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This sample includes selected chapters from CPCU 520
Exam Success In Plain English, a Plain English guide
designed to help candidates understand how insurers
operate and how underwriting decisions are really made.
These chapters offer a preview of the book’s clear
explanations, practical frameworks, and straightforward
approach to demystifying CPCU 520. You'll see how
insurance companies organize their operations, why
underwriting exists, and how underwriters evaluate risk
— giving candidates, mentors, and study groups a
sharper, more intuitive understanding of the material
and a more confident path to passing the exam.
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Chapter 1 — How Insurance Companies
Really Work

1. Introduction

Insurance companies look complicated from the outside —
dozens of departments, thousands of employees, endless
regulations, and a constant flow of money in and out. But
underneath all that complexity, insurers exist for one simple
purpose:

They collect money today so they can pay for losses tomorrow.

Everything else — underwriting, claims, marketing, actuarial,
finance — exists to support that promise.
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This chapter gives you a clear, practical overview of how insurers
operate, how they’re structured, and how regulators keep them
financially healthy. Once you understand this foundation, the
rest of CPCU 520 will feel much more intuitive.

2. Core Concepts
1. The Purpose of Insurance Operations
Insurance operations revolve around three big goals:

e Keep promises — pay covered claims accurately and
fairly

e Stay solvent — maintain enough financial strength to
survive bad years

e Stay competitive — price correctly, manage expenses,
and grow sustainably

Every department in an insurance company exists to support
one or more of these goals.

Plain-English example: If underwriting selects the wrong risks,
claims costs explode. If claims mishandles losses, customers
leave. If finance mismanages investments, the company
becomes unstable. Everything is connected.

2. How Insurers Are Organized

Most insurers use one of three organizational structures:
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e Functional structure — underwriting, claims, marketing,
finance, etc.

e Divisional structure — personal lines vs. commercial
lines

e Geographic structure — regions, territories, or branches
Each structure affects:

e decision-making

e speed

e consistency

e customer experience

Plain-English example: A national carrier might centralize
underwriting for consistency, while a regional carrier might
decentralize it so local underwriters can make faster decisions.

3. Internal and External Stakeholders
Insurance companies serve many groups at the same time:

e Policyholders — want fair prices and reliable claims
service

e Regulators — want solvency and fair treatment

e Producers — want competitive products and good
commissions
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e Reinsurers — want accurate risk information
e Investors — want profitability and stability

Understanding these stakeholders helps explain why insurers
operate the way they do.

4. Why Insurance Is Heavily Regulated
Insurance regulation exists to protect consumers from:
e insurer insolvency
e unfair pricing
e unfair claim practices
e misleading marketing
Regulators focus on two big areas:

e Solvency regulation — making sure insurers have
enough money

e Market conduct regulation — making sure insurers
treat customers fairly

Plain-English example: If an insurer fails financially, thousands
of policyholders could be left without coverage. That’s why
regulators monitor financial strength so closely.

5. How Insurers Measure Performance

Insurers use several key metrics to evaluate their operations:
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e Loss ratio — how much of each premium dollar goes to
paying claims

e Expense ratio — how much goes to operating expenses
e Combined ratio — loss ratio + expense ratio
e Return on equity (ROE) — overall profitability

A combined ratio under 100 means the insurer is making an
underwriting profit. A combined ratio over 100 means
underwriting is losing money — but the insurer may still profit
through investments.

3. Real-World Examples
Example 1 — Why Structure Matters

A regional insurer lets local underwriters make decisions. A
national insurer centralizes underwriting in one office.

e Theregional insurer is faster.

e The national insurer is more consistent.
Neither is “better” — they simply optimize for different goals.
Example 2 — Why Solvency Regulation Exists

If a hurricane hits Florida and an insurer doesn’t have enough
reserves or reinsurance, it could collapse. Regulators prevent
this by requiring:

e minimum capital
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e reserve adequacy

e reinsurance programs

e financial reporting
Example 3 — Why Combined Ratio Matters
If an insurer has:

e 65% loss ratio

e 30% expense ratio

Its combined ratio is 95. That means it earns 5% underwriting
profit before investment income.

If the combined ratio is 105, underwriting is losing money — but
investments might still make the company profitable overall.

4. Visuals (Text-Based)
Insurance Company Structure (Simple View)
Policyholders

l

Underwriting — Claims — Customer Service

!

Marketing — Distribution — Producers

!
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Actuarial — Finance — Investments

l

Regulators — Reinsurers — Investors

Key Performance Metrics

Loss Ratio = Claims / Premium
Expense Ratio = Expenses / Premium

Combined Ratio = Loss Ratio + Expense Ratio

5. Summary (Plain-English Recap)

¢ Insurance companies exist to collect money today and
pay losses tomorrow.

e Organizational structure affects speed, consistency,
and decision-making.

e Insurers serve many stakeholders: policyholders,
regulators, producers, reinsurers, investors.

e Regulation protects consumers by ensuring solvency
and fair treatment.

e Performance is measured using loss ratio, expense
ratio, combined ratio, and ROE.
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Chapter 2 — The Purpose of
Underwriting

1. Introduction

Underwriting is the engine that drives an insurance company. It
decides which risks the insurer takes on, how much to charge,
and what terms apply. If underwriting is too strict, the insurer
loses customers. If it’s too loose, the insurer takes on too much
risk and loses money.

This chapter explains underwriting in plain English — what it is,
why it matters, and how it supports the insurer’s financial
health.

2. Core Concepts
1. What Underwriting Really Is
Underwriting is the process of:
e evaluating risk
e deciding whether to accept or reject it
e determining the right price
e setting the right terms and conditions

In plain English:
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Underwriting is risk selection.

It ensures the insurer takes on risks that fit its appetite and
avoids those that don’t.

Writing anchor: Explain_underwriting_purpose
2. Why Underwriting Exists
Underwriting exists for three big reasons:

e Protect solvency — avoid risks that could cause large,
unexpected losses

e Ensure fairness — charge each customer a price that
reflects their risk

e Support profitability — maintain a healthy combined
ratio

Without underwriting, insurance would be a guessing game.
3. The Balance Underwriters Must Maintain
Underwriters constantly balance:
e Risk vs. reward
e Price vs. competitiveness
e Speed vs. accuracy
e Consistency vs. flexibility

If they lean too far in one direction, the insurer suffers.
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Writing anchor: Explain_underwriting_process

4. Underwriting and the Insurance Promise
Underwriting is directly tied to the insurer’s ability to pay claims.
If underwriting selects too many poor risks:

e lossesincrease

e premiums become inadequate

e reserves shrink

e financial strength declines
If underwriting selects good risks:

e |osses stabilize

e premiums stay competitive

e reserves grow

e theinsurer remains strong
Underwriting is the first line of defense for solvency.

5. How Underwriting Supports Other Departments
Underwriting decisions affect:

e Claims — determines the types of losses the insurer will
face
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e Marketing — determines which customers the insurer
can target

e Actuarial — provides data for pricing and forecasting
e Finance — influences profitability and capital needs

e Reinsurance — determines how much risk must be
transferred

Underwriting is the hub that connects the entire insurance
operation.

3. Real-World Examples
Example 1 — The Restaurant vs. the Roofing Contractor

A restaurant and a roofing contractor both apply for general
liability insurance.

e The restaurant has moderate risk.

e The roofing contractor has high risk due to working at
heights.

Underwriting must:
e charge the restaurant a moderate premium
e charge the roofer a much higher premium
e possibly require safety controls

e possibly limit coverage
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This is underwriting balancing fairness and risk.

Example 2 — When Underwriting Gets Too Aggressive

An insurer wants to grow quickly. It loosens underwriting rules:
e accepts more marginal risks
e reduces documentation requirements
e speeds up approvals

At first, premium increases. A year later, claims spike. The
combined ratio jumps from 95 to 115.

Growth without discipline becomes unprofitable.
Example 3 — When Underwriting Gets Too Conservative
Another insurer becomes overly cautious:

e rejects borderline risks

e raises prices too aggressively

e requires excessive documentation

New business drops. Agents stop submitting applications.
Competitors gain market share.

Being too strict hurts growth.
4. Visuals (Text-Based)

The Underwriting Balance
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Too Strict «~—————————————— UNDERWRITING

UNDERWRITING - ——————————— — Too Loose
Slow growth High losses
Lost business Poor profitability
Agent frustration Solvency risk

Underwriting’s Role in the Insurance Cycle

Underwriting — Pricing — Claims — Financial Results —

Strategy — Underwriting

5. Summary (Plain-English Recap)

Underwriting is the process of selecting risks and setting
prices.

Its purpose is to protect solvency, ensure fairness, and
support profitability.

Underwriters must balance risk, price, speed, and
competitiveness.

Good underwriting strengthens the insurer; poor
underwriting weakens it.

Underwriting decisions affect claims, marketing,
actuarial, finance, and reinsurance.

© Smarts Publishing. Sample chapters only. Not for resale or
redistribution. Content reflects the author’s interpretations of
CPCU 520 concepts and exam strategies; it is not affiliated with,
endorsed by, or sourced from The Institutes. Exam content may
change—always verify current requirements.

15



Chapter 4 — The Underwriting
Process: How Insurers Evaluate
Risk

1. Introduction

Underwriting isn’t just about saying yes or no. It’s a structured,
repeatable process that helps insurers evaluate risks
consistently, price them fairly, and protect the company’s
financial strength.

Every insurer follows the same basic steps:
1. Receive the submission
2. Gather information
3. Evaluate the risk
4. Make a decision
5. Price the policy
6. Communicate the decision
7. Monitor the account over time

This chapter walks through each step in plain English so you can
see how underwriting works from start to finish.

2. Core Concepts
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1. Step 1 — Submission: How Risks Enter the System

A submission is the application or request for coverage. It may

come from:
e agents
e brokers

e online portals
e direct customers
A submission includes basic information:
e name and address
e type of business
e requested coverages
e limits and deductibles

Underwriting begins the moment a submission arrives.

2. Step 2 — Information Gathering

Underwriters collect information to understand the risk.
Common sources include:

e applications
e loss runs (past claims history)

e inspections
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e financial statements
e websites and online reviews
e credit reports
e MVRs (motor vehicle records)
¢ industry classifications
The goal is simple:
Get enough information to make a confident decision.
3. Step 3 — Risk Evaluation
This is the heart of underwriting. The underwriter evaluates:
e hazards — physical, moral, morale
e operations — what the business does
e loss history — frequency and severity
e controls — safety programs, training, maintenance
¢ financial condition — stability and creditworthiness
e industry risk — high-hazard vs. low-hazard sectors
The underwriter compares the risk to:
e company appetite

e line guides
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e historical data
e actuarial models
This step determines whether the risk is acceptable.
4. Step 4 — Underwriting Decision
The underwriter chooses one of four decisions:
e Accept — risk fits appetite and guidelines

e Accept with modifications — higher deductible,
exclusions, safety requirements

e Price adjustment — premium credit or surcharge
e Decline — risk is outside appetite or too hazardous

If the risk exceeds the underwriter’s authority, it must be
referred.

5. Step 5 — Pricing the Risk
Pricing is based on:

e expected losses

e expenses

e profit load

e competitive factors

. reinsurance costs
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e actuarial models

Underwriters may adjust pricing within their authority, but large
deviations require approval.

6. Step 6 — Communicating the Decision
Underwriters communicate decisions to:

e agents

e brokers

e customers (in direct-to-consumer models)

A good underwriting decision includes:

clear explanation

required documentation

any conditions or safety recommendations

pricing details

effective dates

Communication affects agent relationships and customer
satisfaction.

7. Step 7 — Monitoring the Account

Underwriting doesn’t end when the policy is issued. Insurers
monitor accounts through:
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e premium audits

e loss control visits

e claims activity

e renewal reviews

e changes in operations

Monitoring ensures the risk still matches the original
assumptions.

3. Real-World Examples
Example 1 — The Bakery Submission
A bakery applies for general liability and property coverage.
The underwriter reviews:
e past claims (a slip-and-fall two years ago)
e fire protection (sprinklers installed)
e operations (retail only, no wholesale)
e building construction (masonry)

Decision: Accept with standard pricing. Reason: Low-hazard
business with good controls.

Example 2 — The Tree-Trimming Contractor

A contractor applies for liability coverage.
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The underwriter finds:
e high-hazard operations (working at heights)
e several past claims
e limited safety documentation
Decision: Accept with modifications:
e higher deductible
e exclusion for certain high-risk operations
e required safety training
Example 3 — The New Tech Startup
A startup requests cyber coverage.
The underwriter notes:
e no loss history
e strong IT controls
e experienced leadership
e industry growth

Decision: Accept with competitive pricing. Reason: Good
controls and favorable risk profile.

4, Visuals

The Underwriting Process
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Submission — Information Gathering — Risk Evaluation —
Decision — Pricing — Communication — Monitoring

Underwriting Decision Flow
Does the risk fit appetite?
}
Yes — Price — Issue Policy — Monitor

No — Modify / Refer / Decline

5. Summary (Plain-English Recap)

e The underwriting process follows a clear sequence from
submission to monitoring.

e Underwriters gather information from many sources to
understand the risk.

e Risk evaluation compares the submission to appetite,
guidelines, and data.

e Decisions include accept, modify, price adjust, or
decline.

e Pricing reflects expected losses, expenses, and
competitive factors.

e Communication and monitoring are essential for
long-term success.
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