (1) as a
sole proprietorship, (2) as a partnership, or (3) as a corporation. A sole
proprietorship is owned and operated by one individual. The owner reaps
all profits and is responsible for all the debts of the business. If the business
fails, the owner’s personal property may be used to satisfy the debts of the
business. If the owner becomes disabled or dies, the business usually closes
its doors.

A partnership is a business that is owned by two or more people, who
are known as the partners. The partners reap the profits and are person-
ally responsible for the debts of the business. If one of the partners dies or
withdraws from the business, the partnership generally dissolves; although
the remaining partners may form a new partnership.

For our discussion, we're primarily concerned with the corporate form
of business. A corporation is a legal entity created by the authority of a
government. A corporation has two major characteristics that set it apart
from a sole proprietorship and a partnership. First, a corporation is a legal
entity that is separate from its owners. As a result, a corporation can sue

_or be sued, can enter into contracts, and can own property. The corpora-
tion’s debts and liabilities belong to the corporation itself, not to its owners,

sole proprietorship A
business that is owned and
operated by one individual.

partnership A business that
is owned by two or more
people who are known as the
partners.

corporation A legal entity,
separate from its owners, that
is created by the authority of a
government and continues
bayond the death of any or all
of its awners.




stock insurance company
An insurance company that is
owned by people who
purchase stock in the
corporation.

mutual insurance company
An insurance company that is
owned by its policyowners.
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who are not personally responsible for the corporation’s debts. The second
difference is that the corporation continues beyond the death of any or all
of its owners. This second characteristic of the corporation provides an el-
ement of stability and permanence that a sole proprietorship and partner-
ship cannot guarantee. lt is this stability that makes the corporation the
ideal form of business organization for an insurance company. Because in-
surance companies must be permanent and stable organizations, laws in
the Umted States and Canada require insurance Compames to operate as

Types of Insurance Company Organizations

Even though they must be corporations, life and health insurance com-
panies have some flexibility in how they are organized to do business. Most
insurance companies are organized as either stock companies or mutual
companies.

Stack insurance companies

The maijority of life and health insurance companies are established and
organized as stock companies. A stock insurance company is formed as a
corporatibn and the capitalfthe funds—the corporation needs to begin
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hold shares of stock in the company, knovm as the siockholders. From time
to time, a portion of the company’s operating profits may be distributed to
these stockholders in the form of stockholder dividends.

Mutual insurance companies

Life and health insurance companies can also be organized as mutual com-
panies. A mutual insurance company is an insurance company that is
owned by its policyowners, and a portion of the company’s operating
protfits are from time to time distributed to these policyowners. When op-
erating profits are distributed to the owners of a mutual company, they are
distributed in the form of policy dividends. We describe policy dividends
in more detail later in the text.

Before a mutual company can be formed, a certain number of policies
must be sold in advance to provide the funds the company needs to begin
operations. Because most people are reluctant to purchase a product from
a company that does not yet exist, nwilpjnlebwod
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In the past 25 years in the United States, at least 16 mutual companies
have demutualized—reorganized as stock companies. The primary reason
a mutual insurer might wish to demutualize is that, as a stock company, it
can more easily raise operating funds because it can sell shares of stock.
Stocfln‘itmwmty than mutual insurérs in buying
and operating other types of companies. In today’s highly competitive fi-
nancial services marketplace, some mutual insurers are reorganizing as
stock companies in order to enhance their ability to raise capital and to
enable them to purchase other organizations.

' Even though stock insurers greatly outnumber mutual insurers, mutual
insurers provide a significant amount of the life insurance in force in the
United States and Canada. (See Figure 2-1, which depicts the concentra-
tions of stock, mutual, and fraternal companies in the insurance industry.
We describe fratemal companies later in the chapter ) Mutual insurers ac-
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generally older and larger than stock i msurgrs
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Which form of business organization do U.S. and Canadian
laws require for insurance companies? Why?

Describe how ownership of a stock insurance company dif-
fers from the ownership of a mutual insurance company.

3. Are most insurance companies in the United States and
Canada organized as stock companies or as mutual com-
panies? Why is this form more advantageous to the insur-
ance company?

™

You will find the answers to the Check Point questions in the Prep Pak for this course.

Organizational Operations

As a final topic in our look at insurance companies as business organi-
zations, we’ll define some terms that are commonly used to refer to the
physical or geographic aspects of an insurer’s operating structure. The
headquarters of any insurance company is generally referred to as the com-
pany’s home office or kead office and is often located in the state or
province in which the company was incorporated to do business. It is also
usually the location of all the company’s executive offices.

Because insurance companies vary significantly in size, the geographic
arrangement of their office locations also varies. For example, very large
insurance companies may have regional offices in addition to the home
office. A regional office is generally charged with many of the same func-
tions and operations as the home office but is geographically closer ta the
market lt serves and generally reports to the home office.

[
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home office The
headquarters of an insurance
company, where all the
company's executive offices
are usually located.

regional office An insurance
company office that provides
many of the same functions
and operations as the
company’s home office but is
geographically nearer to the
market it serves and generally
reports fo the home office.




field office An insurance
company’s locai sales office.

financial institution An
arganization that channels
funds through the economy by
accepting the surplus money
of savers and supplying that
money to borrowers, who pay
to use the money.

financial services industry
The financial institutions that
help consumers and business
organizations save, borrow,
invest, and otherwise manage
money.
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Within each geographic region, a company may have field offices. A field __
office is an insurance company’s local sales office out of which its field
force or sales agents work. The th regional office typically
provide support services to the f" eId office. Some field ofﬁces are classiﬁed
on howhﬁley are organized and what the working relatronshlp is with the
home office.

These structural aspects of insurance organizations vary widely from one
company to another, depending on the size of the company’s operations
and the geographic markets it serves.

Insurance Companies as Financial Institutions

Insurance companies are financial institutions that function in the economy
as part of the financial services industry. A financial institution is an or-
ganization that helps to channel funds through an economy by accepting
the surplus money of savers and supplying that money to borrowers who
pay to use the money. The financial services industry is made up of finan-
cial institutions that help consumers and business organizations save,
borrow, invest, and otherwise manage money.

Insurance companies are among the most important financial institu-
tions in North America. They make a significant contribution to the
economic growth of the United States and Canada, both as investors in
their economies and as employers. Life and health insurance com-
panies invest their assets 1n other busmesses and industries, as well as in
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Figure 2-1 Concentrations of stock companies, mutual companies, and fraternal benefit societies in the United States and
Canada in 1994 '
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mortgage loans. These investments help provide the funds that other
businesses need to operate and grow and that individuals need to pur-
chase homes. (See Figure 2-2, which illustrates how insurance com-
panies invest their assets.) The life and health insurance industry is also
a major employer in the United States and Canada, employing several
million people.

In addition to providing funds for economic growth, insurance com-
panies also invest in social programs that help improve the quality of life
for all people. For example, life and health insurance companies invest
money to further AIDS research and education and to provide support to

charitable organizations, such as the United Way. For some real-life ex-
amples of the insurance industry at work to improve the quality of life, sce
[nsight 2-1.
: The financial services industry has undergone profound changes in the
| : past few decades. Historically, financial services were provided by various
types of financial institutions, and the activities of each type of financial
. institution were distinct. In fact, legal restrictions separated the activities
of financial institutions. Banks, as well as U.S. savings and loan institutions
' and CanadWm accepted customer deposits and made con-
sumer loéi?m lnvthment products were offered by investment companics.

et i e

Today, however, the distinctions bétween these financial institutions
have blurred. In both Canada and the United States, laws have been
changed so that each type of financial institution can now offcr a wider va-

' riety of products. Banks now may offer investment products and insurance

! Figure 2-2 Distribution of investrents by Canadian and U.S. insurance companies in 1993
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products, in addition to the usual checking and savings accounts.
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Insurance companies have begun to offer a wider variety of insurance, as
well as noninsurance products, such as savings Pl%mortgdge loans, and

mutual finds 1A short, financial institutions are competing with one an-
other fo provide a wide range of financial services to today’s sophisticated

consumers.

Many insurance companies
contribute corporate funds and en-
courage employee volunteerism to
benefit society or to assist those in
need. The following examples il-
lustrate some of the many ways in-
surance companies have used
their resources to improve the
quality of life within their own com-
munities and beyond.

B lLondon Life in Canada
makes an annual $300,000 medi-
cal research grant ($100,000 a
year for three years); the recipi-
ent is chosen by a company
committee from among submit-

ted proposals. The 1994 award -

was granted to the University of
Ottawa's Neuroscience Research
Institute for research into the ef-

¢ fects’ oi stroke on the human-
e brenn1 .
__l Thq Prudenllal Foundatlon '

® INSURE is a national chari-
table foundation funded by member
companies of the American Coun-
cil of Life Insurance (ACLI) and the
Health Insurance Association of
America (HIAA). By the end of
1993, through INSURE and the
Insurance Industry AIDS Initiative
(an industrywide program), in-
surers had given approximately
$36,000,000 to support AIDS edu-
cation and service programs.

As part of two three-year initia--

tives, begun in 1989, INSURE
gave $3,500,000 in granis to
community-based AIDS education
and service programs for the pur-

pose of assisting people with

AIDS and those at high risk of be-
coming infected with HIV*
- ® Many insurance companies

got involved in volunteer efforts -
to- help viclims of tha Madwest';

to fload relief organizations in nine
states.

Numerous other insurance com-
panies (Business Men's As-
surance Company of America,
The Reliable Life, Preferred Risk
Group, and The New England, to
name just a few) gave corporate
gifts to the American Red Cross
and other relief agencies. Many
companies also offered policy-
owners in flood-affected areas ex-
tended deadlines for premium
payment. Some insurers gave

their employees exira vacation

time to enable them to assist in
relief efforts.*

™ Other insurance companies
actively involve their employees in

" volunteer work on an ongoing
basis. Pacific Mutual's “Good
Guys” participate in environmen- . -
tal programs, fundraising aptwitles_
- ior health and local interest
other. communlty in-
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Overview of Life and Health Insurance Products

Life and health insurance companies market a variety of insurance and
investment-type products. Throughout this text, we'll describe many of
these products in detail. In this section, we give you a brief overview of life
and health insurance products so that you can begin to understand how
those products differ.

Group and Individual Insurance

Life and health insurance companies market insurance products to
both individuals and groups. An individual insurance policy is an in-
surance policy that is issued to insure the life or health of a named
person. Some individual policies also insure the person’s immediate
family or a second named person. We’ll describe how both individuals
and businesses can benefit from the purchase of individual life and
health insurance.

A group insurance _Bglicy is a policy issued by an insurance company
to an organization that is purchasing insurance coverage for a specific
group of people. For example. a group insurance policy is usually pur-
chased by an employer to provide life or health insurance coverage to its
employees and, sometimes, to the dependents of covered employees. Life
and health insurance companies provide group insurance to various types
of groups in addition to employer-employee groups. We describe later in
this text the types of group insurance products that life and health com-
panies market.

Life Insurance

A life insurance policy is a policy under which the insurance company
promises to pay a benefit upon the death of the person who is insured. The
benefit is usually paid to an individual, known as the beneficiary. Life in-
surance is provided on both an individual and a group basis and is avail-
able under a variety of types of policies. We describe the following three
major types of life insurance policies.

® Term life insurance provides a death benefit if the insured dies
during a specified period. We describe term life insurance in Chapter 7.

® Permanent life insurance provides life insurance coverage through-
out the insured’s lifetime and also provides a savings element. As
premiums are paid for these policies, an accumulated savings
amount—known as the policy's cash value—gradually builds. A
policy’s cash value is a valuable asset that the policyowner can use in
a number of ways. We describe permanent life insurance, including
its savings element, in more detail in Chapters 8 and 11.

(s

individual insurance policy
An insurance policy that is
issued to insure the life or
health of a named person or
persons. Akl oAb

group insurance policy An
insurance policy that is issued
to an organization that is
purchasing insurance
coverage for a specific group
of people.

life insurance policy A
policy under which the
insurance company promises
to pay a benefit upon the
death of the person who is
insured.
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annuity (1) A series of
periodic payments. (2) A
policy under which an
insurance company promises
to make a series of periodic
payments to a named
individual in exchange for a
premium or a series of
premiums.
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® Endowment insurance provides a policy benefit that is paid either when
the insured dies or on a stated date if the insured lives until then.
Endowment insurance has some characteristics of both term life insur-
ance and permanent life insurance. Like term insurance, endowment in-
surance provides life insurance coverage for only a stated period of
time. And like permanent life insurance, endowment insurance provides
a savings element. We describe endowment insurance in Chapter 8.

In each case, the policy benefit is paid only if the 2 policy is in force when

-

a covered loss occurs. Traddition, each of these three types of life insur-
ance 1§ available in various plans. In other words, each basic insurance
product is available in a variety of forms.

Annuities and Investment Products

In addition to providing life insurance coverages, lite insurance companies
market various products that are designed to provide consumers with a
way to invest their money and to provide themselves with periodic income
benefits, especially retirement income benefits. An annuity is a series of
periodic payments. For example, when the insured of a life insurance policy
dies, a relatively large sum of money is often payable. Life insurance policy
beneficiaries can receive the policy proceeds in the form of an annuity,
payable over a period of time, rather than in a lump sum. An annuity can
also be a policy under which an insurance company promises to make a
series of periodic payments to a named individual in exchange for a pre-
mium or a series of premiums.
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In addition to annuities, many insurance companies market various in-
vestment products to individuals and to groups. In Chapter 10, we describe
individual annuities and investment products. We describe group retire-
ment and pension plans in Chapter 17. ’

Health Insurance

Health insurance provides protection against the risk of financial loss re-
sulting from the insured person’s sickness, accidental injury, or disability.
The two major forms of health insurance coverage are (1) medical expense
coverage, which provides benefits to pay for the treatment of an insured’s
illnesses and injuries, and (2) disability income coverage, which provides
income replacement benefits to an insured who is unable to work because
of sickness or injury. Health insurance coverage is available to both indi-
viduals and groups and is provided by a variety of organizations and gov-
ernmental programs in addition to being provided by commercial life and
health insurance companies. We'll describe individual and group health in-
surance in Section 3 of this text.

health insurance Atype of
insurance that provides
protection against the risk of
financial loss resulting from
the insured person's sickness,
accidental injury, or disability.

medical expense coverage
A type of health insurance that
provides benefits to pay for
the treatment of an insured's
ilinesses and injuries.

disability income coverage
Atype of health insurance that
provides income replacement
benefits to an insured who is
unable to work because of
sickness or injury.

Which life insurance product provides both life insurance

; coverage throughout the insured’s lifetime and a savings

; element?

Which life insurance product provides a death benefit only if

the insured dies during a specified period?

3. Which life insurance product provides a policy benefit either
when the insured dies or on a stated date if the insured
survives to that date?

4.  What insurance product provides a series of benefit

payments?

I

Other Providers of Life and Health Insurance

x Most of our discussions in this text will relate to commercial life and health
insurance companies. By that we mean corporations that are organized as
stock or mutual insurance companies to provide life and/or health insur-
ance coverages. But, in addition to insurance companies, an array of other
organizations—public and private—provide life and health insurance.

Fraternal Benefit Societies

A fraternal benefit society is an organization formed to provide social, as
well as insurance, benefits to its members. The members of such societies
often share a common ethnic, religious, or vocational background, although

CHECK POINT 28
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traternal benefit society An
arganization formed {o
provide social, as well as
insurance, benefits to its
members.
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By the end
of 1993,
the assets, or financial
resources, of Canadian and
U.5. life insurance companies
totaled over $2 trillion.®
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membership in some societies is open to the general public. One of the
legal requirements of bemg a fraternal benefit society is that the fraternal

e e

—the members must elect

...............
—
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cnety issues them a policy. Today, fraternal insurers in the United States and
Canada hold more than $200 billion of in-force life insurance. (See Figure
2-1 for a graphic depiction of how fraternal benefit societies compare to
stock and mutual insurers.)

Most people in the United States do not think of banks as being providers
of insurance. In certain instances, however, banks in the United States can
offer insurance products. For example, U.S. banks have traditionally mar-
ketcd mortgage or loan protection insurance to their loan customers In
Iocatcd in a town of fewer than 5,000 people Finally, in the states of
Connecticut, Massachusetts, and New York, savings banks are permitted
to sell what is known as savings bank life insurance (SBLI) and annuities
to individuals and groups. These insurance products are generally sold over
the counter by bank employees. The maximum amount of SBLI that may
be purchased by one person is defined by the laws of each state, and only

persons who live or work in one of these states are eligible to purchase
SBLI.

Governments

Federal, state, and provincial programs provide various health insurance
and retirement income coverages to residents of the United States and
Canada. We describe these government-sponsored programs in more detail
later in the text. For now, you should know that in Canada most medical ex-
pense insurance is provided by government-sponsored programs, although
many individuals are also covered under private plans that supplement the
government programs. In the United States, although most health insur-
ance coverage is provided by private health insurance plans, governmental
programs provide health insurance coverages to specified individuals.

Medical Care Plans

Various types of medical care plans provide health care benefits to indi-
viduals or groups either by (1) assuming coverage for insureds in exchange
for a premium or (2) providing health care services on a prepaid basis.
For example, Blue Cross and Blue Shield plans provide various medical
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expense coverages in exchange for the payment of premiums. A health
maintenance organization (HMO) is an example of a health care organi-
zation that provides medical care services to their members. Later in the
text, we describe the benefits provided by these and other health care or-
ganizations. Finally, a substantial number of employers in the United States
and Canada serve as health insurance providers through their use of self-
insured employee benefit plans.

1. What individuals are allowed to own a fraternal benefit soci- CHECK POINT 2C
ety’s insurance? ' V
2. Although most life insurance is provided by commercial life
insurance companies, what other type of financial institution
is allowed to sell some forms of life insurance in the United
States?
3. What is the source of most health insurance coverage in
Canada? In the United States?

Key Terms

|

sole proprietorship
partnership

corporation

stock insurance company
mutual insurance company
home office '
regional office

field office

financial institution
financial services industry

" individual insurance policy

Other Important Terms

business

profit -

partners

capital

stock

stockholders
stockholder dividends

group insurance policy
life insurance policy

term life insurance
permanent life insurance
endowment insurance
annuity

health insurance

medical expense coverage
disability income coverage
fraternal benefit society

_policy dividends

mutualization
demutualization
head office
branch office
agency office
beneficiary
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cash value health maintenance organization
savings bank life insurance (SBLI) (HMO)
Blue Cross and Blue Shield plans
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