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Ruminations on Insurance 
 

We don’t sell insurance, but we do work with insurance professionals to ensure that risks of all types 
are adequately addressed for our clients.  We have found that many people use insurance 
improperly, and some financial professionals recommend it inappropriately.  It is important to 
understand that on average (a very important caveat) absent government interference through tax 
policy or some other market distortion, purchasers of insurance will be worse off than they would 
be without the insurance.  Individuals may be better off, but as a group, all customers will have less 
money than they would without insurance (assuming, of course, that they prudently use their 
premiums saved).  This must be so, or the insurance companies would not be profitable.  In other 
words, to the extent insurance companies have profits, administrative costs, and other overhead, 
etc., it is a net loss across all their customers.  Indeed, insurance companies cannot pay out more in 
claims than they receive in premiums, or in the long run, they would go bankrupt.  However, this 
does not imply that insurance is not needed.  It is vitally important but must be used judiciously and 
appropriately to reduce risk. 
 
Risks may be categorized two ways:  by their severity and by their frequency.  To simplify, we could 
think of four combinations of these two factors: 
 

1) For risks that have high severity and high frequency, absent government distortions in 
the market, no insurance will be available.  You should try to reduce or avoid these risks.  
Take, for example, drivers who have accidents every month or homes that flood annually.  
Those homes should not be rebuilt, and obviously, those people shouldn’t be driving. 

 
2) For risks that have low severity and low frequency, you simply accept them.  For example, 

I have carried the same pen for many years.  Losing it would obviously not be catastrophic 
to my financial situation, and since I have had it so long, I must not be prone to losing pens.  
These types of risks should simply be accepted.  They rarely happen, and when they do, it is 
of no great consequence. 

 
3) Some risks have low severity and high frequency.  For example, suppose I were prone to 

losing pens.  The solution here would be to reduce the risk.  I might start carrying cheap 
plastic pens, or if I am a bank, I might chain the pens to the table. 

 
4) The fourth category of risks, high severity and low frequency, is the one for which 

insurance is the appropriate answer.  The odds of you having a serious auto accident, dying 
in the prime of life, or having your home burn down are small, but if those events should 
occur it could be catastrophic to your family.  For these risks, insurance is vitally important. 

 
In short, if you can afford a risk, you should not insure it.  But, if you can’t afford it, and the chance 
of it occurring is low, insurance is frequently the correct solution. 
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Notes: 
The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP

©
, CFA

©
.  Mr. Hultstrom is the 

president of Financial Architects, LLC, a financial planning and wealth management firm.  Questions or 
comments are welcome.  He may be reached at (770) 517-8160 or David@FinancialArchitectsLLC.com. 
 
Reasonable care has been taken to assure the accuracy of the data contained herein and comments are 
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or 
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change 
without prior notice and we are under no obligation to update the information to reflect changes after the 
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment 
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The 
general information contained in this publication should not be acted upon without obtaining specific legal, tax, 
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is 
not an offer, solicitation, or recommendation to purchase any security or the services of any organization. 
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It 
is not representative of a projection of the stock market, or of any specific investment. The foregoing represents 
the thoughts and opinions of Financial Architects, LLC, a registered investment advisor.  Your mileage may vary. 
 
This report was originally written in January, 2006 and was last reviewed/updated in January, 2010. 
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