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Fin 381 Risk and Insurance

Spring 2000  Dr. Gudikunst



NAME____________________________

Mid-Term Examination 1a

Instructions: Do all work in this test packet. Write answers in margin beside question number for T-F 

and Multiple Choice.

TRUE-FALSE

1. The most common method of dealing with those risks facing an individual is probably risk retention.

2. The term "pure risk" describes a situation in which there is no chance of gain, but the possibility of loss or no loss only.

3. Insurers can partially eliminate morale hazard through the use of deductibles and other policy provisions which require the insured to bear a part of a loss.

4. The two fundamental characteristics of the insurance mechanism are transfer or shifting of risk and the sharing of losses on some equitable basis.

5. From the standpoint of the individual, insurance is a device in which a small certain cost is substituted for a large uncertain loss.

6. Insurance mobilizes funds for investment, since greater reserves must be maintained with insurance than would be the case if it did not exist.

7. Insurance cannot exist without a sufficiently large number of exposures to make losses predictable.

8. Through the law of large numbers and a reduction in uncertainty, insurers are able to charge each individual a premium that is less than the expected value of his or her loss.

9. Risk retention deserves serious consideration when the maximum loss potential is small.

10. The most important consideration in determining how to deal with a given risk is the potential severity of the loss and one's ability to bear it.

11. With a limited number of dollars available for the purchase of insurance, the sophisticated insurance buyer will spend these dollars to protect exposures in which the probability of loss is high.

12. The first step in the risk management process is identification of the risks facing the organization.

13. Social insurance programs place primary emphasis on social adequacy of benefits rather than on equity in cost and benefits.

14. The term "casualty insurance" is generally interpreted to include the fields of liability insurance, life insurance, accident and health insurance, and burglary and robbery insurance.

15. Public guarantee insurance programs are generally provided in connection with some aspect of regulation.

16. Workers compensation insurance is the largest of the social insurance programs operated by the federal government.

17. The term "health insurance" refers to insurance that protects against loss of income by accident and sickness and also the expenses of medical care occasioned by such losses.

18. Entitlement to benefits under a social insurance program is generally based on a "needs" test.

19. Mutual insurers are usually unincorporated associations of individuals who insured each other against loss.

20. Demutualization is the process by which a mutual insurance company changes its form of ownership to a capital stock insurance company.

21. Public Law 15 (the McCarran-Ferguson Act) totally exempted the insurance industry from the federal anti-trust laws.

22. Life insurance rates are more rigidly regulated than are property and liability insurance rates.

23. Although the National Association of Insurance Commissions has no legal authority, it is an important force in insurance regulation.

24. The insolvency guarantee funds designed to compensate members of the public who suffer loss as the result of the failure of an insurer operate in essentially the same manner as the FDIC.

25. The primary purpose of underwriting is to avoid adverse selection.

26. Insurance companies are taxed on their underwriting profit, but not on their investment income.

27. Premium taxes are levied by each state on the premiums written by the insurer in that state.

28. Policyholder's surplus is usually paid out annually in the form of policy dividends.

29. The unearned premium reserve is usually the largest asset on a property and liability insurer's balance sheet.

30. Other things being equal, the statutory profit of an insurer whose premium volume is increasing rapidly understates the actual profit from GAAP accounting.

31. Insurance company Statutory accounting differs from Generally Accepted Accounting Principles (GAAP) with respect to the valuation of assets and in matching revenues and expenses.

32. Policyholders surplus represents premiums paid to insurers by policyholders for which protection has not yet been received.

MULTIPLE CHOICE QUESTIONS


 1.
From the insured's perspective, the purchase of insurance is an example of


(a)
avoidance.


(b)
retention.


(c)
transfer.


(d)
loss prevention.


(e)
combination.

2.
Adverse selection is a term used to describe


(a)
the choice of the wrong insurance to fit a specific need.


(b)
an underwriting error on the part of an insurance company.


(c)
the tendency of the poorer than average risks to seek insurance to a greater extent than do the better than average risks.


(d)
a loss situation in which the chance of loss cannot be determined.


(e)
none of the above.

3.
An insurer insures 1000 houses, with 10 expected losses and a standard deviation of 2.  Other things being equal, the insurer may be 99% certain that the actual number of losses will be 


(a)
10.


(b)
between 7 and 13.


(c)
between 4 and 16.


(d)
between 0 and 22.


(e)
none of the above

4.
The combination of a large number of exposure units by an insurer is important for the operation of insurance because:


(a)
it reduces uncertainty in the aggregate.


(b)
it allows the insurer to make accurate predictions.


(c)
it spreads losses among the members of the group.


(d)
it makes the insurer's aggregate risk less than a summation of the risks of the individuals.


(e)
all of the above.

5.
For the insurance company, a meaningful measure of risk is


(a)
the probability that a loss will or will not occur.


(b)
the possible deviation of actual from predicted results.


(c)
the size of the population insured.


(d)
the relationship of premium to average loss.


(e)
none of the above.

 6.
Retention is the most appropriate treatment for a risk in which there is


(a)
a low probability and a high potential severity of loss.


(b)
a low probability and low potential severity of loss.


(c)
a high probability and high potential loss severity.


(d)
no basis of calculating the probability.


(e)
none of the above

 7.
The goal of risk management is to


(a)
minimize insurance expenditures.


(b)
make certain that uninsured losses do not occur.


(c)
minimize the adverse effects of losses and uncertainty connected with pure risks.


(d)
get the best buys in the field of insurance.


(e)
eliminate financial loss.

 8.
There are three basic rules of risk management proposed in the text.  The first and most important of these is


(a)
insure bigger risks, prevent the smaller ones.


(b)
don't risk more than you can afford to lose.


(c)
consider the odds.


(d)
don't risk a lot for a little.


(e)
consider insurance only as a last resort.

 9.
The risks most suited to treatment by the insurance mechanism are those in which there is


(a)
a high probability and a low severity.


(b)
a low probability and a high severity.


(c)
a high probability and a high severity.


(d)
a low probability and a low severity.


(e)
none of the above.

10.
Regarding the purchase of insurance, the rule "consider the odds" suggests that you:


(a)
reserve insurance dollars for those exposures in which the probability of loss is high.


(b)
insure against losses that are most likely to occur.


(c)
protect against losses in which the probability is high first.


(d)
avoid trading dollars with insurers.


(e)
more than one of the above.

 11.
Brokers differ from insurance agents in that


(a)
brokers are compensated by their clients on a fee basis, while  agents receive a commission from the company.


(b)
brokers are not agents of the company, and therefore cannot bind the company.


(c)
brokers operate primarily in the life insurance field, while agents operate in both the life insurance field and the property and liability field.


(d)
agents may bind a company orally, while brokers have the authority to bind only in writing.


(e)
none of the above.

12.
The traditional disadvantages of the mutual insurance structure that have become more apparent in recent years include the fact that


(a)
mutual insurers have limited mechanisms for accessing capital.


(b)
the structure of mutual insurers is not particularly flexible.


(c)
mutuals cannot use stock to acquire other companies


(d)
federal legislation to allow banks and insurers to affiliate requires that there be a holding company structure.


(e)
all of the above.

13.
A major difference between stock and mutual insurers is:


(a)
stock insurers are incorporated and mutual insurers are not.


(b)
mutual insurers are not taxed, while stock insurers pay tax.


(c)
stock insurers are owned by their stockholders, while mutual insurers are owned by their policyholders.


(d)
stock insurers pay dividends to policyholders and mutual insurers do not.


(e)
none of the above.

14.         Which of the following is not a characteristic of the property and liability insurance industry?


(a)
there are few barriers to entry by new competitors.


(b)
competition has produced changes in market share of competitors over time.


(c)
the field is highly decentralized, with no firm controlling as much as 10% of the market.


(d)
the business is highly cyclical.


(e)
profits have consistently been above those in other industries.

15.
The insurance industry is subject to a greater degree of control than are most other industries because


(a)
the industry has been characterized by fraudulent practices in the past to a greater extent than other industries.


(b)
there are larger amounts of money involved.


(c)
insurance is necessary for the functioning of the economy.


(d)
insurance is vested in the public interest.


(e)
the industry is oligopolistic.

16.
The NAIC state Financial Regulation Standards Accreditation Program 


(a)
is a system through which the NAIC hopes to achieve a national system of insurance regulation.  


(b)
provides a system of federal standards for state regulation.


(c)
requires a state to enact a group of model laws developed by the NAIC to receive accreditation.


(d)
has met with resistance from the states, and less than half the states have attempted to achieve accreditation.


(e)
none of the above.

17.
The primary purpose of government regulation of insurance is to


(a)
raise revenue through premium taxes.


(b)
force insurers to compete with one another.


(c)
prevent artificially high premiums.


(d)
protect the interest of those investing in insurance stocks.


(e)
guarantee fair contracts at fair prices from sound insurers.

18.
In a particular line of insurance, the pure premium is $9, and the permissible loss ratio is 60%.  The gross premium will be


(a)
$3.60.


(b)
$5.40.


(c)
$9.00.


(d)
$15.00.


(e)
some amount in excess of $9.00, but it is not possible to compute the exact amount from the data given.

19.
The basic function of underwriting is to


(a)
avoid insuring people who are likely to have losses.


(b)
to make certain that only very good risks are insured.


(c)
generate as high a premium volume as possible.


(d)
limit premiums written to an acceptable level.


(e)
avoid adverse selection.

20.
Ratemaking in insurance


(a)
is usually done on a cooperative basis in the field of life insurance.


(b)
must be accomplished through bureaus and cannot be done by a company working independently.


(c)
differs from price setting in other businesses since prices must be set before costs are known.


(d)
is not subject to governmental control.


(e)
none of the above.

21.
For a given type of insurance the pure premium is computed to be $30  and the insurer's expense ratio is .40.  The gross premium for the coverage will be


(a)
$40.


(b)
$42.


(c)
$45.


(d)
$50.


(e)
none of the above.

22.
All but which of the following is a source of underwriting information for the insurance company?


(a)
statements by the insured.


(b)
information provided by the agent.


(c)
investigations conducted by the insurer.


(d)
information bureaus.


(e)
the Federal Despository of Information Corporation (FDIC)

23.
An adjuster might legitimately decline to pay a loss under a policy because


(a)
the insured's loss report was not in writing.


(b)
the loss was caused by the insured's negligence.


(c)
the property destroyed cannot be replaced.


(d)
the insured violated a policy condition.


(e)
all of the above.

 24.
In insurance accounting, the term "policyholders surplus" refers to


(a)
the excess of assets over liabilities.


(b)
amounts paid in by stockholders in excess of the par value of the stock.


(c)
premiums paid by insureds which have not yet been earned.


(d)
benefits paid out in excess of premiums received.


(e)
none of the above.

 25.
The unearned premium reserve


(a)
usually increases when premium volume of an insurer is decreasing.


(b)
is a special group of assets reserved for catastrophe losses.


(c)
consists primarily of cash and liquid near-cash investments.


(d)
is a deferred income account carried on the balance sheet as a liability.


(e)
none of the above.

 26.
The statutory underwriting loss that is indicated when a property and liability insurer is increasing its premium volume results from the fact that


(a)
commissions increase with sales.


(b)
incremental fixed costs are required with increasing volume.


(c)
premiums are counted as income only as they become earned, but expenses are incurred at the inception of the policy.


(d)
a part of the premiums are never collected.


(e)
premium taxes increase with volume.

27.
The reinsurance arrangement in which the reinsurer does not pay unless the loss reaches a certain size is


(a)
a quota share treaty.


(b)
a surplus treaty.


(c)
an excess-loss treaty


(d)
a facultative agreement.


(e)
a coinsurance agreement in life insurance.

28.
The unearned premium reserve of the XYZ Insurance Company was $10 million on December 31, 1997.  On December 31, 1998, the unearned premium reserve was $11 million.  The company wrote $12 million in premiums during 1998.  Its earned premiums were


(a)
$11 million.


(b)
$ 9 million.


(c)
$10 million.


(d)
$20 million.


(e)
$21 million.

Essay Questions: (20 points each)

1. If competition between many insurance companies can keep rates from being excessively high, and good management will keep rates from being too low, why should insurance regulators have legal power to control rates on insurance products? Explain your answer.

2. Explain why pricing insurance products is more difficult than pricing computers made by Dell Computers.

