Briefing 
Research Findings: Insurance Companies

Contact: Kelly Hawk, Community Protection Specialist

(208)387-5984
Executive Summary 
Insurance is the world’s largest “industry”, and composed of thousands of companies worldwide. In the U.S. insurance business is largely regulated at the state level, with some federal oversight. Generally laws constrain discussions between companies on maters such as rate structures, investments and specific proprietary matters. State laws dictate insurance products offered, cost of premiums, marketing, and other areas; companies do not enjoy wide discretion on these issues; though regulations between states vary widely.
Globally, insurance is a multi-billion dollar financial activity with complex connections, interactions, and cause-effect mechanisms within the international economy. Solvency of insurers, reinsurers, and retrocessionaires is tied to worldwide economic fluctuations and trends - and vice versa. The insurance framework is characterized as complex, multi-tiered, and statistically-based, whereby risk (potential loss from claims) is dispersed across geography and category. Risk holdings are adjusted continually using long term data and ratings information, forecasting models, and assessment of current economic trend data.

Property and casualty trends indicate weather-related damages account for most catastrophic losses in the last half of the 20th century as well as from 2000-2006. Terrorism and climate change issues have introduced increased risks and uncertainty into insurance markets, complicating basic actuarial foundations of the business. Unstable investment profits, reinsurance market declines, and shrinking surplus capital are of concern. As losses outpace profits, premiums increases, coverage reduction, and increased exclusions and restrictions are forecasted. Certain risk categories will be eliminated from business books altogether.        

Fire represents a minor loss category for insurers. Between 1986 and 2005, fire-related losses have accounted for 3% of “catastrophic” claim loss – defined as an incident costing $25 million or more. Wildland fire- related claims, as a discrete category, constituted a portion of this 3%.  Even the most costly wildland fire to date $2 billion for the Oakland-Berkeley Hills Fire- is dwarfed by Hurricane Katrina’s loss of  $41 billion. 

It is suggested discussion focus on opportunities and strategies for partnerships to further WUI fire loss prevention, mitigation and education activities, rather than discussion on scope, trends, or industry costs of the problem.  Public-private partnerships with a focus on education, land use planning, education and disaster preparedness are most widely beneficial, effective, and appropriate approach in discussions with insurance representatives.      

Economic Scope and Social Importance of Insurance
· The insurance “industry” is the world’s largest business interest, but is “nonmonolitic” (Mills, 2005) and varies widely across the world in terms of regulation, hazard exposures, and level of coverage. Affordable and available insurance is essential to world economic development, stability and cohesion. 
· Insurance companies are major investors in world markets; this activity enables companies to build and maintain essential capital and contributes significantly to the overall vigor of the U.S. and world economies.   

· Of several thousand insurance companies in the United States, about 20 major companies are dominant purveyors of home insurance products 
LEADING WRITERS OF HOMEOWNERS INSURANCE
BY DIRECT PREMIUMS WRITTEN, 2005

 INCLUDEPICTURE "http://www.iii.org/img/pxl.gif" \* MERGEFORMATINET 



($000)

	[image: image2.png]



Rank
	[image: image3.png]



Company/Group 
	[image: image4.png]



Direct premiums written (1) 
	[image: image5.png]



Market share (percent)

	1
	State Farm Mutual Group
	$12,835,980
	22.2%

	2
	Allstate Insurance Co. Group
	7,054,405
	12.2

	3
	Farmers Insurance Group
	3,936,087
	6.8

	4
	Nationwide Group
	2,703,828
	4.7

	5
	St. Paul Travelers Companies and Affiliates
	2,416,817
	4.2

	6
	United Services Automobile Association Group
	2,277,258
	3.9

	7
	Liberty Mutual Group
	1,716,041
	3.0

	8
	Combined Federal Ins. Co. and Affiliates (Chubb)
	1,611,232
	2.8

	9
	American Family Insurance Group
	1,434,809
	2.5 

	10
	Hartford Fire Group
	943,717
	1.6 

	(1) Before reinsurance transactions, excluding state funds.

Source: National Association of Insurance Commissioners (NAIC) Annual Statement Database, via Highline Data, LLC. Copyrighted information.  


INSURANCE SECTOR’S SHARE OF GROSS DOMESTIC
PRODUCT (GDP), 2001-2005
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Insurance carriers and related activities

	
Year
	
Total GDP
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Percent of total GDP

	2001
	$10,128.0
	$234.4
	2.3%

	2002
	10,469.6
	237.4
	2.3

	2003
	10,960.8
	255.0
	2.3

	2004
	11,712.5
	295.6
	2.5

	2005
	12,455.8
	296.1
	2.4

	Source: U.S. Department of Commerce, Bureau of Economic Analysis. 


United States Insurance Industry Laws and Regulation  
· The 1944 McCarran-Ferguson Act (15USC 1011) provided states predominant authority and discretion to regulate insurance business activities including anti-trust and taxation, approval of offered insurance products, marketing and underwriting practices, and coverage cancellation. These laws vary widely across states.
· The Federal government regulates “peripherals” within federal purview such as taxation, labor, and securities and investments, and those areas not regulated by the state (per the Sherman Act, the Clayton Act and the Federal Trade Commision Act). SEC oversees regulation of corporate investments; the FTC has jurisdiction over issues relating to anti-trust laws. This regulatory structure is over 50 years old. (Insurance Information Institute)  
· Pending legislation (S40, National Insurance Act of 2007, and companion House bill) would allow companies to choose between compliance with a federal regulatory structure and the state’s existing structure (Waddel, 2007)     

Insurance Structure
· Underwriting is based on the “law of large numbers” or law of averages: characteristics of a population (the probability of risk, or claim) are more confidently predicted as sample size (policies issued) increases. 
· Insurers utilize extensive statistical data on risks and specific rating indices to manage their “book of business”, or portfolio of assumed risk within a given category. Diversification of potential risk (claims) across multiple categories reduces extensive loss from any single incident

· The balance and apportionment of risk and liability is shifted and reapportioned continually within a preferred margin. “Reinsurance” accommodates transfer of excess liability by guaranteeing or insuring original policies. The primary insurer is then reimbursed for any claims paid on these reinsured policies. Re-insurers also carry their own insurance through a “retrocessionaire”.  

· By apportioning certain coverage or risk categories among several other organizations, an insurer avoids wide fluctuations in loss ratios, stabilizes underwriting results, and enjoys more latitude for medium and long-range planning. Affordable and available reinsurance allows companies to set higher limits on risk they assume.   

· Insurance organizations work to maintain a favorable “Insurer Financial Strength Rating (IFS) rating – also referred to as a “Fitch Rating”. The IFS, an international-scale rating, incorporates factors indicating overall organization financial health and stability (www.fitchratings.com) and grades an organization’s ability to meet its obligations. The IFS scale ranges from AAA (exceptionally strong) to D (almost insolvent). Reinsurance rates and corporate credit standings are affected by the IFS rating.   
 How Risk Is Calculated by Underwriters
· Risk: what is the probability a claim will be paid for a particular type of damage or loss?      
· Underwriters use long-term statistical analyses of loss frequency, severity, patterns, trends, and categories within a given zone Adjunctive predictive modeling tools are used. Insurance Services Organization (ISO) is one prominent proprietary database. Many, but not all U.S. companies use the ISO database. 
· ISO ratings are based the calculated Public Protection Classification (PPC) score. A PPC ranking of 1 indicates a superior level of fire protection, 10 is nonexistent. 
· To calculate the PPC, ISO visits communities to assess: 

· Fire alarm and communications systems  - community facilities and support for receiving and dispatching fire alarms 
· The Fire Department: Accounts for 50% of the PPCTM score. Distribution and capacity of suppression apparatus and personnel; apparatus number, type, pumping capacity, and reserve compliment; department staffing and training. 
· Assessment of the water supply accounts for 40% of an ISO rating. Adequacy of supply for suppression, water delivery infrastructure, hydrant size, type, and installation, water flow rates, etc.
· Insurance companies use the PPC to 

· Identify new underwriting opportunities.
· Review loss experience in specific rating territories.
· Offer or decline coverage, determine pricing and deductibles.  
· Federal agencies can help communities improve PPC ratings through funding for fire department training and equipment, as well as infrastructure improvements.  (ISO.org; J. Smalley, pers.comm. July 31, 2007) 

Distribution of  U.S. Communities by PPC Class n=46,703 
(Insurance Services Institute, 2007)
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U.S. PPC Rating Profile

· Thirty percent of rated communities are class 9 or 10 – minimum or no protection.
· Fifty-seven percent lie within classes 5,6, and 7 

· Communities may have split classifications: a 5 in developed areas, an 8b rating in rural zones. Classes are “banded” - a one or two step change may not affect insurance premiums- i.e. classes 5, 6 and 7 may all pay the same fire insurance premium.   
PPC Ratings For Selected States (ISO, 2006)
	State
	# Communities PPC Rating 9or 10
	% Of Total Rated Communities

	California
	80
	8.3%

	Colorado
	86
	14%

	Montana
	111
	26%

	Nevada
	30
	28%

	Utah
	31
	9%

	New Mexico
	205
	40%

	North Dakota
	514
	66%

	Oregon
	18
	4%

	S. Dakota
	440
	60%

	Wyoming
	43
	23%

	North Carolina
	552
	32%

	Georgia
	381
	33%

	Texas
	483
	21%


Profit and Loss 
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SELECTED INSURANCE INDUSTRY FINANCIAL ASSETS, 2005 ($Billions)
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· Homeowner policies have not demonstrated a profitable trend over time, but serve as a component of more lucrative umbrella policies. Between 1990 and 2006, insurers paid an average of $1.07 on each premium dollar collected; Florida Insurers paid $1.38 (Insurance Information Institute, 2007). Increased premiums and deductibles for catastrophe-prone areas, restrictive endorsements and exclusions (i.e mold) have modestly improved profits  (Moody’s Industry Outlook 2004).  
·  Because investment profits are a primary revenue source, industry profitability and health is directly tied to market expansion and contraction, and the corresponding availability of foreign and domestic capital to support underwriting (American Insurance Institute)
Current Industry Trends and Issues

· “Policy holder surplus” (PHS) is an index representing capital available to support assumed liability. In 2003 and 2004, PHS reached record highs $347 billion and $370 billion respectively. However, cumulative economic expansion and attendant increased insurance demand has stretched capital reserves. Consequently, the PHS is fully committed, and not truly a surplus (Insurance Institute of America).

· Relative to worldwide industry trends, “Insured and total property losses ($45 billion and $107 billion, respectively, in 2004) are rising faster than premiums, population, and economic growth” (Mills, 2005). 

· Most serious threats to insurer solvency: terrorism, potential liability for nuclear, biological, chemical and radiological threats, hurricanes and major earthquakes. (Hartwig, 2003)
· Insurance companies are adapting to the post - 9/11 environment in a number of ways. Insurers now actively anticipate and plan for $100 billion events, either incurred in a discrete incident or as a sequence of incidents (Hartwig, 2003)  
· Rising uncertainty serves to “complicate the fundamental actuarial and pricing processes that underlie well functioning insurance markets” (Mills, 2005). Liability issues related to terrorism (Hartwig, 2003) and climate change the single largest element of uncertainty in contemporary loss projections.   

· Insurers are likely to seek premium rate increases, reduce exposure, and tighten underwriting standards across all categories to reflect increased risks (Mills). 
Wildland Fire and Homeowner Insurance  
· Premiums for home insurance policies are calculated for the total compliment of household risks; fire insurance accounts for a relatively small portion of the total policy cost. 

· Premium discounts do not provide robust incentive for policy owner-initiated fire hazard mitigation. The total fire insurance portion of a premium can be as little as $80 per year; even a 50% discount on a fire insurance premium would be insufficient to offset a homeowner’s costs to implement key protections, such as installation or Class A roofing (Insurance Information Institute). 

· Rate increases are largely ineffective as a punitive tool to encourage hazard mitigation. Gaining approval for proposed increases is a lengthy, uncertain and costly process. States generally require extensive statistical documentation as to justification and need for a higher rate. In the end, any increases may show negligible financial benefit to the company (Smalley, 2007). 
· In statistical profiles comparing all loss categories, wildfire-related losses are not delineated from other fire losses unless a single wildfire event causes losses in excess of $25 million in estimated losses – the dollar threshold for “catastrophic loss” (Insurance Information Institute). 

· Losses from the June, 2006 Lake Tahoe fires are estimated at $25 million. In contrast, however, a month earlier, one weather system spawned tornadoes in five mid-western states over the course of a week, causing $260 million in claims.

· Because risk is dispersed, discrete major WUI incidents destroying multiple homes may not necessarily measurably impact individual companies. Several different firms may insure homes in a single neighborhood; in turn, any resulting claim losses may be reimbursed to the company by their reinsurer.   

· All categories of fire-related losses, including non-wildland residential, industrial, and institutional fires account for 3% of catastrophic claim losses. Wildfire-related claims and losses have accounted for a fraction of this total.

· From a purely actuarial perspective, residential properties are considered for risk wildfire risk only as part of a large cohort of similarly situated structures dispersed across a wide geographic region, not as individual units. With exception of some regional initiatives, inspection of individual residences prior to policy issuance is not a routine procedure (Smalley, 2007; Insurance Information Institute).   

INFLATION-ADJUSTED U.S. CATASTROPHE LOSSES BY CAUSE OF LOSS, 1986-2005 (1)

(2005 $ billions)

(
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· In 2002, 30% of all California homeowner’s insurance claims were water-related, costing $562.4 million in claims, with figures for 1999, 2000 and 2001 in similar ranges. Mold claims cost insurers $3 billion in 2002 (Insurance Information Institute).

· Industry analyses for 2003 and 2004 made specific mention of storm-related losses and mold claims, but no reference to wildfire-related incidents such as the 2003 San Diego fires.
	THE TEN MOST COSTLY CATASTROPHES, UNITED STATES (1)
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Insured loss ($ millions) 
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Dollars when occurred
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In 2006 dollars (2)
1

Aug. 2005 

Hurricane Katrina

$40,600

$41,910 

2

Aug. 1992

Hurricane Andrew

15,500

22,272

3

Sep. 2001

World Trade Center, Pentagon terrorist attacks

18,800

21,401

4

Jan. 1994

Northridge, CA earthquake

12,500

17,004

5

Oct. 2005

Hurricane Wilma

10,300

10,632

6

Aug. 2004

Hurricane Charley 

7,475 

7,978

7

Sep. 2004

Hurricane Ivan

7,110 

7,588

8

Sep. 1989

Hurricane Hugo 

4,195

6,820

9

Sep. 2005

Hurricane Rita

5,627

5,809

10

Sep. 2004 

Hurricane Frances 

4,595 

4,904

(1) Property coverage only. 
(2) Adjusted to 2006 dollars by the Insurance Information Institute.

Source: ISO; Insurance Information Institute.
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Date
	
Location
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Dollars when occurred (2)
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In 2006 dollars (3)

	Oct. 20-21, 1991
	Oakland, Alameda Counties, CA
	$1,700.0 
	$2,516.3

	Oct. 25-Nov. 4, 2003
	San Diego County, CA, "Cedar"
	1,060.0
	1,161.4

	Oct. 25-Nov. 3, 2003
	San Bernardino County, CA, "Old"
	975.0
	1,068.3

	Nov. 2-3, 1993
	Los Angeles County, CA
	375.0
	523.2

	Oct. 27-28, 1993
	Orange County, CA
	350.0
	488.3

	Jun. 27-Jul. 2, 1990
	Santa Barbara County, CA
	265.0
	408.8

	May 10-16, 2000
	Cerro Grande, NM
	140.0
	163.9

	Jun. 23-28, 2002
	Rodeo-Chediski Complex, AZ
	120.0
	134.5

	Sep. 22-30, 1970
	Oakland-Berkeley Hills, CA
	24.8
	128.9

	Nov. 24-30, 1980
	Los Angeles, San Bernardino, Orange, Riverside, San Diego Counties, CA
	43.0
	105.2

	Jul. 26-27, 1977
	Santa Barbara, Montecito, CA
	20.0
	66.5

	May 17-20, 1985
	Florida
	33.0
	61.8

	Oct. 23-25, 1978
	Los Angeles, Ventura Counties, CA
	15.0
	46.4

	Nov. 16-17, 1980
	Bradbury, Pacific Palisades, Malibu, Sunland, Carbon Canyon, Lake Elsinore, CA
	16.0
	39.1

	Oct. 9-10, 1982
	Los Angeles, Ventura, Orange Counties, CA
	16.0
	33.4

	Sep. 12-18, 1979
	Hollywood Hills, CA
	5.0
	13.9

	(1) Estimated insured losses.
(2) Effective January 1, 1997, Property Claim Services (PCS) defines catastrophes as events that cause more than $25 million of insured property damage and that affect a significant number of insureds and insurers. From 1982 to 1996, PCS used a $5 million threshold in defining catastrophes. Before 1982, PCS used a $1 million threshold. No catastrophic fires have occured since 2003.
(3) Adjusted to 2006 dollars by the Insurance Information Institute.

Source: Property Claim Services, ISO; Insurance Information Institute.


Most Costly Wildland Fires in the U.S., 1970-2006  ($ Millions)
LEADING STATES FOR WILDLAND FIRES BY NUMBER OF FIRES, 2006 (1)
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Number of fires
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Number of acres destroyed

	1
	Georgia 
	8,350
	40,199

	2
	California 
	8,193
	678,906

	3
	Mississippi 
	7,426
	178,963

	4
	North Carolina 
	5,422
	24,618

	5
	Florida 
	4,295
	200,083

	6
	Alabama 
	3,281
	55,900

	7
	Oklahoma 
	3,277
	321,359

	8
	Arizona 
	3,258
	177,403

	9
	Oregon 
	3,240
	526,043

	10
	Texas 
	2,869
	1,471,857

	(1) Year-to-date. As of December 17, 2006.

Source: National Interagency Coordination Center. 


	HOMEOWNERS INSURANCE LOSSES BY CAUSE, 2001-2005 (1)
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Cause of loss
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2003
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2004
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2005
Property damage
 
 

 
 
     Fire, lightning and debris removal

30.8%

32.6%

31.8%

20.5%

25.1%

     Wind and hail

21.7

20.7

25.5

51.2

45.0

     Water damage and freezing

22.3

21.5

21.9

15.7

16.8

     Theft

4.7

4.5

3.3

2.2

2.6

     All other property damage (2)

13.2

12.3

10.7

6.1

6.5

Liability
 
 
 
 
     Bodily injury and property damage

6.5

7.3

5.8

3.7

3.3

     Medical payments and other

0.7

0.8

0.8

0.7

0.7

     Credit card and other (3)

0.2

0.3

0.2

0.1

0.1

(1) Data exclude tenants and condominium owners insurance.
(2) Includes vandalism and malicious mischief.
(3) Includes coverage for unauthorized use of fund transfer cards, and forgery and counterfeit currency.

Source: ISO. 
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Conclusion and Suggestions for Summit Discussion
Information from a number of sources suggests wildland fire loss to residential and commercial structures represents a small portion of the total risk profile assumed by major American insurance firms. Mills (2005) characterizes wildfire as one category in a suite of climate change-related “small events” to include power outages, soil subsidence and landslides, permafrost thaw, and lightning strikes. Mills observes, “although large in aggregate, small events are rarely captured in these [catastrophic events] statistics” but acknowledges their significant cumulative economic and social impacts. However, with increasing uncertainty, new and unknown types of risks, more severe damages from familiar types of incidents, and the changes inherent with globalization, the insurance industry faces mounting significant and unprecedented challenges. These issues may serve to marginalize incident categories of lesser individual magnitude, at least at the national levels of company oversight. Addressing these smaller yet significant risks, such as wildland fire, may be best addressed at regional and /or locals, where impacts of such events are tangible and accentuated. 
Availability and affordability of insurance for WUI residents is to the benefit of local, state and federal agencies. Without coverage, homeowners could seek relief from other sources- litigation with local government and fire departments and claims against states.  With this in mind, it is essential to frame and address the WUI issue as a manageable situation, with many fully achievable and economically sensible options available to improve outcomes.     

Insurance Summit Discussion  Suggestions 
Mills (2005) cites the necessity of increasing public – private partnerships in areas including land-use planning, education, and disaster preparedness as part of an adaptive strategy in the face of  contemporary problems. Discussions should focus on partnerships in these areas; in particular, how companies can bring Firewise messages to policy holders. Firewise incorporates these three elements within its principles, and implementation of this program affords both insurers and policy holders opportunity to better understand why homes burn in WUI incidents – and factors that prevent these ignitions. Policy holders can implement straightforward steps to protect their homes. Insurance companies can prescribe reasonable and effective mitigation guidelines based on fire research and extensive field observations.   

Develop a clear message for executives.

· WUI incidents pose serious concerns for NASF, DOI and USFS.
·  Public and firefighter WUI fatalities and injury

·  Damage/ loss to natural resources

· Extensive state lands lost 

· WUI protection/ fire suppression costs

· Priority diverted from natural resource/healthy forest mission to WUI protection

· Political / legal consequences

· DOI, USFS and NASF seek to help reduce WUI losses through intensive outreach and education 
We are asking executives to:

· Consider Firewise education partnerships with NASF, USFS and DOI

· Recommend strategies to provide mitigation information and assistance to regional and local company and independent agents

· Provide opportunities for outreach to agents, professional associations, and clients in target, high wildfire risk areas.

· Disseminate Firewise information and endorse Firewise principles in communications with WUI policy holders.

· Help track and document mitigation activities successful in preventing loss.   

How would insurance companies benefit?

· Potential WUI loss reductions

· Companies need not cancel policies if WUI policyholders perform needed hazard mitigation -   focused education and outreach can eliminate barriers to taking action  

· Little or no cost

· Positive public service, publicity and name recognition  

Pre-summit considerations: 

· Be knowledgeable about and mindful of industry concerns and contemporary issues. 

· Emphasize the opportunities, not the problem. 
· Refrain from discussions regarding rates other related business matters.   

For the meeting:

Prepare and deliver appropriate pre-meeting information materials 14 days out, to include:

· Time-efficient agenda

· Issue Statement

· Goals and Objectives

· Important background information 

· Decision items for their consideration: We propose DOI does X, Y and Z. We are asking Insurance company to commit to A, B and C.     

· Have the meeting facilitated professionally 

· One day or less. 
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