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Topics

e The problem: getting a proper profit
and contingency factor reflecting
catastrophe risk in regulated rates.

e Why cost of reinsurance is insufficient.

e Discussion of a method for addressing
the problem — a Florida example.

e Can rates for catastrophe prone lines be
regulated in the traditional manner?
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The Basic Problem

In catastrophe prone lines, large quantities of
capital are required to support writings.

Traditional measures of needed capital, such
as premium to surplus ratios or NAIC RBC,
are inappropriate.

Regulatory structures designed to control rate
of return on lines like automobile are often ill-
suited to catastrophe lines.

Needed profit factors appear excessive,
particularly as a percentage of premium.

Limitations of Reins. Cost

Reinsurance has significant frictional costs.
Sometimes difficult to determine actual cost:
— Contingent commissions and profit sharing.

— Complex language.

— Multi-state programs.

— Finite covers.

Reinsurance must be bought before it can be
incorporated into rates.

Does not help insurers who do not reinsure.
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Alternatives to Reinsurance

e Internal capital.

— Allocation to line and state.

— What is the proper rate of return?

— Usually less expensive than rented capital.
e Cat Bonds.

— Accounting treatment is problematic.
— Flows through investment accounts.

Current Florida Practice

Modeled loss costs are being allowed.
“Reasonable” reinsurance costs are allowed.
Profit factor is based on 5% allowance less
difference between investment income
discount between physical damage and line in
question.

Risk load is challenged; some rates reflect
risk through negotiation or arbitration.

Effect: insurers are not fully compensated for
exposing their own surplus.

March 11, 2004
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E(x)
PML
Capital Req.
Cost @10%
Reins. Cost
Needed Rate
Allowed Rate
Allowed ROE

1,050,000 1,050,000

Assumes no expenses and no investment income.

1,900,000

50,000 900,000

Reins. HO
100,000
600,000
500,000

50,000
2,310,000
2,460,000
2,460,000

10.0%

Reins. Cost for reinsured example = E(ceded loss) + (15% * Capital). Higher due to frictional

costs.
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Consequences

e Inadequate supply of capital.
e Availability problems.

e Large residual markets.

e Overuse of reinsurance.

e Formation of subsidiaries.

e Rates may be higher than necessary;
security may be less then optimal.

Bond Market Analogy

e “Junk” bonds pay higher yields because they
represent a greater risk of default.

e Suppose a regulator forced all bonds to yield
the “T-Bill” rate.
— No one would buy high risk bonds.

— Regulator might form a “residual bond fund” that
would buy bonds unable to secure coverage in the
voluntary market and assess (tax) holders of T-
Bills to cover deficits.

— Risky behavior would be encouraged.

March 11, 2004
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2004 Hurricanes

Hurricane Charley: $8.06 billion, 459,277 claims
Hurricane Frances: $5.29 billion, 523,090 claims
Hurricane Ivan: $3.96 billion, 202,575 claims
Hurricane Jeanne: $4.18 billion, 405,115 claims
OIR: $21.5 billion, 1,590,057 claims

State Supplied Capital:
— FHCF: $3 billion.
— Citizens: $2 billion.

Shortage: over $16 billion.

Filling the Hole

Many Florida subsidiaries exhausted their
capital, and then some.

Reinsurance capacity is limited.

FHCF can renew coverage at $15 billion, but
assessment caps cannot support significant
expansion without compromising ‘subsequent
season.

Si%nificant capital in parents of Florida
subsidiaries. Incentives are needed to
motivate insurers to expose that capital.
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Risk Load Alternative

Allow insurers to file for a “profit factor” for
hurricane based on the standard deviation of
their net losses times a scaling factor (k) that
could be based on a market-wide analysis.

Similar to method used by some reinsurers.

System would self-correct for level of
reinsurance.

— More reinsurance, lower p and o, lower load.
— Less reinsurance, higher p and o, higher load.
— Fully reinsured would equal current load.

Calculating the Load

Run 10,000 year storm set.

Calculate reinsurance recoveries for each event:

— FHCF.

— Private Reinsurance.

Calculate net loss after reinsurance for each event.
Calculate p and o for net losses.

Hurricane rate = p + ko + expense + cost of
reinsurance.

Same dataset could be used to allocate risk adjusted
rates to territory.
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Advantages

Provides regulators with a tool to test insurer risk
loads:

— Accounts for reinsurance and FHCF.
— Is mechanical, as is discounting for investment income.
— Can be audited.

Only one parameter needs to be estimated, (k).

Provides a way to test for a “reasonable” profit factor
for internally generated capital.

Provides an incentive for insurers to expose capital.
Does not require an allocation of capital.

Limitations

Standard deviation is not “state of the art”.

Does not directly take marginal cost of capital
into account.

¢ k has to be estimated:
— Residual market reinsurance.
— Cost of capital for similarly risky industries.

— Implicit cost of capital for FHCF through expected
debt financing costs.
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Alternative from OIR

e Florida OIR has proposed a revision to its
underwriting profit rule “To recognize the
different risk characteristics of different lines
of business in determining the underwriting
profit factor. The rule is being amended to be
responsive to industry issues and comments
made concerning the current method of
determining these factors”.

Basic change is to vary the premium to
surplus ratio by line.

What is the Right P/S Ratio?

Sufficient surplus should be available to
cover “PML" less annual premium.

Should be net of reinsurance.
“PML" vs. “PSL".

—"PML": probable maximum loss in a single
event.

—“PSL": probable season loss due to net
losses after reinsurance.
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A Broader Problem

It may be difficult to empirically determine the
correct rate, and that rate may have change as the
insurer’s portfolio changes.
Rates should account for:
— Market concentration (cost of reinsurance).

Insurer concentration (capital needed).

Insurer risk tolerance (risk of ruin).

Expected loss cost (modeled losses).

Expense (financial data).
An unregulated market, such as that for reinsurance,
will find the correct prices reflecting these factors.

In a regulated market???

Actuarial & Regulatory Canons

e The appropriate estimate of a future rate is the
current average cost adjusted for trend, or the
output from a catastrophe model run on an insurer’s
current exposures adjusted for trend, plus some flat
profit load discounted for investment income.

Marginal Cost = Average Cost.

The prohibition against “Unfair Discrimination” means
that every similar risk written by an insurer should
receive the same price.

Prices should be adjusted periodically and based on
filed rate tables calculated using formula based
actuarial methodologies.

10



CAS Ratemaking Seminar March 11, 2004

But In Cat Prone Lines...

The appropriate estimate of a future rate should be
based on the insurer’s future distribution of risks,
which may not reflect its past book of business.

Marginal Cost # Average Cost.
Risks should be charged based on their marginal cost
of capital (how much capacity they consume), which

will differ for every risk based on when they enter the
portfolio. Similar risks may pay different prices.

Rates should be adjusted continuously, based on
actuarially indicated rates adjusted for capacity
charges.

And Then There is Cycle...

e Would a 100 year trend be appropriate
for next year’s rates in Workers Comp?

e Hurricane frequency is clearly cyclical: is
the 10,000 year average the right
answer for a rate effective next year?

— Rates should reflect climatological data.

— Introduces a new element of risk,
particularly in the probability of multiple
events.

11
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Marginal vs. Average Cost

Most actuarial ratemaking systems assume
that MC = AC.
— Needed rate on new business equals adjusted
average rate on existing book.
— This ignores:
¢ Capacity charges on new writings.

e Market driven capacity charges due to industry
concentrations.

Is this a valid assumption for catastrophe
prone lines?

In An Unregulated World...

Insurer determines base price based on “standard”
actuarial techniques.

Initial price reflects assumptions about the market
concentration of risk and the insurer’s anticipated
portfolio.

Initial insureds pay less than average price, as
insurer has “excess” capacity.

Once insurer’s capacity is “full”, insurer can only
accept more risks at a much higher price (needed to
attract more capital).

Eventually, market will reach an equilibrium.

12
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Capacity: An Airline Example

Airline pricing reflects capacity charges.

The airline has a fixed cost for fuel, pilots,
etc., but the cost for seats varies widely.

Passengers who book early get lower fares,
passengers who book late on popular flights
pay much more.

Overall price levels have dropped significantly
after deregulation.

Is this “unfairly discriminatory™?

Unregulated Insurer Behavior

Price might change based on portfolio:

— Average rate adjusted to new capacity cost.

— Rate fixed; new insureds pay marginal cost.

Prices more volatile, but possibly lower on average
than in a regulated market.

Less reinsurance; more internal capital.

Prices on average would be higher in areas of high
market concentration, regardless of expected loss.
Market characteristics:

— No supply shortages.

— Significant variation in price within insurer, little variation in
price between insurers.

13
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Regulated Insurer Behavior

Filed rates reflect past levels of loss exposure and
risk load.

Overall growth must be slow.
Overuse of reinsurance; underuse of internal capital.

Since price is fixed, quantity is the variable that can
be adjusted. Strict concentration controls are
necessary to fit within pricing constraints.

Market characteristics:
— Supply shortages.

— No variation in price within insurer, large variation in price
between insurers.

Needed: New Thinking

Develop tools for regulators to use which
encourage the use of internal capital.
Build flexibility into regulatory systems to
reflect real world pressures on insurers.
— Examine “unfair discrimination”.

— Allow different prices for new and renewals.

Accept loss costs reflecting climatology.

March 11, 2004
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Speaker Contact Information

Rade T. Musulin, ACAS, MAAA

Vice President
Operations, Public Affairs, & Reinsurance

Florida Farm Bureau Insurance Companies
P.O. Box 147030
Gainesville, Florida 32614-7030

Phone (352) 374-1539
Fax (352) 374-1514
E-mail: rmusulin@sfbcic.com
Web Site: http://www.ffbic.com/actuary/
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PL-8: Incorporating Reinsurance _
Costs and Risk Loads Into Topics

Personal Lines Rates e The problem: getting a proper profit

Rade T. Musulin and contingency factor reflecting
Vice Preside_nt—Operations, Reinsurance, & Put?/icAffairs CataStrophe r|5k In I'egU|ated rateS.
Florida Farm Burea Insurance Companies e Why cost of reinsurance is insufficient.
. . e Discussion of a method for addressing
CAS Ratemaking Seminar the problem — a Florida example.
New Orleans, March 11, 2005 « Can rates for catastrophe prone lines be

regulated in the traditional manner?

The Basic Problem Limitations of Reins. Cost

* In catastrophe prone lines, large quantities of « Reinsurance has significant frictional costs.
'Cl'argcljtiiiloirael ﬁg:g::jegoo?l:%%%ré dwcr;atrl)?t%sll such ¢ Sometimes difficult to determine actual cost:
[ ] . . . . .
as premium to surplus ratios or NAIC RBC, - ggnmt'pr;gi'g:gggss'ons and profit sharing.
are inappropriate. - | :
« Regulatory structures designed to control rate — Multi-state programs.

of return on lines like automobile are often ill- — Finite covers.
suited to catastrophe lines. ¢ Reinsurance must be bought before it can be
 Needed profit factors appear excessive, incorporated into rates.
particularly as a percentage of premium. « Does not help insurers who do not reinsure.
3 4
Alternatives to Reinsurance Current Florida Practice
« Internal capital. ¢ Modeled loss costs are being allowed.

— Allocation to line and state ¢ "Reasonable” reinsurance costs are allowed.
) ' * Profit factor is based on 5% allowance less
— What is the proper rate of return? difference between investment income

— Usually less expensive than rented capital. gEgsotliJgrE between physical damage and line in

» Cat Bonds. * Risk load is challenged; some rates reflect

— Accounting treatment is problematic. risk through negotiation or arbitration.

. o Effect: insurers are not fully compensated for
— Flows through investment accounts. exposing their own surplus.
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Example
Auto Direct HO | Reins. HO
E(x) 1,000,000 1,000,000 100,000
PML 1,500,000 10,000,000 600,000
Capital Req. 500,000 9,000,000 500,000
Cost @10% 50,000 900,000 50,000
Reins. Cost 0 0 2,310,000
Needed Rate 1,050,000 1,900,000 2,460,000
Allowed Rate 1,050,000 1,050,000 2,460,000
Allowed ROE 10.0% 0.6% 10.0%

Assumes no expenses and no investment income.

Reins. Cost for reinsured example = E(ceded loss) + (15% * Capital). Higher due to frictional
costs.
8

Consequences

« Inadequate supply of capital.
 Availability problems.

¢ Large residual markets.

¢ Overuse of reinsurance.

¢ Formation of subsidiaries.

* Rates may be higher than necessary;
security may be less then optimal.

Bond Market Analogy

* “Junk” bonds pay higher yields because they
represent a greater risk of default.

e Suppose a regulator forced all bonds to yield
the “T-Bill” rate.
— No one would buy high risk bonds.

— Regulator might form a “residual bond fund” that
would buy bonds unable to secure coverage in the
voluntary market and assess (tax) holders of T-
Bills to cover deficits.

— Risky behavior would be encouraged.

2004 Hurricanes

Hurricane Charley: $8.06 billion, 459,277 claims
Hurricane Frances: $5.29 billion, 523,090 claims
Hurricane Ivan: $3.96 billion, 202,575 claims
Hurricane Jeanne: $4.18 billion, 405,115 claims
OIR: $21.5 billion, 1,590,057 claims

State Supplied Capital:

— FHCF: $3 billion.

— Citizens: $2 billion.

¢ Shortage: over $16 billion.

Filling the Hole

Many Florida subsidiaries exhausted their
capital, and then some.

e Reinsurance capacity is limited.

FHCF can renew coverage at $15 billion, but
assessment caps cannot support significant
expansion without compromising subsequent
season.

Si%nificant capital in parents of Florida
subsidiaries. Incentives are needed to
motivate insurers to expose that capital.
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Risk Load Alternative

« Allow insurers to file for a “profit factor” for

hurricane based on the standard deviation of
their net losses times a scaling factor (k) that
could be based on a market-wide analysis.
Similar to method used by some reinsurers.
System would self-correct for level of
reinsurance.

— More reinsurance, lower p and o, lower load.

— Less reinsurance, higher p and o, higher load.

— Fully reinsured would equal current load.

March 11, 2004

Calculating the Load

Run 10,000 year storm set.

Calculate reinsurance recoveries for each event:
— FHCF.
— Private Reinsurance.

Calculate net loss after reinsurance for each event.

e Calculate p and o for net losses.

Hurricane rate = p + ko + expense + cost of
reinsurance.

Same dataset could be used to allocate risk adjusted
rates to territory.

Advantages

Provides regulators with a tool to test insurer risk
loads:

— Accounts for reinsurance and FHCF.
— Is mechanical, as is discounting for investment income.
— Can be audited.

Only one parameter needs to be estimated, (k).

Provides a way to test for a “reasonable” profit factor
for internally generated capital.

Provides an incentive for insurers to expose capital.
Does not require an allocation of capital.

Limitations

Standard deviation is not “state of the art”.

Does not directly take marginal cost of capital
into account.

¢ k has to be estimated:

— Residual market reinsurance.
— Cost of capital for similarly risky industries.

— Implicit cost of capital for FHCF through expected
debt financing costs.

Alternative from OIR

Florida OIR has proposed a revision to its
underwriting profit rule “To recognize the
different risk characteristics of different lines
of business in determining the underwriting
profit factor. The rule is being amended to be
responsive to industry issues and comments
made concerning the current method of
determining these factors”.

Basic change is to vary the premium to
surplus ratio by line.

What is the Right P/S Ratio?

o Sufficient surplus should be available to

cover "PML" less annual premium.

e Should be net of reinsurance.
e “"PML" vs. “PSL".

—"PML": probable maximum loss in a single
event.

—"PSL": probable season loss due to net
losses after reinsurance.
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A Broader Problem

It may be difficult to empirically determine the
correct rate, and that rate may have change as the
insurer’s portfolio changes.

Rates should account for:

— Market concentration (cost of reinsurance).

— Insurer concentration (capital needed).

— Insurer risk tolerance (risk of ruin).

— Expected loss cost (modeled losses).

— Expense (financial data).
An unregulated market, such as that for reinsurance,
will find the correct prices reflecting these factors.
In a regulated market???

March 11, 2004

Actuarial & Regulatory Canons

* The appropriate estimate of a future rate is the

current average cost adjusted for trend, or the
output from a catastrophe model run on an insurer’s
current exposures adjusted for trend, plus some flat
profit load discounted for investment income.

« Marginal Cost = Average Cost.
¢ The prohibition against “Unfair Discrimination” means

that every similar risk written by an insurer should
receive the same price.

¢ Prices should be adjusted periodically and based on

filed rate tables calculated using formula based
actuarial methodologies.

20

But In Cat Prone Lines...

The appropriate estimate of a future rate should be
based on the insurer’s future distribution of risks,
which may not reflect its past book of business.
Marginal Cost # Average Cost.

Risks should be charged based on their marginal cost
of capital (how much capacity they consume), which
will differ for every risk based on when they enter the
portfolio. Similar risks may pay different prices.

Rates should be adjusted continuously, based on
actuarially indicated rates adjusted for capacity
charges.

21

And Then There is Cycle...

e Would a 100 year trend be appropriate

for next year’s rates in Workers Comp?

e Hurricane frequency is clearly cyclical: is

the 10,000 year average the right
answer for a rate effective next year?
— Rates should reflect climatological data.

— Introduces a new element of risk,
particularly in the probability of multiple
events.

22

Marginal vs. Average Cost

Most actuarial ratemaking systems assume
that MC = AC.
— Needed rate on new business equals adjusted
average rate on existing book.
— This ignores:
« Capacity charges on new writings.

* Market driven capacity charges due to industry
concentrations.

Is this a valid assumption for catastrophe
prone lines?

23

In An Unregulated World...

Insurer determines base price based on “standard”
actuarial techniques.

Initial price reflects assumptions about the market
concentration of risk and the insurer’s anticipated
portfolio.

Initial insureds pay less than average price, as
insurer has “excess” capacity.

Once insurer’s capacity is “full”, insurer can only
accept more risks at a much higher price (needed to
attract more capital).

Eventually, market will reach an equilibrium.

24
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Capacity: An Airline Example

« Airline pricing reflects capacity charges.

¢ The airline has a fixed cost for fuel, pilots,
etc., but the cost for seats varies widely.

* Passengers who book early get lower fares,
passengers who book late on popular flights
pay much more.

» Overall price levels have dropped significantly

after deregulation.

Is this “unfairly discriminatory”?

25
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Unregulated Insurer Behavior

¢ Price might change based on portfolio:
— Average rate adjusted to new capacity cost.
— Rate fixed; new insureds pay marginal cost.
¢ Prices more volatile, but possibly lower on average
than in a regulated market.
e Less reinsurance; more internal capital.
¢ Prices on average would be higher in areas of high
market concentration, regardless of expected loss.
e Market characteristics:
— No supply shortages.

— Significant variation in price within insurer, little variation in
price between insurers.

26

Regulated Insurer Behavior

Filed rates reflect past levels of loss exposure and
risk load.

¢ Overall growth must be slow.

» Overuse of reinsurance; underuse of internal capital.
» Since price is fixed, quantity is the variable that can
be adjusted. Strict concentration controls are
necessary to fit within pricing constraints.

Market characteristics:

— Supply shortages.

— No variation in price within insurer, large variation in price
between insurers.

27

Needed: New Thinking

» Develop tools for regulators to use which
encourage the use of internal capital.

» Build flexibility into regulatory systems to
reflect real world pressures on insurers.
— Examine “unfair discrimination”.
— Allow different prices for new and renewals.

o Accept loss costs reflecting climatology.

28
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Alistate.

You're in good hands

Phone; 727-573-6825 Email: GGRAWE@Allstate.com Fax; 727-573-6924
780 Carillon Parkway
Suite 400

St. Petersburg, FL 33716-1106

George Grawe
Counsel
Florida Region
March 24, 2004

Lisa Miller

Office of Insurance Regulation
Larson Building

200 East Gaines Street
Tallahassee, Florida 32399-0330

Re: Profit and Contingency Factor Rule
Dear Mrs. Miller:

With this letter you will find a memorandum discussing Florida’s current
regulatory practice relative to permissible “profit and contingency factors” in the
rate making process. This material was developed through a cooperative effort
with Florida Farm Bureau. We hope that this is helpful and look forward to
working with the Office of Insurance Regulation to benefit Florida’s insurance
consumers by increasing the availability of affordable homeowner coverage.

Sincer ly,

Ge

Cc: Rade Musulin, Florida Farm Bureau




Regulatory Improvement for Florida Consumers
A Proposal to Benefit Consumers and Bring More Capacity to the Market
Introduction

Hurricane Andrew struck more than ten years ago, causing havoc for the people,
businesses and economy of Fiorida. Andrew served as a brutal reminder that the business of
insuring property in our state differs dramatically from other kinds of insurance business, and
even differs dramatically from property insurance in other states. The differences between the
economics of Florida property insurance and other kinds of insurance, together with regulatory
policies that do not fully account for these differences, create a market environment that often
works against the interests of consumers to have premiums that are as low as economically
viable and discourages long-term market growth that can provide availability and affordability
of coverage for all Florida property owners.

Unlike other lines of insurance, where average expected annual losses are relatively
stable and predictable, the probable maximum loss (PML) for property insurers, due to
hurricanes, can be far greater than average expected annual losses. A property insurer's
average expected annual losses and hurricane PML must be funded, yet current regulatory
practice assumes insurers need only enough capital to meet statutory premium to surplus ratio
tests. These tests, which do not accurately reflect the capital structure of a modern property
insurer, do not allow an insurer to fund hurricane PML".

This paper will describe how changes to current regulatory practices could improve
conditions for Florida's property insurance consumers:

1. Rates may be favorably impacted

2. Insurers may be more willing to offer coverage, decreasing the number of risks in
Citizens Property Insurance Corporation (Citizens)

3. Market may no longer skew towards thinly capitalized and highly reinsured firms.

By reforming rules governing how insurers calculate acceptable profit margins, the
Florida Office of Insurance Regulation (OIR) could encourage well-capitalized insurers to risk
their internal capital. This would reverse the adverse effects of the current system to the
benefit of Florida's consumers. A firm's internal capital is almost always less expensive than
rented capital (reinsurance) because a firm’s internal capital is not subject to frictional costs
associated with risk transfer.

Current Situation

Much has been done to encourage capital investment in Florida’s voluntary property
market since Hurricane Andrew. The Florida Hurricane Catastrophe Fund (FHCF) has been
developed to provide insurers with low cost capital backed by assessment authority on Florida

! The Office of Insurance Regulation requires an annual demonstration from each property insurer, of the insurer's plan
to fund the 100-year PML. In addition, A. M. Best requires adequate capitalization and funding of PML in order to
secure a rating acceptable to mortgage companies.



consumers. A uniform building code has been enacted by Florida’s legislature that serves as
an important step to lower PML enabling better alignment with capital resources. The Florida
Property Joint Underwriting Association and the Wind Pool have evolved into Citizens, also
backed by assessment authority. These systems have created a strong public/private
partnership to fund the State’s large PML. In spite of these efforts, Florida's PML has grown to
unsustainable levels due to:

1. Substantial population growth

2. Exploding building costs

3. Increasing property values

4. Increased building and development in coastal areas

Proposed Solutions

Florida must take action to grow the capital base supporting its property insurance
system by billions of dollars to keep up with growth. One critical component is the proposed
enhancement of the FHCF. However, increasing the capacity of the FHCF requires that
potential assessments on Florida’s consumers be increased and exposes future generations to
funding past losses, which places limits on how much the state can rely on this source of
capital. Unless additional sources of capital are found, there will be no way to fund the State’s
increasing PML without ruinous rate increases, intolerable assessment burdens, or a halt to
the development that fuels the State’s economy.

Fortunately, there is a large source of capital readily available to meet this need:
internally generated insurer surplus. Nationally, the insurance industry has a capital base of
approximately $291 billion?. The majority of this surplus is controlled outside of the State,
meaning that the State cannot force it to be committed. However, by reforming its regulatory
practices, the State can provide the proper economic incentives to insurers to invest this
capital in Florida.

Economic Barriers to Industry Capital

One consequence of Hurricane Andrew is that the traditional approach to rate regulation
will, now and into the future, discourage the capital investment that the Florida insurance
market needs. Insurance rates involve three critical factors: expected losses, expenses, and
profit. Profit is needed to compensate investors who provide capital (surplus) to support
insurance operations. Traditionally, insurance rates have included a 5% profit factor. This
traditional profit factor was likely based on a simple rule of thumb that if an insurer writes at a
2:1 premium to surplus ratio and needs a 10% return on surplus, a profit factor of 5% of
premium would be sufficient. Hurricane Andrew has shown us that rate regulation for property
insurance must recognize that this “one size fits all” approach to the profit factor discourages
private capital investment.

2 The total policyholders’ surplus for the Property and Casualty industry, according to Best’'s Aggregates and Averages
2003 edition, is $290,904,810.



An example of how current property rate regulation discourages capital investment may
be helpful. Consider Greenacre Insurance Company (Greenacre), which writes two lines of
insurance in Florida, automobile and homeowners. In order to keep this example simple, we
assume there are no expenses and ignore investment income (meaning premium equails
expected loss plus profit). Greenacre’s actuaries estimate that the average expected annual
loss from each line of business is $1,000,000. At the assumed 2:1 surplus ratio, required
capital based on expected annual losses is $500,000 for both auto and homeowners.
Greenacre's shareholders require a 10% return on exposed capital. The automobile riskline's
exposure is limited to the expected annual losses; however, the homeowner's riskline is also
subject to catastrophic risk, quantified as PML of $10 million. This excess risk requires $9
million in capital excess of expected annual losses. At a 10% required “shareholder” return, it
must compensate its investors $50,000 in Auto and $900,000 in Homeowners.

However, under Florida's presumed profit factor rule (Rule 4-170.003), Greenacre will
only be able to “justify” a maximum 5% profit on the expected annual loss of $1,000,000 for
each riskline. This amounts to a $50,000 profit for the auto riskline and a 10% rate of return on
invested capital. Unfortunately, the 5% ceiling imposed on homeowner’s profit calculated
against the expected annual losses does not take into account the $9 million in excess capital
funded by Greenacre to cover the $10 million PML. Therefore the restricted $50,000 in profit
results in a 0.56% rate of return on the $9 million investment.

Assumptions

*Premium to Surplus Ratio: 2 to 1

Expacted Annual Losses $1,000,000 $1,000,000 'Required Shareholder Return: 10%
Probable Maximum Loss $0 $10,000,000 .
*PML: $10 Million
Maximum Loss $1,000,000 $10,000,000
*Maximum “Regulated” Return: 5% (Rule
Required Annual Loss Capital $500,000 $500,000 4-1 70'003)
Excess Capital Requirements $0 $8,500,000
Total Invested Capital $500,000 $9,000,000
Maximum “"Regulated” Return $50,000 $50,000
Return on Capital 10.00% 0.56%
Required Shareholder Return 10.00% 10.00%
Gap 0.00% -9.44%

Why would rational investors expose $9 million to losses for $50,000 in compensation?
For such risk, a savvy investor knows that far greater returns are possible in many alternative
investments, including the “junk bond” market. Bonds provide an interesting contrast to
Florida's property insurance market. When the risk of losing money on a given bond is higher,
the yield on that bond must be higher, which is why Treasury bills have lower yields then so
called “junk bonds”. However, under current Florida property insurance rate reguiation, the
return allowed (presumed factor under Rule 4-170.003) is the same maximum 5%, regardless
of the amount of risk.

Imagine a bond market where every bond had the same yield. Treasury bills and
corporate bonds, with a higher probability of default, would yield the same rate of return.



Further imagine that the regulated yield was the Treasury bill rate. In time, there would be an
availability crisis for bonds other than Treasuries needed to fund businesses with a higher
probability of risk because investors would flee from that market.

The bond market offers another important analogy to our discussion. A critical
consideration for investors is liquidity: can one get one's money out? In the bond market,
investors can buy and sell their shares, and when the bond matures the investor’s principal is
returned. Consider what might happen if a bond investor bought a security with a one-year
term where a regulator could force the investor to buy the security next year at a regulated
interest rate and prevent the investor from taking the interest to use as the investor chose.
Such a bond market would not have many investors, and interest rates would be much higher,
if any investors could be found at all.

A key to attracting investor capital to Florida's insurance market is the investor’s ability
to remove that capital at the end of the investment term and to keep its interest to use as it
pleases. Reinsurance allows this; the reinsurer issues a fixed-term contract at the end of which
its capital is freed and the premium (interest) is kept. Investor provided insurance capital must
be subject to the same type of liquidity. Efforts to require that capital be indefinitely tied up in
Florida (such as through a non-renewal moratorium) or interest (profits) be held for a future
hurricane, place investor capital at a disadvantage as compared with reinsurance and create a
strong incentive for insurers to keep minimal investor capital in the state. This drives up rates,
reduces availability, and leads to thinly capitalized insurers. It leads to a market where insurers
can only generate capacity through retained Florida earnings, which guarantees market crises
following every large hurricane as retained earnings are depleted and the supply of capital
becomes extremely out of balance with demand.

Let us return to our Greenacre discussion. Greenacre’s actuaries prepare a filing
according to OIR rules and find a problem. Florida’s OIR says it can only approve $1,050,000
in premium in every line (Greenacre would actually charge something like $1,030,000 in
Homeowners and $997,000 in Auto, due to investment income). In Auto that premium would
be adequate, but in Property it would be grossly inadequate.

One way Greenacre might deal with this is to notice that under Florida’s rating law it can
include “reinsurance costs” in its rates. The actuaries would recommend to management that
it buy reinsurance for the $9 million in excess exposure (PML minus expected annual losses)
as an alternative to holding capital. Since the reinsurers must make a return on capital
exposed to loss and since they have expenses, excise taxes, and such, the market rate for
reinsurance might be a 15% “rate on line”, or $1,350,000. Thus, if Greenacre bought
reinsurance to cover the exposure/PML, it could “justify” a premium of $2,350,000. Note that
this is higher than the premium it would need to fund the loss through investor capital.

Greenacre management notices another problem with the actuaries’ recommendation:
until Greenacre actually buys the reinsurance, the regulator will not allow its cost to be
included in rates. After it buys the reinsurance, it must lose money for a year or more until it
can file for rates reflecting reinsurance costs, secure approval and implement over 12 months.
One way around this would be to form a new insurance company that placed reinsurance
before writing the business, which is what some investors have done in Florida. Alternatively,



Greenacre might simply take its investment capital to insurance markets where rates of return
reflecting required capital can be expected.

Rule Change Could Significantly Benefit Consumers

The Greenacre example is simplistic but it demonstrates how current Florida property
rate regulation can lead to higher rates for consumers and drive capital investment from the
state. Major companies that do not buy reinsurance cannot “justify” actuarially sound rates, as
the return allowed on internal (investor) capital does not properly reflect the risk. Thus, insurers
are discouraged from bringing in new capital, and the market shifts to Citizens and to
companies relying on reinsurance. Companies relying on reinsurance, under existing rate
regulation, can “justify” rates to include such reinsurance costs. Generally, investor capital will
be less expensive than reinsurance capital. If insurers could file and receive approval for a
profit and contingency factor that properly reflects risk they could achieve a rate level that
would justify investors providing capacity through capital, reducing the need for expensive
reinsurance.

Property rate regulation could be modified to allow for the real differences in
capitalization that exist with other lines of insurance. A possible solution could be the creation
of a more economically viable formula and clear procedures to allow the “presumed factor”,
currently described in Rule 4-170.003, to be adjusted in recognition of rational “risk loads”
associated with this vital segment of the insurance market. Florida Statute 627.062 allows for
such “risk” in ratemaking and as such a legislative change does not appear necessary. The
FHCF annually engages in an analysis relative to the standard deviation of annual hurricane
losses in the calculation of FHCF premiums. It may be useful to study this process while
considering whether the creation of a rational “risk load” formula/procedure seems an
appropriate solution.

The Greenacre illustration also demonstrates the importance of the FHCF. Since FHCF
uses post-event “assessment capital”, it can avoid holding all the capital required to meet its
obligations® and avoid charging any proper risk load. Further, the FHCF can provide AAL
coverage with no risk load as the FHCF can levy assessments while the voluntary property
market has no such assessment authority. As a result the voluntary property market must have
a proper risk load in its rates in order to pre-fund such losses. FHCF rates are far below the
reinsurance market because it charges premiums that reflect only loss costs discounted for
investment income, which, except for the 5% “presumed factor” prescribed by Rule 4-170.003,
is the manner in which the OIR currently regulates primary property insurer rates. FHCF rates
approximate what the OIR is allowing in primary property rates, which is why expanding FHCF
capacity is one necessary step to maintain balance in the market.

® The FHCF currently has capacity to reimburse up to $11 billion of hurricane losses during a single season. At the end
of ast year, FHCF has only $5.5 billion in invested assets. The remaining $5.5 billion would be funded by post-event
bond issues financed through assessments on ali P&C insurers.



Conclusion

Florida’s current regulatory practices in property insurance encourage insurers to rent
(purchase of reinsurance) rather than own (investing insurer capital), and the resulting
shortage of capital forces the State to borrow the difference and pass the bill along to future
generations as assessments. This is completely opposite from government polices in other
sectors of our economy designed to encourage ownership of assets. In housing, this is the
equivalent of allowing consumers to deduct rent from their taxes but not mortgage interest.

Florida's regulatory practices need to be restructured to create a level playing field
between reinsurance and investor supplied capital. This requires that risk loads be allowed as
an alternative to the cost of reinsurance and that investor capital, and reasonable profits
thereon, are afforded the same degree of liquidity as reinsurance capital. The actuarial
profession offers Florida regulators tools that can address this situation. There are generally
accepted methods for calculating “risk loads” on lines of insurance subject to catastrophic loss.
Working toward incorporating these methodologies into its regulatory paradigm is a critical
component of a strategy to build a strong property insurance system for the benefit of Florida’s
consumers. The current rule has the effect of giving reinsurers a significant financial
advantage while sacrificing the interests of consumers because it requires consumers to pay
higher premiums, limits the amount of capacity to support the market and discourages
depopulation of Citizens.

We hope that this information is helpful, and we welcome the opportunity to work with
the OIR in creating workable solutions for the benefit of consumers.
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690-170.003 Calculation of Underwriting Profit Factor lrvestmentthcome.

(1) The purpose of this rule is to specify the manner in which insurers shall

calculate underwriting profit irvestmentincome attributable to property/casualty

insurance policies written in Florida, to be incorporated within rate filings submitted to

the Office a

(2) As used herein:
(a) “Insurance” means all classes of insurance subject to Section 627.062, F.S.,

and Section 627.0651, F.S.

(b) “Insurer” includes rating organizations licensed in Florida. “Sublire’meansa

(c) “Loss” shall include allocated loss adjustment expense. “Property-insurance

bling” . lefinedin-Section-624-604—F-S.

(d) “Loss payment pattern” shall be represented by a set of percentages which

total to 100.0%. These percentages shall reflect the projection of paid loss as a

percentage of ultimate loss for loss payment years during and subseguent to an

accident year or report year. asurerincludesrating-erganizations-ticensed-in-Florida-

(e) "PPAPD” shall denote the Private Passenger Automobile Physical Damage

subline which is considered the type of insurance with minimal investment income as

well as minimal underwriting risk. Anr-uhderwriting-profitand-contingency-factorcanbe
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(f) “P/S” shall denote premium-to-surplus ratio.

(0) “Subline” means a type of insurance uniquely identified for purposes of

establishing rates under Section 627.062, F.S. or Section 627.0651, F.S.

(h) “Underwriting profit” is expressed as a percentage of premium, can be

positive or negative, and shall be deemed to include a provision for contingencies.

(However, for Private Passenger Automobile sublines, underwriting profit must be

positive, pursuant to Section 627.0651(2)(d), F.S.)

(3) Three different approaches to estimating underwriting profit shall be

permissible, depending on the availability and appropriateness of credible data for the

given insurer:

(a) Use of Office Benchmarks. When the insurer does not have its own data or

appropriate industry data, it may use the benchmark underwriting profit factors referred

to in subsection (4) of this rule.

(b) Use of Standard Methodologies. When the insurer has available and credible

investment income vyield and payment pattern data of its own, and does not believe that

the Office benchmarks referred to in subsection (3)(a) are appropriate for its use, it may

use its own data in conjunction with the standard methodologies set forth in subsections

(5) through (9) of this rule. However, the appropriate P/S value shown in subsection (9)

must be used for a given subline.

(c) Use of Insurer's Own Methodology. When the insurer is able to demonstrate

that the standard methodologies result in an unreasonable rate of return for its book of

business, it may use its own methodologies (and its own parameterizing data) pursuant
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to subsection (10) of this rule. The Office will evaluate the result from this approach in

accordance with subsection (10).

(4) For use as permitted in subsection (3)(a) of this rule, the Office shall annually

establish underwriting profit factors for the sublines identified in subsection (9) of this

rule. Such factors shall be derived by using the methodologies described in subsections

(5) through (9), in conjunction with available and actuarially reasonable industry data.

The factors shall be established by informational memorandum and provided to all

affected insurers prior to the date their use is required. These factors can be used

without further justification by companies which do not have credible data of their own.

Factors distributed for the previous year shall remain in effect until new factors are

published.

Where:
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(5) The standard methodology for selecting a loss payment pattern shall be as

follows. Each insurer shall determine separately for each subline the expected loss

payment pattern associated with insurance written in Florida. The determination shall be

made using Florida accident year or report year loss payment patterns, and must fairly

represent the insurance loss transaction of the insurer.
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(6) The standard methodology for selecting an investment income yield shall be

as follows. Each insurer shall determine Y, the expected after-tax investment income

vield on invested assets representing unearned premium and loss reserves. The

expected after-tax investment income yield, Y, shall be calculated using the quantities

and formula below:

Ya

Yn Wn + YoWo

Where:

Yn = Expected investment income yield on assets newly invested or

reinvested during the time the new rates are expected to be in effect

Yo = Expected investment income yield on assets invested prior to the time

the new rates are expected to be in effect

W,y = Proportion of assets, held during the time the new rates are expected to

be in effect, that is expected to be newly invested or reinvested

Wo=1-Wy
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(7) Eor_any given subline, each insurer shall determine the discounted value of

the expected loss payment pattern determined in subsection (5) using the expected
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investment income yield, Y, calculated in subsection (6). Mathematically speaking, let

depapp_denote the resulting discounted value for PPAPD and dsusine_ denote such value

for a given other subline.

(8) The discounted values dppapp_and dsusLine Calculated in subsection (7) shall

be used as follows to develop the underwriting profit allowance for a given subline:
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(a) Select and specify an appropriate underwriting profit factor for PPAPD.

Mathematically, let uppapp denote this value. If an insurer does not write PPAPD in

Florida, it shall use relevant data from areas other than Florida or shall use industry

data, as determined by reasonable actuarial judgment. A uUppapp Value greater than five

percent is prima facie evidence of an excessive expected rate of return and

unacceptable, unless supporting evidence is presented to the contrary.

(b) For a given subline, adjust the PPAPD underwriting profit factor (Uuppapp) from

subsection (8)(a) to reflect differences in underwriting risk between PPAPD and the

given subline. This is to be accomplished by multiplying the value uppapp by the P/S

ratio for PPAPD (denoted by P/Sppapp) and then dividing the result by the P/S ratio for

the given subline (denoted by P/Ssusuine). The Office’s P/S ratios for the various

property/casualty sublines are set forth in subsection (9) of this rule. Mathematically,

the result of this calculation is:

Uppapp_X P/Sppapp_ [ P/SsusLine

(c) Determine the investment income differential (denoted by [IDsug ine) between

PPAPD and the given subline by subtracting the discounted value of loss payments for

the given subline as calculated in subsection (7) from the discounted value of loss

payments for PPAPD as calculated in subsection (7), and then dividing the result by the

discounted value of loss payments for the given subline. Mathematically:

mSUBLINE = (dPPAPD - dSUBLINE) / dSUBLINE

(d) Determine the investment income offset (denoted [I0OsugLine) between PPAPD

and the given subline by multiplying the investment income differential from subsection

(8)(c) by the permissible loss ratio for the given subline (denoted by PLRsusLine). (The
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permissible loss ratio is the complement of the expense and underwriting profit

provision as a percentage of premium. For this purpose, uppapp from subsection (8)(a)

can serve as a reasonable temporary proxy for the underwriting profit provision for the

given subline, since the final such value is not as yet determined.) Mathematically:

1OsuBLINE_ = [IDsusLine_ X PLRsuBLINE

(e) The underwriting profit factor for the given subline (denoted by usugiine) Shall

be the result from subsection (8)(b), minus the investment income offset from

subsection (8)(d). Mathematically:

UsusLiINe_= Uppapp_X P/Sppapp_/ P/Ssusiine_- 1OsusLiNe

Uppapp_X P/Sppapp_[ P/Ssusuine - IDsusLine_ X PLRsusLINE

Uppapp_X P/Sppapp ! P/SsusLine - (dppapp - dsusLine) / dsusLine X PLRsuBLINE

(9) Eor purposes of subsection (8), the P/Ssugiine_ratios for the various

property/casualty sublines are shown below.

Subline P/S
Allied Lines (Commercial) 1.40
Allied Lines (Personal) 1.40
Boiler & Machinery 1.40
Burglary & Theft 1.60
Commercial Auto Physical Damage 1.80
Commercial Auto Liability 1.60
Commercial Multi Peril 1.40




690-170.003, Rule Draft

11-10-04; 3:30
Credit 1.80
Earthquake 0.80
Farmowners 1.40
Fidelity 1.40
Financial Guaranty 1.20
Fire (Commercial) 1.40
Fire (Personal) 1.40
Homeowners 1.40
Inland Marine (Commercial) 1.40
Inland Marine (Personal) 1.40
Medical Malpractice — Claims-Made 1.00
Medical Malpractice - Occurrence 0.80
Mortgage Guaranty 1.20
Other Liability — Claims-Made 1.40
Other Liability — Occurrence (Commercial) 1.20
Other Liability — Occurrence (Personal) 1.20
Private Passenger Auto Physical Damage 2.00
Private Passenger Auto Liability 1.80
Products Liability — Claims-Made 1.00
Products Liability — Occurrence 0.80
Surety 1.40

(10) A filed underwriting profit factor greater than that determined in subsection

(8)(e) is prima facie evidence of an excessive expected rate of return and unacceptable,

unless supporting evidence is presented demonstrating that such greater value is

necessary for the insurer to earn a reasonable rate of return. The following criteria shall

be used in determining whether an expected rate of return is reasonable:

10
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(a) An expected rate of return for Florida business is to be considered reasonable

if, when sustained by the insurer for its business during the period for which the rates

under scrutiny are in effect, it neither threatens the insurer’'s solvency nor makes the

insurer more attractive to shareholders or investors from a corporate financial

perspective than the same insurer would be had this rule not been implemented, all

other variables being equal; or

(b) Alternatively, the expected rate of return for Florida business is to be

considered reasonable if it is commensurate with the rate of return anticipated for other

industries having corresponding risk and it is sufficient to assure confidence in the

financial integrity of the insurer so as to maintain its credit and, if a stock insurer, to

attract capital, or if a mutual or reciprocal insurer, to accumulate surplus reasonably

necessary to support growth in Florida premium volume reasonably expected during the

time the rates under scrutiny are in effect.

Specific Authority 624.308(1), 627.062(2)(b)4., 627.0651(2)(d),. FS. Law Implemented

624.307(1), 627.062(2)(b)4., 627.0651(2)(d).. FS. History—New 4-9-87, Amended 1-30-

91, Formerly 4-72.003, 4-170.003, Amended:
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