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Topics

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

• Why cost of reinsurance is insufficient.
• Discussion of a method for addressing 

the problem – a Florida example.
• 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.
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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

• Internal capital.
– Allocation to line and state.
– What is the proper rate of return?
– Usually less expensive than rented capital.

• Cat Bonds.
– Accounting treatment is problematic.
– Flows through investment accounts.
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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.
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Example

2,460,0001,050,0001,050,000Allowed Rate

10.0%0.6%10.0%Allowed ROE

2,460,0001,900,0001,050,000Needed Rate

2,310,00000Reins. Cost

50,000900,00050,000Cost @10%

500,0009,000,000500,000Capital Req.

600,00010,000,0001,500,000PML

100,0001,000,0001,000,000E(x)

Reins. HODirect HOAuto

Assumes no expenses and no investment income.

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

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

• 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.
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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.
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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.

• Significant 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 μ and σ, lower load.
– Less reinsurance, higher μ and σ, higher load.
– Fully reinsured would equal current load.
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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 μ and σ for net losses.
• Hurricane rate = μ + kσ + 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.
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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

• 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.
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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???
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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.
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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.
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And Then There is Cycle…

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

• 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.
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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.
• Market driven capacity charges due to industry 

concentrations.

• Is this a valid assumption for catastrophe 
prone lines?
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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.
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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”?
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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.

• 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.
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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.
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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.



CAS Ratemaking Seminar March 11, 2004

15

29

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/



CAS Ratemaking Seminar March 11, 2004

1

PL-8: Incorporating Reinsurance 
Costs and Risk Loads Into 

Personal Lines Rates

Rade T. Musulin
Vice President – Operations, Reinsurance, & Public Affairs

Florida Farm Bureau Insurance Companies

CAS Ratemaking Seminar
New Orleans, March 11, 2005

2

Topics

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

• Why cost of reinsurance is insufficient.
• Discussion of a method for addressing 

the problem – a Florida example.
• Can rates for catastrophe prone lines be 

regulated in the traditional manner?

3

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.

4

Limitations of Reins. Cost
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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 
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• Risk load is challenged; some rates reflect 
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2,460,0001,050,0001,050,000Allowed Rate
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500,0009,000,000500,000Capital Req.
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Reins. HODirect HOAuto

Assumes no expenses and no investment income.

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

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

• 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.

11

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.

12

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.

• Significant 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 μ and σ, lower load.
– Less reinsurance, higher μ and σ, higher load.
– Fully reinsured would equal current load.
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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 μ and σ for net losses.
• Hurricane rate = μ + kσ + 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.
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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

• 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.
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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???
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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.
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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.
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And Then There is Cycle…

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

• 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.
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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.
• Market driven capacity charges due to industry 

concentrations.

• Is this a valid assumption for catastrophe 
prone lines?
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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.
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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”?
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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.

• 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.
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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.
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Needed: New Thinking

• Develop tools for regulators to use which 
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• Build flexibility into regulatory systems to 
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69O-170.003 Calculation of Underwriting Profit Factor Investment Income. 

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

calculate underwriting profit investment income attributable to property/casualty 

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

the Office and the manner in which such investment income is used in the calculation of 

insurance rates by the development of an underwriting profit and contingency factor 

compatible with a reasonable rate of return.  

 (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. “Subline” means a 

type of insurance uniquely identified for purposes of establishing rates under Section 

627.062, F.S. 

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

subline” means insurance as defined in 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 subsequent to an 

accident year or report year. Insurer includes rating organizations licensed 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.  An underwriting profit and contingency factor can be 

positive or negative.   
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 (f) “P/S” shall denote premium-to-surplus ratio. 

 (g) “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 yield 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). 

 Each insurer shall determine separately for each subline of insurance the 

expected patterns of loss payments over time associated with insurance written in 

Florida. The determination shall be made using Florida accident year or policy year loss 

payment patterns, and must fairly represent the insurance loss transaction of the 

insurer. If Florida data is not credible or is inappropriate, the insurer may exercise 

reasonable actuarial judgment in utilizing other relevant data or procedures or may use 

the underwriting profit and contingency factors referred to in subsection (9) of this rule. 

 (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. 

 Each insurer shall determine YA, the expected investment income yield on 

invested assets representing unearned premium and loss reserves. The expected 

investment income yield, YA, shall be calculated using the quantities and formula below: 

     YA = YnWn + YoWo 

 Where: 
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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. 

Wn = 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 – Wn 

The above expected investment income yield, YA, shall be used for purposes of this 

rule unless evidence is presented that this quantity is not the investment income yield 

reasonably expected by the insurer.  

 (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.  

 Separately for each subline, each insurer shall, using the average date of 

premium remittance by the insured, determine the discounted value of the expected 

loss payment pattern determined in subsection (3) using the expected investment 

income yield, YA, calculated in subsection (4). The undiscounted pattern minus the 

discounted pattern for each subline is to be expressed as a percent of the expected 

subline premium that is associated with the series of loss payments over time. This 

difference is the investment income opportunity associated with the subline. 
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 (6) The standard methodology for selecting an investment income yield shall be 

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

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

expected after-tax investment income yield, YA, 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 

WN = 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 - WN 

   The investment income opportunities calculated in subsection (5) shall be used 

as follows to develop the underwriting profit allowance, to be used in rate filings: 

 (a) Select and specify the underwriting profit and contingency factor to be used in 

rate filings for the property insurance subline with the smallest investment income 

opportunity as calculated in subsection (5). If an insurer does not write property 

insurance in Florida, it shall use relevant data for such property insurance subline from 

areas other than Florida or shall use industry data, as determined by reasonable 
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actuarial judgment. The selected underwriting profit and contingency factor is presumed 

to give due recognition to property insurance investment income. An underwriting profit 

and contingency factor greater than the quantity five percent is prima facie evidence of 

an excessive expected rate of return and unacceptable, unless supporting evidence is 

presented demonstrating that an underwriting profit and contingency factor included in 

the filing that is greater than this quantity is necessary for the insurer to earn a 

reasonable expected rate of return. In such case, the criteria presented in subsection 

(7) shall be used by the Department of Insurance in evaluating this supporting evidence.  

(b) Determine the investment income differential between the property insurance 

subline and any other subline by subtracting the investment income opportunity for the 

property insurance subline as calculated in subsection (5) from the investment income 

opportunity for any other subline as calculated in subsection (5). 

(c) The underwriting profit and contingency factor for any subline other than that 

specified in paragraph (6)(a) shall be the underwriting profit and contingency factor for 

the subline from paragraph (6)(a), minus the investment income differential from 

paragraph (6)(b). An underwriting profit and contingency factor greater than this quantity 

is prima facie evidence of an excessive expected rate of return and unacceptable, 

unless supporting evidence is presented demonstrating that an underwriting profit and 

contingency factor included in the filings that is greater than this quantity is necessary 

for the insurer to earn a reasonable rate of return. In such cases, the criteria presented 

in subsection (7) shall be used by the Office in evaluating this supporting evidence.  

 (7) For 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, YA, calculated in subsection (6). Mathematically speaking, let 

dPPAPD denote the resulting discounted value for PPAPD and dSUBLINE denote such value 

for a given other subline. 

     An underwriting profit and contingency factor calculated in accordance with 

this rule is considered to be compatible with a reasonable expected rate of return on net 

worth. If a determination must be made as to whether an expected rate of return is 

reasonable, the following criteria shall be used in that determination: 

(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 policyholders 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. 

 (8) The discounted values dPPAPD and dSUBLINE 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 uPPAPD 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 uPPAPD 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 (uPPAPD) 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 uPPAPD by the P/S 

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

the given subline (denoted by P/SSUBLINE).  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: 

  uPPAPD  x  P/SPPAPD  /  P/SSUBLINE 

(c) Determine the investment income differential (denoted by IIDSUBLINE) 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: 

IIDSUBLINE  =  (dPPAPD  -  dSUBLINE)  /  dSUBLINE 

(d) Determine the investment income offset (denoted IIOSUBLINE) 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 PLRSUBLINE). (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, uPPAPD 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: 

 IIOSUBLINE  =  IIDSUBLINE  x  PLRSUBLINE 

(e) The underwriting profit factor for the given subline (denoted by uSUBLINE) shall 

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

subsection (8)(d).  Mathematically: 

uSUBLINE  =  uPPAPD  x  P/SPPAPD  /  P/SSUBLINE  -  IIOSUBLINE  

    =  uPPAPD  x  P/SPPAPD  /  P/SSUBLINE - IIDSUBLINE  x  PLRSUBLINE 

    =  uPPAPD  x  P/SPPAPD /  P/SSUBLINE - (dPPAPD - dSUBLINE) / dSUBLINE  x PLRSUBLINE 

     Each insurer filing insurance rates in Florida shall use an underwriting profit 

and contingency factor for each subline that is developed in accordance with this rule. 

The combined profit and contingency factor shall be quantified and stated as a single 

percentage factor. The entire factor and the component parts of the factors shall be 

justified by the insurer proposing to use the factor. 

 (9) For purposes of subsection (8), the P/SSUBLINE 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 
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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 

 

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

establish appropriate underwriting profit and contingency factors by annual statement 

lines or classes subject to this rule. Such factors shall be derived by using available and 

actuarially reasonable industry data. The factors shall be established by order and 

provided to all affected insurers prior to the date their use is required. Factors 

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

(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: 
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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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