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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 re-insurance. In essence, insurance companies are institutions put in place to help firms and individuals protect themselves from losses. Insurance firms are large financial institutions that take in money, re-invest it, and re-distribute the money to firms and individuals in times of need and/or crisis. 

The insurance industry is a sell. The recent turmoil in the equity and credit markets, an unfavorable interest rate environment for life and health insurance companies, and increasing sales competition will make it more difficult for the insurance industry to continue to post the kind of strong earnings growth it enjoyed during 2006 and 2007. Investment losses could remain elevated and further exacerbated as interest rates remain low and written premiums growth stagnant. 
International Competitive Structure:

Global expansion has also been seen as a key factor to growth within the industry. Companies reporting increased earnings reported strong growth in the international business (Latin America and Asia-Pacific in particular). Life insurance firms account for about 60% of all worldwide premiums. 
Strengths:

1. Many insurance companies are cash cows. The large holding of consumer premiums before benefits are paid out (called float) is invested and managed to sustain profits, as long as disciplined investment principles are applied.
2. Discipline and precision in the underwriting process can ensure predictable costs. As long as underwriting disciplines are strictly followed, firms can sustain long-term profits. 

3. Annuity sales are up. As more insurance companies take on the form of financial institutions, annuities and other financial instruments should prove sources of strong future profits. Fixed annuity sales have increased significantly while variable annuity sales declined 15% in 2008, due to their equity-linked characteristics.
Weaknesses:
1. A weak economy hurts the insurance business. In particular, during an economic recession, insurers experience lowering sales of equity-linked products, decreasing fee income, slowing growth in assets under management, and accelerating deferred amortization costs. Insurers subsequently write down assets for impairment on their balance sheet. The risks facing the industry for 2010 are bond defaults, decreased sales of equity-linked products, decreased interest rates, and lower investment income return.
2. Catastrophes wreak havoc on insurance firms. Hurricane Katrina, Hurricane Ike, September 11, and the credit crisis have shown how vulnerable insurers 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.  However, reinsurance and prudent investment planning can be used as effective risk management tools.
Opportunities/Trends:
1. Regulation is complex. Historically, the insurance industry has been regulated on a state level. 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. Although the auto insurance industry is leading the way, many insurance providers are posting rates online and even allowing purchasing a policy without speaking to a representative.
3. Diverse products help revenue streams. The Gramm-Leach-Blily Act of 1999 has increasingly driven firms to become financial “one-stop shops” for their client base, offering an array of financial products including insurance, securities, funds, and retirement plans.  
Threats:
1. Credit default swaps should prove to be costly. As the tight lending conditions continue, firms insuring these financial products will likely experience rising payout costs. 
2. Insurers are affected significantly by their ability to earn income on their investments. About 1/3 of an insurer’s income is from investment income. Insurers are especially affected by changing interest rates because of their high exposure to fixed income securities (bonds represented 73% of invested assets in 2007). A downturn in real estate markets could prove disastrous for insurers with large positions in RMBSs and CMBSs. Life insurers have 41% in CMBSs, and property/casualty insurers have 23% on average. AIG received a bailout due in part to 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
Key Items to Watch:
Investment portfolios, yield curve, interest rates, credit default swap market, general economic conditions. 
Return Performance versus the S&P 500 and GDP (in%):

Sources: NetAdvantage, Hoovers, Value Line, Bloomberg
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S5INSU	7.2	14.0	10.8	-6.2	-57.7	12.2


SPX	10.7	4.8	15.6	5.5	-36.5	15.4


Excess	-3.5	9.2	-4.8	-11.6	-21.2	-3.2


GDP	3.6	2.9	2.8	2.0	1.1	
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