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Credit History as
an Underwriting
Factor: Are the
Data Reliable?

by Patrick Musick, CPCU, and Barbara Cargil

The April 1995 issue of the NAIC Research
Quarterly contained an article by Lamont D. Boyd,
a marketing representative with Fair, Isaac. Mr.
Boyd framed his article to address three
“misconceptions” regarding the use of credit history
information for underwriting purposes. Without
commenting on Mr. Boyd’s point of view, we decided
we would like to look at a different issue: How
reliable are the data underlying the credit histories?
Our approach for this article involved surveying
periodical literature from 1992 to the present. The
key word computer search conducted on our behalf
by the Washington State Library contained: credit,
credit reports, credit history, TRW (including
credit), Equifax (as well as credit), and Fair, Isaac
(and credit). The search led to other periodical
literature that predates the search, and the review
includes some of those articles.

Many insurers use credit history as a basis for
underwriting and rating. Further, the use of credit
history has resulted in close regulatory scrutiny.l
The insurance industry and the purveyors of credit
history information have focused their analysis on
trying to establish a correlation between credit
histories and underwriting results. However, if the
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underlying data lack reliability, how reliable are the
correlations alleged? Our periodical survey reveals a
significant divergence of opinion concerning the
reliability of the data. This difference raises
considerable question as to the credibility of the
information used by insurers. If the underlying data
contain errors, of what value are correlations with
risk?

Articles reviewed indicated that the leading
credit reporting organizations are TRW Credit Data
Services, Equifax and Trans Union. These
companies obtain information for their databases
from a large community of entities that deal with

credit. This can include lending institutions,
retailers, wholesalers, service providers and
government.?

The articles indicated that credit report

organizations have made significant operational
improvements over the past few years. However,
entities reporting to them have questionable
reliability. Some reported findings included a study
by Consolidated Information Service, a New York
City credit bureau, finding errors in 43 percent of a
sample of 1,500 reports.3 A report by the United
States Public Interest Research Group is quoted in
several articles. An article reviewed represented the
latter report showing up to 50 percent of all credit
reports contain serious errors.* Another article
referred to a study commissioned by the credit
bureaus with Arthur Andersen & Company. It
showed an error rate of 3 percent.> Another article
quoted from the same Arthur Andersen study
referred to the error rate as 13 percent (see below).6

Other articles reported individual stories of
credit report errors that have had serious
consequences on people’s lives. A report in U.S.
News and World Report concerned a reporter from
the magazine discovering that her mother’'s credit
history was intermingled with her own.” The cover
photograph for a Money article showed a woman
who had to rent in an undesirable neighborhood
because an incorrect report said she had a poor
credit history.8

Financial World reported on the quality controls
used by Equifax to reduce errors. The article stated
that Equifax had created a program called
“Automated Sample Review.” The author stated,
“All of this programming should help catch the
obvious mistakes, but the greatest source of errors
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I From the Editor

E Credit History as an Underwriting Factor: Are the Data Reliable?
: By Patrick Musick, CPCU, and Barbara Cargil

In arecent NAIC Research Quarterly article, Lamont Boyd of Fair, | saac suggested that the use of credit reports can improve
underwriting results for insurance companies. This article takes a regulatory perspective and points out some of the data
quality limitations that impede the use of credit history in the underwriting process.

E Highlights of the 1995 Annual Statement Changes
) By Connie Jasper

Every year, regulators adopt numerous changes to the many reporting forms that insurers must file with the states and the
NAIC. Highlights of the material changes that have been incorporated into the various 1995 annual statement blanks and
supplemental reporting forms are presented in this article.

E Urban and Non-Urban Auto Insurance Comparisons
By Stephen Lamberty

Are insurers over charging urban drivers for their insurance coverage? This article takes alook at aggregate auto insurance
data for urban and non-urban areas in anumber of states. The article also discusses some of the economic rationale for
observed difference in premium levels, as well as the limitations statistics in determining “fair" prices.

E The Structure and Performance of the Homeowners I nsurance Market in St.
Louis
By Robert W. Klein

This article, which is adapted from part of a presentation to the NAIC's Insurance Availability and Affordability Task Force
given in September 1995, looks at market penetration by several major insurance companies in the insurance companies in the
urban areas of St. Louis. While further research is required, the results suggest that some insurers may indeed be
systematically avoiding markets in low-income or minority neighborhoods.

E Price Elasticity and I ts Implications for the Health Care Reform Debate
By Mark D. Peavy

Mark Peavy points out just one of the practical problems that policy makers face in trying to establish health reform
measures. |nlayman's terms, he explains the effect of price elasticity of demand on insurance costs and its implications for
health care policy makers.

3 E Common Stock I nvestments and Risk I mplications
- By Mike Barth

This article examines the common stock portfolios of life and P-C insurers to determine the risk posture of the average
investor in the insurance industry. The article also explains the "beta' measure of risk for individual common stocks and
portfolios of common stocks and spells out some of the practical uses and limitations of this widely used measure of risk.

E Insurance Industry Financial Trends
By Daniel J. Atkisson, CPCU, CIDM

This article examines some of the major trends that have been observed in recent yearsin the U. S. insurance industry.
Changes in asset mix, investment policy and profitability, as reported in numerous NAIC publications, are summarized.

E Domiciliary and Non-Domiciliary Net Written Premiums By State
Compiled by NAIC Research Staff

Insurance regulators have grown increasingly dependent on one another to monitor the thousands of insurance companies
operating in the U.S. today. This short article discusses the need for coordinating monitoring efforts and also provides
statistics, by state, of the total direct premiums written by both foreign and domestic insurers.
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is having the wrong information posted to the
wrong file.” Equifax uses a matching logic software
to attempt to catch these inaccuracies. However, the
author remains skeptical that these solutions will
eliminate all problems.®

Obviously, the popular press likes to report real
people examples to keep the attention of their
readers. The interest in the issue by this segment of
the media indicates some degree of public interest
and concern. However, the press frequently makes
overly broad statements like Business Week saying,
“The Big Three enter two billion pieces of data into
credit records monthly, so the odds of errors
slipping in are high.”0 Money stated, “After
canvassing credit analysts, consumers and the
bureaus themselves, Money concludes the outfits
deserve no more than a grade of C.”}1 These
comments reflect no real research, but simply an
apparent feeling of consumer distrust about credit
reports.

In response to these and similar criticisms, an
article in the Cato Journal, a publication of a
conservative think tank headquartered in
Washington, D.C., claimed that the primary
criticism of the bureau is “the frequency of errors
committed...” The authors blame the reporting
problems on the post office, consumer error, credit
granters and public records. The article defends the
record of the credit bureaus and says that they
correct any errors promptly.12 The correction of
errors issue does appear in the consumer articles,
but does not seem to be a major concern in recent
publications.

The Cato Journal article criticized studies
prepared by Consumer Union and the Public
Interest Research Group. The Consumer Union
report is cited as showing a 48 percent error rate by
credit bureaus and the Public Interest Research
Group 43 percent. The articles’ authors believe that
many of the errors reported are based on flawed
consumer information. In discussion of a doctor
billing error, the authors stated, “If a doctor never
contacts a credit reporting agency with one of his
mistakes, one can hardly blame the credit bureau.”
In response to individual cases blaming the credit
bureaus for failing to correct records, they
responded, “All of these claims have one thing in
common: they are unsubstantiated and the reader is
asked to take them at face value.”3 [Authors’ note:
The Cato Journal article referred to a Consumer

Union publication that the Washington State
Library was unable to locate. Consumer Union was
called, and it could not locate any such publication.]

The article then referred to an Arthur Andersen
and Company study that was commissioned by the
Associated Credit Bureaus in 1991. The company is
reported to have reviewed the files of 15,703
consumers who had been denied credit based on a
credit report. The article stated that 13 percent of
credit rejections result from errors on credit
reports.}4 (This percentage conflicts with a similar
reference to the Arthur Andersen study in
Financial World, which stated the error rate was 3
percent.) [Authors’ note: We called Arthur Andersen
to get clarification. However, it was unable to locate
the study in question.] However, this article
defending the credit bureaus concluded by saying,
“There are many institutions involved in the credit
reporting process, all of which can be at fault for
errors that exist in credit reports.”1>

How does the insurance industry use credit
reports? In an article in Best's Review the authors,
from Equifax and Fair, Isaac, used a method that
established a correlation between property loss
record and the credit report score. They stated, “For
example, the average loss ratio for the 10 percent of
candidates whose scored credit report was below 620
is 132 percent. By contrast, the average loss ratio
for those scoring above 849 is only 40 percent.”
Later they said, “The development and testing of
statistically sound, empirically derived scorecards
based on the most predictive credit report
characteristics has wide ranging implications for
current underwriting practices. The study results
confirm that credit history has an important effect
on the likelihood of unfavorable claims exper-
ience.”16

A more recent article appearing in Best's Review
guoted Mr. Boyd as stating that the use of the data
should not be limited to underwriting, but should be
extended to rating. He stated, “In fact, the wave of
the future may be that the credit-scoring
methodology will be tied to the pricing process when
setting premiums, and that would definitely help
those consumers who now have to bear the costs
tied to the higher loss ratios of lower scoring
individuals.”’

The National Underwriter reported, “People with
the worst credit reports have more than twice as
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many property insurance claims and produce a loss
ratio more than three times higher than those with
the best credit reports.” The article attributed this
finding to a Fair, Isaac product called Property Loss
Score. “Comparing claim files with credit reports
demonstrates clearly, according to Fair, Isaac, that
policyholders with lower scores represent a greater
risk of producing higher claim frequencies and loss
ratios than those with higher scores,” the author
stated.18

An article in U.S. News and World Report
reviewed the use of credit reports by insurance
companies. It claimed that Allstate uses credit
reports for automobile insurance applicants. The
author cited a Texas study showing that one in
every four Texas insurers routinely reviews credit
reports. In a consumer advice section, the article
stated, “Given the mounting interest of insurers in
your credit history, it is more important than ever
to get copies of your credit report from all three
major credit bureaus and check them for
accuracy.”19

The periodical search indicates several things.
One is that the research regarding data errors is
disparate and confusing. Subjectivity enters into
many of the reports, and much of the evidence used
in articles is anecdotal. None of the articles reflects
a scientific analysis of the methodology used by any
of the four studies mentioned: Consolidated
Information Service; Consumer Union; Public

Interest Research Group; and Arthur Andersen and
Company. However, no one denies problems with
the data reported to credit bureaus. The credit
bureaus themselves and the press urge consumers
to get copies of credit reports from the bureaus
every year to check for errors.

The literature certainly indicates a strong need
for comprehensive research by a disinterested and
qgualified third party. Much of the research to date
on the accuracy of information and the use of credit
reports in insurance has been conducted or financed
by entities with an economic interest in the
outcome. Additionally, other studies are questioned
in the literature reviewed as using unscientific
methodology.

The articles do nothing to shake an already
healthy skepticism felt by many regulators
regarding the wuse of credit histories for
underwriting and rating purposes. At the very least,
significant inaccuracies in the database should raise
the question of appropriateness of its use. Insurance
professionals should have concern over the use of
data of this quality to make underwriting and
rating decisions that have such far-reaching effects
on the general public. It would appear that both
consumers and companies have an interest in
ensuring that the database on which insurance can
be accepted or denied and insurer assets are put at
risk is fair and accurate.
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Highlights of the
1995 Annual State-
ment Changes

by Connie Jasper

The approach of another year-end signals the
time to become acquainted with accounting and
reporting changes for the 1995 annual statement.
As is the case each year, changes have been
adopted by the Blanks Task Force, forms have
been revised, and instructions have been updated.
Although the following discussion pertains pri-
marily to the Life and Property-Casualty blanks,
other blanks may also be affected by these
changes. The annual statement instructions for
those blanks should be consulted to verify applica-
bility.

A full discussion of all the adopted changes is
not within the scope of this article. The first sec-
tion discusses those items adopted for both the
major statements, Life and Property-Casualty. The
second section addresses changes for the Property-
Casualty companies and the last section covers
changes to the Life blank.

Multiple Blank Changes

Supplemental Schedules and Exhibits Interroga-
tories

Bar codes can be affixed to the Supplemental
Schedules and Exhibits Interrogatories page for
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those insurers that negatively reply to any inter-
rogatory, eliminating the need to search for or
track those supplements that will not be filed.
However, individual state requirements for filing
“NONE” pages will not be superseded by this
change.

Schedule of Special Deposits

The reporting requirements for the Schedule of
Special Deposits have been modified to allow de-
posits held for the protection of ALL policyholders
to be reported in summary form. These deposits
should be summarized and reported by state, dis-
closing par or book value, statement value, and
market value. Because special deposits held for the
protection of all policyholders do not require the
detailed analysis required for those deposits not
held for the protection of all policyholders, it was
determined that extensive detail is not needed.
Wording of statutes, however, may not allow all
states to accept this summary format. Companies
will need to verify which states still need detail.
Insurers must continue to report detail for each
security for those special deposits NOT being held
for the protection of all policyholders.

General Interrogatories - Mergers and Consolida-
tions

To facilitate tracking those insurance compa-
nies that have ceased to exist as a result of a
merger or consolidation during the period covered
by the statement, a new interrogatory added to the
annual and quarterly blanks now asks if a merger
or consolidation took place during the reporting
period. If the response to this interrogatory is af-
firmative, insurance companies that have ceased
to exist during the year must be listed providing
the NAIC company code, state of domicile, and the
name of the company.

General Interrogatory #2b - Quarterlies

General Interrogatory #2b in the quarterly
statements has been modified to eliminate the re-
guirement to attach an explanation of the material
transactions that fall under the requirements of
the Disclosure of Material Transactions Model Act.
The Model Act requires that these disclosures be
held confidential and disclosure in the quarterly
statements does not provide confidentiality. Dis-
closure to the state of domicile will continue to be a
requirement, and the interrogatory asks if the re-
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port has been filed with the domiciliary state as
required by the Model Act.

Schedule BA

The instructions for Schedule BA, Column 4
have been modified to clarify that “Amount of En-
cumbrances” is to include the insurer’s contractual
share of all encumbrances on underlying real es-
tate held in partnerships or joint ventures. The
phrase “contractual share” is intended to eliminate
any methodology based on ratios related to owner-
ship percentages. An insurance company can de-
termine its share of the encumbrances precisely
through the review of the appropriate loan docu-
ments. Other debt of the partnership or joint ven-
ture, including bond issues, should be included in
encumbrances.

With the adoption of the “look-through” for
Schedule BA assets in the Asset Valuation Reserve
(AVR), consistency of reporting is necessary to
provide the proper calculation. Not only will this
definition clarification result in consistent report-
ing, but it also will enable examiners to more rap-
idly trace the amount of encumbrances being re-
ported in the AVR worksheets.

Schedule D, Part 1A, Section 1 - Government
Bonds

To accommodate information required for risk-
based capital purposes, a new grouping has been
added to Schedule D, Part 1A, Section 1. The pre-
vious section entitled Government has been di-
vided into U.S. Government and Other Govern-
ments.

Securities qualifying for the U.S. Government
section are listed in the Purposes and Procedures
manual of the Securities Valuation Office (SVO),
in the section for Life companies’ Asset Valuation
Reserve. Bonds reported as U.S. Government are
bonds backed by the full faith and credit of the
U.S. government. Although life companies are ac-
customed to using this list for AVR purposes, both
Property-Casualty and Life companies are to use
this list as the guideline for the U.S. Government
section. Bonds in a company’s portfolio that may
have been previously reported as U.S. Government
but do not appear on the list should be reviewed
for reporting accuracy. For example, most Federal
National Mortgage Association (FNMA) obligations
will not be reported in this section. These bonds

should be reported under the Special Revenue and
Special Assessment Obligations section.

Schedule D - Part 1

The heading for Column 16 has been changed
to clarify that Statement Value is the amount to be
reported. This is strictly a page format change and
not an instructional change. Although the old
heading used to be “Amortized or Investment
Value,” statement value was the intended amount
to be reported.

Quarterly Statements

Additional instructions for the quarterly state-
ments have been adopted for 1996. Many of these
instructions were part of the interim quarterly
instructions issued last year. For the most part, a
guarterly statement page is handled in the same
manner as the corresponding page in the annual
statement. Exceptions to this treatment, as well as
items reflecting only quarterly activity and quar-
terly balances, as opposed to year-to-date activity,
are addressed in the instructions. The NAIC An-
nual Statement Instructions should be consulted
for specifics.

Schedule Y, Part 1 - Information Concerning
Activities of Insurer Members of a Holding Com-
pany System has been added to the quarterly
statements. This schedule needs to be filed only if
there has been a change of membership within the
group since the last reporting date.

Medicare Supplement

Instructions were modified to clarify that expe-
rience for policyholders relocating to another state
after policy issuance be reported to the state in
which the Medicare supplement certificate was
issued.

Long-Term Care Experience Reporting Forms

Long-term care forms were modified to provide
additional reporting of nationwide data for the
current calendar year and to modify the filing re-
guirements for statewide data. The instructions
were clarified in areas where previous questions
had arisen and should be reviewed in detail.

Policy forms are to be grouped by individual,
group direct response and other group, with subto-
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tals for each of the three reporting classes pro-
vided. (See format at the bottom of page.) This
summary format appears at the bottom of both
Form B and C. The instructions indicate the sum-
mary should also be addressed on Form A; how-
ever, because of an oversight it was not included
on Form A. Therefore, those instructions for Form
A should be ignored.

Form B is to show interest adjusting on all de-
tail lines as well as in the subtotals and totals.
Previously the interest adjustments did not have
to be included in the detail lines, preventing those
lines from footing to the appropriate subtotals.

A set of criteria has been established to deter-
mine if Form C will need to be completed in its
entirety for a policy form. A policy form meeting
any one of the three criteria will require the com-
pletion of the entire Form C. A policy form that
does not meet any of the criteria will still be re-
ported in Lines E, F and G and will be relative
only to that state. Nationwide values (Form B) on
lines E and F should not include forms that are not
listed separately on Form C.

Credit Insurance Experience Exhibit

The title page of this exhibit now asks if a com-
pany has credit insurance in a particular state.
Companies that do not write credit life, accident
and health, unemployment, property or other
credit insurance in the state may meet filing re-

Property-Casualty Blank

Jurat Page

The note allowing reciprocal exchanges and
other types of insurers using special terminology
to change line captions and references in the an-
nual statement has been eliminated. The annual
statement instructions specifically prohibit insur-
ers from altering line captions, line numbers and
other items and this note directly conflicted the
instructions.

This instructional change reinforces the idea of
consistent reporting within the industry. Much of
the annual statement information is used for in-
dustrywide statistical research by a wide variety of
organizations. If companies, and not just recipro-
cals, are allowed to change line captions or add
lines where not appropriate, information collected
on an industry basis will not be meaningful.

Actuarial Opinion

To assist the regulator in doing an in-depth
analysis of a company, the instructions for the
Statement of Actuarial Opinion have been modi-
fied to require that insurance companies maintain
required reconciliations. This information must be
available by May 1 following the year-end for
which the opinion was rendered or within two

. L . weeks after
guirements by indicating “no” to the question,
eliminating the need to file pages 2 through 7.
Long Term Care
4 5 6 7
Actual Actual
Earned Incurred
Premiums Claims
A Individual ... XXX XXX
B. Group direCt reSPONSE ......uuviieeeiiieiiiiiiiieeaeeeeas XXX XXX
C. Other group ...t XXX XXX
D. Total (SUM LIiNeS ATO C) .uuuvvveiiiiiiiiiiiieieeeeeeees XXX XXX
E. Total reported experience through statement XXX XXX
VBAL ..ttt XXX XXX
F. Total reported experience through prior year
G. Calendar year reported experience (Lines E XXX XXX
MINUS F) o
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a request for such information has been received
from an individual state insurance commissioner.
This information is to be maintained for seven
years and made available upon examination. Addi-
tionally, the reconciliation papers discussed in
paragraph 10 of the opinion become a part of the
workpapers.

Underwriting and Investment Exhibit - Parts 2
through 3A

Lines have been added to the Underwriting and
Investment Exhibit to require separate informa-
tion on claims-made and occurrence policies for
Medical Malpractice, Other Liability and Products
Liability. Additionally, the Auto Liability line now
requires division between private passenger auto
liability and commercial auto liability. These
changes will facilitate verification of amounts re-
ported on risk-based capital. Schedule P was modi-
fied in this fashion in 1994.

Exhibit 1

Parenthetical disclosure was added to Line 9.2,
Premiums, Agents’ Balances and Installments
Booked but Deferred and Not Yet Due, requiring
companies to disclose earned but unbilled premi-
ums that are included in this asset. Companies
may, but are not required to, recognize as an asset
those premiums that are earned but unbilled. Ten
percent of the amount of included earned but un-
billed premiums in excess of collateral specifically
held and identifiable on a per policy basis must be
nonadmitted in Column 3 and included in Exhibit

2. If included as an asset, the earned but unbilled
premiums should also be recorded as written pre-
mium in the Underwriting and Investment Exhibit
Part 2B, the Exhibit of Premiums and Losses
(State Page), etc.

Notes to the Financial Statements - Retroactive
Reinsurance

A note has been added to require disclosure of
all retroactive reinsurance transactions. Retroac-
tive reinsurance transactions are those transac-
tions that transfer liabilities for losses that already
have occurred and that generate special surplus
transactions. A unique number must be assigned
to each such contract and used to identify that
contract as long as it exists. Although this note
requires disclosure in the aggregate, analysis in a
similar format on individual contracts may be nec-
essary if requested by any state insurance depart-
ment. Transactions utilizing “deposit accounting”
are not to be reported in this note. With the addi-
tion of this Note, the Individual Exhibit of Loss
Portfolio Transfer has been removed from the
guarterly statement.

The following format is used by both the as-
suming and ceding companies. Although aggregate
amounts are reported in Sections A - D, Section E
requires disclosure of ending reserves on a per
company basis.

Ceding Company

Ceded reserves continue to be included in the
loss and loss expense reserves on Page 3; however,

Underwriting and Investment Exhibit

Line of Business

11.1 Medical malpractice - OCCUFTENCe .........ccevvvuuiiieeeaaeenns
11.2 Medical malpractice - claims-made .................cccceeee

17.1 Other liability - 0OCCUITeNnce..........coooeeiiiiiiiiiiiiieeeeeeees
17.2 Other liability - claims-made.............cccccviiiiiines
18.1 Products liability - 0OCCUITENCe ........coeeviiiiiiiiiiieeeeeees
18.2 Products liability - claims-made ...........ccccccceeiieiiiines
19.1 Private passenger auto liability............cccccceeeiiiiies
19.2 Commercial auto liability ............cooooiiiiiiiiis
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a contra-liability entitled Retroactive Reinsurance
Reserves Ceded also will be established. Claims
payments received during the term of the contract
will be a reduction to both lines. Consideration
paid to the assuming company will be reflected as
special surplus on write-in Line 22 of Page 3 of the
ceding company’s statement. The special surplus
will be reduced and recognized as earned through
unassigned funds when the amount of claims re-
covered is over and above the consideration paid to
the assuming company or upon termination of the
contract. During the first year of the contract, a
Retroactive Reinsurance Gain for the difference

between the amount of consideration paid to the
assuming company and the total reserves ceded
will be shown as a write-in item in the Income
Statement.

Assuming Company

Assumed reserves are excluded from loss and
loss expense reserves. The liability will be reported
as Retroactive Reinsurance Reserve Assumed on a
write-in line on Page 3. Claim payments made
during the term of the contract will reduce this
liability. A Retroactive Reinsurance Loss for the

Retroactive Reinsurance Transactions

A. Reserves Transferred:
1. Initial Reserves
2. Adjustments - Prior Year
3. Adjustments - Current Year

4. Total
B. Consideration Paid or Received:
1. Initial

2. Adjustments - Prior Year
3. Adjustments - Current Year
4. Total
C.  Amounts Recovered/Received (cumula-
tive):
1. Prior Year
2. Current Year
3. Total
D. Special Surplus from Retroactive Rein-
surance:
1. Initial
2. Adjustments - Prior Year
3. Adjustments - Current Year
4. Closing Balance

Reported Company

E. List the other insurers included in the above transactions:

Assumed
Company Amount
$
Total $ _*

* Total amounts must agree with totals in A.4.

As: Assumed Ceded
$ $
$ $
$ $
$ $
$ $
$ $
$ $
$ $
Ceded
Company Amount
$
$ *
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difference between the total reserves assumed and
amount of consideration received from the ceding
company will be recognized in the Income State-
ment the first year of the transaction. Further
guidance is provided in Chapter 22 of the NAIC
Accounting Practices and Procedures manual.

Notes to the Financial Statements - Asbes-
tos/Environmental (Mass Tort) Reserves

This new note requires disclosure of the re-
serving methods used for asbestos and/or envi-
ronmental claims and the identification of the
amounts of loss and LAE reserves, including in-
curred but not reported. This note will help regu-
lators to identify companies with potential expo-
sure to these losses and to determine to what ex-
tent their reserves reflect that exposure.

Disclosure must indicate whether the insurer
has on its books, or has ever written, an insured
for which there exists a potential liability. Full
disclosure of the reserving methodology used for
both case and IBNR reserves is required. Amounts
shown as paid and/or reserved for losses and LAE
are to be shown gross and net of reinsurance. As-
bestos and environmental losses are to be reported
separately.

For purposes of this note, environmental loss is
defined as any loss or potential loss, including
third-party claims, related directly or indirectly to
the remediation of a site arising from past opera-
tions or waste disposal.

Schedule F - Part 1

To allow for identification of all reinsurance
contracts, new columns have been added to require
disclosure of assumed premiums and unearned
premium, providing consistency between Part 1
and Part 3. The new columns will provide informa-
tion on contracts under which there may not be
payables and/or receivables and will allow for a
comparison between unearned premiums and as-
sumed premiums receivable.

Theoretically, this change could increase the num
of reinsurers reported in Schedule F, Part 1.
example, if a company had a reinsurance treaty and

currently did not have any payables or receivatﬁs
own

applicable to that treaty, it would still have to be sh

ber
For

on the schedule for the purpose of reporting assumed
and unearned premiums.

Schedule P

Parts 7A and 7B have been added to Schedule P to
allow reporting of direct and assumed loss-sensitive
business. Part 7 is only required for those compa-
nies that claim credit for loss-sensitive business
on risk-based capital. For 1995, historical data is only
required for 1993 and 1994 since historical records are
usually not kept in the form and detail required by this
schedule. All other years are optional. Ultimately the
schedule will build to 10 years of development. The
annual statement instructions contain a definition of
loss-sensitive business that must be met for reporting in
this part.

Life Blank

Page 3

Inset amounts have been added to Lines 1, 2 and 3 to
facilitate reporting the amount of modified coinsurance
reserves included in the totals for each of these lines.

Line 24.7 has been added for purposes of reporting
the amount of funds withheld from reinsurers under
coinsurance treaties. Amounts withheld from reinsurers
related to reinsurance contracts will continue to be
reported on Line 24.3.

Page 4

Instructions for Line 25, Aggregate Write-ins for
Deductions, have been modified to require that fines and
penalties paid to regulatory authorities be shown
separately from other write-in amounts and clearly
labeled as such. This instruction has been in the
Property-Casualty instructions for some time and has
been added to the life statement for consistency.

Line 44(D), captioned Change in Surplus as a Result
of Reinsurance, has been added to the Capital and
Surplus Account to facilitate disclosure of amounts of
surplus relief generated from reinsurance ceded and
reinsurance assumed as specified in Section 4(c)(2) of
the NAIC Life and Health Reinsurance Agreements
Model Regulation. The Model Regulation defines new
accounting procedures, requiring a portion of surplus
relief from financial reinsurance arrangements to be
reported in the Capital and Surplus Account rather than
as income.
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Amounts reported are net of increases and de-

creases in surplus.

Exhibits 2, 3 and 4

Persons familiar with these exhibits know that
although Line 1 of each appeared similar, there
have existed definitional differences between the
three exhibits. This resulted in a lot of confusion on
the part of annual statement preparers, as well as
in audit procedures for these exhibits.

The caption for Line 1 has been modified to promote
consistency between the exhibits. The bonds to be
included on this line are defined in the Asset Valua-
tion Reserve for Life Insurance Companies in the
Purposes and Procedures of the SVO of the NAIC.
This definition also applies to the Supplemental
Schedule of Assets and Liabilities for Audited Fi-
nancial Statements.

Exhibit 8

A footnote has been added to Exhibit 8 requiring
disclosure of the amount of assets “wrapped” by
synthetic GICs and the amount of reserves, if any,
held in support of these contracts.

For purposes of this footnote, a synthetic GIC is
defined as a policy, contract or agreement in which

the insurance company guarantees specified pay-
outs under the terms of the employee benefit plan
from assets not owned by the insurance company.

State Page

The aggregate write-in line in the life insurance
section of the state page has been eliminated to
allow cross-checking of the state page to Schedule
T. Before the decision was made to eliminate this
line, a study was conducted to determine what was
being reported on this line and by whom. Only
eight companies nationwide used this aggregate
write-in line, incorrectly reporting items such as
dividends, supplemental contracts and waiver of
premiums.

Notes to the Financial Statements -
Note #3 - Investment Income

Note 3 has been expanded to require disclosure of
the amortization method used for the Interest
Maintenance Reserve. Additionally, disclosure is
required if a change in the amortization method
occurred since the prior reporting period.

Notes to the Financial Statements -
Note #17 - Separate Accounts Business

Note 17 has been expanded to require disclosure, in

Company Experience Factor Quarter (CEFQ)

+ .5 x Book Value of Restructured in Good Standing End of Quarter

+ Book Value Delinquent End of Quarter

+ Book Value in Process of Foreclosure End of Quarter

+ Book Value of Transferred to Real Estate During Current Quarter

Divided by:

+ Total Mortgage Loans End of Quarter

+ Book Value of Transferred to Real Estate During Current Quarter
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summary format, of the general nature and charac-
teristics of the various types of Separate accounts
business. The note requires disclosure of amounts
of premiums, considerations or deposits received
during the year, reserves by valuation method, and
reserve by withdrawal characteristics for each type
of business disclosed. The previous Note #17, Rec-
onciliation of Net Transfer to (from) Separate Ac-
counts, will become Note #17b.

Asset Valuation Reserve (AVR)

The annual statement instructions now indicate
that mortgage-related securities of the Veterans
Association, bearing the full faith and credit guar-
antee of the U.S. government, are to be included in
the exempt category of the AVR. This exemption
excludes structured securities. The instructions
have also been modified to clarify that loan-backed
securities of Federal National Mortgage Associa-
tion and Federal Home Loan Mortgage Corpora-
tion are not considered exempt securities. Struc-
tured securities, as defined in the Life Annual
Statement Instructions for Schedule D, Part 1A,
Section 2, regardless of issuer, are also not to be
considered exempt from the AVR. The current
language results in a narrow definition, as it now
states loan-backed securities are not exempt
rather than the previous language of mortgage-
backed securities. The formula for calculating the
Mortgage Experience Adjustment Factor (EAF)
has been revised to require that the previous eight
guarters of information be used in the calculation,
rather than just the two previous year-end aver-
ages. The objective of this change is to utilize more
timely information and to provide for quarterly
calculation of an insurer’s EAF. For year-end 1995,
seven quarters of information will be used, start-
ing with March 1994 and ending with September
1995. The March 31, 1996 quarterly statement
then will utilize the full eight quarters in the cal-
culation. Following is the formula to be used by
companies in computing each quarter’s experience:

The industry average for each quarter will be
calculated in the same manner and furnished by
the NAIC.

Schedule S

Several changes were made to Schedule S this
year, providing information that enables regulators
to clearly identify the magnitude and type of a
company’s surplus relief reinsurance agreements.

Additionally, evaluation of compliance with the
NAIC Life and Health Reinsurance Transactions
Model Regulation will be facilitated, as well as as-
sistance in the granting of reserve credit for such
reinsurance.

Various parts of Schedule S were modified to fa-
cilitate reporting of outstanding surplus relief,
modified coinsurance reserves and funds withheld
under coinsurance contracts. Additional abbre-
viations for identifying the type of reinsurance con-
tracts have been added to the instructions. Also,
instructions have been added stating that if there is
more than one type of reinsurance with the same
reinsurance company, each type must be shown
separately. Both the plan and the type of reinsur-
ance are to be indicated. For example, group coin-
surance with funds withheld should be identified as
CFW/g.

The scope of Parts 3A and 3B also have been ex-
panded to include both Exhibit 8 and Exhibit 10
reserves.

Separate Accounts

The Life investment schedules were adopted for
use in the Separate Accounts statement to minimize
differences between these blanks. A few areas of the
Separate Accounts statements will vary slightly
from the Life statements since there are several
instances where market value is used as statement
value in the Separate Accounts statement and the
Life blank does not provide for this disclosure.

The previous Exhibits 6, 7 and 8 have been com-
bined into a new Exhibit 6 for all Life, Annuity, and
Accident and Health policy and contract reserves.
The purpose of this change is to require the same
level of disclosure for separate account reserves and
general account reserves. The old Exhibit 6 format
was used as the basis of the new exhibit. The re-
formatting of Exhibit 6 resulted in several other
changes throughout the statement.

The instructions for the new Exhibit 6 were ex-
panded to require additional reserve disclosure. The
valuation basis used for the reserves in each sepa-
rate account or each group of separate accounts or
which the same valuation basis applies is to be
stated. Companies are to indicate whether the as-
sets supporting the reserves are on a market value
(MV) or an amortized cost/book value (BV) basis.
Where applicable, the mortality table, the interest
rate or range of rates, as well as the valuation
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method used is to be stated. Annuities must be inclusion of the AVR mortgage experience factor
designated as immediate, deferred or both. methodology in the Life formula and the elimina-
tion of a separate calculation for professional rein-
The valuation assumption and valuation surers in the Property formula.
method abbreviations to be used are the same as
found in the Annual Statement Instructions for The appearance and design of the filing disk-
Exhibit 8. In addition to those abbreviations, the ettes, however, will be substantially different than
following may also be used: in the past. The amount of information being
pulled directly from the annual statement software
NAV  Net Asset Value into the risk-based capital diskette has been ex-
1AV Indexed Account Value panded and will be available for review by the user
SCV  Cash Surrender Value in a separate section of the filing diskette program.
OCAV Other Current Account Value Any items that must be manually entered in the
risk-based capital diskette will be asked for in a
. . separate section of the diskette. This will eliminate
Risk-Based Capltal the need to search through the entire formula to
Both risk-based capital (RBC) formulas remain locate manual entry items. Users will be able to
virtually unchanged from 1994. The exception is view their company results in much the same
the manner as last year.

Get the tools you need to ensure accuracy in filing.

The NAIC offers a variety of products to assist you in this process:

Annual Statement Blanks - The information you need, in advance, to accurately configure your computer systems to com-
pile data needed to comply with year-end filing requirements.

Accounting Practices and Procedures - This compilation of statutory accounting practices and procedures prescribed or
permitted by insurance regulatory authorities will keep you on the straight and narrow.

Annual Statement Instructions - Ensure proper preparation with the detailed how-to.

Emerging Accounting Issues - Be sure you have the preliminary guidelines on the latest concerns.

Risk-Based Capital - The numbers you need. Reporting risk-based capital data on annual financial statements is now re-
quired for life insurance and property/casualty insurance companies. The filing kit will expedite this figuring process for

you.

Annual Statement Diskette Filing Specifications - You’ll get the detail. Detailed filing specifications and instructions, as
well as the NAIC directive and automated cross-checks for filing your annual statement on diskette.

Listing of Companies - Get the proper company identification and geographical information you need for completing
Schedule F for property and title companies and Schedule S for life and fraternal companies.

Using the IRIS Ratios - Know the financial condition of your company and how you rank in comparison to others who file
with the NAIC.

Examiners Handbook - Can you pass the test? This handbook provides instructions and suggestions for carrying out vari-
ous phases of examination and provides an overview of the entire examination process.

For information on how to order these must have products, call NAIC, Publications, (816) 374-7259.
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Urban and
Non-Urban
Auto Insurance
Comparisons

by Steve Lamberty

Insurance affordability remains a hot topic in the
industry today, especially as it pertains to urban
areas. While many reasons exist for the difference
between the cost of insurance in urban versus non-
urban areas, many people still feel that urban area

residents are overcharged for their insurance
coverage. This article looks at the relative
differences in  voluntary private passenger

automobile insurance cost and loss factors between
major urban areas and the remainder of state for 19
selected states. (See Table 1 for a listing of states
and urban territories.)

The data for this study were obtained from the
Insurance Services Office, the National Association
of Independent Insurers, the National Independent
Statistical Service and the American Association of
Insurance Services. The data used were collected by
rating territory for the calendar/accident years
1990-92 for the following coverages: bodily injury
liability (BI), property damage liability (PD),
personal injury protection (PIP), collision (COLL)
and comprehensive (COMP). The territory data
were then allocated to one of two categories: major
urban areas or remainder of state (ROS). The three-
year average numbers give a more accurate view by
smoothing out the volatility inherent in single year
averages. This aggregated data set was then used to
obtain the average premium (earned premiums per

Steve Lamberty is a Research Associate
and an economist at the NAIC. He has been
involved with the NAIC urban insurance
study from its inception.

earned exposure), the average loss cost (incurred
losses per earned exposures), frequency (incurred
claims per earned exposures x 100), severity
(incurred losses per incurred claims) and loss ratio
(incurred losses divided by earned premiums) for
each of the five coverage categories (see Table 2).
Figures are given for both 1992 and a combined
three-year average of 1990-92. Aggregate premium
volume for both liability and physical damage is
shown in Tables 3 and 4.

Many reasons exist for the generally higher cost
of automobile insurance in urban areas. Traffic
congestion, theft and vandalism rates, automobile
repair costs and medical care costs all tend to be
higher in urban areas. These factors and many
others, lead to a higher frequency of filed insurance
claims and higher costs per filed claim. It is
reasonable to expect that insurance companies will
set their premiums high enough to cover their
expected losses plus their expenses. This being the
case, it is generally expected that auto insurance in
urban areas, with higher expected losses, will be
more expensive than in non-urban areas. The
guestion then becomes, do insurance companies
charge just enough to cover the increased average
losses or do they overcharge their urban customers?

One way to look at this is to compare loss ratios
between urban and non-urban areas. If insurance
companies are fairly pricing their insurance
coverage, the loss ratios in urban areas should be
equal to or higher than the loss ratios in non-urban
areas, on average. Fixed expenses may constitute a
lower percentage of total premiums in high-cost
areas, which would cause the permissible loss ratio
(the portion of the premium dollar available to pay
losses) to be slightly higher in high cost areas. Since
the bulk of insurance costs are either loss costs or
expenses directly related to premiums (e.g., sales
commissions and premium taxes), fixed-expense cost
differentials should be minimal between urban and
non-urban areas. If companies are over-charging
urban customers, the loss ratios in urban areas
would be lower than in the non-urban areas,
implying that a portion of the cost difference comes
from some reason other than average loss costs. On
the other hand, if loss ratios in urban areas are
higher than those in non-urban areas (after
adjusting for any relative expense differences),
urban residents would appear to be getting a better
value for their insurance coverage than their non-
urban counterparts.
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Looking at the data in Table 2, for bodily injury
liability coverage, the average premium in urban
areas is higher, approximately 25 percent higher, as
expected. While the severity (average loss per claim)
is lower for urban areas, the frequency of claims is
much higher. This leads to an overall higher
average loss cost than in non-urban areas. However,
the loss ratio in the urban areas is slightly higher
than in the rest of state (ROS). This does not
indicate that urban drivers, overall, are being
overcharged for Bl insurance.

For property damage liability coverage the
frequency, severity, average loss cost and average
premium statistics are all higher for the urban
areas. The loss ratio, however, is marginally lower
in the urban territories, approximately 71 percent
versus 73 percent in the remaining, non-urban
territories. This means that urban residents
received a slightly lower return on their insurance
dollar, though the difference is not significant.

Personal injury protection coverage, required in
states with a no-fault automobile insurance law and
available in several other states, shows much the
same pattern. While the average premium in urban
areas is approximately one-third higher than in the
rest of state, the frequency, severity and resulting
average loss cost are also higher. The corresponding
loss ratios are very close, 91 percent for urban areas
compared to 90 percent for the ROS areas. Here
again there is no evidence that aggregate premiums
charged in urban areas are excessive in relation to
costs.

The average premiums charged for automobile
collision insurance are also higher in urban versus
non-urban areas, approximately 19 percent higher
for the states and years included in this data set.
Table 2 shows that the average loss cost, mostly as a
result of higher claim frequencies, is also higher by
approximately 19 percent. For this reason the loss
ratios are nearly identical for the non-urban and
urban areas, just over 59 percent for each. Once
again it appears that the prices are proportionate to
loss costs between the two areas.

Lastly, the results for comprehensive insurance
coverage, which covers the insured’s vehicle for
theft and property damage not resulting from a
collision, are quite similar to those for collision
insurance. The average premium charged and the
average loss cost were both approximately 24
percent higher in the urban areas included in this

study. However, for comprehensive coverage, as
opposed to collision coverage, the leading factor in
the increased average loss cost was a result of
higher losses per claim not a higher frequency of
claims. However, once again the loss ratios for
urban and non-urban areas are identical at 76
percent each.

While the data show that urban residents pay
more for voluntary automobile insurance, ranging
from 13 percent to 33 percent higher depending on
coverage, it appears that the higher price is
commensurate with the higher average loss cost for
these same insurance customers. In only one
instance, for property damage liability coverage,
was the loss ratio in urban areas lower than that in
non-urban areas. For the remaining four coverages,
in each case the loss ratio for urban areas was lower
than that in the rest of state category. Thus, it
appears that for voluntary private passenger
automobile insurance in this sample of 19 states, on
a loss cost basis the premiums charged for urban
and non-urban residents are not significantly
different from the costs.

It is acknowledged, however, that these data do
not take into account another important topic, that
of insurance availability in urban areas, or include
data from the residual insurance markets. Since
residual market mechanisms tend to have a higher
market penetration in urban areas, this could
change the results slightly. However, it is also noted
that, for most states, residual markets are a
relatively small portion of the total private
passenger auto insurance market.

These data do not analyze price disparities
within an urban area, or whether these disparities
follow differences in loss costs. For example, the
average loss ratio for an urban area might be 75
percent, but the loss ratio for one neighborhood can
be 25 percent while the loss ratio for the adjoining
neighborhood is 100 percent.

Another factor not addressed in these statistics is
the potential difference in expense ratios between
urban and ROS territories. Presumably, differences
exist in the total acquisition costs incurred in urban
and non-urban areas. However, no data is publicly
available to support or refute this hypothesis. Such
expense differentials, if present, would likely be
negligible because the majority of costs are either
claims-related or fixed percentages of premiums
(e.g., sales commissions and premium taxes).
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Table 1
States and Urban Areas Included in the Analysis
State City/Urban Area State City/Urban Area
Arizona Phoenix New Jersey Asbury Park
Atlantic City
Colorado Denver Newark
Point Pleasant
Florida Ft. Lauderdale Seaside Heights
Miami Seaside Park
St. Petersburg Trenton
Tampa Wildwood
Georgia Athens Nevada LasVegas
Atlanta
Augusta New York Bronx
Columbus Brooklyn
Macon Manhattan
Savannah Mt. Vernon
Queens
[llinois Chicago Staten Island
East St. Louis Y onkers
Ohio Cincinnati
Kansas Johnson County Cleveland
Kansas City Columbus
Maryland Baltimore Oregon Clackamas County
Montgomery County Multnomah County
Prince George's County Washington County
Michigan Detroit Pennsylvania Philadel phia
Genessee County Pittsburgh
Macomb County
Oakland County Rhode Island Providence
Wayne County
Washington Mercer Island
Minnesota Minneapolis Sedttle
St. Paul Tacoma
Y akima
Missouri Kansas City
St. Louis Wisconsin Milwaukee

Racine
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Table 2
Aggregate Average Premiums and Loss Costs

Bodily Injury

Average Premium ($)

Average Loss Cost ($)
Frequency (per 100 Exposures)
Severity ($)

Loss Ratio (%)

Property Damage

Average Premium ($)

Average Loss Cost ($)
Frequency (per 100 Exposures)
Severity ($)

Loss Ratio (%)

Personal Injury Protection

Average Premium ($)

Average Loss Cost ($)
Frequency (per 100 Exposures)
Severity ($)

Loss Ratio (%)

Collision

Average Premium ($)

Average Loss Cost ($)
Frequency (per 100 Exposures)
Severity ($)

Loss Ratio (%)

Comprehensive

Average Premium ($)

Average Loss Cost ($)
Frequency (per 100 Exposures)
Severity ($)

Loss Ratio (%)

Urban Areas ROS Urban/ROS
1990-92 1992 1990-92 1992 1990-92 1992
195.34 203.85 155.97 163.47 1.25 1.25
165.80 175.38 130.10 136.71 1.27 1.28
1.40 1.46 0.96 1.00 1.46 1.46
11,861 11,996 13,526 13,607 0.88 0.88
84.88 86.03 83.41 83.64 1.02 1.03
Urban Areas ROS Urban/ROS
1990-92 1992 1990-92 1992 1990-92 1992
96.84 100.65 85.75 89.41 1.13 1.13
68.62 69.89 62.59 63.11 1.10 111
4.18 4.09 3.86 3.74 1.08 1.09
1,643 1,711 1,620 1,688 1.01 1.01
70.86 69.44 72.99 70.59 0.97 0.98
Urban Areas ROS Urban/ROS
1990-92 1992 1990-92 1992 1990-92 1992
114.05 124.76 85.93 91.36 1.33 1.37
103.84 107.21 77.26 79.51 1.34 1.35
1.99 1.76 1.76 1.56 1.13 1.13
5,219 6,093 4,391 5,105 1.19 1.19
91.05 85.93 89.91 87.04 1.01 0.99
Urban Areas ROS Urban/ROS
1990-92 1992 1990-92 1992 1990-92 1992
214.15 217.80 180.67 185.20 1.19 1.18
127.11 125.53 106.68 105.36 1.19 1.19
7.62 7.27 6.47 6.17 1.18 1.18
1,669 1,726 1,649 1,709 1.01 1.01
59.36 57.64 59.05 56.89 1.01 1.01
Urban Areas ROS Urban/ROS
1990-92 1992 1990-92 1992 1990-92 1992
97.57 101.99 78.66 83.52 1.24 1.22
74.06 71.57 59.50 65.06 1.24 1.10
9.57 9.05 9.19 9.14 1.04 0.99
774 791 647 711 1.20 1.11
75.90 70.17 75.65 77.89 1.00 0.90
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Total Liability Premiums By Urban/ROS Category

Table 3

State
AZ
Cco
FL
GA

IL
KS
MD
MI
MN
MO
NJ
NV
NY
OH
OR
PA

RI

WA
WI

Totd

Urban Areas
389,965,190
974,830,453
1,925,344,684
1,293,704,461
947,994,761
207,567,800
1,551,047,832
1,950,580,458
377,104,231
778,318,492
844,481,770
348,880,133
1,824,405,707
1,350,667,912
921,477,771
1,944,382,750
90,063,183
574,311,902
789,934,524

19,085,064,014

Remainder

of State
1,325,515,007
999,391,721
5,192,375,129
1,810,686,560
1,768,627,646
654,511,730
630,540,632
1,745,196,319
1,742,761,123
977,440,530
3,235,694,398
269,135,522
5,572,185,233
2,780,304,716
604,042,479
4,608,876,192
356,643,411
1,759,853,387
946,796,339

36,980,578,074

Total
1,715,480,197
1,974,222,174
7,117,719,813
3,104,391,021
2,716,622,407

862,079,530
2,181,588,464
3,695,776,777
2,119,865,354
1,755,759,022
4,080,176,168

618,015,655
7,396,590,940
4,130,972,628
1,525,520,250
6,553,258,942

446,706,594
2,334,165,289
1,736,730,863

56,065,642,088

Percent Urban
23%
49%
27%
42%
35%
24%
71%
53%
18%
44%
21%
56%
25%
33%
60%
30%
20%
25%
45%

34%

Percent ROS
7%
51%
73%
58%
65%
76%
29%
47%
82%
56%
79%
44%
75%
67%
40%
70%
80%
75%
55%

66%
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Table 4
Total Physical Damage Premiums By Urban/ROS Category

State
AZ
Cco
FL
GA

IL
KS
MD
MI
MN
MO
NJ
NV
NY
OH
OR
PA
RI

WA
WI

Totd

Urban Areas

91,362,037
367,256,777
433,540,822
535,436,760
466,351,429
125,389,888
576,490,251
951,432,519
135,948,906
427,019,001
277,535,825

83,542,979
599,429,352
787,552,101
282,603,514
611,324,532

54,753,572
182,699,129
409,562,949

7,399,232,343

Remainder

of State
432,405,856
399,040,279
1,455,007,748
745,533,854
1,052,931,666
440,212,459
251,573,618
798,296,250
663,930,236
629,210,787
1,191,065,176
98,339,185
2,591,666,838
1,682,657,749
207,027,392
1,684,130,210
184,483,138
625,217,271
582,822,988

15,715,552,700

Total
523,767,893
766,297,056
1,888,548,570
1,280,970,614
1,519,283,095
565,602,347
828,063,869
1,749,728,769
799,879,142
1,056,229,788
1,468,601,001
181,882,164
3,191,096,190
2,470,209,850
489,630,906
2,295,454,742
239,236,710
807,916,400
992,385,937

23,114,785,043

Percent Urban
17%
48%
23%
42%
31%
22%
70%
54%
17%
40%
19%
46%
19%
32%
58%
27%
23%
23%
41%

32%

Percent ROS
83%
52%
7%
58%
69%
78%
30%
46%
83%
60%
81%
54%
81%
68%
42%
73%
7%
7%
59%

68%
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The Structure and
Performance of the
Homeowners
Insurance Market
In St. Louis

by Robert W. Klein

Introduction

The issue of the availability and cost of
insurance in urban areas has received considerable
attention in recent years and has been the subject
of a comprehensive NAIC study begun in 1992. To
date, the NAIC'’s analysis has focused primarily on
differences in premiums and availability across ZIP
codes in a number of metropolitan areas. This
article takes a further step and examines, in
greater detail, the structure of the homeowners
insurance market in a particular city, St. Louis,
Missouri. This article is based on a paper prepared
for and released by the NAIC Insurance
Availability and Affordability (EX3) Task Force.
Statistics are shown for different groups of ZIP
codes categorized by median income and racial
composition. The tables included show: (1) the
market penetration of selected insurers (names
masked); (2) the number of companies and degree of
market concentration; and (3) average premiums,
average loss costs and paid loss ratios. The objective
of this analysis is to review how insurers’ market
penetration varies within a city and factors related

Robert Klein is the Director of Research
at the NAIC. He has written extensively on
the economics of the insurance business
and on regulatory policy matters.

to this variation.

Market Penetration

Table 1 shows the voluntary market shares
(measured by exposures) of selected insurers for
different groups of ZIP codes in St. Louis. These
data were taken from the NAIC special urban data
call. ZIP codes are grouped by median income
(<$24,000, $24,000-$33,500, and >$33,500) and the
percentage of non-white or minority residents (<5%,
5%-17%, 17%-60%, and >60%). Variation in market
shares among ZIP codes was analyzed for all
insurers. Eight insurers with overall market shares
near 1 percent or above and significant variation
were selected for Table 1. The selected insurers do
not constitute all of the top eight insurers in the St.
Louis market but they do account for 57.2 percent
of the St. Louis market. Market shares are based on
all exposures reported under the NAIC special
urban data call which excluded some small
insurers. The identities of the companies have been
masked by using “aliases” (i.e., ABC Preferred
Company, ABC Standard Company, etc.).

To provide some perspective on insurers’ relative
price level, a “price index” was created using
Missouri Insurance Department premium quota-
tions for a hypothetical homeowner’s policy in ZIP
code 63108, an inner-city ZIP code. The
hypothetical policy is an HO-3 policy for a $60,000
house with full replacement value less a $250
deductible. An index was created by dividing the
premium quote for each company by the premium
guote for the lowest premium company. Hence, the
lowest premium company has an index value of 1.0
and the other companies have index values greater
than 1.0. The highest premium company (PQR) has
a premium quote 2.34 times the premium quote for
the lowest premium company (GHI).

Table 1 indicates that some insurers’ market
shares vary significantly among ZIP codes and that
this variation appears to be correlated with race
and income, although the correlation is in different
directions for different insurers. Some of the
selected insurers have a much smaller market
share in high-minority/low-income ZIP codes than
in low-minority/high-income ZIP codes. For other
insurers, this pattern is reversed.

For example, the ABC Preferred Company (price
index = 1.02) has a 30.9 percent market share in
the lowest-minority/highest-income ZIP codes but
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only a 5.6 percent market share in the highest-
minority/lowest-income ZIP codes. Moreover,
among ZIP codes with similar income levels, ABC
Preferred Company’'s market share falls
consistently as the percentage of minorities rises.
On the other hand, the market share of ABC
Standard Company (price index = 1.29) is only 1.5
percent in the lowest-minority/highest-income ZIP
codes, but is 4.5 percent in the highest-
minority/lowest-income ZIP codes.

An interesting observation is that one low-priced
company MNO (price index = 1.04) tends to write
more business in high-minority/low-income ZIP
codes. It would be interesting to compare this
company’s marketing and underwriting strategy
against the others.

No opinions are offered here as to what these
patterns mean but at least a couple of observations
can be made. One observation is that some insurers’
market penetration among different ZIP codes
within the St. Louis area varies significantly and
that variation appears to have a systematic or non-
random component to it. A second observation is
that the higher market share of high-price
companies in high-minority/low-income areas is a
contributor to the higher average premiums in
these areas observed in earlier research. This
indicates the effect of underwriting and marketing
on average price levels as well as on the availability
of coverage. Presumably, underwriting and
marketing (including availability of distribution
outlets) is an important determining factor in
insurers’ market share as there tends to be an
inverse relationship between an insurer’s relative
price level and market share in high-minority/low-
income ZIP codes. This also could reflect the
presence of fewer homes in inner-city
neighborhoods qualifying for “preferred risk” prices.

Market Concentration

Table 2 provides some additional perspective on
market structure in St. Louis. No clear pattern
seems to emerge with respect to the average
number of companies writing business in a ZIP
code and its income and racial composition.
However, market concentration as measured by
the Herfendahl-Hirschman Index (HHI) appears to
move inversely with minority concentration for
high and medium income ZIP codes. The HHI is
equal to the sum of the squared market shares of

all firms. The HHI can range from almost O to
10,000, with higher values reflecting higher
market concentration. Market concentration moves
directly with minority concentration for low-income
ZIP codes. Similarly, concentration tends to
increase with income except for high minority ZIP
codes, where the opposite occurs.

There may be two phenomena that contribute to
this result. There may be a tendency for large, low-
price insurers to capture large market shares in
areas they perceive to be the most “desirable,” i.e.,
low-minority/high-income areas. At the same time,
concentration may be high in areas perceived to be
the least desirable because a few non-standard and
“urban specialist” companies have obtained a
significant share of the market in these areas.

What is fairly consistent is the positive
association between the FAIR plan market share
and minority concentration (for low and medium
income ZIP codes) and the negative association
between the FAIR plan market share and income.

Market Performance

Table 3 provides figures on the average
premium, the average premium per $1,000 of
insurance coverage, the average loss cost (paid
losses/insured house-years) and the paid loss ratio
(paid losses/written premiums), aggregated over
the years 1990-92. These figures are broken out
separately for HO-1, HO-3 (if cash value) and HO-8
(i.e., limited coverage) policies and HO-2, HO-3 and
HO-5 (i.e., broad coverage) policies. The data were
obtained from the Missouri Department of
Insurance.

The average premium per $1,000 of coverage
tends to increase with minority concentration and
decrease with income, although this pattern is not
consistent across all ZIP code categories. There also
appears to be some tendency for loss ratios to
increase with minority concentration and decrease
with income, although the pattern is very
inconsistent. This may stem from the low number
of observations in each cell and a certain amount of
random variation in loss experience. Table 3 does
show that loss costs and loss ratios are higher in
the highest-minority/lowest-income ZIP codes than
in the lowest-minority/highest-income ZIP codes.
This could help to explain some insurers’
reluctance to write in poor neighborhoods or the
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greater penetration of standard and non-standard
insurers in these areas, but caution should be
exercised in drawing conclusions from these
limited cross-tabulations. A more in-depth analysis
of the relationship between market structure and
performance in urban areas could yield useful
insights.

Summary

The data reveal some interesting patterns in
terms of insurers’ market penetration within St.
Louis. The data suggest that some insurers’ market
penetration varies systematically and could
contribute to differences in average prices as well
as

availability among neighborhoods. From a policy
perspective, this implies that efforts to improve
affordability must be coordinated with efforts to
improve availability and also must consider
insurers’ ability to avoid particular areas and/or
shift business among affiliates with different
pricing structures. At the same time, insurers’
decisions with respect to sales efforts and
placement of business among affiliates could be an
efficient strategic response to varying risk and
economic conditions that ultimately results in
“actuarially fair” prices for different areas. Further
research in this area, including discussions with
insurers and agents with respect to observed
variation in market penetration, could be
enlightening.
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Table 1
St. Louis Homeowners
Voluntary Market Shares of Selected Companies* - 1992
ABC ABC DEF DEF GHI JKL MNO PQR
Zip Code Group Prf.Co. Std.Co. Prf.Co. Std. Co. Co. Co. Co. Co.
Insurer Price Index** 1.02 1.29 1.23 155 1.00 1.04 1.04 2.34
High Income ($33,501 and higher)
60% + Min. n/a n/a n/a n/a n/a n/a n/a n/a
17-60% Min. 25.65% 1.45% 6.69% 0.14%  15.38% 5.76% 0.44% 0.86%
5-17% Min. 30.30% 1.00% 4.63% 0.03% 13.49% 3.95% 0.20% 0.07%
0-5% Min. 30.90% 1.38% 4.63% 0.24% 20.73% 4.28% 0.43% 0.13%
Medium Income ($24,001-33,500)
60% + Min. 11.75% 554% 12.55% 1.97% 13.07% 3.86% 3.61% 3.49%
17-60% Min. 20.50% 3.40% 7.33% 0.40%  15.28% 5.19% 1.89% 0.87%
5-17% Min. 20.71% 4.29% 7.21% 0.40%  19.07% 4.84% 1.23% 0.27%
0-5% Min. 29.01% 2.32% 6.33% 0.13% 19.12% 4.23% 0.54% 0.10%
Low Income ($0-24,000)
60% + Min. 5.59% 450% 14.47% 7.26% 6.98% 1.96% 3.94% 7.43%
17-60% Min. 10.20% 6.51% 9.16% 2.80%  14.99% 3.13% 2.84% 1.34%
5-17% Min. 14.75% 6.14% 10.17% 0.65% 16.32% 4.93% 2.51% 0.51%
0-5% Min. n/a n/a n/a n/a n/a n/a n/a n/a
All St. LouisZIPs 23.64% 2.86% 7.04% 0.92% 16.31% 4.22% 1.24% 0.97%

* Based on exposures of all insurersincluded in NAIC urban data call.

** Relativity of premium charged for HO-3 policy with full replacement value less a $250 deductible for a $60,000 house

in ZIP code 63108 to lowest premium charged among selected companies.

Source: NAIC Urban Data Call
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Table 2

St. Louis Homeowners

Market Structure/Performance Indicators (Mean Values)

1992 Data
Totd
No. of Written No. of FAIR Plan
Zip Code Group ZIP Codes Exposures Co's HHI* Pct.**
High Income ($33,501 and higher)
60% + Min. 0 n/a n/a n/a n/a
17-60% Min. 3 156,694 76 1,056 0.16
5-17% Min. 6 628,176 83 1,250 0.11
0-5% Min. 7 526,745 83 1,517 0.40
Medium Income ($24,001-33,500)
60% + Min. 3 160,720 73 638 5.64
17-60% Min. 4 412,473 81 835 0.85
5-17% Min. 4 412,790 78 971 0.41
0-5% Min. 4 604,706 83 1,344 0.26
Low Income ($0-24,000)
60% + Min. 9 217,823 75 994 18.67
17-60% Min. 4 214,132 83 599 5.29
5-17% Min. 1 37,744 68 754 0.98
0-5% Min. 0 n/a n/a n/a n/a
All St. Louis ZIPs 45 3,375,003 90 976 2.37

*  Sum of the squared market shares of insurance companies based on exposures

** Based on exposures

Source: Missouri Department of Insurance and NAIC Urban Data Call
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Table 3
St. Louis Homeowners
Market Performance Indicators (Mean Values)
1990 - 1992 Data

Zip Code Group

High Income ($33,501 and higher)
60% + Min.

17-60% Min.

5-17% Min.

0-5% Min.

Medium Income ($24,001-33,500)
60% + Min.

17-60% Min.

5-17% Min.

0-5% Min.

Low Income ($0-24,000)
60% + Min.

17-60% Min.

5-17% Min.

0-5% Min.

All S. LouisZIPs

Broad Coverage Forms Limited Coverage Forms
Avg. Prem/ Avg. Prem/
Average  $1,000 of Average Paid Average  $1,000 of Average Paid
Premium Insurance  LossCost  LossRatio Premium Insurance  LossCost  LossRatio
n/a n/a n/a n/a n/a n/a n/a n/a
328.39 3.59 247.94 75.50% 299.87 5.54 325.06 108.40%
367.55 3.48 202.00 54.96% 321.46 6.16 174.22 54.20%
375.74 3.50 251.69 66.98% 314.55 6.44 168.20 53.48%
295.97 4,22 231.71 78.29% 366.53 9.97 234.29 63.92%
304.08 414 193.58 63.66% 340.15 8.22 191.45 56.28%
282.03 4,19 157.52 55.85% 33341 7.00 148.06 44.41%
285.87 3.58 141.67 49.56% 352.16 6.92 188.88 53.64%
330.75 455 262.12 79.25% 343.87 8.46 247.46 71.96%
358.69 4,54 316.96 88.36% 340.15 6.69 277.78 81.66%
263.05 3.93 126.49 48.09% 329.76 6.80 110.16 33.41%
n/a n/a n/a n/a n/a n/a n/a na
324.80 3.76 201.47 62.03% 340.79 7.58 221.75 65.07%

Source: Missouri Department of Insurance and NAIC Urban Data Call
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Price Elasticity and
Its Implications
for the Health Care
Reform Debate

by Mark D. Peavy

A major goal of health care reform is to increase
the number of people with health insurance. In the
ongoing debate regarding how to best achieve this
goal, requirements for the guaranteed issue of
insurance and constraints on the amount by which
premiums may differ have been principal
components of the reform effort. In analyzing the
impact of those components, it has been necessary
to introduce certain assumptions regarding how the
demand for health insurance diminishes as
premiums increase. This article will look at a simple
example of how assumptions regarding the price
elasticity of demand might affect the design of
health care reform.

Simplifying Assumptions

To illustrate how price elasticity (that is, the
sensitivity of consumers to price changes) needs to
be considered, | have imposed the following
simplifying assumptions on the health insurance
marketplace. Suppose for every 100 -currently
insured individuals there are three uninsured
individuals (whose demographics are identical to
the insured population) who do not have insurance
only because of their health status, not because of
their inability to afford coverage. Further suppose
that their level of morbidity is 300 percent of the
currently insured population. For the sake of this
example, further assume that health care is the only
component of a health insurance premium (i.e.,
ignore for the moment expenses associated with

Mark Peavy is the Life/Health Actuary
on staff in the Research Division of the
NAIC. He is actively involved in assisting
NAIC committees on various life and health
insurance issues.

marketing, underwriting, policy issue, admin-
istration, claims adjudication, risk and profit
margins), all insureds purchase the same plan of
benefits, and that the premium those currently
insured are charged is a “standard” rate that varies
only by their demographic characteristics.

If insurance companies in this simplified world
were required to issue insurance regardless of
health status, how much would premiums be forced
to increase for all insureds? Assuming insurers
could charge the previously uninsurable risks their
full morbidity costs, the answer is “none.” If
insurers were given that level of flexibility, the
premiums for the high risk individuals could be set
at three times the level for standard risks and there
would be no need for any level of subsidy between
risk categories.

Of course, cost is a major barrier to coverage, so
virtually all efforts at health care reform that
incorporate a “guarantee issue” provision include
some level of rate constraint. Therefore, assume
that the application of the “standard” rate is
expanded to cover the extra morbidity associated
with the high risk individuals. If that condition is
an additional requirement of health care reform,
how much will premiums increase above prior
levels?

Price Elasticity

It would be convenient if one could simply
answer 5.83 percent (1.09/1.03) since, assuming
none of the previously insured dropped their
coverage as a result of the rate increase, the 3
percent increase in enrollment would be
accompanied by an overall increase in claims of 9
percent (3 percent additional enrollment times 300
percent morbidity). However, some of those
previously insured will decide the insurance is no
longer affordable and drop their coverage. This
dropping of coverage means that there are not as
many healthy risks in the pool, resulting in even
greater increases, which in turn produce more
lapses of coverage. This “death spiral” is one of the
great fears of policymakers because it means that
an overriding goal of health care reform—increasing
the number of insureds—is not being achieved.

Determining what percentage of insureds will
drop their coverage as the premium increases is one
of the great technical challenges of the current
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health care reform debate. There are too many
variables affecting the purchase of insurance for
this number to be determined with absolute
precision. However, that does not relieve the
policymakers from having to take into account some
estimate of the impact of price elasticity in weighing
its impact upon the design of health care legislation.

Table 1 shows the degree to which premiums
would increase and participation levels would
change assuming various levels of price elasticity.
For purposes of this article, the numbers shown
under the “price elasticity” column represent the
percentage drop in the number of previously
insured individuals for each 1 percent increase in
premium, where price elasticity is assumed to be
linear. For example, a 0.4 price elasticity means
that a 10 percent increase in premium would result
in 4 percent of the previously insured individuals
dropping their coverage. Assuming 0.4 was an
accurate reflection of price elasticity, then Table 1
indicates that premiums would have to increase
5.96 percent above their current levels to absorb the
additional risks introduced into the pool by those
previously uninsurable. Table 1 also indicates that
2.39 percent of the previously insured would drop
their coverage, compared with the 3 percent
additional enrollment attributable to the newly
insureds, resulting in a net gain to the insured
population of 0.61 percent. A broad look at Table 1
indicates that, under this highly simplified set of
assumptions, the goal of expanding the total
number of insureds would be achieved up to price
elasticities of 0.5, although some previously
insureds would drop out of the system. Beyond a
price elasticity of 0.5, the total insured pool begins
to shrink.

Implicit in Table 1 is the assumption that those
insureds who drop their coverage would have
incurred the same amount of claims as those who
remain insured. As a practical matter, “selection”
will occur among the currently insured population,
resulting in those who drop their coverage being
better risks than those who elect to remain insured.
Table 2 shows what happens if an assumption is
made that those who elect to drop their coverage
have morbidity levels half that of a “standard” risk.
Under this assumption, a 1 percent drop in the
currently insured population would result in the
“standard” morbidity increasing by approximately
0.5 percent. As a result, the numbers appearing in
Table 1 are no longer accurate, because there are

now higher morbidity costs for the same number of
remaining insureds. For example, compare the 0.5
price elasticity line of Table 1 with the 0.4 price
elasticity line of Table 2. In each case increasing the
premium the minimum amount necessary to have a
balance between premiums and claims results in the
overall number of insureds remaining the same, but
the premium increase in Table 2 is higher because
of the healthier risks dropping out. In this
environment, price elasticities beyond 0.4 will result
in situations where the total insured pool shrinks,
thereby frustrating one goal of health care reform.

What is the implication of all of the above for
policymakers? Assuming Table 1 describes a
“realistic” scenario, “guaranteed issue” could be
introduced and the existing rate relativities
maintained if policymakers felt reasonably
comfortable that price elasticity were no higher
than 0.5. Assuming Table 2 describes “reality” and
they believe that price elasticity may be as high as
0.5, then other forms of subsidy or some level of
substandard rating might be needed to avoid
diminishing the insured population.

Conclusion

As pointed out, the above discussion is a highly
simplified picture of some of the considerations
policymakers must take into account in constructing
health care reform legislation. As for price elasticity
specifically, it undoubtedly is not linear and varies
by not only health status but by income, tax status,
family status, the availability of alternative
coverages, and plan of benefits. There are at least as
many imponderables relating to all of the other
aspects of pricing (e.g., the number of uninsurables
relative to the insured population, the percentage of
uninsurables who will buy insurance if offered the
coverage, the relative level of morbidity of the
uninsurables, what plan designs might mitigate
high claim costs, actual rating structure currently
in place, etc). However, just because it is a difficult
exercise to produce “hard” numbers for the relevant
assumptions doesn't mean the policymaker can
ignore their impact. In the final analysis, many
decisions are made on the best information
available, however incomplete, and careful
monitoring of experience is required thereafter to
determine what changes from initial policy are
necessary.
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Table 1
Price Elasticity Example With No Adverse Selection
Price Premium Insureds Who Total
Elasticity Increase Drop Coverage Insureds
0.0 5.83% 0.00 103.00
0.1 5.86 % 0.59 102.41
0.2 5.89 % 1.18 101.82
0.3 5.93 % 1.78 101.22
0.4 5.96 % 2.39 100.61
0.5 6.00 % 3.00 100.00
0.6 6.04 % 3.62 99.38
0.7 6.08 % 4.25 98.75
0.8 6.12 % 4.89 98.11
0.9 6.16 % 5.54 97.46
1.0 6.20 % 6.20 96.80
Table 2
Price Elasticity Example Assuming Adverse Selection
Price Premium Insureds Who Total
Elasticity Increase Drop Coverage Insureds
0.0 5.83% 0.00 103.00
0.1 6.16 % 0.62 102.38
0.2 6.54 % 1.31 101.69
0.3 6.98 % 2.10 100.90
0.4 7.50 % 3.00 100.00
0.5 8.11 % 4.06 98.94
0.6 8.87 % 5.32 97.68
0.7 9.82 % 6.87 96.13
0.8 11.08 % 8.87 94.13
0.9 12.95 % 11.65 91.35
1.0 16.39 % 16.39 86.61
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Common Stock
Investments and
Risk Implications

by Mike Barth

This article examines investment patterns in
common stocks commonly encountered in insurance
company investment portfolios. Well-diversified
portfolios of common stocks are generally desirable
because, over the long run, common stocks enjoy a
higher long-term return on investment than do
other investments. The downside risk is that the
value of common stock tends to fluctuate, and
sometimes fluctuate widely, in the short term. This
can affect an insurer’s statutory capital and surplus
since common stocks are carried at market value.
Adverse changes in the market value of common
stocks in the short term could trigger one of the
solvency monitoring systems used by regulators,
activating regulatory attention.

Beta Measurement of Risk

Beta is a measure of risk that is often used in
investment circles. The beta of a common stock is a
measure of the covariance of that stock’s
investment returns with the average investment
returns of the stock market. A beta of 2.00 indicates
that a stock’s returns are twice as variable as the
average returns of the aggregate stock market. A
beta of 0.50 means a stock’s returns are half as
variable as the average returns of the aggregate
stock market. When the overall stock market is up
10 percent, the stock with the beta of 2.00 should go
up 20 percent, while the stock with the beta of 0.50
should go up only 5
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percent. When the overall stock market goes down
20 percent, the stock with the beta of 2.00 should go
down 40 percent, while the stock with the beta of
0.50 should go down 10 percent.

The beta concept is one of the cornerstones of
Modern Portfolio Theory (MPT). MPT divides risk
into two categories—systematic risk and
unsystematic risk. Systematic risk is the variation
in value caused by general market factors such as
changes in interest rates, recessions, oil shocks,
wage increases, etc. These are the factors that
affect the price of all stocks in the marketplace.
Unsystematic risk is the specific business risk faced
by a particular company, such as a change in sales,
unexpected cost increases, the loss of a factory to a
fire, etc. Unsystematic risk affects a specific
company but not necessarily other companies in the
general economy, while systematic risk affects all
stocks simultaneously. However, economic factors
affect individual companies differently, so that each
company has either more, less or about the same
sensitivity to changes in these general business
factors as does the “average” company.

Beta is a measure of an individual company’s
sensitivity to these factors that determine
systematic risk. For example, suppose there is a
sharp increase in interest rates. The value of the
common stock of a bank, whose earnings are
strongly affected by interest rate changes, will
exhibit much more variability following that change
than a food company’s stock because the income
stream that determines the value of a food
company'’s stock are less sensitive to interest rates.
(People still gotta eat!) A change in interest rates
will affect all companies in the economy to some
extent, but the interest rate change will affect the
bank more than the bakery, so the bank’s beta
should be higher than the bakery’s beta, all other
things being equal. However, commodity prices are
also included in the general economic factors that
affect all companies, so a huge drought in the
Midwest might affect the bakery’s income more
than the bank’s income, holding all else equal.
However, “holding all else equal” is not easily
accomplished.

Factors that affect the general economy are
constantly at work. These factors affect other
factors as well as the economy itself, and there is a
great deal of interaction. Therefore, it is very
difficult to quantify the reaction of stock prices to 