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ABSTRACT
REGULATORY STRINGENCY AND MARKET

PERFORMANCE IN PRIVATE PASSENGER
AUTOMOBILE INSURANCE

By

Robert Warren Klein

The primary objective of the dissertation is to
investigate the role of regulatory stringency in state
regulation of private passenger automobile insurance rates
and determine its differential effect on market performance.
Previous studies on the effects of rate regulation in
automobile insurance have tended to group all states that
actively regulate rates together and treat their regulatory
policies uniformly. These studies have generally found that
rate regulation has had no effect on market performance but
there are serious questions as to whether their measurement
of regulation is adequate and the time period they have
eXamined is typical. 1In contrast to previous research, this
study exp]JiCitly controls for varying regulatory stringency
among gtates and over time so as to determine its
differential impact on performance.

In order to determine whether more stringent regulation

affects market performance, a direct and unambiguous measure



Robert Warren Klein

of regulatory stringency is incorporated into regression
equations seeking to explain interstate differences in the

ratio of losses incurred to premiums earned over the period

1973-1982. By utilizing a state regulatory requirement that

insurers discount their rates to reflect investment income
as an indicator of stringent regulation and a longer time
period, this study determines that greater regulatory
string ency does increase the ratio of losses to premiums.
Therefore, contrary to the general finding of previous

research, rate regulation does have a significant impact on

market performance in private passenger automobile

insurance. The study also concludes that the positive

effect of regulation on the loss ratio increased in
liability insurance and decreased in physical damage
insurance over the period 1973-1982, consistent with
predicted shifts in the stringency of regulation of these
two lines. In addition, the study finds that cost

exaggeration has worked somewhat successfully as a counter-

regulation strategy for insurers in liability insurance at

lower levels of stringency.
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CHAPTER ONE

INTRODUCTION

The role of government regulation in the economy has
been the subject of considerable theoretical and empirical
study. Very few subjects probably spark as much intense
debate among economists as the question of who regulation
serves and how it affects market performance. Those who
subscribe to the public interest theory of regulation
contend that regulation protects consumers' interests and
promotes economic efficiency. Capture theorists, on the
other hand, argue that regulation serves only producers'
interests and results in economic inefficiency. Lastly, a
pluralistic or coalition-building theory of regulation
suggests that the bias of regulation between consumers and
producers and its impact on performance will vary depending
upon economic and political conditions. Given the continual
stream of proposals for either regulation or deregulation of
various industries, it is critically important to expand our
understanding of how regulation affects the economy.

One industry attracting considerable empirical study
regarding the effect of price regulation on market
performance is the private passenger automobile insurance
industry. The automobile insurance industry provides a good
opportunity to isolate the effects of price regulation
because it is actively regulated by some states but not by

others, yet, at the same time, its basic characteristics are

1



fairly uniform across states. Previous studies of state
automobile insurance regulation have generally tested either
the public interest or capture theories of regulation. (1)
Their objective has been to determine how the existence of
rate regulation has affected premium levels or
profitability. These studies have essentially found that
rate regulation has had no discernible impact on premiums or
profitability. Hence, no support has been found for either
the public interest or capture theories of regulation.
However, this research suffers from a significant
shortcoming which limits the scope of its findings.

To date, no study has properly considered the
significance of the application of different levels of
regulatory stringency among states where stringency would be
measured by the proximity of the regulated rate to what
regulators perceive or accept marginal cost to be. There is
considerable evidence of varying stringency across states
and over time in automobile insurance rate regulation. It
seems that the effect of regulation on performance might be
quite different if regulators attempted to keep rates very
close to marginal cost than if they established rates
considerably exceeding marginal cost. Yet, the typical
approach is to effectively lump all states together that

actively regulate rates and treat their regulatory policies

1) A good survey of these studies is provided by Scott
Harrington, "The Impact of Rate Regulation on Prices and
Underwriting Results in the Property-Liability Insurance
Industry: A Survey," Journal of Risk and Insurance 51
(December 1984): 577-623.




uniformly. These studies have also tended to draw their
data from relatively short periods of time. This approach
only permits estimation of how rate regulation, on average,
has affected performance over a relatively short period of
time. It is possible that, by lumping all regulating states
together, the negative effect of particularly stringent
regulation on rates in some states is obscured or offset by
the effect of less stringent regulation in other states. In
addition, the use of a relatively short sample period might
cause one to incorrectly extrapolate the effect of
regulation during that period to other periods.

The question emerges: what is the differential effect
of greater regulatory stringency on performance? Does
greater regulatory stringency result in lower premiums and
profits? Does rate regulation only lower profits in those
states which have particularly stringent regulation? Has
the effect of regulation on performance shifted over time
due to changing stringency? It should be pointed out that
there is no assurance that more stringent regulation will
decrease profits if insurers can mislead regulators into
permitting them higher rates by exaggerating their costs.

Previous research leaves the above questions
unanswered. Even studies which have attempted to account
for regulatory stringency in some fashion have done so
inadequately by using ambiguous or implicit measures of
regulatory stringency which do not permit a sure test of its

significance. Consequently, despite the evidence of varying



regulatory stringency across states and over time, there is
no clear understanding of how it affects performance.

The failure to account for regulatory stringency in
previous studies is important because of the erroneous
implication that is drawn from the typical finding that
prior approval regulation has had no measurable effect on
market performance. That implication is that rate
regulation has had no effect in any state, or more
significantly, that rate regulation cannot affect
performance. (2) These conclusions are unwarranted if it
can be shown that greater regulatory stringency among states
that regulate rates has reduced profitability. An under-
standing of how regulatory stringency affects performance is
critical to an understanding of how rate regulation might
potentially affect performance in any given state.

The primary objective of the dissertation is to
investigate the role of regulatory stringency in state
regulation of private passenger automobile insurance rates
and determine its differential effect on market performance.
Contrary to the typical approach, this investigation will
not assume that states which regulate automobile insurance
rates do so with the same degree of stringency. Rather,
this study will explicitly control for different degrees ot
regulatory stringency among states using an unambiguous and

direct measure of regulatory stringency.

2) See tor example, Mark Nadel, "Auto Insurance: The
Irrelevance of Regulation," Regulation 6 (March/April
1982) H 37-420




It will be demonstrated that the degree of regulatory
stringency does make a difference in how rate regulation
affects market performance. Specifically, it will be shown
that greater stringency results in reduced profitability as
indicated by a higher ratio of claims incurred to premiums
earned. This implies that rate regulation is a relevant
factor in automobile insurance and that its potential impact
on market performance cannot be determined without

consideration of how stringent it will be.

Regulation and Regulatory Stringency

Under the traditional public interest theory,

regulation maximizes social welfare by correcting the
unfortunate allocative consequences of market failures,
principally natural monopoly. (3) In the case of natural
monopoly, it is more efficient to have one producer achieve
maximum economies of scale than several producers competing
for business. However, if left on his own, the monopolist,
to maximize profits, would choose a level of output below
and a price above that which would be considered optimal for
society. Regulation can force the monopolist to produce at
a socially optimal output level and enforce prices which
permit a rate of return just sufficient to attract the

amount of capital needed for the optimal output.

3) See, for example, James C. Bonbright, Principles of
Public Utility Rates (New York: Columbia University Press,
1961).
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In the 1950s, political scientists such as Bernstein
and Kolko postulated an alternative view of regulation

characterized as capture theory. (4) Under this theory,

based on observation of industries such as trucking and
railroads, regulation is initiated or acquired by the
regulated industry to serve its own interests rather than
consumers', This means that regulation will be used to
raise profits rather than maximize consumer welfare. Thus,
regulation promotes inefficiency and makes consumers worse
off. Later theoretical work by Jordan, Posner, and Stigler
gave analytical content to the capture hypothesis by
postulating an economic theory of regulation in which the
concentrated interests of producers tend to prevail over the
diffused interests of consumers in the transfer of wealth
through regulation. (5)

Peltzman subsequently formalized Stigler's model,
effectively modifying the capture position in an attempt to

develop a more general theory of regulation. (6) He showed

4) Marver H. Bernstein, Regulating Business by Independent

Commission (Princeton, N.J.: Princeton University Press,
1955); and Gabriel Kolko, Railroads and Regulation, 1887-

1916 (Princeton, N.J.: Princeton University Press, 1965).

5) William Jordan, "Producer Protection, Prior Market
Structure and the Effects of Government Regulation," Journal
of Law and Economics 15 (April 1972): 151-176; Richard
Posner, "Theories of Economic Regulation," Bell Journal of
Economics 5 (Autumn 1974): 335-352; George Stigler, "The
Theory of Economic Regulation," Bell Journal of Economics 2
(Spring 1971): 3-21.

6) Sam Peltzman, "Toward a More General Theory of
Regulation," Journal of Law and Economics 19 (August 1976):
211-240.




that, if there is positive consumer political opposition to
higher prices, regulators will not enforce a price-output
solution which will maximize industry profits. Rather,
regulators will set a price somewhere between the
competitive price and the profit-maximizing price. Where
the market price will be set between these two bounds will
depend upon cost and demand conditions and the relative
political sensitivities of consumers to price and producers
to profits.

Peltzman's work introduced a new consideration into the
study of regulation, the possibility that the bias of
regulation between consumers and producers might vary
between markets depending upon specific conditions within
those markets. This is really not a consideration in either
the public interest or capture theories. Under the public
interest theory, regulation is as pro-consumer as possible,
enforcing prices as low as possible without impairing
service or driving capital out of the industry. Under a
pure version of the capture theory, regulation would
presumably be as pro-producer as possible, restricting
output and raising price to the point of maximizing industry
profits. In Peltzman's model, however, the bias of
regulation is not fixed but is dependent upon economic and
political conditions.

A significant implication of Peltzman's work is that
the bias of regulation potentially becomes an important

factor in how regulation affects performance. 1In the public



interest and capture frameworks, where the bias of
regulation is essentially fixed or predetermined, the only
undetermined variable which make a difference in how
regulation will affect performance is where the market
output and price would be set in the absence of regulation.

Under the public interest theory, the effect of
regulation on the market rate will be determined by how far
the market price would exceed the socially optimal price in
the absence of regulation. Regulation should have no impact
on the market price in a structurally competitive market
because competitive pressures in the absence of regulation
would establish the socially optimal price. The less
competitive is the industry and the greater the market price
that would be established in the absence of regulation, the
greater the negative impact regulation will have on the
market price and profits.

Analagously, under a capture view of regulation, where
we would assume that producer protection is at a maximum,
the effect of regulation on the market price is determined
by how far it would fall below the industry profit-
maximizing price in the absence of regulation. The more
competitive is an industry and the lower the market price
that firms could sustain on their own, the greater the
positive effect regulation will have on price and profits.

In Peltzman's model, where the bias of regulation is
not given but is itself a variable subject to conditions

within the market, it is necessary to establish where both



the regulated price will be set and the unregulated price
would be set in order to determine the effect of regulation
on performance. 1In a competitive market, for instance, the
effect of regulation will be different if regulators choose
to set the market price near the competitive price than if
they set it near the monopoly price. Consequently,
Peltzman's model implies that the bias of regulation is an
important consideration in predicting the effect of
regulation on market performance in any given industry.

One could alternatively refer to the relative bias of
regulation between consumers and producers as the degree of
regulatory stringency where a greater bias towards consumers
would be equated with greater stringency. Under a strict
interpretation, the degree of regulatory stringency could be
measured in terms of the proximity of the regulated price to
the socially optimal price - the closer this proximity, the
more stringent regulation would be considered. In the case
of an industry with essentially constant costs, such as
property-casualty insurance, regulatory stringency could
thus be measured in terms of the proximity of the regulated
price to long-run marginal and average cost. (7)

Of course, if stringency is defined in this manner then
it would be tautological to talk about the effect of

regulatory stringency on market performance since stringency

7) Joskow has found evidence of constant costs in property-
liability insurance. Paul L. Joskow, "Cartels, Competition,
and Regulation in the Property-Liability Insurance
Industry,”"” Bell Journal of Economics 4 (Autumn 1973): 384-
388.
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would be essentially defined in terms of performance.
Alternatively, in this study, regulatory stringency is
measured in terms of the proximity of the regulated price to
what regulators perceive marginal cost to be (or at least
officially accept it to be). This is, arguably, a more
relevant definition of regulatory stringency in a world of
imperfect information in which regulators have to rely on
producers for estimates of costs.

When insurers submit rate filings which contain
estimates of their costs, regulators have to make some
judgement as to what costs actually are based on the
estimates provided. Regulators, in turn, determine what
they will accept as a reasonable rate based on what they
perceive costs to be. Since regulators are not as
intimately familiar with insurers' operations and the
factors that affect their costs as are insurers themselves,
regulators are at a disadvantage in terms of determining the
actual level of costs. Consequently, regulators could be
led to believe or at least be forced to accept cost inflated
estimates from insurers within reasonable limits because
they are not in a position to know or determine the true
level of costs with precise certainty. If regulators are
led to believe that costs are higher than they are, they
will be inclined to permit insurers a higher rate than they
would if they knew the actual level of costs.

Insurers might also offset the effect of regulation by

reducing their costs by reducing their quality of service.
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Specifically, insurers can reduce their service by
restricting claims settlement. The cost estimates that
regulators use to determine the allowable rate will assume
the current or historical level of quality associated with
those costs, unless other assumptions are explicitly made.
Once rates are approved, insurers will be able to increase
their profits by lowering their costs through reducing the
number of claims accepted. This will result in higher
profits than regulators intended as well as a lower ratio of
claims incurred to premiums earned.

Hence, the distinction between the actual level of
costs and what regulators perceive them to be becomes
significant if the possibilities of misinformation about
costs and quality reduction exist. Measuring regulatory
stringency by the difference between the regulated price and
what regulators perceive marginal cost to be conceptualizes
it in terms of what regulators seek to accomplish rather
than what they actually do accomplish.

Defining regulatory stringency in this manner leaves
open the possibility that greater stringency will not have a
differential effect on performance. It will be demonstrated
that insurers will be induced to file inflated cost
estimates if they can obtain a higher rate and higher
profits from regulators by doing so. Insurers might also
increase their profits at a given rate level by reducing
costs through reducing quality of service. In both cases,

actual costs turn out to be less and profits higher than
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what regulators thought they would be. Under the first
strategy, insurers seek to get a higher rate and higher
profits by exaggerating what their costs are based on their
current level of quality. Under the second strategy,
insurers seek to increase profits at a given rate by
subsequently lowering their quality and costs below levels
assumed by regulators when they approved that rate.

The possibility of either of these events means that
regulators may not be able to achieve the desired
relationship between rates and actual costs. In other
words, greater regulatory stringency may not affect
performance if it can be offset by inflated rate filings or
reduced quality of service. The objective of this study is
to determine whether greater regulatory stringency in
automobile insurance has, indeed, affected performance or
not. This study, then, is ultimately a study of whether
insurance regulators can achieve their intended objectives.

Unfortunately, for empirical purposes, good data is not
available on the actual difference between the regulated
rate and the regulatory perception of marginal cost in each
state. However, a reasonable indicator for stringent
regulation - the existence of a state regulatory requirement
that insurers discount their rates for investment income -
is available. It will be demonstrated that imposing such a
requirement on insurers implies more stringent regulation,
all else equal. Since some regulating states have such a

requirement and others do not, it can be used to distinguish
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greater regulatory stringency in order to determine its

differential impact on market performance.

Study Design

The dissertation is developed in the following manner.
Chapter Two reviews various aspects of the automobile
insurance product and the structure of the industry relevant
to the study. Chapter Three examines the historical
development of state regulatory institutions in property-
liability insurance, discusses the movement towards more
stringent regulation in some states, and 1looks at the
relationship between stringency and regulatory policies
toward inclusion of investment income in rate making which
is useful for empirical purposes. Chapter Four examines, in
greater depth, anecdotal evidence of particularly stringent
regulation in several states over the last decade. Chapter
Five reviews previous studies of automobile insurance
regulation and shows how these studies have failed to
adequately measure the differential impact of greater
regulatory stringency on market performance.

Chapter Six presents a theoretical model of the
automobile insurance market under regulation which analyzes
the role of regulatory stringency in determining market
performance. This analysis, which adopts Peltzman's model
to automobile insurance, demonstrates that rate regulation

will reduce profits only if that regulation is relatively
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stringent and is not offset by insurers filing inflated cost
estimates or reducing their quality of service.

Chapter Seven presents an empirical estimation of the
model which tests the hypothesis that greater regulatory
stringency reduces profitability. The ratio of losses
incurred to premiums earned serves as an indicator of
profitability. The existence of a state regulatory
requirement that insurers discount rates for investment
income is used to indicate higher stringency. The empirical
evidence presented here supports the hypothesis that greater
regulatory stringency has generally raised the loss ratio.
Further analysis indicates that the positive effect of rate
regulation on the loss ratio has increased in automobile
liability insurance and decreased in automobile physical
damage insurance over the last decade, consistent with a
predicted shift in the relative stringency of regulation of
these two lines.

Chapter Eight offers conclusions and discusses policy
implications and areas for further research. We now turn to

a basic review of the automobile insurance industry.



CHAPTER TWO

THE PRIVATE PASSENGER AUTOMOBILE INSURANCE INDUSTRY

Private passenger automobile insurance is the
preeminent property-casualty insurance line with direct
written premiums of $43.5 billion in 1984 which represented
roughly 36 percent of total premiums written in the
property-casualty insurance industry. (1) Commercial
automobile insurance accounted for an additional $9.1
billion in written premiums in 1984. (2) Automobile
insurance is further divided into two sublines or major
coverages -- liability and physical damage insurance. In
1984, private passenger liability insurance premiums came to
$25 billion and private passenger physical damage premiums

were $18.5 billion. (3)

The Product
Liability coverage indemnifies the insured against any
legal liability he may incur for personal injury or property

damage caused by the negligent operation of his

1) "Property-Casualty Insurance - 1985." Best's Review
Property/Casualty Edition, July 1985, p. 15.

2) 1Ibid.
3) 1Ibid.

15
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automobile.(4) Liability coverage will also cover any
bodily injury or property damage (excluding damage to his
automobile) that the insured may suffer through his own
negligence. Liability coverage is typically sold with some
sort of financial limits on the total indemnity undertaken
by the insurer.

Some states have modified the tort law relating to the
negligent operation of an automobile by enacting no-fault
statutes. A no-fault law makes drivers responsible for
their own damages in the event of an accident regardless of
who is at fault. A "true" no-fault law allows injured
drivers to sue for medical costs and for "pain and
suffering"” only after a certain threshold has been reached.
Some states have "add-on" systems in which drivers are
responsible for their own damages but there is no threshold
on tort suits. Liability coverage in no-fault states is
modified to reflect the different system. The objective of
a no-fault law is to reduce costs by restricting the ability
to sue for damages. The belief is that restricting the
ability to sue for damages reduces the amount of litigation

expense and expedites the process of settling claims. (5)

4) For further background information on private passenger
automobile insurance see J.D. Long and D.W. Gregg, eds.,
Property and Liability Insurance Handbook (Homewood, Ill:
Richard D. Irwin, Inc., 1965).

5) See U.S. Department of Transportation, Office of the
Secretary of Transportation, Compensating Auto Accident
Victims: A Follow-up Report on No-Fault Auto Insurance
Experiences (Washington, DC: Government Printing Office,
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Physical damage insurance compensates the insured for
losses suffered due to physical damage to his automobile,
regardless of who is at fault. Collision insurance covers
the damage caused by collisions with other vehicles or
objects. Comprehensive insurance covers damage not caused
by a collision but damage caused from other events such as
vandalism, theft, fire, and weather. Both collision and
comprehensive coverages can be purchased with deductibles
which is some stated dollar amount of any loss that the
insured must bear. Deductibles can range from $50 to $500
and can substantially lower premiums by relieving insurers
of the expense of handling small claims.

The quality of service that an insured will receive
from an insurer on a given policy can vary several different
ways. One important variable is the way in which an insurer
handles first-party claims. Insurers can choose to closely
scrutinize claims or be somewhat lax. Greater laxity will
tend to result in more marginal claims being accepted or
higher settlements being paid. 1Insurers can also vary the
speed with which claims are settled. Lastly, insurers can
provide or withhold additional services to policyholders
such as delivery of policies, low-cost financing of
premiums, and special informational services.

Automobile insurance policies are typically written for
six-month or one-year terms. In most states, insurers are
severely restricted in their ability to cancel existing

policies. Insurers generally do have relatively wide
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discretion when it comes to renewing expired policies, or
writing new policies, however. Michigan is somewhat of an
exception in this case in that automobile insurers are
required to accept applicants unless they have particularly
bad driving records or have been convicted of fraud.

Insurers are somewhat selective in who they will write
coverage for when they are allowed to be. In some cases
insurers will refuse to write coverage for a particular
individual who is felt to be too risky because of a
particularly bad driving record or some other undesirable
characteristic. Understandably, insurers will not find it
profitable to underwrite risks where the rate generated by
their existing rating system will not cover the expected
cost. Persons who are unable to find coverage in the
"voluntary market" must either remain uninsured, forgo
owning an automobile, or resort to the "residual market."
Every state has some sort of mechanism such as an assigned
risk plan or joint underwriting association through which
drivers, unable to get coverage in the voluntary market, can
be "assigned" to a specific carrier or insured through a

pooling arrangement among all the carriers in the state.

Costs of Production

The expected cost of an automobile insurance policy is
equal to the expected loss on the policy plus provisions for
selling, loss adjustment, and general administrative

expenses and profit. The expected loss on a policy should
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be the primary component of the total expected cost. The
expected loss is a function of the pfobability that an
accident claim will be made and the expected severity of
that claim. The probability of an accident and its expected
severity is a function of many factors, some under the
control of the insured, others not. The individual's own
driving habits are a very important factor affecting his
expected loss. Where a person drives can also have a
significant impact on loss experience, reflecting such
factors as tratffic density, road conditions, and traffic law
enforcement.

The expected severity of a claim in dollar terms will
be influenced by the cost of associated goods and services.
Bodily injury claim costs are affected by the level of
physicians' fees and hospital room rates. Collision and
comprehensive claim costs are atfected by the cost of
replacing or repairing damaged vehicles. The expected loss
for a policy will also be affected by varivus terms and
restrictions put on the policy such as financial limits,
whether medical benefits are coordinated with the insured's
health insurance policy, and deductibles.

The expenses involved with selling and servicing an
automobile insurance policy can be split roughly into three
components -- selling expense, loss adjustment‘expense, and
general expense. Selling expense refers to the cost of
those services directly associated with selling a policy.

This involves basic paperwork, validation of the applicant's
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driving record, advertising, and agents' commissions or
salaries. Loss adjustment expense refers to those costs
incurred in processing claims. Processing claims involves
such activities as basic paperwork, investigation,
negotiation, and litigation. Any expense which is not
directly associated with selling policies or settling claims
is lumped into the category of general administrative
expense. This would include costs associated with basic
administration of the company, taxes, fees, and depreciation
or rental of buildings and equipment.

The expense incurred on a given policy has both fixed
and variable components with respect to the expected loss.
A certain amount of paperwork is required in selling a
policy regardless of the size of the expected loss or
premium. On the other hand, agents' commissions are
generally paid as a flat percentage rate of the premium.
Similarly, a certain amount of paperwork is required with
every claim, no matter how small. However, some loss
ad justment expense will vary with the size of the claim --
more expensive claims will tend to generate more
investigation and litigation. Because certain components of
expenses are fixed tor a given policy or claim, expenses
will increase less than proportionately with the expected

loss on a given policy. Consequently, the ratio of expense
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costs to lost costs should decrease for a policy as the loss
cost increases. (6)

Other factors can affect the ratio of expenses to
losses besides the size of the average loss. As mentioned
earlier, the existence of a no-fault statute can reduce
litigation expense. The type of marketing system that an
insurer uses can also affect their expenses.

Automobile insurance is essentially marketed under two
different systems. Some insurers use the independent agency
system to sell their policies. An independent agent can
have contracts with a number of different carriers to sell
their policies and provide associated services in return for
a commission on premiums. Other insurers are direct
writers. Direct writers sell policies through the mail or
employ agents that sell policies exclusively for them.
Studies indicate that direct writing offers certain cost
savings over the agency system in terms of lower commissions
and greater efficiency in recordkeeping and claims
service.(7) For this reason, the expenses on a given policy
will be lower for a direct writer than for an agency
company. This also means that the greater the share of a

market held by direct writers, the lower total market

6) M. Pauly, H. Runreuther, and P. Kleindorfer, "Regulation
and Quality Competition in the U.S. Insurance Industry."
April 1984.

7) J.D. Cummins and J. VanDerhei, "A Note on the Relative
Efficiency on Property-Liability Insurance Distribution
Systems," Bell Journal of Economics 10 (Autumn 1979): 709-
19.
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expense costs will be in relation to total market loss
costs.

With their relative cost advantage, the market share of
direct writers has increased gradually. 1In 1984, direct
writers accounted for 60.7 percent of total automobile
insurance premiums written nationally, compared with 45.1
percent in 1970. (8) The question which emerges here is why
direct writing has not completely replaced the agency
system, given the greater cost efficiency of direct writing.
It may be that agency companies are somewhat protected from
price competition from direct writers because consumers are
reluctant to transfer their business from their independent
agent and their agency insurer. (9) There are several
possible factors behind this. Some consumers may simply
prefer to stay with an independent agent with whom they have
had a long personal association. They may or may not be
aware that they could save money by insuring with a lower-
price direct writer. There is evidence that many consumers
lack good information about the market and are unaware that
there are price differences among insurers. (10) Some

consumers also fear that a new carrier, with whom they have

8) A.M. Best Company, Best's Insurance Management Reports
Property/Casualty On-Line Reports, 17 (Oldwick, N.J.: A.M.
Best Company, August, 15, 1985).

9) J.D. Cummins, D.M. McGill, H.E. Winklevoss, and R.A.
Zelten, Consumer Attitudes Towards Auto and Homeowners
Insurance (Philadelphia, P.A.: Univ. of Pennsylvania,

1974): 11-27.
10) Ibido, pp- 62"73.
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not had a long association, will be more likely to cancel
them if they submit a claim. (11)

Start-up costs appear to be relatively minimal in
property-liability insurance. Unlike in manufacturing, the
physical facilities needed to run an insurance company are
relatively modest. Some insurers advertise a great deal but
many do not. Many agency companies rely on agents to market
their product for them. The minimal financial surplus
requirements for licensing in most states are relatively
low, ranging generally between $500 thousand and $3 million.
Consistent with these facts, Joskow found scale economies
within the property-casualty industry not to be significant
either for agency companies or direct writers, implying that
new firms can enter the industry at a relatively small scale

and still be cost competitive with existing firms. (12)

Profitability and Investment Income

The premiums earned by an insurance company can be
split into three components -- losses, expenses, and
underwriting profits. Total underwriting profits are equal

to premium minus losses and expenses,

(201) ZuSP‘L‘E,

where

T1) 1b1d., pp. 94-101.
12) Ibid., pp. 384-388.
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total premiums,

total losses,

< B o o
]

total expenses,

Zu = total underwriting protit.

The loss ratio is equal to losses divided by premiums
and serves as a reasonably good indicator of the overall
efficiency of the market. It indicates the amount ot loss
protection received for a dollar of premiums paid.
Smallwood, among others, has characterized the loss ratio as
the inverse of the "actuarial" price of insurance. (13) A
higher loss ratio indicates a higher return to consumers in
terms of loss protection received for a dollar of premiums
paid. The loss ratio is also inversely related to the
underwriting profits. If expenses are fixed, a higher loss
ratio indicates lower profitability from underwriting alone.
Because some expenses are difficult to allocate on a by-line
and by-state basis for companies which write insurance in
more than one state and in more than one line (which most
insurers do), it is virtually impossible to calculate
meaningful standard profit measures (such as rate of return
on net worth) on a by-line and by-state basis.

Consequently, loss ratios are typically used as indicators

of profitability and market performance at this level.

13) Dennis E. Smallwood, "Competition, Regulation and
Product Quality in the Automobile Insurance Industry," in
Promoting Competition in Regulated Markets, ed. Almarin
Phillips (Washington, D.C.: Brookings, 1975): 285.
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The expense ratio is equal to expenses divided by
premiums. The underwriting profit margin is equal to
underwriting profit divided by premiums and can be obtained

by subtracting the loss and expense ratios from 1,

(2.2) Zu/P =1 -L/P - E/P.

The lower are premiums in relation to loss costs, the higher
the loss ratio will be. 1If savings in expenses are achieved
through some efficiency and are passed on to consumers
through lower premiums, the result will be a higher loss
ratio.

The loss ratio is not a perfect measure of
profitability, however. If the expense ratio is not the
same in two different markets, then comparison of the loss
ratios between these markets will not accurately reflect
differences in profitability. Pauly, Kunreuther, and
Kleindorfer have pointed out that the loss ratio will be
higher for states with higher accident rates if underwriting
expenses increase at a less than proportionate rate with a
consumer's expected loss. (14) This means that the same
loss ratio would leave a greater underwriting profit margin
in a high loss state than in a low loss state.

Consequently, the use of loss ratios to draw inferences

about interstate differences in profitability will be flawed

14) Pauly, et.al., "Regulation and Quality Competition."
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to the extent that there are differences in expenses between
states unless these differences are controlled for.

Premiums are not the only source of revenue for
insurers. Premiums held until losses are paid as well as
any surplus can be invested which also yields income.
Therefore, total profits are equal to premiums plus

investment income minus losses and expenses,

(2.3) Z, = P+1-1L-E,
(204) Zt = Zu + I,
where

I = investment income,

Z,_ = total profits.

Investment income reduces the profit margin that
insurers need to earn on their underwriting alone to sustain
a given rate of return on net worth. As the necessary
underwriting profit is reduced, so too is the amount of
premiums needed to generate that profit. As premiums are
reduced in relation to loss costs, the ratio of losses to
premiums will increase. Thus, greater investment income
means that a higher loss ratio can be sustained without
impairing overall profitability.

Investment income has been significant in the property-
casualty insurance industry in recent years. In 1984,

property-casualty insurers earned net investment income in



27

excess of S$19 billion, representing 16.4 percent of earned
premiums. (15) Indeed, for the years 1980-83, the industry
sustained losses and expenses that exceeded premium income,
yet earned positive rates of return on net worth averaging
10.5 percent because of investment income. (16) Because of
the importance of investment income in insurers' financial
picture, a state's regulatory policy on inclusion of
investment income in rate making formulas is potentially
significant. The significance of state regulatory
requirements with respect to investment income and their
relationship to regulatory stringency is discussed in the

next chapter.

Market Structure

In terms of its basic market structure, the automobile
insurance industry appears to be relatively competitive. In
excess of 860 independent companies or groups of affiliated
companies sold private passenger automobile insurance in the
U.S. in 1984. (17) Concentration in the industry on a
national basis might be considered relatively moderate. The
top four insurer groups accounted for 37.2 percent of the

total premium written nationally in private passenger

15) Insurance Information Institute, 1984-85
Property/Casulty Fact Book (New York: Insurance
Information Institute, 1984): 19.

16) 1Ibid., p. 32.

17) A.M. Best Company, Best's Aggregates and Averages
Property/Casualty Edition (Oldwick, N.J.: A.M. Best
Company, 1985): 2.
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automobile insurance in 1984, while the top eight groups had
a combined market share of 46.0 percent. (18) Concentration
in the industry has been increasing over the last decade,
however. In 1975, the four-firm and eight-firm
concentration ratios were 31.9 percent and 43.7 percent,
respectively. (19)

The relevant market for automobile insurance is more
accurately delineated at the state level, however, given
that there are barriers to the sale of automobile insurance
across state boundaries. Each state imposes its own
licensing and regulatory requirements and consumers must
purchase coverage from an insurer licensed in their state,
typically through a licensed agent who has contracted to
sell insurance for that insurer.

Concentration runs higher on a statewide basis than on
a national basis. A 1981 study showed that almost all
states met Kaysen's and Turner's detinition of structural
oligopoly in private passenger automobile liability and

physical damage insurance with four-firm concentration

18) Virginia Vogt, "Automobile Insurance Premium
Distribution - 1984, " Best's Review Property/Casualty
Edition, August 1976, p. 10.

19) "Automobile Insurance In 1975," Best's Review
Property/Casualty Edition, August 1976, p. 10.
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ratios in excess of 50 percent and twenty-firm concentration
ratios in excess of 75 percent. (20)

Entry barriers should be fairly low in automobile
insurance, to the extent that start-up costs are minimal and
scale economies are not significant. Still, even agency
insurers have to make some minimal investment in order to
write automobile insurance in a state which would not be
recoverable upon exit from the market. Contracts have to be
set up with agents, rating manuals distributed, central or
regional office facilities may have to be expanded to handle
the additional policies. Entry for direct writers into a
particular state is more difficult than for agency companies
since direct writers have to set up an agent network and
undertake advertising.

Perhaps a more important barrier to entry for both
agency companies and direct writers is an informational one,
however. Some uncertainty will exist as to what an
insurer's costs will be in different areas of a state until
they acquire several years of experience. Insurers can
elect to use the rates filed by the rating bureau but this
also tends to support concerted pricing. Insurers will have
some hesitation about entering a state if they are

unfamiliar about conditions within that state. The required

20) J. W. Wilson and J. R. Hunter, Investment Income and
Profitability in Property/Casualty Insurance Ratemaking
(Washington, D.C.: J.W. Wilson and Associates, Inc., Janury
1983): appendix, 62-72; and C. Kaysen and D.F. Turner,
Antitrust Policy: An Economic and Legal Analysis
(Cambridge: Harvard University Press, 1959): 30.
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investment in learning about a state's conditions will tend
to dissuade short-term entry and exit.

These facts, along with the moderate level of
concentration in every state, implies that automobile
insurers may have some limited ability to charge
supracompetitive prices and earn positive economic profits.
(21) This means that there may be some opportunity for
regulation to have a negative impact on rates and a positive
effect on loss ratios without causing insurers to sustain
losses. However, there is no evidence to indicate that
concentration and entry barriers are sufficiently high for
insurers to enable them to wield considerable market power
in any state market. Hence, the potential effect of even
highly stringent regulation on rates and loss ratios is
probably limited unless rates are driven below costs.

With the basic product and structural characteristics
of the automobile insurance industry now layed out, the next
chapter reviews the historical evolution of regulatory

institutions and policies in the industry.

21) See J.W. Wilson, "Competition in the Insurance
Industry," testimony given before the Subcommittee on
Monopolies and Commercial Law, Committee on the Judiciary,
U.S. House of Representatives, Washington, D.C., September

13, 1984.



CHAPTER THREE

HISTORICAL DEVELOPMENT OF RATE REGULATION

This Chapter reviews the historical evolution of rate
regulatory institutions and policy in the property-casualty
insurance industry. This review serves two purposes. One,
it familiarizes the reader with the basic regulatory
institutions of the industry and provides a context for
subsequent theoretical and empirical chapters on automobile
insurance. Two, it presents a pattern of increasing
regulatory stringency during the industry's history in at
least several states and discusses several economic,
political, and institutional aspects of this development
which are useful in interpreting empirical evidence obtained

in this study.

Early Attempts at Concerted Pricing

The evolution of property-casualty insurance regulation
in the U.S. is intertwined with the industry's attempts at
concerted pricing. Insurers argued that cooperative rating
was necessary to eliminate destructive price competition
that would result in inadequate rates and insolvency.

Local associations of agents formed as early as the mid-
17008 for the purpose of fixing rates and commissions for

fire insurance which was the principal form of insurance at

31
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that time. (1) Participation and compliance in these
associations was poor, however, and they generally were
unsuccessful in their attempt to stabilize rates. The first
national association, the National Board of Fire
Underwriters, was formed in 1866 with the stated objective
of establishing and maintaining uniform rates and
commissions to agents and brokers. (2) But, like its
predecessors, membership in the NBFU was voluntary and it
was difficult to force a large number of insurers to adhere
to the Bureau rates. Consequently, the NBFU was temporarily
disbanded in 1877.

The failure of the NBFU was followed by a shift in rate
fixing efforts back to local and regional insurer
associations. (3) Rating by schedules and daily reporting
were among the devices used by these organizations to
facilitate their control over rates. However, once again,
several factors worked to undermine the effectiveness of
these associations. Member companies lacked sufficient good
faith to adhere to agreements voluntarily and the threat of
fines and expulsions was not sufficient to bring about
compliance. Competition from non-affiliated insurers

further diminished the effectiveness of the associations and

1) Edwin W. Patterson, The Insurance Commissioner in the
United States: A Study in Administrative Law and Practice
(Cambridge: Harvard Univ. Press, 1927): 522.

2) Frederick G. Crane, Automobile Insurance Rate
Regulation: The Public Control of Price Competition
(Columbus, O.H.: The Ohio State University, 1962): 53-54.

3) 1Ibid., p. 54.
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undermined their cohesion. Lastly, the fact that agents
controlled the placement of business and the quoting of
rates put upward pressure on commissions and downward
pressure on rates. Agents had an incentive to quote low
rates to increase their sales and the resultant commissions.
Insurers, in turn, were induced to increase the commission
rates paid in order to induce agents to place business with
them. Eventually, each insurer began to internally control
the quoting of its own rates which eliminated any potential
for market failure that might have been present under this
arrangement, however.

The insurer compacts encountered an additional threat
in the late 1800s in the form of state anti-compact laws.
This was a period of rising public concern about the
concentration of economic power that led to the passage of
the Sherman Act. This antitrust concern also focused on the
insurer compacts. The insurance industry had been exempted
from federal antitrust prosecution by the U.S. Supreme

Court's decision in Paul v. Virginia in which it ruled that

insurance was not commerce. (4) However, no such exemption
existed at the state level. Between 1885 and 1913, 23
states enacted legislation which outlawed agreements between
insurers or agents to set rates. (5) In return, insurance
companies used a number of devices to evade the anti-compact

laws and the conclusion is that the laws were generally

4) Paul V. Virginia, 8 Wall 168 (1869).

5) Crane, Automobile Insurance, pp. 54-55.
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ineffective in stemming attempts to fix rates even if those
attempts were not very successful. (6)

The failure of voluntary attempts at price fixing and
the fear of the anti-compact laws caused insurers to look to
state rate regulation as a means to sanction as well as
enforce rate uniformity. At that time, insurance regulation
was essentially confined to state licensing of insurers and
the collection of premium taxes. (7) Legislative
investigations into the need for rate regulation were
conducted in New York, Wisconsin, and Illinois in the early
1900s. The New York investigation, conducted by a joint
legislative commission known as the Merritt Committee, drew
conclusions very similar to positions that had been taken by
the insurance industry. The Committee concluded that
cooperative rate making was essential to avoid the ruinous
economic consequences of unbridled competition. (8)

The Committee advocated legislation permitting state
supervised joint rate making. Based upon these
recommendations, legislation was enacted in New York which
prohibited unfair rate discrimination and rebates and

permitted the fixing of fire insurance rates in concert

6) Ibid.

7) Patterson, Insurance Commissioner, pp. 57-268.

8) New York State Legislature, Report of the Joint
Committee of the Senate and Assembly of the State of New
York, Appointed to Investigate Corrupt Practices 1n
Connection with Legislation and the Affairs of Insurance
Companies, Other than Those Doing Life Insurance Business
(Albany: New York State Legislature, 1911).
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through rating bureaus. The concern about discrimination

stemmed more from a concern about the use of selective

discounts as a competitive device than a concern about

actual fairness in pricing. Rating bureaus were required to

file their rates with the superintendent of insurance who

had the authority to order the removal of any

discrimination. Although the superintendent of insurance

could disapprove rates after they were filed, prior approval

was not required at this time. Similar rate regulatory laws

were soon passed in several other states.

Despite the pronouncements regarding the industry's

tendency towards excessive competition and the public

interest in cooperative rate making and rate regulation,

little supporting evidence of this tendency was provided.

This landmark (the Merritt Committee) investigation in
the development of insurance regulatory techniques
resulted in legislation which clothed the rating
bureaus with legal authority and made rate filings
compulsory. While fire rate wars were characterized as
fierce and open competition denounced as weakening to
the companies, surprisingly little documentation to
support the charges is found in the Report of the
Committee itself. Further, while there appeared to be
a natural disposition to blame all the industry's ills
upon rate competition, there was surprisingly little
consideration paid to other possible causes of
insolvency, such as mismanagement of funds, inadequate
loss statistics, or inadequate capital and surplus
requirements. (9)

In 1914, the National Convention of Insurance

Commissioners (which subsequently became the National

9)

Donald P. McHugh, "The Role of Competition in Insurance

Rate Making," address before the NAIC Zone II Meeting, April

3,

1959, p. 7.
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Association of Insurance Commissioners) adopted four model
bills which were recommended to the states for the
development of a supervisory system for fire insurance
rates. (10) A number of states drew upon these bills in the
formulation of their own regulatory scheme. Bill No. 1
provided for the supervision of rate making bureaus,
including the power to examine, and for the disclosure of
information to the public. Bill No. 2 prohibited price
discrimination by a company or a rating bureau. Bill No. 3
required every company to maintain or cooperate in a rating
bureau. Bill No. 4 required that the rating bureau inspect
every risk rated by it upon a schedule. Two additional
bills which would have expanded the regulatory authority of
the insurance commissioner were considered but not adopted.
Bill No. 5 would have prohibited insurers or rating bureaus
from agreeing as to rates unless such an agreement was in
writing and was filed with the commissioner who could
disapprove the agreement. Bill No. 6 would have authorized
the commissioner to review any bureau rate as to whether it
was discriminatory or unjust.

State rate regulation of property-casualty insurance,
as it subsequently evolved in the various states, had two
important features. First, the rating organizations were

almost an adjunct of the regulatory mechanism. Some states

10) Jon S. Hanson, Robert E. Dineen, and Michael B.
Johnson, Monitoring Competition: A Means of Regulating the
Property and Liability Insurance Business (Milwaukee:
National Association of Insurance Commissioners, 1974): 19.
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mandated companies to become a member of or subscribe to a
rating organization. The rates promulgated by the bureaus
became the standard although some right of deviation was
permitted. (11) A second feature of regulation was that
concern centered upon whether rates were too low. The
primary legal standard applied to rates was that of
"adequacy." It was generally believed that competition
should be limited to service and that all companies should
charge the same rate. (12) Insurers essentially used

regulatory assistance to maintain a floor under rates but

little countervailing regulatory authority existed to ensure

that rates did not become excessive. Joskow offers the
following observation of state regulatory policy on

insurance at that time:

The primary concern of both the insurance companies and

their regulators was to guard against rates that were
too low. Competition was viewed by the industry and
its regulators as leading to instability and
insolvencies among fire insurance firms. The
regulatory agencies apparently did not view their jobs

as guarding against monopolistic pricing resulting from

rate making in concert, but rather as making sure that
firms did not charge off-bureau rates that were too
low. Competition in fire insurance rate making was
viewed as being destructive and rating bureaus and
regulatory agencies made sure that price competition
became virtually nonexistent. No study seems to exist
that shows that competition in fire insurance is any
more 'destructive' than in any other industry, and it
appears that the evolution of regulation of the fire

11y Ibid., p. 20.
12) 1Ibid.
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insurance industry stems more from an effort to protect
existing firms than the interests of consumers. (13)

The Institution of Prior Approval Rate Regulation

In the three decades following the publishing of the
NCIC model bills, concerted pricing within the industry
became well established in the absence of prosecution under
state anti-compact statutes and federal antitrust laws. At
the same time, effective public control over the rates set
by the bureaus was very limited or nonexistent in most
states, particularly for lines other than fire or workers
compensation insurance. (14)

This situation changed drastically with the U.S.

Supreme Court's decision in U.S. v. South-Eastern

Underwriters Association in 1944. (15) The case involved a

Justice Department indictment against the SEUA's 198 member
companies operating in six southern states. The indictment
charged that the SEUA had violated the Sherman Act by
conspiring to fix rates and commissions and conspiring to
monopolize trade and commerce in fire and allied lines of
insurance in the six-state area. The SEUA was alleged to
have used boycotts, coercion, and intimidation against non-

member companies to force compliance with the SEUA rates.

13) Paul Joskow, "Cartels, Competition, and Regulation in
the Property and Liability Insurance Industry," Bell Journal
of Economics 4 (Fall 1973): 392-393.

14) Hanson, et al. Monitoring Competition, pp. 20-21.

15) U.S. v. South-Eastern Underwriters Association, 322
U.S. 533 (1944).
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A district court had dismissed the indictment on the
basis that insurance was not commerce and hence not within
the scope of the Sherman Act. However, the Supreme Court,

breaking the precedent set in Paul v. Virginia, ruled that

insurance was commerce and, by implication, that
combinations of insurance companies designed to fix rates
were in violation of the Sherman Act. Quite understandably,
the Court's decision created a crisis for insurers who had
become accustomed to setting rates in concert.

Overnight, the entire legal basis for the immunity of
combinations in rate-making, the cornerstone of the

fire insurance business -- and hence, at that time, of
the dominant segment of the property-liability
insurance business -- was eliminated. Moreover, doubt

was cast on the system of state regulation and taxation

of the insurance business (as an unconstitutional

burden on interstate commerce). The decision

precipitated widespread controversy and dismay. Chaos

was freely predicted. (16)

The industry was quick to respond to this new threat.
The NAIC proposed federal legislation which would preserve
the industry's antitrust exemption and reaffirm the
preeminence of state regulation. The NAIC proposal, after
some modification, was ultimately enacted into law in 1945
as the McCarran-Ferguson Act. (17) The McCarran-Ferguson

Act declared the continued regulation and taxation of the

insurance industry to be in the public interest and the

16) New York State Insurance Department, The Public
Interest Now in Property and Liability Insurance (New York:
New York Insurance Department, 1969): 69.

17) McCarran-Ferguson Act, 59 Stat. 33-34 (1945).
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federal antitrust laws to be applicable to the insurance
industry only to the extent that the insurance business was
not regulated by the states.
Neither the act, nor its legislative history, specified
exactly what was meant by regulation by the states.
However, there was widespread concern that state regulation
at the time was insufficient in many states to exempt the
extensive cartel practices of insurers even with McCarran-
Ferguson. The NAIC, with insurers' participation, went
quickly about drafting model legislation for states which
would establish sufficient regulation over rates to preclude
federal antitrust suits against the rating bureaus under the
exemption provided by McCarran-Ferguson.
The overriding concern of the framers of these All-
industry model bills was to preserve the business and
regulatory status quo and to demonstrate that rate-
making, in particular, bureau rate-making, would be
quite explicitly 'regulated' by the states. This
approach was designed to provide a state regulatory
umbrella under which cooperative rate-making by bureaus
would be exempt from the Federal antitrust laws. (18)
The model bills which were ultimately adopted reflected
a balancing of concern about having sufficient regulatory
control to escape the federal antitrust statutes with the
industry's interest in minimizing regulatory authority over
rates. Bills for both casualty and fire insurance were

drafted. The basic purpose of the acts is to regulate rates

and to authorize and regulate cooperation among insurers.

18) New York State Insurance Department, Public Interest,
p. 72.
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The casualty bill, which covers automobile insurance,
provides that in making rates consideration should be given
to past and prospective loss experience within and outside
the state, catastrophe hazards, a reasonable margin for
profit and contingencies, and past and prospective expenses
within and outside the state. Rates are required to not be
excessive, inadequate, or unfairly discriminatory.

Insurers are required to file their rates and
supporting material with the commissioner. Rates could not
be put into effect until they had been approved. An
insurer can satisfy its obligation to file by becoming a
member of or a subscriber to a licensed rating organization
which makes such filings but neither membership nor
subscribership is mandatory. A filing is deemed approved
unless disapproved by the commissioner within 15 days (or 30
days if notice of the need for extra time is given). The
commissioner can disapprove a filing within the review
period (up to 30 days). If the commissioner finds that a
filing does not meet the requirements subsequent to the
review period then he is required to hold a hearing. Any
person or organization aggrieved concerning any filing which
is in effect can apply to the commissioner for a hearing.

If the filing fails to meet the requirements of the law, the
commissioner shall state when the filing is to be no longer
effective.

It is apparent that the original intent of the model

bills was to promote uniform pricing. The laws authorize
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rating bureaus to make and file rates, rate changes, rating
schedules, etc. for their members and subscriber companies.
Companies can opt not to use the bureau rates by filing
deviations or making independent filings. However, a
company filing for lower rates than those filed by the
rating bureau has to justify its application by showing it
has lower costs than the industry as a whole. lMoreover, the
rating bureaus can challenge deviations and independent
filings as aggrieved parties in a rate hearing which can
lead to protracted and costly proceedings which would tend
to inhibit deviations and independent filings.

The model bills did represent something of a compromise
for the industry in terms of the nature of the approval
process. (19) The state insurance commissioners favored a
prior approval system like New York's where rates had to be
filed and approved before they could be implemented. In
practical terms, a prior approval statute would provide
regulators with considerably more authority over rates then
other rating systems. The industry position on this issue
varied depending on the type of company but for the most
part insurers were for a less restrictive filing and
approval arrangement. Only mutual companies supported a
strict prior approval system, possibly because it would give
them a competitive advantage over stock insurers who would

not be able to use dividends as a means to discount rates.

19) Frederick G. Crane, "Insurance Rate Regulation: The
Reasons Why," Journal of Risk and Insurance 39 (December
1972): 529-533.
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The independent stock companies supported a no-filing system
because of their past difficulty in obtaining approval for
off-bureau rates in states where rates had been regulated.
The stock bureau companies faced somewhat of a dilemna in
that prior approval regulation could serve to support cartel
pricing but at the same time they were wary of government
control. Ultimately, the stock bureau insurers supported a
file and use law where rates had to be filed but could
immediately be put into use upon filing without waiting for
approval. The commissioner then could only revoke the rates
field after holding a hearing. However, the NAIC ultimately
rejected this option and decided in favor of a prior
approval requirement with a deemer provision.

By 1951, 44 states enacted new laws or amended existing
laws to conform to the NAIC model bills. The remaining
states, except for California, also instituted some form of
rate regulation. The enactment of these rating laws, for
the first time, brought the pricing practices of the
property-casualty insurance industry under regulatory
control on a nationwide basis. This degree of regulation
facilitated concerted pricing by protecting the rate bureaus
from antitrust prosecution and making it difficult for
independent companies to undercut the bureau rates. At the
same time, it is clear that model bills did not give each
insurer everything it might have wanted in terms of
provisions for deviations and the type of approval system.

The period that has followed McCarran-Ferguson is a very
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interesting one in terms of controversies over independent
pricing and growing pressures on regulators to restrict rate
increases, particularly in automobile insurance which was
quickly replacing fire insurance as the most prominent

property-casualty line.

The Movement Towards Greater Regulatory Stringency

Several studies have concluded that the property-
casualty industry has enjoyed excess profits and suffered
from some inefficiency during the post-war period. (20)

This would explain the significant competitive pressure that
the industry experienced during this period from new
entrants and independent companies, particularly those that
were direct writers. The rating bureaus were only partially
successful in opposing the numerous applications for
deviations and the independent filings for lower rates that
ensued. Over time, regulators, in at least some states,
became more and more willing to approve the price cutting
efforts of the independents.

By the late 1950s and early 1960s, data indicated the

increasing tendency in several states to break from the
bureau domination viewpoint. This period witnessed a

20) See Raymond Hill, "Profit Regulation in Property-
Liability Insurance," Bell Journal of Economics 10 (Spring,
1979): 172-191; James Walter, "Regulated Firms Under
Uncertain Price Change: The Case of Property and Liability
Insurance Companies," Journal of Risk and Insurance 46 (June
1979): 5-21; and J.W. Wilson and J.R. Hunter, Investment
Income and Profitability in Property/Casualty Insurance
Ratemaking (Washington, D.C.: J.W. Wilson and Associates,
Inc., January 1983).
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discernible shift among industry and regulators toward
a more flexible and independent pricing pattern(s).(21)

Regulators, at least in some states, also became more

restrictive in terms of the rate increases granted to

insurers.

During the 1960s the property and liability insurance
industry consistently experienced adverse underwriting
results. This, in turn, affected insurance company
profitability. Management reacted in an expectable
fashion., For example, several witnesses before the
Gerber Subcommittee complained about inadequate rates.
The test of adequacy was said to have been forgotten in
the clamor for lower rates. Some claimed that the
provision that rates shall consider prospective losses
was overlooked, that inflation was not adequately
considered, and that political resistance caused delays
or precluded unpopular rate increases. (22)

In the early 1940s, for example, automobile insurance
rates were relatively modest. As the number and cost
of accidents mounted and inflation took its inexorable
toll, insurance rates increased. During rate hearings,
unions began to appear in opposition to rate increases.
The prior approval system directly involved the
insurance commissioner in the rate determination
process. Thus, the commissioner in particular and the
state administration in general were saddled in the
public's mind with the onus for higher premium levels
despite their lack of control over inflation which was
largely influenced by national fiscal and monetary
policy.

Under the prior approval approach, the insurance
commissioner is caught in a squeeze between insurers
clamoring for increased rates necessitated by worsening
experience (primarily due to inflation) and insurance
consumers who are unhappy about increasing premium
levels. 1Insurance consumers resort to bringing
political pressures to bear upon the commissioner who
has become the man in the middle. (23)

Hanson, et al., Monitoring Competition, p. 40.

27)
22) 1Ibid., p. 60.
23) 1bid., pp. 62-63.
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Certainly there is no doubt that 'political' problems
exist. In 1963, . . . Commissioner . . . was
discharged by the Governor after he had approved
increased rates for automobile liability insurance,
rates later found to be proper. (In another state) . .
. Commissioner . . . also was discharged for approving
an automobile rate increase. In another state, the
newpapers reported that when the incumbent Commissioner
was appointed by the Governor early this year, he
promised the Governor not to reconsider a rejected
application for an automobile liability rate increase
'for at least a year.'

More recently, that Governor has been quoted by the
newspapers as saying that approval of the re-filing
currently pending would 'be a direct breach of our
agreement.' After several years delay, regulatory
authorities in another state finally granted in
February of this year an increase in automobile
liability insurance rates of about half of what was
needed. In March, the Governor of another state
ordered the Commissioner to disapprove automobile rate
increases he had just approved and the Commissioner
issued an order purporting to do so. The filers have
obtained an injunction against the Commissioner,
staying this action. (24)

These developments caused the bureau companies to
become more disenchanted with prior approval regulation.
Initially, after passage of McCarran-Ferguson, they might
have hoped that prior approval regulation would help enforce
the bureau rates among all companies. However, with
regulatory tolerance of deviations and independent filings,
they could charge higher rates only at the expense of losing
significant business to independent direct writers. At the
same time, industry executives felt that political

considerations were causing regulators in some states to

24) National Association of Insurance Commissioners,
"Report of Fire and Casualty Rating Laws and Regulations
(K1) Subcommittee," NAIC Proceedings II (1965): 572.
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constrain rates below levels they considered necessary for
reasonable profits.

The politicized nature of prior approval rate
regulation in several states increased industry support for
an open competitive approach.

The insurance industry looks upon the open competition

type rating law as a means to remove the commissioner

from the rate approval process and thereby eliminate
the most vulnerable fulcrum and leverage for the

application of 'consumer-political' discontent. (25)

In 1961 the mutual bureaus, who had been staunch

supporters of the all-industry or even more restrictive

regulation, adopted a state-by-state philosophy under
which they would support less restrictive regulation in
those states where the 'total insurance environment'

favored such an approach. (26)

Since the late 1960s, a number of states have enacted
some form of an open competitive rating law for automobile
insurance. The systems that states now employ for the
regulation of automobile insurance rates fall into several
categories: 1) state-made rates, 2) mandatory bureau rates,
3) prior approval, 4) file and use, 5) use and file, 6) no
file, 7) no file, no rating standards. (27) Categories (1)
through (3) are considered to be non-competitive regulatory

systems. In these systems, either a state agency actually

makes rates for insurers or insurers must get prior approval

25) Hanson, et al., Monitoring Competition, p. 63.

26) National Association of Insurance Commissioners,
"Report of the Rates and Rating Organizations (F1)
Subcommittee Report," NAIC Proceedings I (1969): 344.

27) See, Hanson, et al., Monitoring Competition, pp. 53-57.




48

from the insurance commissioner betore rates can be put into
effect. Regulatory systems in categories (4) through (7)
allow insurers to put rates into effect before they are
approved or do not require any filing or approval. The same
regulatory requirements that rates not be inadequate,
excessive, or discriminatory are used in all systems except
(7). Generally, categories (4) through (7) are considered
to be open competitive systems. Even though file and use
and use and file states require filings to be made which
could be disapproved, in practice this is rarely done. For
all intents and purposes, regulators let the market set the
rates in these states relying on competition to ensure that
rates will meet the regulatory standards. In other words,
in states that fall into categories (4) through (7),
automobile insurance rates are essentially not actively
regulated. As of 1983, 26 states employed an open
competitive system for private passenger automobile
insurance. Table 3.1 shows the regulatory system in etfect
in each state for private passenger automobile insurance in
1983.

In sum, regulatory stringency has apparently increased,
at least in some states. The evidence indicates that some
state insurance commissioners became much less willing to
grant rate increases to automobile insurers in the face of

rising costs.



TABLE 3.1: State Rate Regulatory Systems for Private Passenger
Automobile Insurance in 1983
State Type State Type
Alabama prior approval Nebraska prior approval
Alaska prior approval Nevada file and use
Arizona use and file New Hampshire prior approval
Arkansas file and use New Jersey prior approval
California no filing New Mexico use and file
Colorado no filing New York prior approval
Connecticut prior approval (1) North Carolina mandatory bureau
Delaware file and use North Dakota prior approval
Dist. of Col. file and use Ohio file and use
Florida use and file Oklahoma prior approval
Georgia file and use Oregon file and use
Hawaii file and use Pennsylvania prior approval
Idaho no filing Rhode Island prior approval
Illinois no law South Carolina prior approval
Indiana file and use South Dakota file and use
Iowa prior approval Tennessee prior approval
Kansas prior approval Texas state-made rates
Kentucky prior approval Utah use and file
Louisiana prior approval Vermont prior approval(4)
Maine file and use (2) Virginia file and use
Maryland prior approval (3) Washington prior approval
Massachusetts state-made rates (1) West Virginia prior approval
Michigan file and use Wisconsin use and file
Minnesota file and use Wyoming file and use
Mississippi prior approval Wyoming tile and use
Missouri use and file
Montana file and use
Notes:
1) Compulsory auto liability and no-fault (other coverages are file
and use).
2) Administered as prior approval.
3) Rate reductions are use and file.
4) Auto liability rate increases exceeding 10 percent.
Source: National Association of Independent Insurers.
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Investment Income and Regulatory Stringency

An important aspect of the movement towards greater
regulatory stringency has been the evolution of regulatory
policy on investment income. In essence, a regulatory
requirement that insurers discount their rates to reflect
investment income implies greater regulatory stringency
because it lowers the allowed margin between price and
perceived marginal cost. Exclusion of investment income as
part of insurers' revenue base has been associated with the
traditional, conservative, approach to rate regulation where
the primary concern is rate adequacy. Requiring investment
income to be treated as a source of revenue has been
associated with a more activist, consumerist, approach where
the primary concern is that rates not be excessive. Because
the existence of a state requirement for investment income
inclusion is used as an indicator of stringent regulation in
the empirical analysis conducted in this study, a brief
discussion of the investment income issue and its
relationship to regulatory stringency follows.

A state requirement that insurers discount their rates
for investment income implies greater stringency because it
results in a lower targeted margin between the market rate
and the costs projected by regulators and a higher targeted
loss ratio. This can be illustrated by the following
example. Assume an insurer writes just one automobile

insurance policy for a one year period. The expected loss
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incurred on the policy will amount to $1000 payable at the
end of the year. Expenses involved with servicing the
policy are S100 and are incurred at the beginning of the
year. Any premium collected and held in reserve to pay
losses can be invested at an annual rate of interest of 8
percent. The insurer has a beginning net worth of $500.

Consider two scenarios. Under the first scenario, the
insurer is permitted to charge a premium for the policy
which will yield a 5 percent profit margin on total revenue
excluding investment income. Under the second scenario, the
insurer is allowed to charge a premium that will yield a 5
percent profit margin on total revenue including investment
income.

Under the first scenario, the insurer is permitted to
charge a total premium of $1157.89 which yields an
underwriting profit margin of 5 percent and a permissable
loss ratio of .864. In addition, the insurer earns $80
income on the loss reserves of $1000 invested at 8 percent
interest. Total revenue comes to $1237.89. Total revenue
minus expenses and paid losses of $1100 leaves $137.89 total
profit. This yields a 27.6 percent rate of return on net
worth,

Under the second scenario, the insurer is limited to a
premium of $1077.89 which yields a negative underwriting
profit margin of 2 percent and a permissable loss ratio of
.928. Total revenue amounts to S$1157.89. Total revenue

minus expenses and loss costs leaves a total profit of
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$57.89. This amounts to a 11.6 percent rate of return on
net worth. Hence, requiring investment income to be
included in the revenue base lowers the premium that can be
charged relative to the costs incurred which implies greater
regulatory stringency and results in a higher loss ratio and
lower profits.

There is no reason to believe that states which have
investment income requirements systematically liberalize
other rate making factors, such as the expense loading, in
order to offset the negative effect on profits. Obviously,
if this was the case, such a requirement would be pointless
since the rates ultimately calculated would be the same.
Rather, the purpose behind such a requirement is to
establish a lower rate for a given level of costs in order
to prevent insurers from receiving a windfall they would
otherwise obtain from their investment income.

There are essentially two different views on what
investment income should be included as revenue, the
"policyholder-funds theory" and the "total-return
theory." (28) The policyholder-funds theory holds that
policyholders should be credited with the investment income
on funds furnished by policyholders. Some states consider
only the unearned premium reserve to be policyholder funds,
while others include both the unearned premium and loss

reserves as policyholder funds. The total-return theory

28) Bernard L. Webb, "Investment Income in Insurance
Ratemaking ," Journal of Insurance Regulation 1 (September
1982): 71-73.
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holds that investment income from all sources should be
considered in rate making, not merely investment income from
policyholder funds. Under this theory, the investment
income attributable to surplus would also be included in the
rate making formula.

Traditionally, investment income has been excluded from
consideration in property-casualty insurance rate making.
Rates have been set so as to yield a particular rate ot
return on sales (premiums), generally 5 percent, as opposed
to being set so as to allow a "fair" rate of return on
invested capital. This formula specifically excludes from
consideration income earned from invested unearned premiums
and loss reserves, the so-called "banking end" of the
business. The use of the 5 percent underwriting profit
formula stems from a recommendation made by the NAIC in 1921
after it studied the issue. (29) Webb points out that the 5
percent figure has no apparent theoretical basis other than
it was being advocated by the NBFU which strongly opposed
the inclusion of investment income in the rate making

process. (30)

29) bedo’ pp‘ 50'51.

30) There was apparently no attempt to link the 5 percent
figure to any accepted or proposed theory on the rate of
return on equity due a public utility or any other kind of
enterprise. Subsequent regulatory studies and court
decisions have concluded that the arbitrary use of the 5
percent return on premium target figure without
consideration of investment income does result in excessive
rates of return on equity. See Webb, "Investment Income,"
ppo 50-7] .
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The issue of investment income did not get much
attention again until debates about the model rate
regulatory bills began. In 1947, the New York insurance
department submitted a report to the NAIC dealing with
investment income. The report, referred to as the
McCullough Report, recommended that the NAIC develop a
revised rate making formula that would include investment
income attributable to policyholders as part of the
underwriting profit. (31) The NBFU attacked the McCullough
Report, however, and the NAIC failed to adopt its
recommendations.

The controversy over investment income died down after
the issuance of the NAIC model bills but arose again in the
1960s. The American Insurance Association, a successor
organization to the NBFl, commissioned a report by A.D.
Little Inc. on the profitability and investment income
issue. (32) Somewhat surprisingly, the ADL report concluded
that it is appropriate to consider total industry profits --
underwriting and investment income -- in the rate setting
process. The ADL report advocated considering not only
investment income from loss reserves and unearned premiums

as a revenue source but also any income earned from

31) National Association of Insurance Commissioners, "Second
Report of the Special Subcommittee of the Fire and Marine
Committee, National Association of Insurance Commissioners,
Re Underwriting Profit or Loss, and the Commissioners' 1921
Standard Profit Formula," NAIC Proceedings (1948): 72-157.

32) Arthur D. Little, Inc., Prices and Profits in the
Property and Liability Insurance Industry (New York:
American Insurance Association, 1967).
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policyholders' surplus and realized and unrealized capital
gains. This broader definition of investment income is not
necessarily beneficial to consumers in that unrealized
capital gains can be substantially more volatile than the
other sources. Although the AIA released the ADL report, it
never officially embraced its position. Subsequently, in
fact, the AIA once again voiced its opposition to the
inclusion of investment income in rate making. (33)

Not long after the release of the ADL report, the state
of New Jersey became involved in an important rate case in
which the investment income issue played prominently. 1In
February of 1967, the Insurance Rating Board applied to the
New Jersey insurance department for rate increases for
private passenger automobile liability and physical damage
insurance. Commissioner Charles Howell disapproved the
filing because it did not consider investment income. The
IRB appealed Commissioner Howell's ruling and the case
eventually made its way to the New Jersey supreme court
which remanded the case back to the insurance commissioner
with instructions to clarify certain aspects of the original
findings.

Commissioner Robert J. Clifford, Commissioner Howell's
successor, held extensive hearings on the issues of
investment income and the amount an insurer should receive
as a reasonable profit. Commissioner Clifford concluded

that only investment income from loss reserves and unearned

33) See AIA advertisement in Fortune, May 31, 1982, p. 159.
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premiums should be considered as a revenue source for rate
making. Any investment income earned on stockholder
supplied funds or capital gains from any source should be
excluded for rate making purposes, according to Commissioner
Clifford, who disapproved the IRB's rate filing.

After the New Jersey remand case, a number of states
enacted statutes, issued regulations, or made rulings that
required investment income to be considered in rate making.
In 1981, the Louisiana Insurance Rating Commission surveyed
the states to determine their positions regarding the
inclusion of investment income in rate making. Forty-six
states responded to the survey. Of the states that
responded, 15 required consideration of investment income
for automobile insurance, 27 allowed it to be considered, 7
did not allow it to be considered. The three states that
did not respond to the survey all have statutes or court
rulings requiring consideration of investment income. Of
the 24 states with prior approval rating systems for
automobile insurance at that time, 12 required the
consideration of investment income in rate making. This is
another indication of varying regulatory stringency among
prior approval states. Table 3.2 shows state policies on
investment income as of August 1981 based on the Louisiana
survey.

In summary, the history of property-casualty insurance
regulation suggests a changing pattern with respect to

regulatory stringency. Prior to the adoption of the NAIC



TABLE 3.2: State Rate Regulatory Polices Towards Inclusion of
Investment Income in Ratemaking for Private Passenger
Automobile Insurance in 1981

State Policy State Policy
Alabama Allowed Nebraska Allowed
Alaska Allowed Nevada Allowed
Arizona Allowed New Hampshire Allowed
Arkansas Required New Jersey Required
California Allowed New Mexico Allowed
Colorado Required New York Required
Connecticut Allowed North Carolina Required
Delaware Required North Dakota Not Allowed
Dist. of Col. Allowed Ohio Allowed
Florida Not Allowed Oklahoma Required
Georgia Required Oregon Not Allowed
Hawaii Allowed Pennsylvania Required
Idaho Allowed Rhode Island Allowed
Illinois Allowed South Carolina Required
Indiana Allowed South Dakota Not Allowed
Iowa Not Allowed Tennessee Allowed
Kansas Allowed Texas Required
Kentucky Required Utah Allowed
Louisiana Required Vermont Required
Maine Allowed Virginia Allowed
Maryland Required Washington Not Allowed
Massachusetts Required West Virginia Allowed
Michigan Allowed Wisconsin Allowed
Minnesota Required Wyoming Required
Mississippi Required
Missouri Allowed

Montana Not Allowed

Source: Louisiana Insurance Rating Commission
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model bills, rate regulation may have facilitated bureau
price fixing activities in those states where it existed but
there were a number of states where rates were not
regulated. However, there is no firm evidence of whether
this actually happened or not. By the same token, the
adoption of the NAIC model bills, at least initially, could
have established pro-industry rate regulation in virtually
every state. Subsequently, however, anecdotal evidence
suggests that at least some states may have increased the
stringency of their regulation. Among the indications of
increased stringency in some states is the adoption of a
requirement that insurers reflect investment income in their
rate making.

The next chapter reviews anecdotal evidence on the
practice of automobile insurance regulation in several
states over the last decade which indicates that a high
degree of regulatory stringency is practiced in some states

relative to others.



CHAPTER FOUR

EVIDENCE OF VARYING REGULATORY STRINGENCY

This Chapter presents two types of anecdotal evidence
of the application of varying degrees of regulatory
stringency among states that regulate automobile insurance
rates. First, the disposition of rate filings by the
Insurance Services Offices (a rating bureau) in seven prior
approval states are shown for the period 1976-84. This
presentation reveals substantial differences among states in
terms of the disparity between filed and approved rate
increases. Subsequently, more detailed reviews of the
application of particularly stringent regulation in four
prior approval states are conducted. Incidents involved
with the disapproval of insurer rate filings and reported in
the trade press provide the major source of material for
these reviews. Less stringent prior approval states are
marked by the relative lack of these kinds of incidents as
they approve rate filings with little or no modification.
To illustrate this kind of situation, regulatory conduct in
a fifth state with more moderate policies is also reviewed.

The basic indicator of regulatory stringency used in
this Chapter is the frequency with which regulators
disapprove insurers' original requests for rate increases.
This is a less true measure of regulatory stringency than

the actual margin between the regulated price and what

59
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regulators perceive marginal cost to be. Since data is not
available on this latter measure, however, the frequency of
rate filing disapprovals is used as an alternative indicator
of regulatory stringency. Although the frequency of filing
disapprovals is not a perfect measure of regulatory
stringency, it is reasonable to assume that there will be
some positive association between the two. Presumably,
insurers would prefer a higher rather than lower margin
between their costs and the market rate up to that rate
where industry profits are maximized. The higher the margin
between price and marginal cost regulators effectively
target or set as a constraint, the less likely they will be
to disapprove an insurer's rate request. Conversely, the
Cighter the margin between price and cost regulators try to
maintain, the more likely that margin would be exceeded by
Che rates filed by insurers which would result in a
< i sapproval.
One might question whether the difference between
T @ quested and approved rate increases would be more closely
T & lated to the clarity of regulatory standards used to
X" e&view rate filings rather than the stringency of those
= T andards. In other words, why would insurers file rates
Chae they know would be disapproved? Insurers will have an
L rnicentive to file for rate increases even if they know they
Y11l be disapproved. In effect, an insurer's rate filing
Constitutes an argument for what it contends to be a

Yeasonable rate level based on its costs. Insurers may wish
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to appeal a rate filing disapproval to a court in which case
its rate filing provides the basis for its dispute with the
insurance commissioner. Moreover, for political reasons,
insurers will wish to continue to present their arguments
for reasonable rates as embodied in their rate filings even
if those arguments are not accepted by regulators or the
courts. Insurers' rate filings will provide the basis for
any claim that regulators are being too restrictive.

To the extent that it can be shown that states vary
significantly in terms of the frequency of rate filing
disapprovals, evidence of varying regulatory stringency is
provided. This evidence is presented to corroborate the
indication of varying regulatory stringency presented in

Table 3.2 which showed that some states require rates to

reflect investment income and others do not.

Ra te Filing Evidence

Evidence of varying regulatory stringency is provided
L this section using the frequency with which regulators
= i sapprove ISO's requests for rate increases as an indicator
< £ gtringency. Table 4.1 shows filed and approved rate

<t anges for the Insurance Services Office for private

1:)":i:ssenger automobile insurance. The data cover seven prior

= P proval states over the period 1976 through 1984. The

jEi-led and approved rate changes are broken down by liability

And physical damage coverages.
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TABLE 4.1: Overall Percentage Change in Rate Level Filed by Insurance

Services Office and Approved by Insurance Department in
Selected States

Date Approved

Alaska

02/16/77
02/28/79
01/07/81
01/15/83
07/14/84

lowa

02/01/76
06/01/77
03/14/79
05/21/80
01/30/81
02/24/82
02/01/84

Louisiana

01/28/76
03/23/77
08/01/80
10/01/81
06/01/84

Maryland

02/21/79
07/07/80
07/17/81
09/10/82
09/12/83
10/01/84

Liability Physical Damage
Filed App. Filed App.
+56.5% +56.5 +28.5% +28.5
-3.5 -3.5 +34.5 +34.5
+0.1 +0.1 -16.5 -16.4
+10.9 +10.9 -2.4 -2.4
+12.2 +12.2 -5.7 -5.7
+8.4% +8.4% +43.5% +43.5%
+27.5 +22.5 +51.5 +19.9
+15.2 +15.2 +21.1 +21.1
+8.9 +8.9 +23.1 +23.1
+8.6 +2.2 +3.3 +3.3
-6.6 -6.6 -13.8 -13.8
+13.8 +13.8 -6.9 -6.9
+20.0% +20.0% +27.8% +27.8%
+30.0 +30.0 +7.3 +7.3
+12.7 +12.7 +29.6 +29.6
+19.9 +15.6 +22.3 +16.2
+7.4 +4.1 +7.3 +7.3
+60.2% +45.2% +75.5% +56.7%
+13.8 +13.8 +14.8 +14.8
+25.9 +25.9 +25.3 +25.3
+11.5 +11.5 +12.3 +12.3
+15.8 +15.8 +12.5 +12.5
+8.9 +8.9 -11.6 -11.6

Total
Filed App.
+43.8% +43.8%
+14.0 +14.0
-7.4 -7.4
+7.4 +7.4
+3.9 +3.9
+22.6% +22.6%
+38.3 +21.3
+17.8 +17.8
+14.8 +14.8
+6.2 +2.7
-10.0 -10.0
+4.4 +4.4
+23.6% +23.6%
+18.6 +18.6
+19.9 +19.9
+20.9 +15.9
+7.4 +5.5
+65.3% +49.1%
+14.1 +14.1
+25.7 +25.7
+11.7 +11.7
+14.8 +14.8
+2.4 +2.4

(continued)
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Liability Physical Damage Total
Date Approved Filed App. Filed App. Filed App.
New Jersey
07/01/76 +25.1% +21.5% - - 25.6% +17.47
09/01/77 +21.2 +11.1 +33.6% +22.2% +24.7 +14.4
12/29/78 +30.3 +15.6 +31.2 0.0 +30.6 +10.0
12/28/79 +22.9 +14.8 +25.5 +6.2 +23.5 +11.9
11/18/80 +23.3 +12.5 +27.7 +7.7 +24.2 +11.1
08/14/81 +32.8 +15.5 +26.9 +9.5 +31.7 +12.6
07/12/82 +35.8 +15.0 +22.4 +15.0 +32.3 +15.0
01/10/83 +18.1 +8.5 +6.4 +3.0 +15.0 +7.9
06/01/83 +4.1 +4.,1 +7.9 +7.9 +5.1 +5.1
Pennsylvania
03/31/76 - - +46 .47 +46 .4% - -
01/01/77 +25.4% +25.4% +8.7 +8.7 +16.4% +16.4%
03/15/78 +45.4 +37.9 +17.7 +15.3 +32.9 +27.7
07/18/79 +12.7 +8.9 +0.6 0.0 +8.1 +5.5
10/01/80 +15.4 +14.8 +27.4 +12.4 +19.8 +13.9
10/01/81 +19.2 +14.7 +23.4 +7.0 +20.8 +11.8
10/01/82 +14.9 +13.9 +2.0 -4.6 +10.2 +7.2
11/22/83 +28.1 +23.2 +5.0 -1.2 +17.4 +15.4
10/01/84 +18.5 +14.7 -7.0 -7.0 +11.0 +8.2
Rhode Island
07/01/76 +29.7% +24.1% +29.6% +18.5% +29.7% +22.0%
09/29/76 +19.4 +14.5 +42.3 +42.3 +27.8 +24.7
05/01/81 +8.1 +7.0 +30.0 +12.1 +16.9 +9.0
12/01/82 +24.7 +10.9 +29.8 +11.2 +26.9 +11.8
12/01/83 +56 .4 +3.9 +12.2 +3.0 +37.2 +3.5

Source:

Insurance Services Office.
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In the first four states shown -- Alaska, lowa,
Louisiana, and Maryland -- there has been a high degree of
unity between the rate changes filed by ISO and the rate
changes approved by the insurance commissioner. In these
states, only 5 of 20 requested overall rate increases were
disapproved. In the last three states shown -- New Jersey,
Pennsylvania, and Rhode Island -- approved rate increases
have tended to be considerably below those requested by ISO.
In these states, 20 out of 23 requested overall increases
were disapproved. These figures suggest that automobile
insurance rate regulation is considerably more stringent in
Alaska, lowa, Louisiana, and Maryland than it is in New
Jersey, Pennsylvania, and Rhode Island.

It is worth noting that only two of the first four
states -- Louisiana and Maryland -- currently have
investment income requirements. Moreover, the same year in
which Louisiana promulgated its investment income
requirement, 1981, it approved a smaller rate increase than
that requested by ISO which contrasts with its approval ot
1S0's three previous rate requests in their entirety.
Louisiana also disapproved ISO's next rate request in 1984.
By contrast, two of the remaining three states -- New Jersey
and Pennsylvania -- have investment income requirements.
This evidence does indicate a positive association between
the existence of an investment income requirement and
particularly stringent regulation as indicated by frequent

disapproval of requested rate increases. Unfortunately,
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these data are not available for a wider group of states.
Otherwise, the frequency of rate disapprovals could be
utilized as an alternative measure of regulatory stringency
in regression analysis. The figures shown here were

obtained from ISO on a special request basis.

Stringent Regulation Case Studies

Significant incidents in the administration of
automobile insurance regulation in four prior approval
states over the last decade are subsequently reviewed. The
four states chosen -- Massachusetts, New Jersey, New York
and North Carolina -- are generally considered by the
industry as having particularly strict or undesirable
regulatory environments for automobile insurance. The
anecdotal evidence presented consists primarily of rulings
by insurance commissioners on rate filings, statements by
Insurers, and statements by legislators. This evidence has

b een obtained primarily from articles in the industry trade
PP ress. For each of the four states, the evidence presents a
Pattern of significant and consistent conflict between
i surers and regulators over the rates that insureds can be
<k arged. Consistently, in each of these states, rate
inicreases requested by insurers are either denied totally or
S ubstantially cut. In several instances, the state
in surance commissioner actually ordered automobile insurers
o decrease their rates despite insurers' requests for rate

increases. The anecdotal evidence also reveals considerable
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political pressure on regulators in these states to lower
rates. All four of these states require insurers to
discount their rates for investment income.

The experience in Michigan, prior to its enactment of
open competition in 1981, is then offered as a contrasting

example. In Michigan, the practice of automobile insurance

rate regulation was somewhat less stringent than in the
first four states. Rate filings in Michigan during the late
19708 were approved with much less controversy and closer to

original requests than in these other states.

Massachusetts

Massachusetts began getting consistent, prominent
attention in the trade press for its rate regulatory
Policies in automobile insurance in the mid-1970s. In

September of 1975, the Massachusetts Automobile Rating
Bureau, which files automobile rates for all insurers in
PMassachusetts, filed a request with the Massachusetts

I nysurance Department for an overall rate increase ot 46
P e rcent for 1976, the largest requested rate increase in the
S Tt ate's history. This proposed rate increase was on top of
A tomobile insurance rates which were already among the
t1i~ghest in the country. The request received considerable

Lo cal media attention and reawakened legislative interest in

&N jndependent state sponsored rating bureau to review
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industry rate filings. (1) The request also increased
support for legislation that would change the state's rate
regulatory system for automobile insurance to open
competition. This support was predicated on the belief that
competition would force rates down.

Massachusetts insurance commissioner James M. Stone
ultimately approved only an 18 percent increase for the
industry, less than half of their original request. A
significant element in Stone's decision was his ruling that
investment income should be considered in the calculation of
automobile insurance rates. In practical terms, Stone
required insurers to accept a 4 percent underwriting loss
factor for bodily injury coverage, as opposed to the
traditional 5 percent profit factor which the industry
assumed in their filing, because of the offset of investment
income. Insurers subsequently filed an appeal with the

Massachusetts supreme court which upheld Commissioner Stone.

An extensive automobile insurance retorm bill, backed

by Commissioner Stone, was subsequently enacted which

< hanged the state's rate regulatory system to open

C oOmpetition, effective January 1977. The bill allowed

A watomobile insurers to file and use rates without prior

AP proval, The rates filed were subject to subsequent

9 i sapproval by the commissioner if he determined that

COmpetition was insufficient to ensure that rates were not

e —
V) "Largest Auto Rate Bid Ever Sparks Drive for Mass. Law
Reform," National Underwriter Property & Casualty Insurance

ition, 26 September 1975, p. 1.

Edition
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excessive. The industry was hopeful that the new system
would finally allow it to set what it considered to be
adequate rates, reversing the pattern of severe rate
inadequacy which it alleged had occurred in previous
years.(2) Ironically, politicians at the same time were
promising voters that competition under the new law would
bring lower rates after three years of significant rate
increases. (3)

Consistent with their claims about previously
inadequate rates, insurers responded to the first year of
open competitive rating with sizeable rate increases,
particularly for youthful and urban drivers. Public
xresponse to the rate increases was heated. Nearly 500 East
Boston motorists met with Massachusetts House Speaker Thomas
McGee over automobile insurance rates. McGee charged
Commissioner Stone with "selling" Massachusetts motorists

**down the river" for promoting open competitive rating and
< alled for its removal. (4) Meanwhile, Massachusetts
G overnor Michael Dukakis labelled the rate hikes "outrageous
|arnd unacceptable." (5)
With the backing of Stone and Dukakis, legislation was

€Tracted in July of 1977 which placed a 25 percent cap on

E§77_¥‘"Mass. Gets Major Auto Reform Bill," NUPC, 11 June 1976,
- 26.
3>  1bid.

éz) "Auto Reform Breakdown in Mass," NUPC, 15 April 1977, p.

S5) 1bid.
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increases in 1977 rates. The law also required insurers to
refund to policyholders any premiums collected in excess of
the 25 percent limit which amounted to some $45 million.
Thirty-seven insurance companies subsequently challenged the
law's constitutionality in an appeal brought before the
Massachusetts supreme court but their appeal was denied. In
August of 1977, Commissioner Stone, with the support of
Governor Dukakis, announced that he would fix and establish
automobile insurance rates for 1978, effectively ending the
state's experiment with open competitive rating. After
holding hearings on the issue as required by the state's
open competitive rating statute, Stone concluded "that the
necessary market forces simply do not exist in automobile
insurance."”" (6)

The MARB subsequently filed for a 14 percent increase
in 1978 rates (taking the 1977 rebates into account), citing
higher claim frequency, medical care costs, and loss
P ayments as the basis for the increase. The state sponsored

T ating bureau proposed a 10.9 percent decrease from 1976

T Aaates, a substantial difference from the industry filing.

L & cited significant declines in the number of fatalities
ATad injuries due to accidents and the number of physical

Q Aamage claims as the basis for their recommendation.

Ma ssachusetts Fair Share, a consumer group, proposed a 10-20

Percent decrease in rates depending on the coverage.

&) ™auco Competitive Rating Killed in Massachusetts," NUPC,
V2 August 1977, p. 1.
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Commissioner Stone ultimately awarded the industry a 12
percent rate decrease over 1977 rates amounting to a $100
million decrease in total premiums.

In September of 1978, the MARB filed a request for an
increase of 24.3 percent in automobile rates for 1979. The
state rating bureau recommended that rates be cut an average
of 8 percent and Massachusetts Fair Share proposed that
rates be frozen. The legal counsel for the MARB charged
that the state rating bureau's methodology was "at best
meaningless and at worst dangerous." (7) Commissioner Stone
subsequently ordered a 2.4 percent reduction in rates. In
his decision, he made the following observation about
Massachusetts automobile insurance rates:

Our Commonwealth should no longer be used as the

national example of runaway insurance costs. Boston's

rates, once the highest in the nation, are now lower

than those in at least three major cities. (8)

This was Commissioner Stone's last ruling on an
automobile insurance rate filing. Governor Dukakis tailed
T o be re-elected and Stone, an appointed official, accepted
A federal post. The new governor, Edward King, appointed
S tephen F. Clifford as insurance commissioner in January
1979, Commissioner Clifford resigned one month later in

T esgponse to substantial criticism concerning his alleged

7> "Auto Factlons Cross Swords Again in Mass," NUPC, 15
September 1978, p. 1.

8) "Stone's Farewell: 15M Auto Cut,”" NUPC, 1 December
1978, p. 1.
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industry bias and improper business activities. Clifford
was replaced by Michael J. Sabbagh who proved to be no
greater friend to Massachusetts' insurers than Stone. In
July of 1978, Commissioner Sabbagh announced that
Massachusetts would not return to open competition for
automobile insurance in 1980 and that he would set rates in
the same manner as his predecessor. (9) Commissioner
Sabbagh cited the lack of evidence that there was adequate
competition in the market as the basis for his decision not v
to reinstitute open competition. He also noted that only
insurance companies had spoken in favor of open competition
in previous hearings.
The MARB filed for a 20.6 percent rate increase for
1980 arguing that the rates set for 1979 were far too low.
The state rating bureau, however, recommended an increase of
only 5 percent. Commissioner Sabbagh elected to give the
industry a 5.7 percent increase. The MARB promptly appealed
The commissioner's decision to the Massachusetts supreme
< ourt contending that the rates set for 1980 would be
i madequate by $93 million. The court agreed with the MARB
T hat profit provisions in the commissioner's decision were
Y rmreasonable and remanded the case back to the commissioner
T or recalculation of the profit factors. The profit factors
Were subsequently adjusted from a 13 percent to a 10.3

P ercent underwriting loss factor for bodily injury coverage

§T3 "™ass. Open Rate Ban Extended," NUPC, 20 July 1979, p.
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and from a 2 percent underwriting loss to a 1.9 percent
underwriting gain on physical damage coverage. The

ad justments amounted to an additional 3.8 percent increase
in 1980 rates.

In subsequent years the pattern of rate regulation in
Massachusetts has stayed relatively consistent. The
industry filed for an overall increase of 24.4 percent for
1981 but Commissioner Sabbagh approved only a 7 percent
increase. For 1982, insurers requested a 24.5 percent
increase but were granted only a 15 percent increase. The
industry requested a 19.4 percent increase in rates for 1983
but were granted only a 3 percent increase. In 1983, Peter
Hiam replaced Michael Sabbagh as commissioner and gave
automobile insurers a 4.5 percent increase for 1984 instead
of the 13.3 percent increase they requested. For 1985, the
MARB requested an overall 7.9 percent increase in rates but
Commissioner Hiam ordered a 2 percent decrease.

Over the last decade, industry spokesmen have

< ontinually attacked regulatory policy in Massachusetts. In
1 980, an executive of the Kemper Group remarked publicly on
T he industry's extensive losses in Massaschusetts because of

X @gulatory decisions. (10) He noted the impact of "urban-

b msed (consumer) activists with access to the media and
Cheir political representatives" on Commissioner Stone's

d e@cision to suspend open competition in 1978 and the

.TTS) "Massachusetts Auto Insurance: Is There A Way Out,"
WupPC, 12 December 1980, p. 14.
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legislature's mandated rebate of $45 million on 1977
premiums. (11) Both insurance companies and agents have
been strong supporters of a return to open competition in
automobile insurance in Massachusetts, undoubtedly to break
what they perceive to be a regulatory stranglehold on rates.
To date, however, the insurance commissioner still sets
private passenger automobile insurance rates in the face of
heavy political opposition to any return to open

competition.

New Jersey

As discussed earlier, New Jersey was one of the first
states to require automobile insurers to include investment
income as a source of revenue in rate making. As the 1967
rate case wound its way through the courts, the state of New
Jersey strongly opposed rate increases by automobile
insurers. 1In 1967, Governor Richard J. Hughes even
appointed a public defender to challenge automobile
insurers' requests for rate increases. Eventually, the New

J ersey supreme court remanded the 1967 rate case back to
Commissioner Clifford and a rate increase was granted,

& lbeit considerably less than what the industry had

X equested.

During the 1970s, New Jersey developed the highest
Automobile insurance rates in the country. This can be

Attributed primarily to a very liberal no-fault automobile

7y 1bid.
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insurance law, enacted in 1973. Until 1983, New Jersey's
no-fault law permitted persons injured in an automobile
accident to initiate a lawsuit and claim tort damages in
addition to no-fault benefits already paid if their medical
expenses exceeded a $200 threshold. This was the lowest
tort liability threshold of any no-fault law in the country.
The result was spiraling claim costs which required insurers
to increase premiums at a corresponding rate. In turn, high
premiums, combined with the false promise of cost savings
due to no-fault, placed heavy pressure on politicians and
regulators to restrict rate increases.

New Jersey's rate history after 1973 is characterized
by considerable divergence between the rate increases
requested by automobile insurers and the increases actually
approved by the commissioner. The significant gaps between
the rate increases requested by ISO and the increases
approved by the New Jersey insurance department, shown in
Table 4.1, are illustrative of this severe regulatory
climate.,

New Jersey's high claim costs and restrictive rate
regulation have apparently resulted in heavy losses for the
industry. According to A.M. Best Co., New Jersey automobile
insurers suffered losses of $145.5 million in 1976, $63.3
million in 1977, $109.9 million in 1978, $137.8 million in
1979, $152.2 million in 1980, and $316.1 million in
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1981.(12) These losses occurred even after taking
investment income into account. New Jersey auto insurers
have pointed to these heavy losses as proof that the
insurance commissioner was not allowing them to charge
adequate rates in light of the state's liberal no-fault law.
New Jersey's residual market also grew tremendously during
this period as insurers refused to write new drivers
voluntarily, causing them to be placed in the assigned risk
plan. The proportion of automobiles insured in the assigned
risk plan rose from 13.5 percent in 1973 to 36.6 percent in
1981. (13)

Commissioner James J. Sheeran's imposition of a rate
freeze in 1976 and the ensuing battles with insurers is
illustrative of the antagonistic relations that have existed
between the industry and the New Jersey department. In
1976, Commissioner Sheeran, with the support of Governor
Brendan T. Byrne, decided to put a moratorium on approving
any requests for increases in automobile insurance rates.
Commissioner Sheeran cited declining automobile accident and
inflation rates as the basis for his decision. (14) The

rate freeze attracted vehement denunciations and threats to

12) "Automobile Insurers Lose $316.1 Million in '81," NUPC,
5 November 1982, p. 59.

13) Automobile Insurance Plans Service Office, AIPSO
Insurance Facts (New York: AIPSO, 1976, 1983).

14) "Sheeran Freezes N.J. Auto Premiums," NUPC, 10 December
1976, p. 1.
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stop writing automobile policies from insurers. (15) An
executive vice president of Continental Insurance Company
stated that, "We can no longer in good conscience continue
to commit our shareholders' funds to what amounts to a
subsidy of the motorists of New Jersey." (16)

In January of 1977, 1SO, which represented 200 auto
insurers in New Jersey, brought suit against Commissioner
Sheeran in the appellate division of the New Jersey superior
court. ISO sought to reverse the commissioner's denial of
their request for a rate increase and to disqualify him from
making any further decisions on their filing. 1ISO's general
counsel contended that "Commissioner Sheeran is creating a
situation in which woefully inadequate private passenger
auto insurance rates will make it more difficult than ever
for New Jersey motorists to obtain necessary auto insurance
coverages." (17) 1ISO's appeal was eventually mooted by
subsequent rate filings, however.

In the spring of 1978, Kemper Insurance Company filed
for a 40.3 percent increase in its private passenger
automobile insurance rates. After considerable delay,
Commissioner Sheeran granted Kemper only a 8.9 percent rate
increase. Kemper subsequently appealed this ruling to the

state appellate court, challenging the commissioner's right

15) 1Ibid.

16) "N.J. Auto Rate Dispute Escalates As Continental Ins.
Co. Quits Market," NUPC, 8 June 1979, p. 1.

17) "ISO Agents Court Sheeran," NUPC, 1 January 1977, p. 1.
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to do more than accept or reject a filing and citing what
the company called "unreasonably low rates which caused
Kemper to lose almost $4 million on auto insurance in New
Jersey from 1973-77." (18) A company executive also
commented at the time that the company's operations in New
Jersey were a '"disaster" and blamed the continuing failure
of the state insurance department to provide adequate rate
levels. (19) He pointed out that Kemper had submitted four
filings for rate increases since 1975 and received action on
none of them. The court, however, was not persuaded by
Kemper's arguments and Commissioner Sheeran's ruling was
upheld.

In 1981, the Motor Club of America Insurance Company
brought suit against the State of New Jersey, the New Jersey
Department of Insurance, and Commissioner Sheeran in the New
Jersey superior court to recover losses it alleged it had
sustained because of New Jersey's "confiscatory statutory
and regulatory framework and the confiscatory regulatory
policies and decisions" of Commissioner Sheeran. (20) MCAIC
contended that Sheeran's policies constituted confiscation
of its property for public use without just compensation in

violation of the United States and New Jersey constitutions.

18) "Kemper New Jersey Dept. File Counter Suits," NUPC, 8
June 1979, p. 1.

19) "Kemper Files Suit Against N.J. Dept," NUPC, 15
December 1978, p. 1.

20) Dennis Pillsbury, "Insurer Sues New Jersey To Recover
Underwriting Losses," Best's Review Property/Casualty
Edition, April 1981, pp. 10, 104-106.
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Eighty percent of MCAIC's business was in New Jersey's
automobile insurance market. At the end of 1973, it had a
policyholders' surplus of $21 million. At the end of 1979,
its surplus was $3 million. This was after its parent
company, Motor Club of America, had made surplus
contributions totaling $10 million. The case was an
interesting one in that the plaintiff contended that the
state had illegally confiscated private property through its
regulatory policies. The court dismissed the suit, however,
on the basis that MCAIC had not attempted to appeal the
commissioner's rulings on their rate filings.

With a bulging residual market, considerable losses,
and pullouts by several automobile insurers it was becoming
increasingly apparent that New Jersey regulators would have
to grant large rate increases or there was going to have to
be major reform of the state's no-fault law. Insurance
companies and agents lobbied heavily for both. 1In 1982,
Joseph F. Murphy replaced James Sheeran as commissioner of
insurance and granted relatively large rate increases to New
Jersey automobile insurers. For example, Aetna was given a
25 percent increase, Travelers was given a 27.1 percent
increase, Prudential was given an 18.5 percent increase, and
ISO companies were given a 15 percent increase.

Subsequently in 1983, New Jersey enacted a no-fault reform
bill which allows insureds to choose various options on
their policy which would presumably lower its costs. One of

the provisions of the act allows insureds to choose an
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optional $1500 tort liability threshold. Commissioner
Murphy also granted insurers a 7 percent rate increase in
1983.

Commissioner Murphy's approval of automobile rate
increases earned him considerable criticism from several
state legislators who called for his resignation. Murphy
did resign in April 1984, citing "demagogic behavior
respecting automobile insurance" and "unwarranted
legislative criticism and harassment" as the basis for his
resignation. (21)

No filings for rate increases have been approved by the
New Jersey department since 1983. Kenneth Merin was
appointed interim commissioner by Governor Thomas Kean.
Commissioner Merin subsequently disapproved ISO's request
for a 9.9 percent rate increase in October 1984. Hazel
Gluck was appointed commissioner by Governor Kean in January
1985 and has not granted automobile insurers a rate increase

to date.

New York

New York enacted an open competitive rating law for
private passenger automobile insurance in 1970. The law
provided that it would automatically expire at the end of
1973 unless the legislature approved an extension. As it

turned out, there was less than total satisfaction with the

21) "iInterim Commission for New Jersey," NUPC, 30 March
1984, p. 71.
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market's performance under the new law with complaints from
various groups about increasing rates and declining
availability of coverage. At an insurance department
hearing, the New York state AFL-CIO charged that rates had
increased more than twice the rate of inflation with
disproportionate increases in urban areas and urged a return
to prior approval rating. (22) However, in 1973, the
insurance department issued a report which concluded that
open competition was working well and recommended its
continuation. (23) The legislature complied by extending
the open competition law for two more years.

In February of 1973, New York enacted a no-fault
automobile insurance law which became effective February 1,
1974. Prior to the effective date of the law, each insurer
was required to receive prior approval on the rates they
intended to charge for the required automobile liability and
first party coverages under the new law. The law included a
provision that required insurers to reduce their rates for
liability and medical payments coverage at least 15 percent
below what they charged on January 1, 1973 in anticipation
of cost savings under no-fault. The law also required that
insurers refund to policyholders any "excess" profits as
determined by the superintendent of insurance. These

provisions reflected legislative concern that insurers would

22) Insurance Advocate, 3 February 1973, p. 5.

23) New York State Insurance Department, Competition in
Property/Casualty Insurance in New York State (New York:
New York State Insurance Department, 1973).
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reap windfall profits with the transition from a traditional
tort liability system to a lower cost no-fault system. In
effect, New York reinstituted prior approval rating with the
enactment of its no-fault law which it has retained up until
the present.

In the several years following the enactment of the no-
fault law, it is apparent that a rift developed between
Superintendent of Insurance Thomas Harnett and leading
consumerist legislators over rate regulatory policy for
automobile insurance. Beginning in mid-1975, Harnett began
granting sizeable rate increases to automobile insurers when
expected cost savings from no-fault did not materialize. In
public statements Harnett commented on the need for a
"balanced" rate regulatory policy which included attention
to rate adequacy. (24) He also noted that continuing
deteriorating loss experience for automobile insurers would
probably necessitate further rate increases.

In September of 1976, a legislative hearing to
investigate recent automobile insurance rate increases was
called by the chairman of the New York Senate Insurance
Committee, Senator John Dunne. Senator Dunne was critical
of Superintendent Harnett's approval of automobile rate

increases over the previous months. Senator Dunne contended

24) "N.Y. Supt. Cites Inadequate Rates; Urges Law Changes,"
NUPC, 10 September 1976, p. 1.
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that the rate increases were unnecessary and resulted in
excessive profits for insurers. (25)

Because of a legislative delay in extending the state's
prior approval system for automobile no-fault rates, New
York was actually without a prior approval rating law for a
seventeen-day period in February 1977. A number of insurers
took advantage of the regulatory window by raising their
rates without getting approval from the superintendent. The
state senate subsequently declared the increased rates to be
exorbitant and passed a bill that ordered all insurers in
the state to use the last set of rates approved by the
insurance department. The bill clearly represented an
usurpation of the superintendent's authority over rates.
Superintendent Harnett had been actually seeking voluntary
rollbacks from the companies that had raised their rates.
Ultimately, the threatened legislative action did cause the
offending companies to rollback their rate increases
voluntarily.

In 1977, New York legislators enacted automobile no-
fault reform legislation in an effort to reduce burgeoning
claim costs. The reforms included replacing the existing
8500 tort liability threshold with a verbally defined
threshold for serious injury, setting up medical and legal
fee schedules, and elimination of duplicate medicare and

wage continuation benefits.

25) "Dunne Challenges NY Auto Rate Increases, Hits At Club
Atmosphere," IA, 9 October 1976, p. 5.
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In November of 1977, Albert B. Lewis was appointed
superintendent of insurance by Governor Hugh Carey. Lewis
had been a state senator and a member of the Senate
Insurance Committee for 12 years. He also took a much
harder line against insurers than his predecessor.
Superintendent Lewis promptly refused to grant any rate
increases to automobile insurers, despite relatively high
inflation at the time, on the basis of expected cost savings
from the no-fault reforms.

In March of 1978, Superintendent Lewis threatened to
mandate cuts in automobile insurance rates if insurers did
not act on their own. The warning to cut rates was issued
at a press conference to announce "voluntary" rate
reductions of 2-15 percent by Prudential Property and
Casualty Insurance Company for policyholders living in
upstate New York. (26) Prudential had originally filed for
an increase in downstate rates for an overall 1.9 percent
rate increase. However, when the insurance department
revealed that its filing would be help up pending review of
the requested rate increases they were removed.

At a public hearing held in the Spring of 1978,
Superintendent Lewis also supported continuation of prior
approval rating for no-fault automobile insurance. (27) Not

surprisingly, industry representatives at the hearing were

26) "N.Y. Regulator Threatens Mandated Auto Rate Cuts,"
NUPC, 10 March 1978, p. 1.

27) "Insurance And Assns. Back Open Auto Rating," NUPC, 3
April 1978, p. 36.
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united in their support of open competitive rating for all
property-casualty lines. (28) The legislature agreed with
Superintendent Lewis, however, and elected to extend prior
approval rating once again for automobile liability
insurance.

In September of the same year, Superintendent Lewis
announced the disapproval of roughly 100 private passenger
automobile insurance rate increase applications that were
pending before the department. He further announced public
hearings to determine the justification of the companies'
existing rate levels. Lewis cited improving loss experience
and declining loss ratios under the state's reformed no-
fault law as the basis for his decision. (29) It was not
until the beginning of 1980, that rate increases, in the
area of 5 to 10 percent, were granted to New York automobile
insurers. Even then these increases appear to have been
outpaced by increases in claim costs.

Since 1980, the New York department has approved
automobile rate increases averaging 9.7 percent in 1981,
13.8 percent in 1982, 11.2 percent in 1983, and 5.5 percent
in 1984 and 1985 with requested increases running roughly 50
percent higher than those approved. James Corcoran replaced
Albert Lewis as Superintendent during this period in March

1983.

28) 1Ibid.

29) "N.Y. Rejects 100 Auto Filings; Cos. Must Justify
Current Rates," NUPC, 29 September 1978, p. 1.
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North Carolina

Unlike the insurance commissioners in the previous
three states, the North Carolina commissioner is an elected
official. John Ingram served as North Carolina insurance
commissioner from 1973 to 1984. Relations between
Commissioner Ingram and automobile insurers were very
antagonistic. From the time he took office in 1973, up
until 1981, Commissioner Ingram summarily rejected all
requests by the North Carolina Rate Bureau for rate
increases for automobile insurance. The rate bureau is a
statutory rating office which files private passenger
automobile insurance rates on behalf of all North Carolina
insurers. The rate bureau appealed all of Commissioner
Ingram's decisions to the state supreme court which in every
case ruled against the commissioner and granted the rate
increases.

Illustrative of Commissioner Ingram's disputes with the
rate bureau was his rejection of bureau requests for overall
rate increases for automobile liability insurance of 6
percent in 1977 and 5.6 percent in 1978. Commissioner
Ingram rejected the filings on the basis that the rate
bureau failed to supply audited data, failed to include
investment income in their calculations, and failed to
supply complete statistics. The rate bureau, in turn,
appealed the decisions to the state court of appeals. In

the meantime, the companies collected the premium increase
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and placed it in escrow pending the outcome of their appeal
as allowed by state law. In each of the cases, the state
supreme court reversed and declared '"null and void"
Commissioner Ingram's rate rejection order. (30) The court
ruled that Ingram had not given sufficient notice of the
necessity for audited data. With respect to the
commissioner's complaint about insufficient statistics, the
court ruled that the law did not require all company data to
be supplied. Most importantly, the court ruled that the law
did not require that investment income be considered in an
insurance rate making case.

Commissioner Ingram elected to negotiate an agreement
with the rate bureau and the North Carolina Reinsurance
Facility on their 1981 rate filings. The Facility provides
liability coverage only for those persons unable to obtain
it in the voluntary market. Ingram approved rate hikes for
physical damage insurance of 19.7 percent for the voluntary
market and 23.8 percent for the facility business (2 percent
less than it had requested). The facility and rating bureau
agreed not to appeal the order in return for the hikes.

For 1983, the rate bureau filed for a 12.4 percent rate
increase for liability coverage and the facility filed for
an 11.9 percent increase for liability. Commissioner Ingram
disapproved the filing and the bureau and facility appealed

the ruling to the state supreme court. Subsequently, while

30) "Premium Windfall For N.C. Insurers," NUPC, 25 June
1980, p. 1.
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their appeal was being litigated, the facility and bureau
filed for liability rate hikes of 5.6 percent and 12.6
percent respectively for 1984. Ultimately, a negotiated
settlement was reached in which the bureau and facility
rescinded 1984 liability rate requests in return for
approval of their 1983 filings. 1In addition, the bureau
received approval for a 1.6 percent rate decrease for
physical damage insurance which they had proposed in their
1984 filing and also received a 1 percent increase for

med ical payments coverage.

Michigan

In order to provide a contrasting example to the above
four cases, the practice of rate regulation in Michigan
prior to its institution of open competition in 1981 was
examined. Rate filings and correspondence for the period
1976 through 1980 were examined for IS0, Allstate, AAA,
State Farm, and Progressive Casualty (a smaller substandard
insurer) to determine the general disposition of rate
regulation in Michigan at that time. While this evidence
does not reveal complete agreement between regulators and
insurers over necessary rate increases, it does appear that
Michigan's regulation was more moderate than the above four
states.

Of the sample companies, all but ISO filed for and
received rate increases in 1976. Allstate filed for and

received approval for an overall 10.3 percent rate increase
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which became effective March 15, 1976. AAA filed for a 14.7
percent rate increase, but received approval for only a 14.3
percent rate increase which became effective September 1,
1976. State Farm Mutual Auto filed for and received a 22.7
percent increase effective October 1, 1976. Progressive
Casualty filed for consecutive rate increases of 13 percent,
14.1 percent, and 23.4 percent, all in 1976. After
negotiation, Progressive Casualty was given a 10.8 percent
increase on their first filing and their entire requests on
the subsequent filings. Initially,the Michigan Insurance
Bureau opposed the last rate increase and Progressive
Casualty requested a contested case hearing. After several
preliminary procedural steps pursuant to the hearing took
place, the Bureau approved the requested rate increase after
receiving concessions on certain elements of Progressive
Casualty's rate structure.

In 1977, only two insurers filed for rate increases.
The Bureau took a somewhat stronger stance on these filings.
AAA filed for a 20 percent rate increase effective September
1, 1977 but received approval for only a 9.1 percent
increase. State Farm filed for a 15.3 percent increase, but
after some negotiation accepted a 10.6 percent increase.

In 1978, insurers filed for more moderate rate
increases which were granted in full. AAA filed for and
received a 0.5 percent rate increase. Progressive Casualty
filed for and received an 8.3 percent increase. A similar

pattern is revealed for 1979. 1ISO filed for a 13.4 percent
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rate increase for its member companies but after some
negotiation it accepted approval for a 10.1 percent
increase. Progressive Casualty filed for and received a 10
percent rate increase.

In 1980, there was somewhat greater rate filing
activity among these companies. Allstate filed for two rate
increases in 1980. First, they requested a 12.7 percent
rate increase, effective March 10, 1980, but were granted
approval for only a 8.7 percent increase. They subsequently
filed for a 10.3 percent rate increase to become effective
January 1, 1981, but received only a 8.7 percent increase.
Progressive Casualty filed for and received a 16.9 percent
rate increase which became effective January 1, 1980. State
Farm filed two rate increases in 1980. They requested a 5.9
percent rate increase effective May 15, 1980 but accepted
approval of a 3.9 percent increase. They subsequently filed
for a 4.4 rate increase to take effect, January 1, 1981, but
received only a 0.5 percent increase.

In general, Michigan apparently took a somewhat less
stringent regulatory posture than the other states reviewed
in this section. On many occasions, insurers received full
approval of the rate increases contained in their original
filing. On other occasions the Insurance Bureau opposed an
insurer's initial filing, but gave approval to a somewhat
smaller rate increase. Even in these cases, insurers often
received a substantial portion of their original request.

Only in one instance did a filing disapproval prompt a rate
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hearing. This pattern contrasts with that revealed in the
above four states where insurers often received either none

or less than half of the rate increases requested.
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Summary

The evidence presented in this Chapter reveals
considerable disparity among the states studied in terms of
the apparent stringency with which they regulate automobile
insurance rates. Table 4.1 reveals that, in Alaska, Iowa,
Louisiana, and Maryland, ISO received approval of most the
automobile rate increases it has filed for since 1976.
Alternatively, the insurance commissioner has approved rate
increases considerably less than what ISO has requested in
most instances in New Jersey, Pennsylvania and Rhode Island.
This evidence together with other anecdotal evidence
presented in this Chapter suggest that rate regulation has
been more stringent in Massachusetts, New Jersey, New York,
North Carolina, Pennsylvania, and Rhode Island than it has
been in Alaska, Iowa, Louisiana, Maryland, Michigan, and
many other states. The tendency of regulators in the first
group of states to grant rate increases considerably less
than industry requests or even order rate decreases reflects
their intent to maintain a rate level that is lower in
relation to costs than the rate level that is established in
the other states.

Also, the anecdotal evidence presented on
Massachusetts, New Jersey, New York, and North Carolina
shows a clear pattern of significant disagreement between
the insurance department and insurers over necessary rate
levels. States where regulators and the industry are in

virtual agreement over necessary rate levels (such as
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Alaska, Iowa, Louisiana, and Maryland) are distinguished by
their lack of disapproved filings, rate hearings, court
cases, and public statements on regulatory issues that would
otherwise attract attention in the trade press. Michigan,
prior to 1981, presents something of a middle case where
regulation appears to have been more stringent than in the
second group of states but less stringent than in the first
group. In light of this evidence of varying regulatory
stringency, the next chapter reviews previous studies of the
effect of rate regulation on market performance in
automobile insurance and what they have uncovered about the

marginal impact of higher stringency on performance.



CHAPTER FIVE

PREVIOUS STUDIES OF REGULATORY STRINGENCY

A number of studies of the effects of state rate
regulation on market performance in the private passenger
automobile insurance industry have been conducted over the
last decade. A very good survey of these studies is
provided by Harrington. (1) This Chapter reviews primarily
those studies which have attempted to control for the effect
of varying regulatory stringency among states in some
fashion or another. An examination of these studies reveals
a general failure to adequately measure the degree of
regulatory stringency among states. The measures of
regulatory stringency that have been used have either been
ambiguous or have appeared in misspecified empirical models
lacking an adequate theoretical basis. Consequently, there
has been a failure to accurately estimate the impact of
regulatory stringency on performance. To date, there is
still little understanding of how greater levels of
regulatory stringency among states has affected market
performance in automobile insurance.

The first section of this Chapter looks at two studies
which have investigated the variation in regulafory

attitudes and policies relating to stringency within state

1) Scott Harrington, "The Impact of Rate Regulation on
Prices and Underwriting Results in the Property-Liability
Insurance Industry: A Survey," Journal of Risk and
Insurance, 51 (December 1984): 577-623.
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insurance departments. These studies provide additional
evidence that states do differ considerably in terms of the
stringency with which they regulate rates. The second
section examines two studies which consider only the impact
of prior approval regulation on market performance in
automobile insurance without consideration of the role of
regulatory stringency. These two studies deserve looking at
because they represent the most comprehensive of this type
of study and consequently provide a good basis for
comparison with studies that do consider regulatory
stringency. The first study, like its predecessors, found
no effect for regulation, while the second study, using more
recent data, found prior approval regulation to raise
liability loss ratios. The last section evaluates studies
which have considered varying regulatory stringency in one
form or another. Generally, these studies have not found
that greater regulatory stringency has had any differential
effect on performance but it will be shown that stringency-
related variables used by these studies do not provide a
good test of the stringency hypothesis, leaving the issue
unresolved.

It should be noted that none of the studies reviewed in
the last section had adopted a formal definition of
regulatory stringency and then gone about assessing its
importance. Each of these studies does refer to, in one
form or another, the differential administration of similar

regulatory statutes. The various terms that are used and
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the context in which they are used suggest that the authors
of these studies are attempting to account for something
akin to the severity of regulation or the stringency of
regulation as it has been defined here, but this cannot be
assured. These studies will be discussed in terms of their
implications concerning regulatory stringency as it has been
defined here, recognizing that the authors of these studies
may have intended to measure the impact of something other

than this.

Surveys of Regulatory Attitudes and Behavior

Miles and Bhambri have conducted a fairly extensive
survey of state insurance commissioners on their perceptions
of their roles as regulators. They concluded that

Substantial ditference in regulatory philosophies were

found to coexist among regulatory executives operating

in the same industry arenma. . . . Such regulatory
philosophies and the agendas they create for regulatory
executives makes a big difference in the way government
regulation of business is formulated and
implemented.(2)

Miles and Bhambri essentially uncovered two basic types
of regulators -- activists and arbiters. The activist
commissioner is characterized as a strong promoter of

consumers' interests as opposed to being a mediator between

industry interests and consumer interests.

2) Robert Miles and Arvind Bhambri, The Regulatory
Executives (Beverly Hills, C.A.: Sage Publications, 1983):
180.
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Activist regulatory executives are advocates of the
public interest. They see themselves as agents of the
underdog, and they perceive a clear dichotomy between
"the needs of the public" and "the needs of the
industry." These regulatory executives, therefore,
tend to take an initiating role in pioneering insurance
legislation and in questioning traditional business
practices. (3)
Activist commissioners tend to be Democrats who represent
politically complex and volatile urban states where consumer
groups are much more politically active.
Alternatively, arbiter commissioners, according to
Miles and Bhambri, attempt to balance consumer and industry

interests.

The arbiters among our regulatory executives, in
contrast, see both the industry and the public as
important constituencies. To them the interests of the
public and the industry are not in direct conflict.
Therefore, these interests are amenable to mediation by
the regulatory executive. . . . Arbiters tend to be
more satisfied with the status quo in the regulated
industry than activists. (4)

Arbiters commissioners, which account for approximately two-

thirds of all commissioners, tend to come from smaller, less

urban states where consumer groups are less politically

active.

Miles and Bhambri did not directly address regulators'
views on rate regulation in automobile insurance. Their
survey questions referred more to how narrowly regulators

defined the scope of their role and to which constituencies

3y 1bid., p. 183.
4) 1bid., p. 186.
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they listened. They did not ask insurance commissioners
whether they thought that adequacy or excessiveness was the
principal concern in rate regulation or whether investment
income should be reflected in rate making. It seems
reasonable, however, that commissioners who were typed as
activist in their study would tend to take a more stringent
approach to regulation of automobile insurance rates and
would be less likely to give insurers the full rate
increases that they request than commissioners who are
identified as arbiters. Also, the fact that activist
commissioners tend to be found in one kind of political
environment and arbiter commissioners in another indicate
that the occurrence of one or the other in a given state is
not just a random event but may be at least partially
dependent on a state's political environment.

The General Accounting Office also conducted a study of
state property-casualty rate regulation in 1978 in which it
found a great deal of variation among states in terms of the
extensiveness of their regulatory efforts.

Rate regulation in prior approval states has been

faulted on two contradictory counts. First, it is

thought to be merely a rubber stamp that fails to
analyze filings and allow companies to set whatever
rates they wish. Second, the insurance industry
criticizes the prior approval process as being too
restrictive, fraught with delays; and prone to making
large cuts in requested rates. Our study found

evidence to support both criticisms, depending on which
state we reviewed. (5)

5) U.S. General Accounting Office, Issues and Needed
Improvements in State Regulation of the Insurance Business
(Washington, D.C.: Government Printing Office, 1979): 60.
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The GAO found no single course of action in the way
rates were reviewed among the 35 states they compared. The
time of rate filing reviews among prior approval states
ranged from a few minutes to 14 months. States also varied
significantly in terms of the level of actuarial analysis of
rate filings. Ohio, for instance, had no independent
actuarial review of rate filings at the time of the survey,
but relied solely on companies' actuarial calculations.
Other state insurance departments used, to varying degrees,
their own actuaries or hired consultants to examine filings
for the acceptability of actuarial assumptions and methods.
Only the Massachusetts and Texas insurance departments
assembled their own data and made their own actuarial
calculations to evaluate requested rates.

The GAO found other differences among the states they
surveyed. Six held no administrative hearings on rate
filings in 1977 while the median number of hearings was
four. The length of delay for approval of rate filings
varied significantly as well.

We found that for six major companies and IS0, prior

approval States spent an average of 3-1/2 months to

approve major rate filings. In other states, however,
the average delay was far greater -- almost 1 year in

New Jersey and 6 months in South Carolina, for
example. (6)

8) 1Ibid., p. 68.
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The report goes on to point out that, if the requested rate
increases are necessary, such delays result in inadequate
rates for the period of the delay.

The Miles-Bhambri and GAO studies represent the only
comprehensive surveys of the policies of state insurance
commissioners and their departments that have been
conducted. Other studies of state insurance departments
have either only looked at a few states or have only
surveyed specific policies such as investment income
requirements. Although neither the Miles-Bhambri study nor
the GAO study focused on the issue of the stringency of
automobile rate regulation as it has been defined for this
study, they do indicate that policies which are probably
strongly associated with the level of regulatory stringency
in property-casualty insurance generally do vary among
states. To that extent they tend to corroborate the
anecdotal evidence of varying regulatory stringency in
automobile insurance presented in Chapter 4. Despite this
evidence, recognition of state differences in regulatory
stringency in studies of the effects of the rate regulation

in automobile insurance has been grudging and incomplete.

The Effects of Prior Approval Rate Regulation on Market

Performance

There have been a number of studies which have
estimated the effect of prior approval rate regulation on

market performance in automobile insurance but which have
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not controlled for different degrees of regulatory
stringency among prior approval states. These studies, for
the most part, tend to be duplicative and are of little
relevance to the subject of this study. However, it is
useful to review the two most comprehensive studies that
fall into this group because they provide a good basis for
comparison with studies that consider regulatory stringency
in addition to providing other interesting insights.

Ippolito tested a capture hypothesis that state prior
approval rate regulation increased rates and lowered the
state loss ratio in automobile insurance. (7) Using
regression analysis, he estimated the effect of state prior
approval regulation on the mean statewide total automobile
liability and physical damage loss ratios for the periods
1971-73 and 1973-75. Ippolito employed a model in which the
state loss ratio was a function of the existence of
regulation, market concentration, and several cost-related
variables. A dummy variable equal to one if a state had a
prior approval system was used to indicate the existence of
regulation. Ippolito did not find the existence of prior
approval regulation to have a significant impact on the loss
ratio. Therefore, he concluded that there was no support
for the capture hypothesis that regulation lowered the

market loss ratio.

7) Richard Ippolito, "The Effects of Price Regulation in
the Automobile Insurance Industry," Journal of Law and
Economics 22 (April 1979): 55-89.
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Ippolito's findings are important because his
represents the best of the earlier studies that estimated
the effect of rate regulation on performance without
considering differing degrees of regulatory stringency among
prior approval states. This, of course, is its major
limitation. While Ippolito's study indicates that, on the
whole, rate regulation has not affected underwriting
results, it leaves unresolved the questions of whether rate
regulation has had an impact in any state or if greater
regulatory stringency has any differential impact on the
loss ratio since only one dummy variable is used to reflect
the existence of regulation. 1If regulation does have a
significant impact in particularly stringent states but not
in other states, that effect will be obscured by lumping all
prior approval states together with one regulatory variable.

Another concern is that Ippolito's data was confined to
the early 1970s. It is conceivable that the effect of
regulation in automobile insurance has shifted over time due
to changing economic and political conditions within the
industry. If this is the case, then the results Ippolito
obtained may not be reflective of what has happened in more
recent years.
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