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Description and Summary:

The insurance industry consists of health insurance, life, property (including home, auto, etc.), casualty, credit, accident, mortgage, and even re-insurance for other insurance companies. In essence, insurance companies are institutions put in place to help firms and individuals hedge their risk. Insurance firms are large financial institutions that take in money at a certain rate, re-invest their large cash amounts at a certain rate and re-distribute the money to firms and individuals in times of need and crisis. Profits are generated between the spread of the firms’ investment rate and policy payout rate. 
Insurance services are largely seen as commodities. Name recognition, consolidation, selective client-offer rates, good cost management, and good investment management are key drivers to success in the industry. The Gramm-Leach-Blily Act of 1999 has increasingly driven firms to become financial “one-stops” for their client base, offering an array of financial products including insurance and investment services.  
International Competitive Structure:

Consolidation through mergers and acquisition is seen as a main avenue of growth within the industry. Global expansion has also been seen as a key factor to growth within the industry. Life insurance firms account for about 60% of all worldwide premiums. With US and Japanese markets becoming saturated, many firms are focusing on growth in other markets. 
Strengths:

1. Many insurance companies are cash cows. Due to the nature of the industry, these firms take in large amounts of cash, which if managed properly can be used to sustain large profits.

2. Bond rate hikes and improving investment returns over the next few years should be a welcomed blessing to many insurance companies. 

3. Discipline and precision in the underwriting process can guarantee predictable costs. As long as underwriting disciplines are strictly adhered to, firms can sustain long-term profits. 

4. Annuities are increasing in demand among the general population. As more and more insurance companies take on the form of financial institutions, annuities and other financial instruments should prove sources of strong future profits. 
Weaknesses:
1. Insurance profits are similar to financial institutions in that profits are largely determined by the yield curve. An inverse yield curve can quickly cannibalize profits.  
2. Catastrophes wreak havoc on insurance firms. Hurricane Katrina, September 11, and the more recent credit crisis have shown how vulnerable these firms are to natural and economic catastrophes. Financial modeling makes it difficult for firms within the industry and analysts outside the industry to properly predict the occurrence and the financial costs of such disasters.
Opportunities/Trends:
1. Historically, the insurance industry has been regulated on a state-by-state basis. This greatly increases operating costs for insurance firms. If firms are able to pass legislation for a national system, financial and bureaucratic costs could be greatly reduced. 
2. The internet has changed the landscape of the insurance industry. Though auto-insurance seems to be internet-integrated with individuals seeking lower rates, the other insurance subsectors have yet to experience wide-spread internet integration. 

3. Due to the baby boomers retirement focused products will be a key driver of future growth. Retirement-aged individuals as a percentage of total population will increase from 12.4% in 200 to 19.6% by 2030.

Threats:
1. Credit default swaps should prove to be costly to insurance companies. As the tight lending conditions continue, firms insuring these financial products will likely experience rising payout costs. Warren Buffet’s warning 5 years ago that credit default swaps were a time bomb is proving to be true.
2. Beware a firm’s investment and insurance portfolios. Insurance companies have been hard hit in the credit crises. Mortgage guarantors such as Ambac and MBIA have been hard hit by the mortgage fallout. AIG has been hard hit by its large and opaque portfolio of mortgage-related assets. 
Key Valuation Ratios to Watch:

Net premiums earned, net investment yield, ROE, ROA, ROR. Liquidity, leverage, and profitability are key. 

Key Items to Watch:
Investment portfolios, yield curve, interest rates, credit default rates, general economic conditions. 
Return Performance versus the S&P 500 and GDP (in%):

Sources: NetAdvantage, Hoovers, Value Line, Bloomberg
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SPX	28.4	10.73	4.83	15.6	5.4	-16.35


Excess	-7.6	-3.53	9.17	-4.8	-11.64	-19.61
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