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Don’t Make Main Street Insurance Consumers Subsidize Wall Street
To address the economic turmoil caused by the collapse of several major Wall Street firms, Congress now faces the difficult charge of crafting reform legislation that will address gaps in our current financial services regulatory systems.  In so doing, it is imperative that Congress fix what is broken without undermining those portions of the regulatory system that have successfully protected the interest of consumers.

Property Casualty Insurance is Not Systemically Risky

One sector of the financial services industry where regulation has worked exceptionally well is the state solvency oversight of home, auto and business insurance (“property-casualty insurance”).  The property-casualty insurance industry is stable and healthy and, as an industry, overwhelmingly rejected federal bailout money.  The Administration’s 2009 white paper on financial regulatory reform explicitly recognized that “the current crisis did not stem from widespread problems in the insurance industry.”  Property-casualty insurers did not fail during the economic crisis because they are fundamentally different from riskier firms in other parts of the financial services sector.  It would be an enormous mistake for Congress to rush towards a one-size-fits-all solution that causes the well-regulated and non-systemically risky insurers on Main Street to subsidize Wall Street firms.  

Property-Casualty Insurers Have Low Leverage.  
The financial firms that failed in the recent crisis were highly leveraged.  Property-casualty insurers, which thrived through the crisis, were not highly leveraged – their inherent liquidity needs and strict state solvency regulatory oversight do not permit it.  In a MSCI Barra Research study of financial leverage in 35 industry sectors during the years 1994-2008, the insurance industry was ranked 28th while the banking industry was ranked 7th.   The 2009 Economic Report of the President indicated that “[b]efore the financial crisis, the major investment banks were leveraged roughly 25 to 1.”  PCI has calculated that the insurance industry was leveraged at roughly 3 to 1 prior to the financial crisis.  Property-casualty insurance is fundamentally about mitigating risk as a service for consumers, not leveraging it for a fee to obtain an investment return for consumers as in other industries.  Chart #1 underscores how different property-casualty is from other major financial sectors.
Property-Casualty Insurers are Not Interconnected with Other Financial Firms.  Banks and securities firms make money in part by taking a risk and then “off-loading” it elsewhere in transactions with others. Thus, failures within those sectors can have negative impacts on counterparties and can therefore create a “domino effect” throughout the banking and securities sectors.  In contrast, property-casualty insurers “own” the risks they insure – they cannot “off-load” them.  Although they can buy reinsurance to protect their liabilities, reinsurance does not extinguish their liabilities.  The risks remain on the primary insurer’s books, and there is therefore little counterparty exposure to an insurer failure.  

No “Run on the Bank” Threat in the Insurance Industry.  
Demand and capital supply in the property-casualty industry is also fundamentally distinct from other financial sectors.  Consumer and investor fears can trigger a sudden run on a bank or securities firm, leading to loss of highly leveraged capital, a freezing of credit and capital markets, causing cascading interconnectedness failures stemming from the interconnectedness of those firms.  There are no “runs” on property-casualty insurers.  Most consumers must have auto insurance to drive, homeowners insurance to protect their investments in their homes, and workers compensation and liability insurance to run a business.  There is no extra leveraged cash value or discretionary or investment component to withdraw, no potential for insurer failures to freeze markets, and no interconnectedness that creates a likelihood of cascading failures from one institution to others.  
Insurers are Highly Competitive with Low Market Concentration.  
Home, auto, and business insurance markets are extremely competitive, with well over 2,000 companies and very low market concentration among the top firms.  Chart #2 lists the concentration indexes for insurers, which are all far below even the level considered to be moderately concentrated by the Department of Justice.  In the rare instance that a property-casualty insurer becomes impaired, there are many competitors waiting and able to pick up that business.  Moreover, unlike any other industry sector, there are well-run residual markets (i.e., “insurers of last resort”) in almost every state to ensure that every property-casualty insurance consumer has access to the market.
Property-Casualty Insurers Have Low Failure Rates.  
Unlike other financial sectors, auto, home, and business insurers have a consistently low and counter-cyclical failure rate.  One reason is that property-casualty losses stem from events such as natural disasters that are independent of market cycles.  Another reason is that property-casualty insurers are required to hold surplus funds to protect their ability to pay claims to consumers, which means that their investments must be extremely conservative and liquid.  Unlike in other financial services industries, economic downturns do not cause insurer failures and insurer failures do not cause economic downturns.  Chart #3 shows the low impairment rate of property-casualty insurers as compared to other financial firms and the lack of correlation between insurer impairments and economic downturns.  
Insurers Already Have Their Own Effective Resolution Authority.  
Finally, and also unlike some other financial services sectors, most home, auto, and business insurance consumers are fully protected by guaranty funds in every state.  If a derivatives firm fails, its investors lose everything.  If a property-casualty insurer fails, most policyholders lose nothing.  In the last 40 years, the property-casualty insurance guaranty system has paid out roughly $21 billion in policyholder claims on behalf of insolvent insurers.  The existing system of state guaranty funds has served the industry and its consumers well and any new federal regulation of the financial services industry should recognize and preserve that system’s strong protections.  In part because of the state guaranty fund system, even the failure of one of the largest property-casualty holding companies would be unlikely to create systemic risk or require additional government intervention. 
Fix What is Broken – Not What Isn’t

Some diversified financial firms that conduct insurance activities within their groups did receive federal assistance – most notably, AIG.  It is critical to recognize, however, that the problems at AIG stemmed not from its property-casualty insurance operations but primarily from risky derivatives trading in one of its non-insurer subsidiaries.  No federal assistance has been provided to any company as a result of a failure in its home, auto, or business insurance operations and PCI opposed such subsidies for insurers.  It is appropriate for any reform legislation to address risky, non-insurance activities taking place in diversified firms that include insurers.  It is not appropriate, however, for those reforms to disturb the strong, non-risky, and well-regulated insurance activities of those firms.  
Financial services regulatory reform must not overreach into the insurance industry and overturn years of successful state insurance solvency regulation dating back to the 19th century.  Don’t break what doesn’t need fixing.  Home, auto and business insurance are not systemically risky.  Protect their consumers and exclude property-casualty insurance from the Financial Stability Improvement Act of 2009.
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Profitability, Leverage and Executive Compensation
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Source Information:

1. Profitability is based on industry 1998-2007 average annual rate of return; Insurance Information Institute, and Securities Industry and Financial Markets Association. 

2. Leverage reflects 2007 Property/Casualty, Life/Health, commercial bank and investment bank results; 2009 Economic Report of the President (banks) and PCI calculations of total liabilities as a proportion of net admitted assets using A.M. Best data (insurers).  Chart depicts investment banks levered 25 to 1; commercial banks 12 to 1; L/H insurers 20 to 1; and P/C insurers 3 to 1.
3. Executive compensation is based on 2004-2008 annual average CEO compensation from the top three firms in 2008 where data are publicly available; Morningstar.com and for State Farm, P/C Annual Statements and Pantagraph.com newspaper article.  Please note the L/H figure is based on the 1st, 4th and 7th largest L/H insurers as executive compensation figures are not publicly available for all of the top three; similarly, the commercial banks figure is based on the 2nd, 3rd and 5th largest firms; and the investment banks figure is based on the 2nd- 4th largest firms.  In the chart above, the size of each industry’s circle represents executive compensation: P/C insurers $5.6 million; L/H insurers $11.8 million; commercial banks $18.0 million; investment banks $22.1 million. 
Chart #2

	P/C Market Concentration Analysis
	
	
	
	

	Herfindahl-Hirschman Index (HHI) based on 2007 U.S. Total (all states and DC)
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	Line
	Indiv. Cos.
	Groups
	
	Indiv. Cos.
	Groups
	
	
	

	Homeowners
	326
	778
	
	904
	431
	
	
	

	Personal Auto
	348
	665
	
	998
	371
	
	
	

	Commercial Auto
	68
	298
	
	934
	391
	
	
	

	Commercial Multi-Peril
	99
	346
	
	802
	359
	
	
	

	Workers Compensation
	109
	495
	
	717
	310
	
	
	

	Other Liability
	137
	633
	
	1439
	690
	
	
	

	Medical Malpractice
	208
	303
	
	326
	233
	
	
	

	Product Liability
	217
	468
	
	504
	161
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Notes:
	
	
	
	
	
	
	
	

	1. The HHI takes into account the relative size and distribution of the firms in a market and approaches zero when a market consists of a large number of firms of relatively equal size. The HHI increases both as the number of firms in the market decreases and as the disparity in size between those firms increases.

	
	
	
	
	
	
	
	
	

	2. Markets in which the HHI is between 1000 and 1800 points are considered to be moderately concentrated, and those in which the HHI is in excess of 1800 points are considered to be concentrated.

	
	
	
	
	
	
	
	
	

	Source: NAIC Annual Statement Database via National Underwriter Insurance Data Services/Highline Data
	


The Herfindahl-Hirschman Index (HHI) is a commonly accepted measure of market concentration and indicator of the level of competition amongst firms within an industry. It is an economic concept but widely applied in competition law and antitrust, and utilized by the U.S. Department of Justice and the Federal Trade Commission.

The HHI shown above is calculated on an individual company and company group basis for comparison. 
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PCI is composed of more than 1,000 member companies, representing the broadest cross-section of insurers of any national trade association.  PCI members write over $180 billion in annual premium, 37.4 percent of the nation’s property casualty insurance.  Member companies write 44 percent of the U.S. automobile insurance market, 30.7 percent of the homeowners market, 35.1 percent of the commercial property and liability market, and 41.7 percent of the private workers compensation market.




















