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. This sample includes selected chapters from CPCU 540 Exam 

Success In Plain English, a Plain English guide designed to help 

candidates understand the data, analytics, and modeling 

concepts that drive insurer performance, capital management, 

and financial decision-making. These chapters offer a preview of 

the book’s clear explanations, intuitive frameworks, and 

practical approach to demystifying CPCU 540. You’ll see how 

insurers use data, how governance and quality shape financial 

outcomes, and how predictive modeling supports better 

decisions — giving candidates, mentors, and study groups a 

sharper, more confident understanding of the material and a 

stronger path to passing the exam. 
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Chapter 1 — Introduction to Corporate 
Finance & the Insurance Industry 

Chapter Overview 

Chapter 1 introduces the core financial concepts that drive 

insurance company decisions. You’ll learn why finance matters, 

how insurers create value, and how concepts like risk, return, 

and the time value of money shape everything from pricing to 

investments to capital management. 

By the end of this chapter, the student should understand: 

• What “corporate finance” means in an insurance 

context 

• How insurers make money 
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• Why capital matters 

• How risk and return are connected 

• What the time value of money is and why insurers rely 

on it 

• How financial managers support long-term solvency and 

profitability 

Section 1 — What Corporate Finance Means for Insurers 

Corporate finance is the discipline of managing money to create 

value. For insurers, this means: 

• Collecting premiums 

• Paying claims 

• Investing the float 

• Managing capital 

• Maintaining solvency 

• Supporting profitable growth 

Insurance is unusual because: 

• Insurers collect money first (premiums) 

• Pay obligations later (claims) 

• And invest the difference in the meantime 
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This makes finance central to insurance operations. 

The Three Core Finance Decisions 

Every insurer faces three fundamental decisions: 

1. Investment decisions — Where should we put our 

money? 

2. Financing decisions — How should we raise capital? 

3. Dividend decisions — How much should we return to 

shareholders? 

These decisions determine whether an insurer grows, stays 

solvent, or fails. 

Section 2 — How Insurers Create Value 

Insurers create value through two engines: 

1. Underwriting Profit 

This is the profit (or loss) from the insurance operation itself: 

Underwriting Profit = Premiums Earned − Losses − Expenses 

A combined ratio under 100% means underwriting profit. A 

combined ratio over 100% means underwriting loss. 

2. Investment Income 

Insurers invest: 

• Premiums 
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• Reserves 

• Surplus 

Investment income often determines whether an insurer is 

profitable overall. 

Why Investment Income Matters So Much 

Insurance is a float business. Insurers hold large amounts of 

money for long periods before paying claims. 

Even small investment returns on large reserves can produce 

significant profit. 

Section 3 — The Role of the Financial Manager 

Financial managers in insurance companies: 

• Ensure the company has enough capital 

• Maintain liquidity to pay claims 

• Manage investment portfolios 

• Evaluate new projects 

• Support pricing and reserving decisions 

• Protect the company’s financial strength rating 

Their job is to balance: 

• Profitability 
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• Risk 

• Solvency 

This balance is the heart of insurance finance. 

Section 4 — Risk and Return in Insurance Finance 

Finance is built on a simple idea: 

Higher risk requires higher expected return. 

Insurers face many risks: 

• Underwriting risk 

• Investment risk 

• Interest rate risk 

• Credit risk 

• Operational risk 

• Catastrophe risk 

Financial managers must understand how these risks affect: 

• Capital requirements 

• Pricing 

• Investment strategy 

• Reinsurance decisions 
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• Growth plans 

The Risk–Return Tradeoff 

Investments with higher uncertainty must offer higher potential 

returns. 

Examples: 

• U.S. Treasury bonds → low risk, low return 

• Corporate bonds → moderate risk, moderate return 

• Stocks → higher risk, higher return 

Insurers typically invest conservatively because: 

• They must pay claims reliably 

• Regulators require strong capital positions 

• Rating agencies monitor risk exposure 

Section 5 — The Time Value of Money (TVM) 

The time value of money is the idea that: 

A dollar today is worth more than a dollar tomorrow. 

Insurers rely on TVM because: 

• Premiums are collected today 

• Claims are paid in the future 

• Investments grow over time 
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• Reserves must reflect discounted future obligations 

Key TVM Concepts 

• Present Value (PV) — What future money is worth 

today 

• Future Value (FV) — What today’s money will be worth 

later 

• Discounting — Converting future values to present 

values 

• Compounding — Growing money over time 

• Annuities — Level payments over time (common in 

claims) 

TVM is the foundation for: 

• Pricing 

• Reserving 

• Capital budgeting 

• Investment decisions 

• Reinsurance evaluation 

Section 6 — The Goal of Financial Management in Insurance 

The ultimate goal is: 
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Maximize the insurer’s long-term value while maintaining 

solvency. 

This requires: 

• Strong underwriting 

• Prudent investment strategy 

• Adequate capital 

• Effective risk management 

• Compliance with regulation 

• Maintaining strong ratings 

Insurers must grow safely, not recklessly. 

End-of-Chapter Summary (Plain-English) 

• Corporate finance is about managing money to create 

value. 

• Insurers create value through underwriting and 

investing. 

• Financial managers balance profitability, risk, and 

solvency. 

• Risk and return are inseparable — higher risk requires 

higher return. 
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• The time value of money underlies nearly every 

insurance financial decision. 

• The goal of insurer financial management is long-term 

value and stability. 
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Chapter 2 — Insurer Financial 
Statements 

Chapter Overview 

Chapter 2 explains the financial statements insurers use to 

report their financial condition. You’ll learn the difference 

between statutory accounting (SAP) and GAAP, how the 

balance sheet and income statement work for insurers, and 

why surplus, reserves, and liquidity are so important. 

By the end of this chapter, the student should understand: 

• Why insurers use two accounting systems 

• How SAP emphasizes solvency 
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• How GAAP emphasizes profitability 

• The structure of insurer balance sheets 

• The structure of insurer income statements 

• What reserves are and why they matter 

• What surplus is and how it protects policyholders 

• Why liquidity is critical for paying claims 

Section 1 — SAP vs. GAAP: Two Accounting Worlds 

Insurers report financial results using two different systems: 

1. Statutory Accounting Principles (SAP) 

Used for regulatory reporting. Primary goal: protect 

policyholders. 

SAP is conservative. It focuses on: 

• Solvency 

• Ability to pay claims 

• Maintaining adequate surplus 

SAP often understates an insurer’s financial strength because it 

limits what counts as an asset and requires immediate 

recognition of many expenses. 

2. Generally Accepted Accounting Principles (GAAP) 
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Used for investors and management. Primary goal: show 

economic performance. 

GAAP focuses on: 

• Profitability 

• Long-term financial health 

• Matching revenues and expenses 

GAAP often shows higher equity than SAP surplus because it 

recognizes more assets and defers certain expenses. 

Why Two Systems? 

Because insurers serve two masters: 

• Regulators want to ensure claims can be paid. 

• Investors want to understand profitability and growth. 

SAP protects policyholders. GAAP informs shareholders. 

Section 2 — The Insurer Balance Sheet 

The balance sheet shows an insurer’s financial position at a 

point in time. 

Assets = Liabilities + Surplus 

Assets 

Insurer assets are mostly: 
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• Bonds (the largest category) 

• Stocks 

• Real estate 

• Cash and short-term investments 

• Premiums receivable 

• Reinsurance recoverables 

SAP restricts what counts as an asset. For example, furniture 

and equipment are not admitted assets under SAP. 

Liabilities 

Insurer liabilities are dominated by reserves, including: 

• Loss reserves — for claims already reported 

• LAE reserves — for claim adjustment expenses 

• IBNR reserves — for claims that have occurred but not 

yet been reported 

• Unearned premium reserves — for premiums collected 

but not yet earned 

These reserves are estimates of future obligations. 

Policyholders’ Surplus 

Surplus is the insurer’s net worth under SAP. 
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Surplus = Admitted Assets − Liabilities 

Surplus protects policyholders. It absorbs: 

• Unexpected losses 

• Catastrophes 

• Investment downturns 

• Reserve strengthening 

Regulators monitor surplus closely. 

Section 3 — The Insurer Income Statement 

The income statement shows profitability over a period. 

Key Components 

1. Underwriting Results 

Underwriting Income = Premiums Earned − Losses − Expenses 

The combined ratio measures underwriting performance: 

Combined Ratio = Loss Ratio + Expense Ratio 

• Under 100% → underwriting profit 

• Over 100% → underwriting loss 

2. Investment Income 

Insurers earn investment income from: 
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• Bonds 

• Stocks 

• Real estate 

• Short-term investments 

Investment income often determines whether an insurer is 

profitable overall. 

3. Net Income 

Net Income = Underwriting Income + Investment Income

+ Other Income 

GAAP net income is used by investors. SAP focuses more on 

surplus changes than net income. 

Section 4 — Reserves: The Heart of Insurance Liabilities 

Reserves are the insurer’s largest and most important liability. 

They represent future claim payments, including: 

• Claims already reported 

• Claims not yet reported (IBNR) 

• Claim adjustment expenses 

• Premiums not yet earned 

Why Reserves Matter 
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If reserves are too low: 

• The insurer may appear more profitable than it really is 

• Surplus may be overstated 

• The insurer may not have enough funds to pay claims 

If reserves are too high: 

• Profit appears lower 

• Surplus appears lower 

• Pricing and capital decisions may be distorted 

Accurate reserving is essential for solvency. 

Section 5 — Surplus: The Insurer’s Safety Margin 

Surplus is the insurer’s financial cushion. 

It protects against: 

• Catastrophes 

• Reserve deficiencies 

• Investment losses 

• Unexpected underwriting results 

Regulators require insurers to maintain minimum surplus levels. 

Rating agencies evaluate surplus strength when assigning 

financial strength ratings. 
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Why Surplus Matters 

Low surplus can lead to: 

• Regulatory intervention 

• Rating downgrades 

• Restrictions on growth 

• Higher reinsurance costs 

Strong surplus supports: 

• Growth 

• Stability 

• Competitive pricing 

• Strong ratings 

Section 6 — Liquidity: The Ability to Pay Claims 

Liquidity is the insurer’s ability to convert assets to cash quickly. 

Insurers need liquidity because: 

• Claims must be paid promptly 

• Catastrophes can create sudden cash demands 

• Regulators expect insurers to maintain liquid portfolios 

High-Liquidity Assets 
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• Cash 

• Short-term investments 

• U.S. Treasury securities 

Low-Liquidity Assets 

• Real estate 

• Private equity 

• Long-term bonds 

• Certain reinsurance recoverables 

Liquidity is essential for solvency and policyholder protection. 

End-of-Chapter Summary (Plain-English) 

• Insurers use SAP for regulators and GAAP for investors. 

• SAP is conservative and focuses on solvency. 

• GAAP focuses on profitability and long-term 

performance. 

• The balance sheet shows assets, liabilities, and surplus. 

• Reserves are the insurer’s largest liability and must be 

accurate. 

• Surplus protects policyholders and supports growth. 
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• Liquidity ensures the insurer can pay claims when 

needed. 
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Chapter 5 — Capital Budgeting & 
Project Evaluation 

Chapter Overview 

Chapter 5 explains how insurers evaluate long-term projects and 

investments using capital budgeting. These tools help insurers 

decide whether to: 

• Launch new products 

• Invest in technology 

• Expand into new markets 

• Build or upgrade systems 

• Acquire another company 
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• Improve underwriting or claims operations 

Capital budgeting ensures that insurers invest in projects that 

increase value and avoid those that destroy value. 

By the end of this chapter, the student should understand: 

• What capital budgeting is and why insurers use it 

• How to calculate and interpret Net Present Value (NPV) 

• How Internal Rate of Return (IRR) works 

• What the payback period measures 

• Why NPV is the preferred method 

• How insurers apply these tools to real decisions 

Section 1 — What Is Capital Budgeting? 

Capital budgeting is the process of evaluating long-term 

investments to determine whether they will increase the 

insurer’s value. 

Insurers use capital budgeting to evaluate: 

• New underwriting systems 

• Claims automation tools 

• Data analytics platforms 

• Geographic expansion 
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• New product lines 

• Reinsurance structures 

• Mergers and acquisitions 

Capital budgeting focuses on cash flows, not accounting profits. 

Section 2 — Cash Flows vs. Accounting Income 

Capital budgeting uses cash flows because they reflect real 

economic value. 

Key Cash Flow Concepts 

• Initial investment — upfront cost 

• Operating cash flows — annual inflows/outflows 

• Terminal cash flows — final year adjustments, salvage 

value 

Accounting income includes non-cash items like depreciation. 

Capital budgeting adjusts for these to focus on actual cash 

movement. 

Section 3 — Net Present Value (NPV) 

NPV is the most important capital budgeting tool. 

NPV = Present value of future cash inflows − Initial investment 

NPV Formula 
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𝑁𝑃𝑉 = ∑
𝐶𝐹𝑡

(1 + 𝑟)𝑡

𝑛

𝑡=1

− Initial Investment 

Where: 

• 𝐶𝐹𝑡= cash flow in year t 

• 𝑟= discount rate (cost of capital) 

• 𝑛= number of years 

Decision Rule 

• NPV > 0 → Accept the project (it increases value) 

• NPV < 0 → Reject the project 

• NPV = 0 → Indifferent 

Example 

An insurer invests $500,000 in a new claims system. Expected 

annual savings: $150,000 for 5 years. Discount rate: 8%. 

𝑁𝑃𝑉 = ∑
150,000

(1.08)𝑡

5

𝑡=1

− 500,000 = −500,000 + 598,000

= 98,000 

NPV is positive → accept the project. 

Section 4 — Internal Rate of Return (IRR) 
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IRR is the discount rate that makes NPV = 0. 

0 = ∑
𝐶𝐹𝑡

(1 + 𝐼𝑅𝑅)𝑡

𝑛

𝑡=1

− Initial Investment 

Decision Rule 

• IRR > cost of capital → Accept 

• IRR < cost of capital → Reject 

Strengths 

• Easy to communicate 

• Expressed as a percentage 

Weaknesses 

• Can produce multiple IRRs 

• Can be misleading for non-conventional cash flows 

• Can conflict with NPV 

NPV is always preferred when the two disagree. 

Section 5 — Payback Period 

The payback period measures: 

How long it takes to recover the initial investment. 

Formula 
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Payback Period =
Initial Investment

Annual Cash Inflow
 

Decision Rule 

• Shorter payback → better 

• Often used as a risk indicator, not a value measure 

Weaknesses 

• Ignores time value of money 

• Ignores cash flows after payback 

• Not a measure of profitability 

Insurers use payback as a secondary metric. 

Section 6 — Discounted Payback Period 

This version incorporates the time value of money. 

Steps: 

1. Discount each year’s cash flow 

2. Add discounted cash flows until the initial investment is 

recovered 

Strengths 

• More accurate than simple payback 

Weaknesses 
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• Still ignores cash flows after payback 

• Still inferior to NPV 

Section 7 — Comparing NPV, IRR, and Payback 

NPV 

• Best measure of value 

• Uses discounted cash flows 

• Directly measures wealth creation 

• Preferred by insurers and financial analysts 

IRR 

• Useful but can be misleading 

• Good for communicating results 

• Should not override NPV 

Payback 

• Simple 

• Measures liquidity and risk 

• Not a profitability measure 

Bottom Line 

NPV is the gold standard for capital budgeting. 
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Section 8 — Capital Budgeting in Insurance Operations 

Insurers use capital budgeting to evaluate: 

1. Technology Investments 

• Claims automation 

• Underwriting platforms 

• Predictive analytics 

• Fraud detection systems 

These projects often produce: 

• Cost savings 

• Faster processing 

• Better risk selection 

2. New Product Development 

Capital budgeting helps determine: 

• Expected premium volume 

• Expected losses 

• Required capital 

• Profitability 

3. Geographic Expansion 



 
© Smarts Publishing. Sample chapters only. Not for resale or 
redistribution. Content reflects the author’s interpretations of 
CPCU 540 concepts and exam strategies; it is not affiliated with, 
endorsed by, or sourced from The Institutes. Exam content may 
change—always verify current requirements. 
 
30 

Used to evaluate: 

• Market potential 

• Regulatory costs 

• Distribution expenses 

4. Reinsurance Decisions 

Reinsurance can be evaluated as a capital investment: 

• Upfront cost (premium) 

• Expected reduction in losses 

• Impact on surplus 

5. Mergers & Acquisitions 

Capital budgeting helps assess: 

• Synergies 

• Integration costs 

• Long-term value creation 

End-of-Chapter Summary (Plain-English) 

• Capital budgeting evaluates long-term investments. 

• Cash flows matter more than accounting income. 

• NPV is the best measure of value. 
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• IRR is useful but can be misleading. 

• Payback measures liquidity, not profitability. 

• Insurers use capital budgeting for technology, products, 

expansion, reinsurance, and acquisitions. 

• The goal is to invest in projects that increase long-term 

value. 
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insurance professionals. The Plain-English Insurance 
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Series is designed to make complex topics easy to 
understand and easy to communicate to clients. Each 
book focuses on clarity, relevance, and real-world 
application — helping professionals build confidence 
and competence in today’s rapidly changing insurance 
environment. 

Other Books in the CPCU Exam Success in 
Plain English Series 

• CPCU 520 Exam Success in Plain English 

• CPCU 530 Exam Success in Plain English 

• CPCU 540 Exam Success in Plain English 

• CPCU 551 Exam Success in Plain English 

• CPCU 552 Exam Success in Plain English 

• CPCU 553 Exam Success in Plain English 

 

Other Books in the Plain-English Insurance 
Series 

• Cybersecurity in Plain English 

• AI in Plain English 
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• Insurance Fundamentals in Plain English 

• Life & Health Insurance in Plain English 

• Employee Benefits Insurance in Plain English 

• Employee Benefits in Plain English 

• Medicare in Plain English 

 



  Underwriting Profit = Premiums Earned − Losses − Expenses


  Assets = Liabilities + Surplus


  Surplus = Admitted Assets − Liabilities


  Underwriting Income = Premiums Earned − Losses − Expenses


  Combined Ratio = Loss Ratio + Expense Ratio


  Net Income = Underwriting Income + Investment Income + Other Income


  N P V =   ∑  t = 1  n    C   F  t     ( 1 + r )  t − Initial Investment


  C   F  t


  r


  n


  N P V =   ∑  t = 1 5    150 , 000     ( 1 . 08 )  t − 500 , 000 = − 500 , 000 + 598 , 000 = 98 , 000


  0 =   ∑  t = 1  n    C   F  t     ( 1 + I R R )  t − Initial Investment


  Payback Period =   Initial Investment  Annual Cash Inflow

