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CURRENT ENVIRONMENT

Insurers poised for a solid 2004

Property-casualty (P/C) insurers are poised to
produce very solid underwriting results in
2004, assuming current trends of adequate
premium pricing and favorable loss trends
continue. Although underwriting margins in
the first quarter of 2004 were aided by an ade-
quate level of premium rates coupled with an
improvement in loss cost trends across both
the commercial and personal lines of business,
an increase in price competition in a number
of lines of business could restrain net written
premium growth in 2004.

Standard & Poor’s Equity Research
Group has lowered its forecast for net writ-
ten premiums in 2004 to $440.7 billion,
from $465.0 billion. Our revised estimate as-
sumes a written premium growth rate of
8.6% above 2003 written premium levels of
$405.9 billion. Embedded in our estimate are
the following assumptions: written premiums
for personal lines will increase by 8.0% to
approximately $188.2 billion in 2004 (versus
$174.3 billion in 2003), that balanced lines
underwriters produce an 8.0% growth in
written premiums to around $81.1 billion in
2004 ($75.1 billion), and that commercial
lines underwriters net a 9.5% increase in
written premiums to approximately $171.4
billion ($156.5 billion).

Full-year 2003 underwriting results
show marked improvement

Based on the latest available aggregate in-
dustry operating data released in late April
2004 by the Insurance Services Office (ISO),
an industry research and data collection or-
ganization, the property-casualty industry’s
operating results showed a marked improve-
ment during 2003. We attribute these healthy
results to a combination of premium rate ad-
equacy, coupled with a fairly benign loss cost
environment and the absence of any signifi-
cant one-time catastrophic events.

Net written premiums for the representa-
tive companies in the ISO study advanced

9.8%, to $405.9 billion in 2003, from
$369.7 billion in 2002. This rate of premium
growth, while adequate, was slightly below
our forecast of annual premium volume of
$415 billion, or annual written premium
growth of around 12%. The shortfall from
our estimate occurred primarily in the com-
mercial lines arena, where the rate of premium
price increases began to slow. Commercial lines
insurers in the ISO study reported a 10.7% rise
in net written premiums during 2003, for
annual written premium volume of $156.5
billion (versus $141.3 billion of premiums
written in 2002).

These results add empirical evidence to
the anecdotal evidence that emerged
throughout the year, as insurance companies
commented that the rate of renewal price in-
creases on numerous commercial lines poli-
cies was being pressured by an uptick in
competitive pressures. Many insurers noted
that commercial property lines of coverage
and some standard casualty lines (like com-
mercial multiperil) were experiencing some
price competition, and that renewal rates
ranged from flat in come cases to increases in
the “low single-digit range.” Specialty com-
mercial casualty lines (like directors and offi-
cers liability coverage, for example)
continued to garner mid-teen rate increases.
After several years of fairly aggressive premi-
um price hikes, however, the rate of increases
was beginning to level off.

Personal lines insurers, which are subject
to more government regulation than are
commercial lines insurers (and which conse-
quently may encounter more difficulty in
raising premium rates), posted a healthy
10.0% rise in net written premiums in 2003.
This group of insurers, which primarily un-
derwrite personal automobile and homeown-
ers’ coverage, wrote $174.3 billion of
premiums in 2003, compared with $158.5
billion in 2002. Balanced lines underwriters
posted the lowest rate of written premium
growth in 2003. This group, which under-
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PROPERTY-CASUALTY OPERATING RESULTS

(In millions of dollars)

UNDERWRITING  INVESTMENT PRETAX

YEAR GAIN (LOSS) INCOME INCOME
2002* (32,371) 40,111 1,740
2001 (52,523) 38,980 (13,543)
2000 (32,271) 41,938 9,668
1999 (24,764) 40,061 15,297
1998 (17,669) 41,097 23,427
1997 (6,030) 41,499 35,469
1996 (17,162) 37,962 20,801
1995 (17,375) 36,834 19,459
1994 (22,083) 33,687 11,604
1993 (18,094) 32,645 14,551

*Latest available.
Source: A.M. Best Co.

writes both personal and commercial lines
coverage, wrote $75.1 billion of premiums in
2003, up 7.4% from $69.9 billion in premi-
ums written in 2002. Although this rate of
growth was adequate, it was less than we ex-
pected. However, this shortfall mainly re-
flected certain company-specific strategies
aimed at reducing the writing of certain
types of policies.

The favorable written premium growth
trends that were underway in 2002 translat-
ed into relatively healthy rates of earned pre-
mium growth in 2003. (Note: Earned
premiums are a revenue component on insur-
ers’ income statements. For a detailed expla-
nation of how written premiums flow
through the income statement into earned
premiums, please refer to the “How the
Industry Operates” section of this Survey.)
For insurers in the ISO study, earned premi-
ums advanced 11.4% in 2003, to $388.1 bil-
lion, from $348.5 billion in 2002. Although
this rate of earned premium growth was
down a bit from the 11.9% rate of growth
produced in 2002, it contrasted rather
sharply with the paltry 1.8% rise in earned
premiums reported in 1999. The annual rate
of earned premium growth during

1997-2003 averaged 5.9%.

Investment income growth restrained
by low interest rates

Net investment income is typically the sec-
ond largest revenue component for property-
casualty insurers (behind earned premiums),
sometimes accounting for one-third or more
of total revenues. During 2003, the relatively

low interest rate environment, which de-
pressed investment yields on fixed income in-
vestments, was the main culprit behind the
tepid growth in investment income. Indeed,
many companies warned in their guidance
for coming periods that low interest rates
would continue to constrain their net invest-
ment income growth. Net investment income
for insurers in the ISO study advanced only
4.0% to $38.7 billion in 2003, from $37.2
billion in 2002. Although this rate of growth
was subdued, it represented a pickup from
first-half 2003 growth of around 2.2%.

However, a rebound in both the equity
and fixed income markets during 2003
helped produce a turnaround in net realized
investment gains for insurers in the ISO
study. During 2003, this representative group
reported net realized investment gains of
more than $6.9 billion. This was in marked
contrast to the more than $1.2 billion of re-
alized investment losses the industry had to
absorb in 2002. (Note: after-tax realized in-
vestment gains and/or losses are typically ex-
cluded from analysts’ estimates of net
operating earnings for insurance companies.)

Another positive sign that emerged during
2003 was the level of unrealized investment
gains many property-casualty insurers had
amassed. For insurers in the ISO study, unre-
alized investment gains totaled more than
$25.2 billion in 2003. This represented a
marked turnaround from 2002, when the in-
dustry had nearly $20.8 billion in unrealized
investment losses.

Loss cost growth still constrained

Revenue growth for property-casualty in-
surers in 2003 was aided by several factors:
the double-digit rate of earned premium
growth, modestly higher net investment in-
come, and a turnaround in realized investment
gains. However, industry profitability was sig-
nificantly enhanced by the favorable loss cost
trends at play throughout the year. Because
losses (or claim costs) and loss adjustment ex-
penses are by far the largest expense item fac-
ing an insurer, a change in the direction of
these expenses can have a rather large impact
on an insurer’s bottom line. Examples of loss
costs include expenses associated with auto
and home repairs, as well as medical costs.

Insurers in the ISO study reported a frac-
tional (0.4%) rise in incurred losses during



2003, to $239.7 billion (or approximately
61.8% of earned premiums), from $238.8
billion (or 68.5% of earned premiums) in
2002. Incurred loss adjustment expenses (i.e.,
the costs associated with settling claims) rose
more rapidly, increasing 11.8% in 2003, to
$50.1 billion, from $44.8 billion in 2002.
Taken together, loss and loss adjustment ex-
penses (LAE) were up a restrained 2.2% in
2003, to $289.8 billion, from $283.6 billion
in 2002. This rate of increase is the smallest
in the seven years between 1997 and 2003.
During that period, the average annual rate
of loss and LAE increases was 5.3%, includ-
ing a 15.3% rise in 2001 (due mainly to
costs associated with the September 11 ter-
rorist attacks).

Catastrophe losses are a component of the
industry’s aggregate loss cost figures. A cata-
strophe is defined as an event or a series of
related events that produces $25 million in
insured losses. Data obtained from ISO indi-
cate that catastrophe losses totaled $12.9 bil-
lion in 2003, up sharply from $5.9 billion in
2002. There were no high-profile catastro-
phes in 2003; rather, a series of severe storms
caused the bulk of the losses.

Another factor that can greatly affect
profitability is the level of loss reserves. Loss
reserves are the funds insurers set aside to
pay future claims. Insurers in the ISO study
reported a 7.7% rise in reserves for losses
and loss adjustment expenses, to $424.9 bil-
lion in 2003, from $394.6 billion in 2002.
This follows a 6.1% rise in loss and LAE re-
serves during 2002. This level of increase in
loss reserves did not surprise us, given the
growing concern among industry participants
over the adequacy of loss reserves for certain
commercial casualty insurance underwritten
during the most competitive period of the
market cycle (i.e., from 1997 to 2000).
However, during the 1997-2003 period, loss
and LAE reserves increased at an average an-
nual rate of less than 2.4%.

Favorable trends in top-line growth and the
modest increase in loss costs offset the rise in
loss reserves during 2003. This led to a signifi-
cant year-to-year improvement in underwriting
results. According to the ISO data, insurers’
pretax underwriting losses totaled $4.6 billion
(or approximately 1.2% of earned premiums)
in 2003, a distinct improvement from under-
writing losses of $30.8 billion (or about 8.8%
of earned premiums) in 2002.

Combined ratio highlights improved
underwriting results

The combined ratio statistics reported
for 2003 illustrate very clearly the magni-
tude of the property-casualty industry’s im-
proved underwriting results. The combined
ratio is a key measure of underwriting per-
formance. It is the sum of the loss ratio,
the expense ratio, and (where applicable)
the dividend ratio. A combined ratio below
100% indicates an underwriting profit,
while one in excess of 100% points to an
underwriting loss. (For more information
on the combined ratio and its implications
for insurer profitability, see the “How to
Analyze a Property-Casualty Insurer” and
“Key Industry Ratios and Statistics” sec-
tions of this Survey.)

Property-casualty insurers in the ISO
study reported a combined ratio of 100.1%
in 2003. This represented a rather marked
improvement over 2002’s combined ratio of
107.3%. Every segment of the industry saw
improved underwriting results. Commercial
lines insurers’ underwriting results showed
the greatest degree of improvement: a com-
bined ratio of 101.2% in 2003, versus
109.8% in 2002. However, the personal
lines segment was the only one to show an
underwriting profit in 2003, with a com-
bined ratio of 97.7%, versus 104.5% in
2002. Balanced lines underwriters, which
have struggled with a number of adverse
company-specific underwriting trends, post-
ed a combined ratio of 103.2% in 2003,
versus 109.0% in 2002.

The improvement in underlying loss
trends helped offset the surge in catastrophe
losses during 2003. As a result, the industry’s
loss ratio (equal to incurred losses and loss
adjustment expenses divided by net earned
premiums) declined to 74.7%, from 81.4%
in 2002. Commercial lines writers led the
way with a better claims picture, posting a
loss ratio of 75.6% in 2003, versus 83.1% in
2002. Personal lines writers also produced
some rather impressive results, with a loss
ratio of 73.5% in 2003, versus 80.0% in
2002. One of the main drivers behind the
personal lines improvement occurred in auto-
mobile loss trends, in both frequency (i.e.,
how often losses occur) and severity (how
costly they are). Balanced lines underwriters
also saw an improved loss picture: their loss
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ESTIMATED CHANGES IN POLICYHOLDERS® SURPLUS

(Total property-casualty industry, in billions of dollars)

ITEM 2001 2002 2003

Policyholders' surplus—beg. of period 3173 289.6 285.4
Operating income (13.8) 5.6 337
Realized capital gains 6.6 (1.2) 6.9
Income taxes 0.2 (1.3) (10.8)
Net after-tax income (7.0) 3.1 29.8
Unrealized capital gains (loss) (18.0) (20.8) 25.2
Stockholder dividends & other (11.8) (7.1) (9.1)
New funds 12.9 18.8 1.5
Misc. surplus change (3.8) 1.8 4.1

Policyholders' surplus—end of period 289.6 285.4 347.0

Source: Insurance Services Office.

ratio improved to 75.5% in 2003 from
81.1% in 2002.

The industry’s expense picture also bright-
ened a bit in 2003, with the expense ratio
(equal to other underwriting expenses divid-
ed by net written premiums) declining to
24.9%, from 25.4% in 2002. We were a bit
surprised by the modest improvement, par-
ticularly since these expenses were being di-
vided over a growing premium base.
However, after several years of cutting ex-
penses, we assume a number of insurers be-
gan investing in their core business again.
Commercial lines underwriters showed the
most improvement in their expense ratio,
posting a 25.1% ratio in 2003 versus 26.0%
in 2002. Personal lines writers also shaved a
little off their overhead, with an expense ra-
tio of 23.7% in 2003, versus 23.9% in 2002.
Balanced lines underwriters posted an ex-
pense ratio of 27.3% in 2003, unchanged
from a year earlier.

The dividend ratio for the entire industry
also inched downward in 2003, to 0.5%
from 0.6% in 2002. Commercial lines writ-
ers posted a dividend ratio of 0.4% in 2003,
versus 0.7% in 2002. Balanced lines under-
writers also ratcheted down their dividend
ratio to 0.4% in 2003, from 0.6% in 2002.
However, personal lines insurers saw a slight
increase in their dividend ratio in 2003, to
0.6% from 0.5% in 2002.

Surplus also rises

An improvement in underwriting perfor-
mance, coupled with a turnaround in in-
vestment results, helped propel the
industry’s surplus upward in 2003. Surplus

for the property-casualty industry refers to
its capital, or net worth (the amount by
which the industry’s assets exceed its liabil-
ities). Surplus is often referred to as statu-
tory surplus under statutory accounting
principles, and it is analogous to share-
holders’ equity under generally accepted
accounting principles. At December 31,
2003, the property-casualty insurance in-
dustry had total surplus of $347.0 billion,
up nearly 22% from $285.4 billion at year-
end 2002. The last time industry surplus
rose to this degree was in 1997, when sur-
plus growth was 20.7%.

Since surplus rose faster than written pre-
miums, the industry’s leverage declined.
Leverage in this instance refers to the extent
to which an insurer uses its capital (or sur-
plus) to support the writing of business (or
premiums). The ratio of net written premi-
ums to surplus is a means by which one can
quantify this practice. (For a more detailed
explanation of leverage, see the “How to
Analyze a Property-Casualty Insurance
Company” section of this Survey.)

The ratio of net written premiums to poli-
cyholder surplus for the 12 months ended
December 31, 2003, was 1.17-to-1. This
compares with a net written-premiums-to
surplus ratio of 1.30-to-1 at year-end 2002.
To put this in context, in 2003 insurers
wrote $1.17 worth of premiums for every $1
of surplus. During 2002, the average insurer
underwrote $1.30 worth of premiums for
every $1 of surplus. Regulators typically al-
low insurers to underwrite $2.00 worth of
premiums for every $1.00 of surplus.

Using the 2-to-1 premium-to-surplus ratio
as our guide, we can roughly estimate that
the industry had approximately $144 billion
of “excess” surplus or capital at December
31, 2003. We derived this number by using
the $405.9 billion in net written premiums
and $347.0 billion of policyholder surplus as
inputs into our equation. To support this lev-
el of written premium growth, the industry
would need approximately $203 billion of sur-
plus (or capital). The difference between actual
surplus ($347 billion) and “required” surplus
($203 billion) is our so-called excess surplus of
$144 billion. We estimate that this excess
surplus could support another $288 billion
in written premiums.

While this exercise helps to illustrate the
industry’s financial condition and leverage,



it needs to be examined against a backdrop
of numerous other considerations. First, al-
though companies might be permitted to
leverage their surplus to this degree, very
few actually do. Second, a significant com-
ponent in the growth of surplus during
2003 came in the form of unrealized invest-
ment gains. These gains tend to be volatile
and could reverse course. Finally, although
the industry has been adding to its loss re-
serves, we continue to believe that loss re-
serves for long-tail casualty lines of business
underwritten in prior years remain inade-
quate. An increase in these reserve levels
could erode a lot of the excess surplus.
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INDUSTRY PROFILE

Managing risk in a changing

environment

The US property-casualty (P/C) industry
comprises thousands of companies, each vy-
ing for a share of the multibillion-dollar mar-
ket for personal and commercial lines
insurance coverage. However, the market is
dominated by a small group of companies.
According to the latest available data
from A.M. Best Co., a provider of insurance
company ratings and information, the 10
largest property-casualty insurer groups
(based on net written premium volume for
property-casualty insurance) wrote just over
$171.8 billion of premiums in 2002. That
accounted for approximately 45.3% of that
year’s $378.9 billion in industrywide written

TOP 20 PROPERTY-CASUALTY
UNDERWRITERS — 2002*

(Ranked by net premiums written)

NET PREMIUMS
WRITTENT 2001 2000

UNDERWRITER (MIL.$)  RANK RANK
1. State Farm Group 42,747 1 1
2. Allstate Ins. Group 23,342 2 2
3. American Int'l Group 21,046 4 4
4. Zurich/Farmers Group 17,428 3 3
5. Berkshire Hathaway Ins. Gp. 15,204 5 5
6. Travelers PC Group 11,882 6 6
7. Nationwide Group 1,741 7 7
8. Liberty Mutual 10574 8 8
9. Progressive Insurance Gp. 9,456 10 1
10. The Hartford Ins. Group 8,395 14 10
11. CNA Financial 8,340 9 9
12. Chubb 7,811 13 13
13. USAA Group 6,967 1 12
14. St. Paul 5813 12 15

15. State Compensation
Insurance Fund of Calif. 5,350 21 7

16. American Family Ins. Gp. 4,878 19 18

17. GE Global Ins. Gp. 4644 20 14
18. SAFECO 4,585 15 16
19. Anthem Group 4,421 17 19
20. Erie Insurance Group 3,330 25 26

*Latest available. TUS only.
Source: A.M. Best Co.

premiums. The five largest insurer groups
wrote approximately $119.8 billion in pre-
miums, for a market share of around 31.6%.
The two largest P/C insurers — State Farm
Group and Allstate Insurance Group — had
a 17.4% share of the US property-casualty
market. Combined, they wrote some $66.1
billion in premiums in 2002.

Some US companies (notably American
International Group) have a long-established
presence in numerous overseas markets, and
several large property-casualty insurers have
sought to increase their presence in certain
overseas markets. For the most part, howev-
er, most US-based P/C insurers operate pri-
marily in the United States.

INDUSTRY TRENDS

The foremost trend affecting most property-
casualty insurers is an upturn in premium
rates. After years of extremely competitive
premium pricing conditions brought on by
an overabundance of underwriting capacity,
signs of pricing strength in some commercial
lines first emerged in 2000 and continued
through 2001 and 2002 and well into 2003.
However, emerging evidence suggests that
the rate of premium price hikes is moderat-
ing. This is particularly true in the more
commodity-type standard lines of coverage
and in certain property lines of coverage.
Highly specialized coverage lines continue
to garner relatively aggressive rate increas-
es.

In addition, the industry is facing the
threat of costly asbestos claims for which it
may be under-reserved. After appearing to
have stabilized, asbestos claims are on the
rise again, as many claimants are seeking to
tap the deep pockets of insurers. Some indus-
try experts have estimated that the ultimate
liability for asbestos-related losses could ap-
proach $200 billion, with the US insurance



industry responsible for $55 billion to $65
billion of that total.

Another recent trend that has affected the
insurance industry (and the broader financial
services industry as well) is a lapse in large-
scale merger and acquisition (M&A) activity.
Historically, insurers often attempted to
offset slowing premium growth by joining
forces in an effort to become more cost
efficient. The results have not been entirely
positive, however, and many companies have
suffered from post-merger integration pains.
Although some signs of life began to return
to the M&A arena in late 2003, Standard &
Poor’s does not expect a widespread consoli-
dation trend among property-casualty insur-
ers (similar to what transpired in the banking
industry during the 1990s) to materialize.

A parallel trend affecting certain areas
of the industry has been a widespread re-
evaluation of business models. The concept
of the financial services conglomerate has
fallen from favor, and in some cases, insur-
ers are narrowing their focus. However,
some property-casualty insurers, particular-
ly personal lines carriers, have expanded
into the retirement savings market. Still
others, primarily commercial lines insurers,
have expanded overseas in an attempt to
offset slower growth in the maturing do-
mestic market.

Among other efforts, many insurers have
focused on improving their distribution sys-
tems as a means of spurring growth and re-
gaining a competitive edge. Most insurers are
publicly committed to maintaining their tradi-
tional agency distribution, but are exploring
other ways to get the product to the customer
in a more economical fashion. Some are ac-
tively developing direct marketing channels,
including Internet advertising and sales. Many
have also joined forces with banks and broker-
age firms to expand their distribution channels
by selling insurance products through those
firms’ branch networks.

Insurance premiums rising, but at a
slower rate

The key condition affecting the property-
casualty insurance industry today is a bit of a
slowdown in the rate of premium increases.
After nearly a decade of weak premium rates
brought on by excess underwriting capacity,
premium rates began to strengthen in late

2000. That pricing strength continued into
2001 and accelerated after the September 11
terrorist attacks that year. Standard & Poor’s
currently estimates that written premiums
will total approximately $440.7 billion in
2004, up approximately 8.6% from 2003
written premiums of $405.9 billion (as dis-
cussed in the “Current Environment” section
of this Survey). Against a backdrop of higher
(albeit moderating) premium rates, we also
expect to see a continuation of tightened pol-
icy terms. Changes will include higher de-
ductibles and lower coverage limits. Indeed,
the market may see increasingly limited
availability of coverage, as insurers move to
reduce exposure in response to the height-
ened risk of terrorist activities, rising loss
costs, and the industry’s declining surplus. As
a result, a number of commercial insureds
may again seek alternatives to the traditional
insurance market.

Commercial clients may seek alternatives

Commercial clients that need to manage
risk have two options within the traditional
market. One is to transfer that risk to an
insurance company through the purchase of
an insurance policy. The second traditional
method is to “self-insure”; that is, to retain
the risk and allocate funds to meet the ex-
pected costs. These risk management tools
have historically been used to manage the
majority of commercial lines risk. During the
1980s, when the amount of available com-
mercial liability insurance was insufficient to
meet demand, a number of alternative risk
transfer (ART) mechanisms were established.
These mechanisms, including captive insurers
and risk retention groups, are being increas-
ingly used again.

Captives. This is a type of insurance
company created and wholly owned by one
or more noninsurers for the purpose of pro-
viding its creators with insurance protection.
A “pure” captive insures only the risks of
its parent company. These entities neither
spread nor transfer risk; thus, they technical-
ly do not provide insurance.

A study published in April 2002 by A.M.
Best estimated that there were 3,861 captives
worldwide, accounting for $50.2 billion in
premiums in 2000, up from 3,776 captives
accounting for $38.9 billion in premiums in
1999. The majority of offshore captives that
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cover US-based risks are domiciled in
Bermuda, where they can take advantage of
certain tax savings and regulation that is rela-
tively more lenient than in the United States. A
number of US states have welcomed captive
insurers. Vermont is home to more than 360
captive insurers. As of early 2002, captives li-
censed in Vermont included those set up by
PepsiCo Inc. and US Bancorp.

Risk retention groups. These entities
are formed by companies within a common
industry (airlines, for example) that join to-
gether to provide members with insurance
protection. A risk retention group is a corpo-
ration owned and operated by its members.
It must be chartered and licensed as a liabili-
ty insurance company under the laws of at
least one state. The group can write insur-
ance in other states.

ARTs may broaden scope

The creation of these two alternative
risk transfer mechanisms was facilitated by
the passage of the Product Liability Risk
Retention Act of 1981, which was enacted
to solve the shortage of liability insurance.
The act was expanded in 1986 to include
all areas of commercial liability, except
workers’ compensation.

In the wake of September 11, 2001, many
in the insurance industry are pushing to ex-
pand the scope of this law, so that it may
also apply to the property insurance market.
Indeed, A.M. Best projected in 2002 (latest
available) that 50% of the US commercial in-
surance market would use some form of al-
ternative risk transfer mechanism by the end
of 2003, up from 30% in 1996.

Rising ashestos claims threaten profits

A combination of social, economic, and
legal changes have led to an escalation in
asbestos and asbestos-related claims in re-
cent years. That trend is likely to continue.
According to the American Insurance
Association, an industry trade group, if the
tragic events of September 2001 had not
occurred, asbestos and asbestos-related is-
sues would be front and center on lobby-
ists’ and Congress’s agendas. Asbestos, the
common name for a group of naturally oc-
curring silicate minerals, was used in a vari-
ety of commercial and consumer products,

including roofing and flooring, fireproofing,
and thermal insulation. Because of wide-
spread use of this product decades ago, mil-
lions of people were exposed to this
cancer-causing agent.

The initial wave of asbestos claims,
which began more than 20 years ago, was
primarily targeted at companies that manu-
factured asbestos and asbestos-related prod-
ucts. Liability claims made in connection
with these lawsuits typically came under a
portion of a manufacturer’s liability policy
that had strict limits on insurers’ liability.

These resources were depleted, however, as
many asbestos manufacturers filed for bank-
ruptcy protection under the weight of their as-
bestos liability. The second, and more costly,
wave of litigation involves those companies
that used asbestos products. These claims are
being filed under a more general area of a
company’s liability insurance policy — one
that typically has less strict coverage limits.
Consequently, insurers’ liabilities for claim
costs have escalated.

The impact on insurers from the shift in
the type of claims being filed is being exac-
erbated by an overall increase in the num-
ber of claims filed. Many unions and
lawyers are urging workers and others who
may have had contact with asbestos to file
claims, warning that if they later develop
an illness, there may not be enough resources
left to pay their claims. According to the
latest data available from the Insurance
Services Office (ISO), an industry research
and data collection organization, the num-
ber of asbestos cases pending in US courts
doubled to about 200,000 in 1999 from
100,000 in 1993. By mid-2003, that num-
ber had risen to more than 625,000.
Published reports estimate that the ultimate
number of asbestos claims could rise to
well over one million.

Another development that has prompted
more people to file claims has been the lack
of any meaningful reform in the way cases
are settled. A 1999 Supreme Court decision
ruled that a class action settlement of claims
against Fibreboard Corp., a major asbestos
producer, could not proceed because funds
might be exhausted before all claims were
paid. In addition, because the Supreme
Court would not give a number of these
cases class action status, the number of
cases has increased.



Ashestos reserves appear inadequate

The potential financial impact on insurers is
difficult to quantify, given the level of uncer-
tainty surrounding this litigation. Nevertheless,
a survey published in mid-2001 by Tillinghast-
Towers Perrin, an actuarial consulting firm, es-
timated that the final tab from asbestos could
reach $200 billion. Tillinghast estimated that
the US insurance industry would bear about
30% of the total cost, or between $55 billion
and $65 billion. An estimated 31% would be
borne by overseas insurers. Manufacturers,
suppliers, and other users of asbestos products
would pay out the remaining 39%.

According to data obtained from the ISO,
insurers paid out $3.4 billion in environmen-
tal and asbestos (E&A) losses in 2002, up
from $3.3 billion in 2001. However, E&A
incurred losses and loss adjustment expenses
more than doubled in 2002 to $7.8 billion,
from $3.5 billion in 2001. In each of the five
years from 1996 through 2001, however, in-
surers paid out more than they reserved for
E&A loss and loss adjustment expenses. As a
result, industry reserves for E&A losses de-
clined from $28.2 billion at year-end 1996 to
$22.6 billion at year-end 2001. Industry re-
serves increased to $26.6 billion at year-end
2002. We anticipate that reserves will show
another healthy increase at year-end 2003,
given a number of large one-time reserve in-
creases taken by some companies. However,
we continue to be concerned about the ade-
quacy of asbestos reserves, given the increase
in claim activity and severity.

M&A activity rebounded in 2003

Thanks to a handful of relatively large,
high profile deals announced throughout the
insurance sector, merger and acquisition
(M&A) activity in 2003 picked up consider-
ably from 2002’s depressed levels. A recovery
in industry pricing fundamentals, coupled
with a more buoyant equity market and US
economy during 2003, helped provide the
necessary catalysts.

According to information obtained from
SNL Securities Inc., a financial services re-
search and data collection firm, a total of 76
insurance-related deals valued at approxi-
mately $56.4 billion were announced during
2003. This contrasts rather sharply with the
71 deals valued at just $8.0 billion that were
announced in 2002.The property-casualty

segment led the industry in both deal volume
and activity. During 2003, 43 deals were an-
nounced, valued at $22.2 billion. This com-
pares with 39 deals valued at only $439.6
million announced in 2002 and 50 deals val-
ued at $2.2 billion announced in 2000.

The largest deal within the property-
casualty industry (and the second largest
deal in the overall insurance industry) oc-
curred as a “merger of equals” between
The St. Paul Companies and Travelers
Property Casualty that was valued at some
$16.1 billion when it was announced
November 17, 2003. The transaction, un-
der which each Travelers common share was
exchanged for 0.4334 of a share of com-
mon stock of The St. Paul Companies, was
completed on April 1, 2004. The combined
entity, renamed The St. Paul Travelers
Companies Inc., is the second largest com-
mercial lines property-casualty insurer (be-
hind American International Group), with
combined net written premium volume of
more than $20 billion (based on estimated
pro forma 2003 data).

Despite the rebound in M&A activity that
occurred in 2003, we do not anticipate a
trend of broad-based, large-scale mergers (like
the one that created St. Paul Travelers) contin-
uing through 2004. Indeed, as organic growth
opportunities remain attractive amid an ade-
quate pricing environment, the option of
merging and consolidating to increase effi-
ciencies becomes less desirable to property-
casualty underwriters. Moreover, the pattern
and composition of M&A activity in 2003 re-
sembled that of prior years, with one sizable
deal and a number of smaller transactions.

The changing nature of consolidation activity
In the industry’s consolidation phase of
the early to mid-1990s, the companies being
acquired were considered vulnerable. In most
cases, they had made some missteps and had
fallen on hard financial times. Opportunistic

acquirers quickly snapped up these “bar-
gain” companies. Subsequently, however,
many deals took on a strategic thrust, such
as diversification or expansion abroad.

In the aftermath of September 11, 2001,
and after nearly a decade of inadequate reserve
levels for certain liability claims, a number of
insurers may find themselves financially vulner-
able. Some of these insurers could be acquired,
if the price were right. Given the general wari-
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ness toward traditional M&A in the present
environment, however, we doubt that all of
these companies will be snapped up.

Backtracking from conglomeration

Another trend that may emerge as a re-
sult of recent events is “de-conglomera-
tion” — a narrowing of business focus, as
opposed to diversification into a wide
range of market segments.

Perhaps no company in the financial ser-
vices industry better embodied the concept of
diversification through acquisitions than
Citigroup Inc. This financial services con-
glomerate, which is based in New York City,
operates in more than 100 countries and ter-
ritories and has a presence in virtually every
segment of the financial services market-
place, from insurance to consumer and com-
mercial banking to investment services.

Citigroup was created in 1998, with
Citicorp’s historic acquisition of Travelers
Corp. — the first merger of a bank and an in-
surance company. Following that deal,
Congress enacted financial services deregula-
tion legislation that made similar deals possi-
ble. It was widely anticipated that Citigroup’s
business model — that of a broad-based finan-
cial services conglomerate — would be copied
by many competitors. That trend, however, has
not materialized so far.

Moreover, in late 2001 Citigroup re-evalu-
ated its business mix and decided to spin off
its Travelers Property Casualty unit. Citigroup
spun off about 20% of Travelers in a March
2002 initial public offering, and completed a
tax-free distribution of most of the balance
(excluding about 9.9%) to its shareholders
during the third quarter of 2002.

Because investors today cast a wary eye
on companies with complicated accounting
practices and/or financial structures, many
corporations will likely rethink their growth
and diversification strategies. Many will like-
ly seek to grow within their core business
lines rather than broadening into other seg-
ments of the financial services market.

Expanding overseas as an option

As financial services companies rethink their
diversification strategies, some will consider ex-
panding overseas as a means of ramping up
growth. Traditionally, most insurance compa-
nies have tended to limit their scope of opera-

tions to their home turf, with US-based insur-
ers writing insurance primarily in the United
States, and their European counterparts re-
maining largely in their own domestic markets.
More recently, however, two factors — the
globalization of US businesses and a faster rate
of economic growth in many areas outside the
United States — have led a number of insurers
to venture abroad.

Despite the opportunities for faster growth
afforded by overseas markets, we don’t antic-
ipate that a large number of US primary in-
surers will expand abroad in the near future.
This reflects the regional and national thrust
of most primary insurers, especially those
that write such personal lines as homeowners’
and personal auto insurance. Concerns over
language and cultural differences, plus differ-
ing consumer attitudes and customs, have left
many insurers wary of expanding into un-
known markets. Exacerbating these concerns
is the fear of corruption, especially in devel-
oping countries where growth opportunities
are the greatest.

Nevertheless, for insurance companies
that choose to expand abroad, the returns
can be handsome. For example, American
International Group, perhaps the most
global of all US-based insurance companies,
has long had a presence in more than 100
other countries. AIG’s international net-
work stretches across Asia and the Pacific
Rim to Latin America, Europe, Africa, and
the Middle East.

The tremendous opportunities that exist
overseas can be costly to realize. For some in-
surers, having a global presence does not make
sense. In late June 2001, Allstate Corp., the na-
tion’s second-largest property-casualty insurer,
decided to sell its direct auto insurance business
in Germany and Italy to London-based Direct
Line, a subsidiary of The Royal Bank of
Scotland, for an undisclosed amount. In a writ-
ten release, Allstate said that despite the “sig-
nificant business opportunities” to be found in
overseas markets, the company believed that its
“best opportunities in the immediate term are
closer to home.”

Internet and e-commerce offer
opportunity and challenge

Allstate Corp.’s plan, first announced in
November 1999, to aggressively expand its
direct selling and Internet-based distribution



capabilities, while maintaining its commit-
ment to its 15,200-member captive agency
sales force, exemplifies both the opportuni-
ties and the challenges facing insurers in to-
day’s technology-driven marketplace.
Historically, insurers have relied on agents
(independent and captive) as their primary
distribution channel. However, the converg-
ing financial services marketplace, coupled
with changing consumer preferences and
technological innovations, has forced insur-
ers to rethink this strategy. Indeed, prelimi-
nary results of a survey conducted by
Tillinghast-Towers Perrin found that 76% of
property-casualty insurance chief executives
cited “distribution effectiveness and produc-
tivity” as a key issue affecting their industry.

Nonetheless, many insurers still lag behind
their banking and brokerage peers in their on-
line presence. Although virtually every insurer
has a Web site, most of these amount to online
brochures offering general product information
and instructions on how to contact a local
agent. Some firms (like GEICO Corp.,
Progressive Corp., and a division of Berkshire
Hathaway Inc.) that primarily use direct-mar-
keting techniques such as toll-free phone num-
bers have such information available for
visitors to their Web sites.

Many in the industry view personal lines
insurance products like auto and homeown-
ers’ coverage as relatively well suited to online
or direct distribution because they are fairly
simple, commodity products (versus more
complicated commercial lines coverage).
However, certain obstacles still exist, such as
the need for a customer to sign his or her
name to an insurance policy to make it bind-
ing. Legislation covering electronic signatures
may offer a solution to this dilemma. Another
obstacle is that many consumers find it daunt-
ing enough to buy insurance face-to-face from
a trained sales representative, and even more
so online. Nonetheless, as they become in-
creasingly comfortable with simple transac-
tions on the Internet (like buying toys or
books), consumers are likely to be more will-
ing to go online for insurance purchases.

The largest obstacle is likely the industry’s
own attitude. Despite the fact that agents’
share of the market has eroded, most insur-
ers still rely heavily on this form of distribu-
tion. According to a survey conducted by
Datamonitor, a research firm, and published
by A.M. Best, captive agents were expected

to see their share of the property-casualty in-
surance market slip to 48.8% in 2003, down
from 56.5% in 1998. Independent agents
may have seen their share decline to a pro-
jected 23.3% in 2003, from 27.0% in 1998.
For 2003, the Internet was projected to ac-
count for some 7.3% of property-casualty in-
surance sales, up from less than 1% in 1998.

While agency systems can be expensive
to maintain, many insurers still view them
as an effective means of distributing their
products, especially for those insurers that
subscribe to the paradigm “insurance is
sold, not bought.” Furthermore, in the past
many insurers built sizable market shares by
relying on a network of independent and
captive agents. Most are hesitant to push
other distribution channels that compete di-
rectly with their agents. In many ways,
Allstate’s plan — to shift its distribution
strategy without alienating its agents — is
representative of the challenge facing the
industry as a whole.

Banks enter the fray

Life insurers have long waged a turf war
with banks over the sale of life insurance
products through bank branches. Now it
looks as though property-casualty insurers
will also likely square off with banks. This
cloud may have a silver lining, however: the
result could be a new distribution channel
for insurers.

In several overseas markets, banks already
have a fairly well established presence in
markets for personal lines such as life and
property-casualty insurance. Moreover, in
several countries, a number of large insur-
ance companies and banks have formally
teamed up through mergers to create
bank/insurance powerhouses.

Legislation has given banks permission to
underwrite insurance in the United States.
However, considering the level of capital re-
quired, the slow growth prospects, and the
relatively high degree of earnings volatility in-
herent in the property-casualty insurance busi-
ness, not all US banks have been or will be
eager to underwrite insurance products.
Consequently, we anticipate that many banks
that want to expand in this direction will ini-
tially seek joint venture agreements with
property-casualty insurers. These arrange-
ments could actually help insurers widen their
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distribution channels and, if structured cor-
rectly, could prove mutually beneficial.

Proponents claim that such arrangements
can benefit both banks and insurers. Banks,
they say, get the opportunity to offset
slowing loan growth with new sources of
fee income, while insurers can widen their
distribution channels. Moreover, for insur-
ers, distributing their products through
banks offers a low-cost means of reaching
the fairly underserved middle-class market.
Estimates from Datamonitor indicated that
banks could have accounted for some 23%
of insurance distribution in the United
States in 2003.

Savings-oriented products — including
individual annuities, ordinary life insurance,
and credit life insurance (which pays off cer-
tain debts in the event of the policyholder’s
death) — currently constitute the bulk of in-
surance sales made through banks and secu-
rities brokers. However, sales of some P/C
products — like personal auto coverage
and homeowners’ policies — are growing.
Because these products are like commodities,
they are well suited to the banking distribu-
tion channel.

The ability to discover and leverage alter-
native distribution channels is a critical suc-
cess factor for property-casualty insurers.
That fact is not lost on the Hartford
Financial Services Group. This leading insur-
er has joined forces with a number of large
banks to provide personal automobile and
homeowners’ insurance coverage to the
banks’ retail and credit card customers.

The losers in this scenario are independent
insurance agents. In fact, many insurers have
become reluctant to disclose the level or
scope of their distribution agreements with
banks for fear of jeopardizing their relation-
ships with their independent agents. As more
and more insurers team up with banks, how-
ever, independent agents will have no choice
but to carve out other niches, such as focus-
ing on the high-end insurance market for
wealthy individuals or selling insurance to
lower-income individuals.

Despite the fact that a number of banks
already offer an array of personal lines in-
surance, we do not anticipate that many
banks will graduate to selling commercial
property-casualty insurance, particularly
the more complex liability lines of cover-
age. Nevertheless, distribution through the

bank channel is something with which most
personal lines writers will soon have to con-
tend. For companies that recognize that the
lines separating the various sectors of the fi-
nancial services industry are blurring, this
could be a positive trend and a means of ex-
panding their distribution systems. For those
that refuse to acknowledge the presence of
banks in the insurance marketplace, the con-
sequences could be dire.

HOW THE INDUSTRY OPERATES

The property-casualty (P/C) insurance in-
dustry is essentially a risk-bearing enterprise.
In the event of a loss, insurance is a means
by which the burden of that loss — whether
related to the destruction of property or an
incurred liability — is shared. Typical prop-
erty-casualty policies include auto coverage,
workers’ compensation coverage, homeown-
ers’ coverage, and others.

There are two kinds of ownership struc-
tures in the P/C industry: mutual and stock.
A mutual insurance company is owned by
its policyholders, and its capital is called
policyholders’ surplus. State Farm Group —
the largest property-casualty insurer in the
United States, based on premium volume —
is a mutual insurance company.

The second-largest P/C insurer, Allstate
Insurance Group, is a stock insurance com-
pany. Investors (that is, shareholders) are is-
sued stock as evidence of their ownership
interest, which is represented by sharehold-
ers’ equity.

The money flows in...

Regardless of an insurance company’s
ownership structure, the insurance business
is one of shared risk. Insurers collect pay-
ments in the form of premiums from people
who face similar risks. A portion of those
payments is set aside to cover policyholders’
losses. Therefore, earned premiums are typi-
cally an insurer’s primary revenue source.

At the time a policy is issued, it is record-
ed on the insurer’s books as a written premi-
um. Then, over the life of the policy, the
premium is “earned,” or recognized as rev-
enue, on a fractional basis. These premiums
are classified as deferred revenues and as-
signed to an unearned premium reserve,



which is listed as a liability on an insurer’s
financial statement.

There’s usually a lag of about 12 months
between the time a policy is written and the
time the full premium is recognized as rev-
enue. For example, a $600 premium for a
year of auto insurance coverage would be
“earned” by the insurer at the rate of $50 a
month for 12 months. (The flow of funds is
shown in detail in the cash flow diagram.)

After premiums, the second-largest com-
ponent of insurer revenues is investment in-
come. This is derived from investing the
funds set aside for loss reserves and unearned
premium reserves and from policyholders’
surplus or shareholders’ equity.

The third, and usually smallest, revenue
component is realized investment gains; this
component is the most volatile and hardest
to predict. Realized investment gains arise
from the sale of securities (usually stocks and
bonds) in an insurer’s investment portfolio.
Because the timing and magnitude of the gains
depend on conditions in the securities markets,
which by their nature are dynamic, it is diffi-
cult to forecast realized investment gains.

...and the money flows out

An insurer’s revenue must cover a variety
of expenses. One expense is the commission
paid to the insurance broker, agent, or sales-
person for selling a policy; this is usually de-
ducted immediately from the collected
premium. The insurance company generally
accounts for this commission by deducting it
from its policyholders’ surplus account and
crediting it to the unearned premium reserve.

After commissions are paid, premium
dollars are used to cover a variety of expenses.
The largest expense facing a property-casualty
insurer is losses, also referred to as policy-
holder claims. Funds are also used to pay
claims-related expenses and loss adjustment
expenses, including insurance adjusters’ fees
and litigation expenses. Insurers also face
expenses related to the underwriting
process, such as salaries for actuarial staff.
The underwriting profit (or loss) is deter-
mined by subtracting these expenses from
earned premiums.

Like most other companies, insurers incur
various other operating expenses and interest
costs. Pretax profits are calculated by sub-
tracting these expenses from underwriting

profits. Finally, after-tax (or net) income is
derived by taking pretax profits and sub-
tracting dividends and federal and state in-
come taxes.

According to the most recent A.M. Best
survey of approximately 22,400 property-
casualty insurers, net written premiums for
this representative group (which serves as a
proxy for the entire P/C industry) rose nearly
15% to $378.9 billion in 2002, from $329.6
billion in 2001 (as restated). Net earned pre-
miums advanced some 14.8% to $357.5 bil-
lion in 2002, from $311.5 billion in 2001 (as
originally reported).

Underwriting results improved consider-
ably over 2001 results, which were hurt by
losses related to the September 11 terrorist
attacks. According to initial estimates from
the Insurance Services Office (ISO), an indus-
try research and data collection organization,
insured losses from the terrorist attacks were
expected to range from $30 billion to $70
billion, a total that has not subsequently
been changed. However, many of these costs
will likely be absorbed by overseas reinsurers
(and thus are not reflected in the aggregate
underwriting data contained herein).

According to the ISO’s property claim ser-
vices unit, 25 catastrophes occurred in 2002
that produced losses of $5.9 billion . (A cata-
strophe is defined as an incident or series of
incidents causing insured losses of $25 mil-
lion or more.) This contrasts rather sharply
with 2001, when 20 catastrophes produced
reported losses of $28.1 billion. Included in
the 2001 catastrophe losses was an estimat-
ed $9 billion in reported losses from the
September 11 terrorist attacks. (Note: This
number will continue to rise over time as
more claim information becomes available.)
Consequently, total incurred losses rose a
modest 5.0% to $246.2 billion in 2002,
from $234.5 billion in 2001. Incurred losses
in 2001 rose nearly 17% from 2000’s levels.
Loss adjustment expenses (which are the ex-
penses incurred in settling claims) increased a
surprising 11.5% to $45.6 billion in 2002,
from $40.9 billion in 2001. Other underwrit-
ing expenses advanced 11.0% to $95.7 bil-
lion in 2002, from $86.2 billion in 2001.

The modest rise in incurred losses was
partly offset by the double-digit increase in
both loss adjustment expenses and other un-
derwriting costs. As a result, total underwrit-
ing expenses were $387.2 billion in 2002, up
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CASH FLOW DIAGRAM—PROPERTY-CASUALTY INSURANCE COMPANIES
(A simiplified model)
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8 Applies only in the case of capital stock companies.

Source: Insurance Information Institute.



PROPERTY-CASUALTY OPERATIONS

(In millions of dollars)

Net premiums written

Net premiums earned

Incurred losses

Loss adjustment expense
Underwriting gain/loss
Net investment gain
Pretax operating income
Net income after taxes

*Latest available.
Source: Insurance Services Office.

1999 i 2000

286,934 : 299,652
% change from previous year :
© 282,791 | 294,024
% change from previous year
: 184,609 | 200,943
: 37,660 : 37,838
 (23,076)  (31,220)
: 51,871 : 56,908
: 14,426 © 9,857
© 21,865 © 20,559

19 | 44

53 | 88

2001 i 2002
£ 323,510 ¢ 369,673
© 80 i 143
311,529 | 348,507
© 167 ;18
£ 234,518 : 238,815
: 40,882 © 44,825
" (52,602) | (30,840)
£ 44,370 © 36010
:(13,800): 5581
©(6,970) | 3,046

7.0% from $361.8 billion in 2001.
Nevertheless, the underwriting losses for this
group narrowed in 2002, to $29.7 billion,
from $50.2 billion in 2001.

Contributions from investment activities
were mixed in 2002, owing to a continued
weak equity market and a relatively low in-
terest rate environment. Net investment in-
come rose 6.4% in 2002, to $40.1 billion,
from $37.7 billion in 2001. However, this
modest growth was offset by a decline of
some 58% in net realized investment gains
(to $2.8 billion in 2002 from $6.6 billion in
2001). As a result, total investment results
declined 3.2% in 2002, to $42.9 billion,
from $44.3 billion in 2001.

However, the sharp reduction in under-
writing losses offset the mixed contributions
from investment activities during 2002. As a
result, the participants in the A.M. Best sur-
vey reported net income of $9.2 billion in
2002. This represented a significant turn-
around from the net loss of just under $7.0
billion reported in 2001.

Keep the cash circulating

Many property-related insurance claims
are settled relatively quickly. They are often
referred to as “short-tail” liabilities because
the period between the incident causing the
loss — such as a storm that damages a
home — and the claim settlement is relative-
ly short. Because of this, P/C insurers main-
tain the vast majority of their assets in
highly liquid investments that can be quick-
ly converted to cash. This liquidity ensures
that policyholders can be paid promptly in
the event of a loss.

Based on statistics from A.M. Best (which
includes both mutual and stock insurance com-
panies in its survey), total assets of the P/C in-
dustry equaled $1.1 trillion at year-end 2002,
up 13% from $972.7 billion at year-end 2001.
Of the total year-end 2002 assets, investments
constituted 77.4%, or approximately $851.7
billion. As a portion of invested assets, bonds
accounted for 67%. Other investments includ-
ed common stocks, 16%; preferred stocks,
1%; and cash and short-term investments, 7%.
The remaining 9% of the P/C industry’s invest-
ments were in mortgage loans, real estate, and
other investments.

An insurer derives funds for investment
from three primary sources: its loss reserves,
its unearned premium reserve, and its poli-
cyholders’ surplus. Loss reserves — the
funds set aside to pay claims — are by far
the largest component of the property-casu-
alty industry’s liabilities. For the insurers in
the A.M. Best survey, loss and loss adjust-
ment reserves (including related reinsurance
obligations) amounted to $419.9 billion at
year-end 2002, or about 56% of total liabil-
ities of $750.9 billion.

The second-largest liability on an insur-
er’s books, and a principal source of invest-
ment income, is the unearned premium
reserve. At year-end 2002, unearned premi-
ums for the insurers in the A.M. Best survey
equaled $158.6 billion, or just over 21% of
total liabilities. The unearned premium re-
serve represents the liability for that portion
of a written premium that has been charged
to the policyholder, but has not yet been
used. Using our earlier example of the $600
annual auto insurance premium, the un-
earned premium reserve would total $550
at the end of the first month, because $50
(or 1/12th) of the annual premium had been
“earned,” or accounted for as an earned
premium on the insurer’s books.

Loss reserves: the financial buffer

As the largest component of an insurer’s
liabilities, loss reserves have an important
bearing on financial results. An insurer’s
prosperity depends largely on its ability to
quantify accurately the ultimate cost of the
losses from the risks it assumes.

When reserve levels are too high — that
is, when an insurer sets aside too much mon-
ey to pay future claims — profits appear

JULY 15, 2004 / INSURANCE: PROPERTY-CASUALTY INDUSTRY SURVEY



JULY 15, 2004 / INSURANCE: PROPERTY-CASUALTY INDUSTRY SURVEY

Premium balances 9.4%

Cash & short-term
investments 7.6%

DISTRIBUTION OF ASSETS — 2002*
(Total US property-casualty industry, in percent)

Other assets 16.0% Bonds 52.8%

/ /

Common stock 12.9% \
Preferred stock 1.3%

Source: A.M. Best Co.

lower than they actually are. Consequently,
premium rates might not appear high enough
to cover losses, causing the insurer to raise
its rates unnecessarily. Conversely, if reserves
are too low, profits will be inflated, leading
an insurer to lower its rates inappropriately.
In either situation, once losses develop, inac-
curate reserve levels will ultimately have to
be adjusted. Such erratic accounting adjust-
ments can make an insurer’s financial posi-
tion seem unstable.

Establishing premium and loss reserve lev-
els require an insurer to estimate the ultimate
value of future losses, which is extremely dif-
ficult to do accurately. Along with the unpre-
dictability of natural disasters, forecasts of
future losses are subject to several other vari-
ables, including (but not limited to) real eco-
nomic growth, inflation, interest rates,
sociopolitical trends, judicial rulings, and
voter initiatives.

Moreover, the trend in recent years to-
ward a greater proportion of the insurance
business being written in casualty lines has
made the reserving process even more diffi-
cult. It is considerably harder to estimate
the ultimate losses from casualty lines than
from property lines such as homeowners’
coverage, because casualty lines have “long
tails.” That is, the period between the origi-
nation of the policy, the event leading to a
claim, and the subsequent payment of that
claim may be years or even decades.
Inflation can have a highly negative impact
on the insurer’s eventual costs as the liabili-
ty’s “tail” lengthens. On the plus side, how-
ever, this characteristic of casualty lines lets
the insurer invest those premium dollars for
a longer time.

Estimating the losses...

The calculation of loss reserves involves
considering four different kinds of losses,
each with differing levels of uncertainty.

Losses that have been incurred, report-
ed, and settled, but not yet paid. These losses
are the most certain of the four loss types.
Because the size of the ultimate loss has been
established, setting aside an accurate reserve
level is easiest here.

Losses that have been incurred and
reported, but not settled. These carry a
slightly increased level of uncertainty.
Here, the insurer is aware that a loss has
occurred, but final payment terms have not
yet been established.

Losses that have been incurred and re-
ported but not settled, due to a liability.
Because such losses usually involve longer-
tail liabilities, calculating the ultimate cost of
settlement is more difficult.

Losses that have been incurred, but not
reported (IBNR). These losses carry the most
uncertainty. In some cases, insurers know
about IBNR losses and try to make prelimi-
nary loss estimates. For example, suppose an
earthquake hit a certain area on December
30 and a local P/C insurer ends its fiscal year
on December 31. In its year-end statements,
the insurer could estimate its earthquake-re-
lated IBNR loss based on its experience in
prior earthquakes.

In other cases, however, IBNR losses
emerge years after the damage first occurs.
Such losses are very difficult to predict. For
example, the various asbestos lawsuits that
have recently plagued P/C insurers relate to
injuries incurred many years ago, but which
were reported much later.

..and calculating the loss reserves

Most insurance companies assign the
task of establishing appropriate loss re-
serve levels to their actuarial staffs.
Actuaries — specialists trained in mathe-
matics, statistics, and accounting — are re-
sponsible for calculating premium rates,
reserves, and dividends. They use a variety
of quantitative methods to establish loss
reserves. The five most commonly used
methods are the following:



Claim-file estimates plus. This method es-
tablishes the estimated liability for reported
losses by aggregating pending claim-file esti-
mates (such as estimates being prepared by the
claims department), from which payments that
have already been made are deducted. To this
total are added formula calculations for addi-
tional payments on closed claims that will be
reopened and for IBNR losses. The sum of the
component parts constitutes the full loss liabili-
ty as of the end of the accounting period.

This method, considered the least sophisti-
cated, is appropriate for property lines in
which claim frequency is low and the range
of loss costs is sizable. Furthermore, its de-
pendence on claims department estimates ex-
poses it to a degree of subjectivity.

Extrapolation from accumulated paid
losses. This method indirectly estimates the
liability by extrapolating losses paid to date.
Although this method is regarded as simple
to apply, its use is limited to coverages where
payment patterns are relatively consistent.

The percentage of losses paid to ultimate
incurred losses is calculated for various
stages of development for prior years. From
this history, percentages paid are selected for
each stage of development. The amount of
losses paid to date for the period under re-
view is then divided by the appropriate per-
centage, to arrive at the estimated ultimate
loss cost. The amount of losses paid to date
is subtracted from this figure to produce the
estimated loss liability.

Counts and average costs of incurred
losses. This method indirectly establishes the li-
ability for losses from loss counts and average
costs. The projected number of loss units is ob-
tained from the number of loss units received
to date, based on percentages reported in prior
years at the same stage of development.

The average cost of loss units closed to
date is calculated and compared with average
closed costs of prior years at the same stage
of development. The estimated ultimate aver-
age cost so derived is then multiplied by the
projected ultimate number of loss units, to
arrive at the total estimated ultimate loss.
Losses paid to date are then subtracted to
obtain the estimated liability.

Counts and average values of unpaid
losses. This method directly establishes the li-

ability from loss counts and average values
of unpaid losses. In this case, a selected aver-
age value is applied to the number of loss
units. If the data are based on reported loss-
es, the selected average value is applied to
the number of open loss units, and a separate
calculation for IBNR losses is necessary. If
the data are based on accidents incurred, the
selected average value is based on the total
number of open and IBNR losses.

Loss ratio. This method estimates the
ultimate loss by using an estimated loss ratio.
Selected for whatever period of coverage is
involved, the ratio is applied to the applica-
ble earned premiums, producing the estimat-
ed ultimate losses incurred for that period.
Losses paid to date on accidents occurring
during the period are deducted from this to-
tal to derive the estimated total loss liability.

This overview illustrates the various meth-
ods used to quantify an insurer’s estimated li-
ability for losses as of the evaluation date.
Obviously, a great deal more detail and con-
siderable judgment are involved in applying
these methods. Furthermore, no single
method is ideal for all situations, and the
method chosen by a particular insurer will
depend on that company’s unique experience
and product mix. In fact, many companies
use more than one method to ensure a high
degree of accuracy and reliability.

For a more detailed discussion of the vari-
ous loss-reserving methods, Standard & Poor’s
recommends Property & Casualty Insurance
Accounting, published by the Insurance
Accounting and Systems Association.

Surplus funds: capital counts

After investment assets and loss reserves,
the third largest component of an insurer’s
balance sheet is policyholders’ surplus, anal-
ogous to shareholders’ equity. At December
31, 2002 (latest available), the insurers in the
A.M. Best study had an aggregate surplus of
$291.1 billion, up fractionally from the year-
end 2001 surplus of $289.6 billion.

Policyholders’ surplus is one of the indica-
tors that state regulators use to monitor and
control insurers’ solvency and growth.
Industry surplus (sometimes referred to as
capital or equity) appreciates or depreciates
through retained earnings or losses, unreal-
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ized gains or losses from investment portfo-
lios, and additions to investors’ capital.

Typically, regulators permit insurers to
leverage their surplus to a certain extent, al-
lowing them to underwrite business equal to
two to three times the amount of their sur-
plus. Regulators tend to give insurers more
leeway on the short-tail property lines than
on the long-tail casualty lines, because of the
former’s relatively greater predictability of
underwriting performance.

Thus, as the industry has increased its ex-
posure to casualty lines, its leverage has de-
clined. Industry leverage has also declined
because of overcapacity. (Industry surplus
leverage is discussed further in the “How to
Analyze a Property-Casualty Insurer” section
of this Survey.)

Two accounting methods used
Property-casualty insurers generally ac-
count for their surplus by using statutory ac-

counting principles (SAP), which require
them to expense immediately all costs related
to writing business, rather than by using gen-
erally accepted accounting principles
(GAAP), which attempt to match an insurer’s
income and expenses by prorating the costs
of an insurance policy over its assumed life.

Many insurers report their financial re-
sults using both accounting systems. They re-
port their results to regulators using SAP; for
investors, they use GAAP. (Many analysts,
however, also use SAP financial statements
when analyzing an insurer.) This difference
largely reflects the disparate priorities of
shareholders, investors, and regulators.
Shareholders and investors are likely to be
most interested in a company’s ability to earn
a profit, while regulators’ primary concern is
the company’s solvency — its ability to meet
policyholder obligations.

The primary difference between GAAP
and SAP lies in an accounting concept
known as the matching principle. Under
GAAP accounting, an insurer charges ex-
penses to the period in which they were
used to generate revenues. Under SAP ac-
counting, expenses are recognized as soon
as they occur.

For example, when an insurer uses SAP,
any expenses associated with writing an in-
surance policy — such as commissions and
other underwriting expenses — are immedi-
ately deducted from income. Under GAAP

PREMIUMS-TO-SURPLUS RATIO
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accounting, these same charges are treated
as assets — referred to as “deferred policy
acquisition costs” — and are amortized
over the insurance policy’s life. Hence, the
more conservative SAP emphasizes a com-
pany’s solvency. An insurer’s income and
surplus tend to be lower under SAP than
under GAAP, which emphasizes the firm’s
ongoing profitability.

Forms of ownership

A property-casualty insurer’s ownership
structure can take one of two forms: that of
a publicly held stock insurance company or
that of a mutual insurance company owned
by its policyholders. In addition, a company
can be structured as a hybrid mutual hold-
ing company.

Stock insurance companies

Stock insurance companies, as their
name implies, are owned by shareholders,
who can buy or sell shares in the public
stock market. The capital of a stock insur-
ance company is called shareholders’ equi-
ty. Since these companies are publicly held,
they are required to file quarterly financial
reports with the Securities and Exchange
Commission. Thus, obtaining timely finan-
cial information about these companies is
relatively easy.

As publicly owned companies, these insur-
ance companies are obligated to provide the
most favorable return on shareholders’ capi-
tal. Sometimes this goal may conflict with
the interests of policyholders. For example, a
stockholder-owned insurer may be under
pressure to keep claim costs in line in order



to return a profit to its shareholders. This
scrutiny of claims, although certainly legal,
may not always be in the best interest of the
policyholder, who relies on the insurer to
promptly pay its claim.

Mutual insurance companies

Mutual insurance companies, in con-
trast, are owned by their policyholders. A
mutual insurance company’s capital is
called policyholders’ surplus. Because these
companies are owned by their policyhold-
ers, they are not required to publicly dis-
close financial information. Although some
mutual insurers distribute financial infor-
mation to policyholders, obtaining finan-
cial information about a mutual insurer is
more difficult.

In some instances, insurance companies
have formed mutual holding companies to
combine the benefits of mutual ownership
with those of public ownership. In this
case, the holding company remains in the
hands of the policyholders while shares in
the operating subsidiary are sold to the
public. This arrangement can lead to con-
flicting priorities, however, as management
seeks to please policyholders, who prefer
that the company retain its capital to pay
claims, as well as shareholders, who prefer
that management use its capital to grow the
business and pay dividends.

Demutualization

The process by which a mutual insurance
company converts to a shareholder-owned
structure is called demutualization. Over the
last several years, several of the nation’s
largest mutual insurers have demutualized.
Prudential Financial Inc. completed its initial
public offering in December 2001. In April
2000, Metropolitan Life Insurance Co. com-
pleted its demutualization on the heels of
John Hancock Financial Services Inc., which
completed its demutualization in January
2000. (Note: Manulife Financial Corp. ac-
quired John Hancock Financial Services on
April 28, 2004.)

The forces behind these high-profile de-
mutualizations differ from those that drove a
number of other companies, including The
Equitable, to demutualize in the late 1980s.
Back then, insurers needed access to the capi-
tal markets to sell equity and debt securities
in an attempt to boost their sagging capital

bases. At that time, many companies were
saddled with illiquid and underperforming
real estate loans and assets, which eroded the
strength of their capital bases and threatened
their solvency. They needed to raise capital in
order to survive.

The more recent spate of demutualiza-
tions was driven by insurers’ need to in-
crease their operating and financial
flexibility. One aspect of this is the ability
to issue stock. Although the merger and ac-
quisition boom of the late 1990s has
slowed considerably, the ability to acquire
another company through the issuance of
stock (the currency of choice in most deals)
is a critical success factor for many compa-
nies. Furthermore, in this era of rewarding
performance with stock options, many mu-
tual insurers believed they were at a disad-
vantage in recruiting and retaining top
management talent by not being able to offer
this benefit to employees.

Lines of coverage

Although property-casualty insurance is
available on a wide variety of coverages,
several lines constitute the bulk of industry
premium volume, as shown in the chart en-
titled “Property-Casualty Industry’s Product
Line Distribution.”

Automobile coverage. This is the largest
P/C line; it covers both physical (property)
damage and car owners’ liability. According
to A.M. Best, this sector accounted for
43.5% of the industry’s net written premium
volume in 2002.

Automobile coverage (both personal and
commercial) has long dominated the industry’s
product mix. Its growth over the past 20 years
has been fueled by the adoption of mandatory
automobile insurance in many states and by es-
calating litigation and medical care costs.

Workers’ compensation. Another ma-
jor line of business for the P/C industry is
workers’ compensation, which accounts for
just under 10% of premium volume. This
business line insures organizations that are
required by state laws to compensate em-
ployees who are injured or disabled because
of an occupational hazard. It also helps

compensate families of employees killed on
the job.
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CLASSIFICATION OF NET PREMIUMS — LEADING LINES FOR STOCK PROPERTY-CASUALTY INSURANCE COMPANIES

(Premiums written, in millions of dollars and as a percentage of total)

$AUTO \WORKERS' HOMEOWNERS' COMMERCIAL
TAUTO LIABILITY PHYS. DAMAGE COMPENSATION **MISC. LIABILITY STRAIGHT FIRE MULTIPLE PERIL MULTIPLE PERIL
YEAR WRITTEN % WRITTEN % WRITTEN % WRITTEN % WRITTEN % WRITTEN % WRITTEN %

2002* 99,197 263 64,881 17.2 36,518 9.7 36,153
2001 89,709  27.2 59,967 18.2 31,3713 95 25,945
2000 82,766 273 56,387 18.6 28,136 93 24,096
1999 82469 285 54,294 187 24607 85 22,292
1998 83,755 295 51,798 182 25683 9.0 22,563
1997 83,427 29.8 48,401 173 26512 95 23,265
1996 80,679  29.7 44,734 16.5 27,114 10.2 22,737
1995 77,558 294 41611 158 29,538 112 21,698
1994 74129 290 39,438 155 32,708 12.8 21,810
1993 71,471 290 38,376 15.6 34,261 139 20,509

9.6 7134 19 40,013 106 25384 6.7
7.9 4889 15 35172 107 22209 6.7
7.9 4,631 15 32414 107 19817 6.5
11 4646 16 30662 106 18931 6.5
79 4739 17 28,997 102 18974 6.7
8.3 4919 18 26915 96 18954 6.8
8.4 5293 19 25448 94 18919 7.0
8.2 5176 2.0 23987 91 18844 7.1
8.5 5053 20 22556 88 17,812 7.0
8.3 4549 18 21,549 87 17310 7.0

*Latest available. TBodily injury and property damage combined. $Fire-theft and collision combined. **Includes product liability, malpractice, etc.

Source: A.M. Best Co.

During the 1960s and 1970s, the growth
in this business line was helped by changes in
certain state laws that increased mandated
coverage and by the general upgrading of
benefit levels. However, in the past several
years, this market has contracted as corpora-
tions and local governments have sought less
costly means of providing this coverage, such
as self-insuring. Some insurers have also
withdrawn from this line of business in re-
sponse to poor underwriting results.

PROPERTY-CASUALTY INDUSTRY'S PRODUCT-LINE DISTRIBUTION

(In percent, by net premiums written)
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Other lines. The remaining 47% or so
of the market comprises a variety of types of
coverage, including homeowners’ multiperil
coverage, commercial multiperil coverage,
and an array of liability coverages.

Getting policies to the people

Insurance companies distribute their per-
sonal and commercial policies through ei-
ther direct selling systems or agency
systems. In a direct selling distribution sys-
tem, the insurance company (sometimes re-
ferred to as a direct writer) contacts its
customers (“insureds”) through its own em-
ployees. Within this framework, the insurer
sells policies through a number of outlets,
including direct mail and company-run
agencies.

Under an agency system, the insurer con-
tracts outside agents to sell its policies in
exchange for a commission. Some agents
may sell only a single insurer’s policies (“ex-
clusive agents”), while others (“independent
agents”) may offer policies from various in-
surance companies.

While there are advantages and disad-
vantages to both systems, the tradeoff is
between costs and control. A direct selling
system can be expensive to establish and
operate, but it gives an insurer more con-
trol over the distribution process. The
agency system reduces the amount of con-
trol an insurer has over each aspect of the
distribution system, but it usually offers an
established network through which the in-
surer can distribute its products. This is es-



pecially helpful to small and regional insur-
ers without the means to establish their
own distribution network.

Regulation, competition hold
insurers in line

The insurance industry is regulated on a
state-by-state basis. Each of the 50 states and
the District of Columbia has an insurance
commissioner, who grants insurers operating
licenses letting them conduct business within
that state.

State regulators serve three primary
functions. First, they monitor the financial
condition and claims-paying ability of each
insurance company operating in their state.
Second, they serve as consumer watchdogs,
ensuring that policyholders are not over-
charged or discriminated against. Finally,
regulators try to ensure that essential insur-
ance coverage is readily available to all
consumers.

The National Association of Insurance
Commissioners (NAIC), based in Kansas
City, Missouri, coordinates the activities of
state insurance commissioners. Founded in
1871 as the National Convention of
Insurance Commissioners, the NAIC under-
took the formulation of uniform accounting
procedures as one of its first actions. Today,
one of the NAIC’s main functions is to de-
velop and improve insurance reporting and
accounting standards and practices. These
actions are intended to improve state regu-
lators’ knowledge of the financial condition
of insurers in their jurisdiction.

Insurance companies are required to file a
set of financial statements each year with
regulators in every state in which they oper-
ate. These records, called annual statements,
use statutory accounting terms to outline the
company’s profits, losses, and overall finan-
cial condition.

Other forms of regulation and control
also govern the insurance industry. For in-
stance, publicly held insurance companies —
those that issue stock — are subject to regu-
lation by the Securities and Exchange
Commission (SEC).

Finally, the intense level of competition
among industry participants in all lines also
serves as a measure of control. Competition
helps keep pricing in line and prevents any
one participant from becoming too powerful.

KEY INDUSTRY RATIOS AND
STATISTICS

For purposes of formulating industrywide
benchmarks, Standard & Poor’s here defines
the property-casualty insurance industry as
comprising the companies that report their
operating statistics to A.M. Best; there were
approximately 2,402 such companies in
2002 (latest available).

The following three ratios are derived
from statistics available in A.M. Best Co.’s
annual publication, Aggregates ¢& Averages.

Return on assets (ROA). This is a mea-
sure of profitability; it’s equal to net income
divided by average total assets. The ROA for
most property-casualty insurers typically
ranges from 2.0% to 5.0%.

Return on equity (ROE). Usually
considered in tandem with ROA, ROE is
another measure of profitability. For a
stockholder-owned insurance company,
ROE is calculated by dividing net income by
average shareholders’ equity.

To calculate the ROE for the entire prop-
erty-casualty insurance industry (which in-
cludes mutual insurance companies), the
denominator in this equation would be poli-
cyholders’ surplus, not shareholders’ equity.
Policyholders’ surplus is a statutory account-
ing term that is generally analogous to share-
holders’ equity. The return on equity/surplus
for property-casualty insurers typically
ranges from 8% to about 18%. Most insur-
ers strive to earn an ROE of 12% to 15%.
During the five years from 1998 to 2002, the
average ROE for insurers in the A.M. Best
universe was 1.8%. This rather meager per-
formance largely reflected the impact of neg-
ative returns in 2001 and 2002.

Net investment yield. This is a measure
of investment performance; it is typically cal-
culated as net investment income divided by
average invested assets. Investment yields
typically range from under 4% to well
above 12%, depending on the mix of in-
vested assets in an insurer’s portfolio. For
the property-casualty industry, the average
yield on invested assets was 4.9% in 2002,
unchanged from 2001.

The next two ratios, which measure un-
derwriting performance, are derived from
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data published quarterly by the Insurance
Services Office (ISO).

Net premiums written to surplus. This
ratio measures the extent to which the indus-
try (or an insurer) has leveraged its capital to
write business. Sometimes referred to as a
measure of capacity utilization, it is equal to
net written premiums divided by policyhold-
ers’ surplus.

Typically, regulators permit an insurer to
have a ratio of net written premiums to sur-
plus of 2-to-1. In other words, insurers would
be permitted to write $2 in premiums for
every $1 in capital. Despite the growth in writ-
ten premiums that occurred in the 12 months
ended December 31, 2003, the industry re-
mained somewhat underleveraged. At
December 31, 2003, the ratio of net written
premiums to policyholders’ surplus was 1.17-
to-1. In other words, the industry wrote $1.17
worth of premiums for every $1 in capital.

Combined ratio. A key measure of un-
derwriting performance, the combined ratio
is calculated by adding three figures: the loss
ratio (losses plus loss adjustment expenses,
divided by earned premiums), the expense ra-
tio (other underwriting expenses divided by
written premiums), and the dividend ratio
(policyholder dividends divided by earned
premiums). A combined ratio of 100% or
less indicates an underwriting profit; in ex-
cess of 100%, it signals an underwriting loss.

Companies strive to earn a profit from
underwriting, but only a small percentage ac-
tually achieves this goal. According to a
study by the ISO, between 1952 and 1998,
the industry earned a profit from underwrit-
ing — and achieved a combined ratio below
100% — in just 15 of those 47 years. Until
the first half of 2003, the last time this hap-
pened was in 1978, when the industry’s com-
bined ratio equaled 97.5%.

A typical range for combined ratios is
100% to 110%. The loss ratio usually
ranges from 60% to 80%, and the expense
ratio from 25% to 35%. The dividend ratio
usually ranges from 1.0% to 2.0%.

For the 12 months ended December 31,
2003, the industry’s combined ratio equaled
100.1%, compared with 107.3% in the year
ended December 31, 2002. The combined ra-
tio for 2003 consisted of a loss ratio of
74.7% (versus 81.4% in the 2002 period),

an expense ratio of 24.9% (25.4%), and a
dividend ratio of 0.5% (0.6%).

HOW TO ANALYZE A PROPERTY-
CASUALTY INSURANCE COMPANY

When analyzing a property-casualty (P/C)
insurer, consider three central points: its
profitability, or ability to make money; its
liquidity, or ability to convert assets into cash
to pay claims and meet other expenses; and
its leverage, or the extent to which it uses its
capital to produce business.

As with the markets for most other goods
and services, the P/C insurance market func-
tions within supply and demand curves.
Demand for insurance is fairly stable and in-
elastic: it is influenced by growth in the
economy (as measured by gross domestic
product), the inflation rate, and the need to
protect assets. The supply curve, however,
moves primarily with interest rates.

Pricing moves inversely with
interest rates

Theoretically, when interest rates rise, insur-
ers are willing to provide more insurance at the
same price, because each premium dollar gen-
erates more investment income for the insurer.
Thus, insurance prices decline until additional
demand is stimulated or until it becomes un-
profitable to provide coverage, prompting in-
surers to withdraw. Either way, supply and
demand are brought back into balance.

The fundamental relationship between in-
surance pricing and interest rates, therefore,
is that prices increase when interest rates fall
and decline when interest rates rise. The
magnitude of changes in price varies with the
magnitude of changes in interest rates.

Price and premium growth levels are
also influenced by competitive pressures
within the industry and by each firm’s ca-
pacity to underwrite. The industry is com-
petitive and has relatively few barriers to
entry, so companies tend to overreact to in-
terest rate changes, either overpricing or
underpricing as situations warrant.
However, in recent years, this theory did
not match reality. During a period of his-
torically low interest rates, insurance pric-
ing also remained competitive. This is
largely attributable to an oversupply of un-



derwriting capacity, or capital, that re-
mained within the insurance marketplace.
Prospects for inflation also play an impor-
tant role in insurance prices. If claim costs are
expected to rise because of inflation, a higher
level of income will be needed to cover these
potentially higher costs in the future. Thus, in-
surance companies must incorporate estimates
of future inflation into their pricing structures.
When there’s a wide range of inflation ex-
pectations, companies with lower-than-aver-
age estimates of future inflation may offer
their products for below-average prices. Of
course, insurers can often garner market share
when their policies are priced below those of
their competitors. Therefore, overall price
trends tend to move toward the levels set by
companies with a less inflationary outlook.

Predicting profits

Two broad measures of profitability that
are applicable to P/C insurance companies
are return on assets (ROA) and return on eq-
uity (ROE). ROA is net income divided by
average total assets. A typical range of ROAs
for the P/C insurance industry is somewhere
between 0.5% and 2.0%, with the average
somewhere around 1.5%. ROE is calculated
by dividing the insurer’s net income by aver-
age shareholders’ equity. Most insurers strive
to achieve an ROE of at least 15%.

A property-casualty insurer’s profitability
depends primarily on two components: un-
derwriting income and investment income.
Below we discuss each of these components
of an insurer’s operating income.

Principles of underwriting

The first element to consider when analyz-
ing underwriting results is the rate of written
premium growth. It should be compared
with industry data to judge how a company
stacks up against its peers.

Pay careful attention to the circumstances
surrounding the rate of premium growth. For
example, if a company expands its written pre-
mium base at 10% a year while the overall in-
dustry is growing at 6% a year, that company
would appear to be outperforming its peer
group. Presumably, the stock market would
award that firm a higher valuation than some
of its slower-growing counterparts would en-
joy. However, if the insurer is achieving premi-
um growth by following risky underwriting

standards — such as underpricing policies to
gain market share or writing a great deal of
business in a high-risk coverage line avoided by
other insurers — the insurer’s valuation would
have to be adjusted downward.

Conversely, a company growing its premi-
um base at a rate slower than the overall in-
dustry could be doing so because it is limiting
its exposure to an unattractive class of busi-
ness. For example, a number of insurers have
reduced their exposure to workers’ compensa-
tion insurance in response to that line’s ad-
verse claim trends. These insurers may have
posted minimal written premium growth in
recent years, but many have seen their prof-
itability improve after purging these loss-laden
business lines.

A final factor that affects a company’s pre-
mium growth rate is the extent to which an in-
surer uses reinsurance, the practice of
transferring some of its risk — and premium
iIncome — to reinsurance companies. In an at-
tempt to offset slowing premium growth in the
past, some insurers have reduced the level of
premiums that they cede to reinsurers. Using
less reinsurance lets an insurer keep more of
each premium dollar, so a reduced level of rein-
surance may enhance year-to-year premium
growth comparisons. At the same time, using
less reinsurance removes the protection it af-
fords, potentially exposing the primary insurer
to a large financial claim.

The combined ratio. To evaluate an
insurer’s underwriting performance, many
analysts use a statistical measure called the
combined ratio. This ratio equals the sum
of the loss ratio, the expense ratio, and the
dividend ratio, which are described below.
A combined ratio below 100% indicates an
underwriting profit; one above 100%
means an insurer has incurred an under-
writing loss. Unless otherwise stated, most
companies calculate these ratios using
statutory accounting principles.

The loss ratio. The loss ratio measures
claims cost experience. It is derived by dividing
losses and loss adjustment expenses by earned
premiums. It typically ranges from 60% to
80%, but it can soar during a period of heavy
catastrophe losses.

The expense ratio. The expense ratio
measures how cost-effectively an insurer
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UNDERWRITING EXPERIENCE — LEADING LINES FOR STOCK PROPERTY-CASUALTY INSURANCE COMPANIES

YEAR
2002*
2001
2000
1999
1998
1997
1996
1995
1994
1993

*Latest available. NA-Not available. Exp.-Expense. Comb.-Combined.

combined.

STRAIGHT HOMEOWNERS'  COMMERCIAL MULTIPLE COMMERCIAL MULTIPLE  SWORKERS' TAUTO TAUTO PHYS.
FIRE MULTIPLE PERIL PERIL RATIOS PERIL RATIOS COMPENSATION LIABILITY DAMAGE

RATIOS RATIOS (NONLIABILITY PORTION) (LIABILITY PORTION) RATIOS RATIOS RATIOS
LOSS EXP. COMB. LOSS EXP. COMB. LOSS EXP. COMB. LOSS EXP. COMB. LOSS EXP. COMB. LOSS EXP. COMB. LOSS EXP. COMB.
59.1 27.9 87.1  80.4 2