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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






